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Notes and explanation of symbols
The following symbols are used in tables in the Review:

(...)  Threedots indicate that data are not available or are not separately reported.

(—) A dashindicates that the amount is nil or negligible.

A blank space in a table means that the item in question is not applicable.

(=) A minus sign indicates a deficit or decrease, unless otherwise specified.

(.) A point is used to indicate decimals.

0 A slash indicates a crop year or fiscal year, e.g., 1970/1971.

) Use of a hyphen between years, e.g., 1971-1973, indicates reference to the complete number of
calendar years involved, including the beginning and end years.

References to “tons” mean metric tons, and to “dollars”, United States dollars, unless otherwise stated.

Unless otherwise stated, references to annual rates of growth or variation signify compound annual rates.
Individual figures and percentages in tables do not necessarily add up to the corresponding totals, because of
rounding.

Guidelines for contributors to
CEPAL Review

The editorial board of the Review are always interested in encouraging the publication of articles
which analyse the economic and social development of Latin America and the Caribbean. With this
in mind, and in order to facilitate the presentation, consideration and publication of papers, they
have prepared the following information and suggestions to serve as a guide to future contributors.
—The submission of an article assumes an undertaking by the author not to submit it simultaneously
to other periodical publications.

—~Papers should be submitted in Spanish, English, French or Portuguese. They will be translated
into the appropriate language by ECLAC.

—Every article must be accompanied by a short summary (of about 300 words) giving a brief
description of its subject matter and main conclusions. This summary will also be published on the
ECLAC Home Page on the Internet.

—Papers should not be longer than 10 000 words, including the summary, notes and bibliography, if
applicable, but shorter articles will also be considered.

—One copy of the original text should be submitted, accompanied by a copy on diskette
(WordPerfect 5.1 format). In the absence of the latter, two printed or typed copies should be provided.
—All contributions should be accompanied by a note clearly indicating the title of the paper, the
name of the author, the institution he belongs to, his nationality, and his fax and telephone numbers.
—TFootnotes should be kept to the minimum, as should the number of tables and figures, which
should not duplicate information given in the text.

—Special attention should be paid to the bibliography, which should not be excessively long. All the
necessary information must be correctly stated in each case (name of the author or authors, complete
title (including any subtitle), publisher, city, month and year of publication and, in the case of a
series, the title and corresponding volume number or part, etc.).

—The editorial board of the Review reserve the right to make any necessary revision or editorial
changes in the articles, including their titles.

—Authors will receive a one-year courtesy subscription to the Review, plus 30 offprints of their
article, both in Spanish and in English, at the time of publication in each language.
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Institutions and growth:
can human capital

be a link?

Nauro Campos
Jeffrey B. Nugent

University of This paper attempts to provide a sounder link between institu-
Southern California. . , s P
tions and economic growth. It does so by i) identifying those
institutions which might matter the most with respect to eco-
nomic performance, ii) providing a rationale as to why they
might matter, and iii) confronting that rationale with some sys-
tematic empirical evidence. We postulate that the central and
common characteristic of relevant institutions is that they give
agents a voice, a stake in the system, By doing so, they increase
the appropriability of benefits or, conversely, reduce the amount
of rent-seeking. A composite index of the extent to which these
institutional characteristics are attained is constructed for 19
Latin American countries for the years 1960 to 1986. Within an
otherwise standard growth model, our institutional development
index is shown to contribute significantly to the explanation of
the variations in growth rates of per capita income across coun-
tries and over time. Some determinants of institutional develop-
ment, across countries as well as decades, are also identified. In
contrast to existing studies which emphasize a nexus between
institutional development and per capita income growth operat-
ing through physical capital accumulation, our results suggest
that a similar nexus operating through human capital formation

may be stronger.

APR I L 1998
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Introduction

On the research agenda of economics, institutions to-
day occupy a rather similar position to that occupied
by technology forty years ago. Although Abramovitz
and Solow were clearly not the first economists to
emphasize their importance, they were pioneers in at
least two fundamental ways. First, they courageously
dismissed the profession’s belief that the topic should
be better left to others, in this case, to engineers.
Second, they understood that without an explicit and
cogent atternpt at quantification, there would be nei-
ther a marshalling of talent to research the topic, nor
any substantial progress. They knew the profession
needed some measure of its ignorance.

After three Nobel prizes, it would be difficult to
find today anyone who believes that institutions
should be better left to others, presumably political
scientists. In the case of institutions, however, noth-
ing is yet to be seen that is anything like the impres-
sive marshalling of talent working on the topic, the
profession’s enthusiasm, and the sequence of major
breakthroughs that marked the study of technological
change in the 1960s. Not only does the profession
still seem to be looking for the size of the residual or
a measure of its ignorance, but also the links between
institutions and economic growth remain very much

[0 The authors express their appreciation to the Inter-University
Consortium for Political and Social Research (ICPSR) for sup-
plying much of the data used in this study and to the following
individuals for their many useful comments on earlier versions
of the paper: Irma Adelman, Jean-Marie Baland, Kaushik Basu,
Hans Brinkman, Hamid Davoodi, Richard A. Easterlin, William
Easterly, Joic Carlos Ferraz, Adolfo Figueroa, Giuseppe
larossi, Steve Knack, Michael Lipton, Norman Loayza, Floren-
cio Lépez de Silanes, Abraham Lowenthal, Paclo Mauro, James
McGuire, Hamid Mohtadi, Christian Morrisson, Vai-Lam Mut,
Mustapha Nabli, Moisés Nafm, Mancur Olson, Manuel Pastor,
Jean-Philippe Platteau, George Psacharopoulos, Lant Pritchett,
Martin Ravallion, James Robinson, Dani Rodrik, William
Savedoff, Christopher Scott, Gerald Scully, Erik Thorbecke,
Douglas Walker, Eduardo Wiesner, three anonymous referees,
and other participants at the Development Workshops in Na-
mur, Belgium, the United Nations Headquarters, the University
of Southern California, and the First Annual Meeting of the
Latin American and Caribbean Economic Association (Mexico
City). While many of the suggestions have been implemented,
some have not. Hence, in no way can these reviewers be held
responsible for remaining errors of commission or omission.

underexplored. As a result, we are left with many
unanswered questions, among them: Which institu-
tions matter most for economic growth, and why?
Can these relevant institutions be measured, and if
so, how? Can their effect on economic growth be
demonstrated? What are the determinants of these
institutions? What is the link between institutions and
economic growth? Can this link be human capital?

This paper attempts to contribute at least mod-
estly to answering these important questions, on the
basis of the Latin American experience. It begins, in
section II, by surveying the characteristics of institu-
tions deemed important to economic growth. It then
describes an essential, central and common charac-
teristic of growth-promoting institutions: namely, that
they give agents a voice, a stake in the system,
thereby increasing the appropriability of benefits or,
conversely, reducing the amount of rent-seeking.
More specifically, we identify the importance of an
institution for economic development with the degree
to which it helps to ensure that the tastes, needs and
preferences of the citizenry are reflected in i) the
organization of the State, ii) the functioning of the
government, and iii) the formulation and implemen-
tation of public policies.

Based on this notion, in section III we construct
a comparative index of institutional development
(cup) for 19 Latin American countries for the period
from 1960 to 1986. In section IV we incorporate our
CID measure into an otherwise standard model of
economic growth. Since the CIID would seem to be
potentially endogenous, section V explores its deter-
minants and re-estimates the growth model using in-
struments that represent the ClID rather than the index
itself. Taken together, our results demonstrate the sig-
nificance of the CIID in explaining economic per-
formance and, moreover, they point to a strong and
potentially important nexus between institutional de-
velopment, human capital and growth in per capita
income. Finally, section VI presents our conclusions.

Why should the experience of the 19 Latin
American countries used in this paper be of relevance
in this context? There are several important reasons
behind this choice. First, in no other part of the world

INSTITUTIONS AND GROWTH: CAN HUMAN CAPITAL BE A LINK? ¢ NAURO CAMPOS AND JEFFREY B, NUGENT
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have the shifts in development strategy and the atten-
dant structural reforms been as striking, Second, since
sustaining these reforms appears to remain a more seri-
ous challenge in Latin America, success in extending
and sustaining them would seem to require an espe-
cially delicate balance with respect to the role of the
State. While in some respects the State needs to be
strengthened to take on new tasks (Edwards, 1995),
in other respects its role may have to be diminished
and changed so as to allow greater play for the mar-
ket (Wiesner, 1994; Nafm, 1995). Third, among the
developing regions, the data required for measuring
and endogenizing institutional development are only
available for Latin America. Given our interest in

II

examining human capital as a possible link between
institutions and economic growth, it is relevant to
note that it is in Latin America that it has been sug-
gested that institutional development can contribute
positively to economic development only if it suc-
ceeds in realizing more fully the region's human
capital potential (Londofio, 1995). Last but by no
means least, it is in Latin America, with its relatively
high level of resource endowments but its very con-
siderable growth rate differences from one decade to
another (with especially disappointing growth rates
since the late 1970s), that the case for examining the
role of institutions in explaining growth rate differ-
ences would seem to be of paramount importance.

Which institutions matter for

economic growth, and why?

Although very substantial progress has been made in
explaining both the determinants and effects of insti-
tutions at the microeconomic level (Lin and Nugent,
1995) and variations in growth rates across countries
(Barro and Sala-i-Martin, 1995), much less progress
has been made in explaining the relationship between
institutions and economic growth.! Five features of
institutional analysis would seem responsible for
limitations in this respect: i) the persistent difficulty
of operationalizing the term “institution” (Ménard,
1995); ii) as suggested by Bardhan (1996, p. 1), the
insufficient attention given to the identification of
“which institutions affect the process of development
and how”; iii) the pessimistic tone of much of the
literature, with its emphasis on “path dependency”
and “institutional impediments” to development; iv)
the excessively narrow and often negative role attrib-
uted to the State by many modern practitioners of
institutional analysis, and v) the general failure to
integrate politics and the tradeoffs between efficiency
and distribution into policy objectives (Robinson,
1996).

! Porter and Scully observe that “Like two ships passing in the
night, there exist two bodies of scholarly literature that are
largely unaware of each other, but are related to the problem of
economic growth: the neoclassical theory of economic growth
and the new institutional economics” (Porter and Scully, 1995,
p. 17).

Each of these Jimiting features and ways of over-
coming them will be considered in turn. First, we feel
that the much-belaboured distinction between institu-
tions and organizations has been over-emphasized
and should be softened.? At the same time, however,
we believe that institutions need to be more strongly
distinguished from policies and policy strategies, In-
deed, it may be hypothesized that differences in insti-
tutions can explain why the effectiveness of a
common policy adopted to overcome the same prob-
lems in two different countries may vary consider-

2 For example, North (1990, p. 107) defines institutions as so-
ciety’s rules of the game, that cannot be seen, felt or even
measured, and “organizations” as the players, i.c., “groups of indi-
viduals bound by a common purpose to achieve objectives” (North,
1995, p. 23). A softening of the distinction would seem desirable
because of: i) the fact that the very substantial time devoted to
drawing such an inevitably arbitrary distinction could be better
spent on empirically investigating relevant hypotheses concern-
ing the effects of either or both, and ii) in the light of the
important time delays and rent-seeking behaviour which arise
from conflict-prone reforms, the demonstrated ability of certain
organizations to reduce these conflicts and thereby contribute to
a better match between policies and long-run economic develop-
ment.

INSTITUTIONS AND GROWTH: CAN HUMAN CAPITAL BE A-LINK? * NAURO CAMPOS AND JEFFREY B. NUGENT
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ably.? This leads us to a conclusion similar to that of
Adelman and Morris (1989, p. 1429): “institutions matter
greatly because they determine which government poli-
cies are likely to be adopted, and which institutions
will be strengthened, introduced or weakened.”

With respect to which institutions matter, even
the following brief survey reveals some very useful
suggestions. For example, North asserts that “the in-
ability of societies to develop effective, low-cost en-
forcement of contracts is the most important source
of both historical stagnation and contemporary un-
derdevelopment in the Third World” (North, 1990,
p- 54). Likewise, Reynolds (1983, p. 976) attests that
“the single most important explanatory variable [in
explaining long-run development] is political organi-
zation and the administrative competence of the gov-
ernment.” Olson (1996, p. 6) emphasizes the role of
incentive structures, which depends not only on what
economic policies are preferred in each period, but
also on long-term or institutional arrangements: the
legal systems that enforce contracts and protect prop-
erty rights, and the political structures, constitutional
provisions and the weight of special-interest lobbies
and cartels. Similarly, Sachs and Warner (1995, p. 5)
argue that countries with inefficient institutions, such
as those which do not have secure property rights,
credible trade openness policies, convertible cur-
rency, etc., are unlikely to achieve any convergence
(towards higher stable levels of per capita income),
whatever the underlying production function or in-
itial level of human capital. According to Easterlin
(1996, p. 56), the establishment of the rule of law,
the fulfillment of contracts, political stability, and
the elimination of arbitrary appropriation or taxation
of property by despots or others, together with uni-
versal education, are among the most essential insti-
tutions for modern economic growth.* Finally,
Abramovitz and David (1996, pp. 50-51) identify

3 The usefulness of this distinction has been widely recognized
in drawing lessons for other regions from the East Asian mir-
acle, e.g., in understanding how heavily interventionist policies
have been helpful to growth in East Asia but apparently harmful
to growth in other countries.

4 As already noted, our econometric results solidly confirm this
view. While the effect of institutions on economic development
seems to be independent of investment in physical capital, the
same is not true of investment in human capital. In particular,
the effect of the growth of human capital only becomes statisti-
cally significant once international development is achieved.

“social capacity” —defined as the attributes, qualities
and nature of the people and of social organization
which originate in social and political institutions and
influence reactions to economic opportunities— as the
factor affecting a country’s capacity to catch up.’

With regard to the third limiting feature —the
pessimistic approach taken to the possibility that in-
stitutions may be modified— the above-mentioned
success of the new institutional economy at the micro
level —that is to say, in showing how and why the
agents can escape the institutional and poverty traps
that beset them and the vicious circles of underdevel-
opment— may suggest that parallel efforts at the
macro level to bring about institutional changes fa-
vouring growth could be equally effective.

Finally, with regard to the third and fourth fea-
tures —excessively narrow concepts of the State and
economic analysis— it should be noted that “good”
institutions, such as well-defined property rights, do
not drop down like manna from heaven. In actual
fact, as North (1995, p. 20) points out, it is the politi-
cal system which defines and enforces property
rights. Consequently, it would seem reasonable that
economic policy considerations should play a larger
part in explaining the causes and macroeconomic ef-
fects of institutions® (Lin and Nugent, 1995, p. 2325).
Doing this would not only broaden the scope of insti-
tutional analysis but would also build an effective
and useful bridge between two approaches which are
related but have so far been kept apart: that of devel-
opment specialists regarding *governance”, and that

5 “Social capacity” includes the culture of a society; the
priority given to economic achievement; the rights, restrictions -
and obligations connected with property ownership; and all the
incentives and inhibitions to which they can give rise with re-
spect to effort, investment, enterprise and innovation. It also
affects the form and activities of organizations, including
the provision of public services and infrastructure.

6§ As Bates (1995, p. 44) suggests, “Thus, taking political factors
into account helps to explain the direction and magnitude of
the deviations from the status quo permitted by economic insti-
tutions and sheds some light on the reasons for their variable
behaviour. The new institutionalism has its roots in economics.
In order to fill its agenda, however, it must move towards the
study of politics too. It must take account of the distribution
of power in society and the impact of the political system on
the structure and behaviour of the economic institutions”.

INSTITUTIONS AND GROWTH: CAN HUMAN CAPITAL BE A LINK? ¢ NAURO CAMPOS AND JEFFREY B. NUGENT
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of political scientists regarding “democracy”.” Like-
wise —and quite naturally— the analysis of institutions
would tend to lead in a more normative direction: if
the institutions that matter can also be changed, more
attention should be given to finding the best way of
promoting the development of institutions that foster
growth,

The —admittedly selective- study made here of
the institutions considered to be important for long-
term growth suggests how some of the main limita-
tions in the analysis of institutions could be
overcome. With regard to the last two cases, this is
done by incorporating economic policy considera-
tions in such analysis. We thus arrive at the following
premise: the quintessential institution for economic
development is the degree to which the tastes, needs
and preferences of citizens are reflected in i) the or-
ganization of the State, ii) the functioning of the gov-
ernment, and iii) the formulation and implementation
-of public policies.

Unlike much of the literature on institutions and
development, which is based almost exclusively on
the product or results of institutions —item i} of the
previous paragraph— our proposal lays great stress on
the inputs of the institutional development process
(items i) and iii) of the previous paragraph). Thus,
the essence of a successful institutional development
process does not lie only in the degree of State inter-

vention, the efficient provision of public goods, or its
ability to credibly precommit to policy decisions
(Rodrik, 1992).% Rather, it should also depend on the
character of the process in which these institutions
and policies are determined® and, in particular, on the
“stake” in the system which agents perceive they have.

Although certainly not the only way of identify-
ing institutional development, our approach suggests
that institutions that are transparent and give indi-
viduals a “voice” (Hirschman, 1970) or stake in the
system could significantly improve macroeconomic
performance in the long run.”® If they are given a
greater “‘voice”, all participants in the economic sys-
tem feel that they have a “stake” in the system. When
this occurs, agents perceive an increase in the appro-
priability of the benefits of their economic activities,
and this should reduce the extent of their rent-seeking
activities.

Identifying the essential institutions for eco-
nomic growth also raises afresh the identity of the
main link between institutions and growth. The lit-
erature on property rights has led us to believe that
physical capital formation should be the key link, in
that institutional development is often embodied in
the accumulation of physical capital (through the de-
velopment of capital and financial markets). The way
in which capital and financial market institutions
emerge can reduce uncertainty and/or affect the ac-

7 Governance is marked by the formulation of predictable, open
and enlightened policies (that is to say, by transparent proc-
esses); a civil service imbued with a professional ethos; an Ex-
ecutive which is answerable for its actions, and a vigorous lay
society which takes a part in public affairs, all under the rule of
law (World Bank, 1994, vii). The concept of democracy held by
political scientists comprises three independent elements: i) the
existence of institutions and procedures through which citizens
can express their effective preferences between elective policies
and leaders; ii) the existence of effective restrictions on the Ex-
ecutive’s use of its powers; and iii) guaranteed civil liberties for
all citizens. It should be noted that this definition does not speak
of “voting” but of the effective transmission of preferences (see
Becker, 1983, regarding this important distinction), Other as-
pects, such as the rule of law, systems of checks and balances
and effective responsibility, may be considered as means or
manifestations of these general principles. Finally, it is impor-
tant to acknowledge that these questions, which had not pre-
viously been considered part of the traditional purview of
economic science, are now increasingly coming within that field,
because of the recently expanded coverage of economics. We
may recall, for example, the defence of constitutional govern-
ments made by Buchanan (1975), the analysis of cycles of par-
ticipation made by Hirschman, and the recent empirical studies
of the relation between democracy and growth made by
Helliwell (1994) and Barro (1996).

8 Similarly, with respect to the supply of public goods, out con-
cept of institutional development gives at least as much weight
to choices among the different public goods and the way in
which society arrives at those choices as it does to the efficiency
of their provision. There is no need, moreover, to assume that
efficiency in provision and the way in which the choices are
made of goods to be produced are independent of each other,

9 For example, with respect to property rights, our definition
considers important not only the security of such rights but also
the means by which they are distributed (Shleifer, 1994), That
the means by which a property right is distributed can signifi-
cantly affect efficiency and growth can be illustrated by the
well-known efficiency comparisons between tariffs and various
means of allocating import quotas. If the quota is given away
free, it can give rise to substantial rent-seeking in the form of
different agents trying to obtain the quota (i.e., the right o im-
port the restricted amount). If the quota is allocated to the do-
mestic producer of the imported good, that agent will have
monopoly power and hence further distort resource allocation
and lower efficiency. On the other hand, if the quota is competi-
tively auctioned it will be equivalent to a tariff and have no
additional welfare or growth-inhibiting effects.

10 The relationship between the “representativeness of govern-
ment” and economic growth has recently been formalized by
Boone (1995) and featured in the literature on the political
economy of growth (Alesina and Perotti, 1992).

INSTITUTIONS AND GROWTH: CAN HUMAN CAPITAL BE A LINK?7 ¢ NAURO CAMPOS AND JEFFREY B. NUGENT
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cessibility of external finance for different sizes and
types of firms."

Yet, an equally strong case might be made for the
embodiment of institutional development in the form of
human capital or at least for viewing institutional devel-
opment as complementary to human capital.'> Of rele-
vance to such issues are the widely observed and
substantial differences in the private and social rates of
return on human capital, usually in favour of the former.
Since the gap between private and social rates tends to
be considerably larger in the least developed coun-
tries, where institutional development is also low, and
educational opportunities are limited primarily to a small
elite group, the high private rates of remm may well
reflect education-induced opportunities for rent-seeking.

On the other hand, at higher levels of institu-
tional developrent, the link between education and

II1

rent-seeking might be less pronounced, reducing the
inflated private rate of return to education while
raising its social rate of return (Murphy, Schleifer
and Vishny, 1991).13

Brazil serves as a good example of the hypothe-
sized relationship between institutional development
and the rates of return to education. Even though the
private rates of return tend to decline with the level
of education, according to Psacharopoulos (1973), in
1970 the private rate of return to university-level
education was a whopping 38% but the social rate of
return a more modest 14%. As will be shown below,
our index of institutional development reveals a rela-
tively low value for Brazil at that time but substan-
tially higher values later on. This would seem
consistent with a subsequent rise in the social rate of
return to education relative to the private one.*

The comparative index of institutional
development (ClID)

As we noted earlier, we hypothesize that the quintes-
sential institution for economic development is the
degree to which the tastes, needs and preferences of
the citizenry are translated into the functioning of
government, the organization of the State, and the
formulation and implementation of public policies. In
the following paragraphs we will construct a Com-
parative Index of Institutional Development (CID)
based on generally observable indicators which, we

11 Haber (1994) provides historical evidence on this issne. See
also Roubini and Sata-i-Martin (1992) and De Grigorio and
Guidotti (1995) for empirical evidence on the negative contribu-
tion of financial development to economic growth in Latin
America. For instance, in De Grigorio and Guidotti financial
development is proxied by the ratio of bank credit for the private
sector to GDP, and the relationship is found to be negative in the
region. On the effects of different types of market development
on different sizes of firms, see Nugent and Nabili (1992).

12 Throughout this paper, we follow the tradition in applied
economics of restricting the concept of human capital to the
outcomes of the formal educational system. We recognize, how-
ever, that there are other dimensions to this concept (¢.g., on-
the-job training and improvements in health status), and that
these could be even more important in the context of the least
developed countries. See Becker (1993) for the many aspects of
the concept of human capital, as well as for arguments stressing
outcomes of the formal education system.

believe, capture (at least collectively) some essential
differences in growth-related institutional environ-
ments across countries and over time.

3 When the aforementioned characteristics of an appropriate
institutional environment are satisfied, and educational opportu-
nities are extended broadly, the competitiveness of advancement
through the educational system should be increased. Eventually,
this would raise the competitiveness of markets and serve to
reinforce healthy institutional development. By contrast, if edu-
cational opportunities were instead more narrowly distributed,
advancement would likely be determined more by family
wealth, ethnic origin, etc., and as a resuit positive feedbacks to
institutional development would be much less likely.

14 Another way to illustrate this point is to contrast the experi-
ences of South Korea and Venezuela (World Bank, 1993 and
1994). While public expenditure on education in 1985 was
4.3% of GNP in Venezuela but only 3% of GNP in South Korea,
the share of the education budget allocated to primary education
was 83.9% (2.5% of GNP) in South Korea but only 31%
(1.3% of GNP) in Venezuela. In most of Latin America, the
outcome of the educational system is characterized by high
levels of illiteracy, educational inefficiencies such as high
grade repetition and under-investment in primary education,
and the enhancement of existing inequalities (Fajnzylber,
1990) by over-spending on higher education (Morley, 1995;
Londofio, 1995). Taken together, these factors greatly increase
the likelihood of the lack of healthy links between education
and institutional development in the region.

INSTITUTIONS AND GROWTH: CAN HUMAN CAPITAL BE A LINK? ¢ NAURO CAMPOS AND JEFFREY B. NUGENT
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To be sure, there are other indexes that capture
some aspects of institutional development.’® Yet, for
the following reasons, we believe there is a need for
a new index. First and foremost, the alternatives are

extremely restrictive in terms of time coverage. Since

none of their indicators are available for years prior
to 1971, none is able to capture the effects of the
substantial differences in either institutional orienta-
tion or economic growth between the 1960s and
1990s (e.g., the reversal in growth patterns that
followed the oil shocks and the debt crisis).

Second, the available alternatives are incomplete
in that they fail to consider what we have called the
“input side” of the process. For instance, the indica-
tors used by Knack and Keefer focus exclusively on
the efficiency of the provision of public goods (an
outcome), but exclude important factors such as the
choice of the specific public goods to be provided
and the way in which that choice is made. Likewise,
the contract-intensive money measure (CIM) of
Clague, Keefer, Knack and Olson (1995) is perhaps
too closely related to credit flows, financial interme-
diation and investment to lend conviction to their
argument that the causality goes from CIM to the rate
of growth,

Third, existing measures have been subject to an
implicit selection bias in that country coverage has
been restricted to countries where foreign investment
is, or has been, important. Only for such countries
has there been sufficient incentive to invest in the
development of the information necessary for con-
structing such indicators,"”

A fourth and final reason is methodological.
Since institutional development is multidimensional,
any single index requires aggregation, the results of
which may be sensitive to arbitrary choices of
‘weights. For example, Mauro’s index of institutional

15 Such as those found in Scully (1988), Mauro (1995), Knack
and Keefer (1995), Clague, Keefer, Knack and QOlson (1995) and
Gwartney, Lawson and Block (1996).

16 Because they base their index on the widely available data on
the components of the money supply, Clague, Keefer, Knack
and Olson (1995) constitute a significant exception. In contrast,
the Gastil indexes used by Scully start in 1973, and those used
by Knack and Keefer (1995) only extend from 1972 on in some
cases and from 1980 on in other cases. The indicators Mauro
(1995) used, which come from Business International (now in-
corporated into The Economist Intelligence Unit), are available
from 1971 on, and, finally, the indicator constructed by Gwart-
ney, Lawson and Block (1996) is available enly from 1975 on.
17 For example, the set of indicators Mauro used for Latin
America are available for Argentina, Chile and Mexico, but not
for Bolivia.

efficiency was obtained by averaging nine indicators,
thereby arbitrarily weighting each of them equally.!®
Although the arbitrariness of weighting the individ-
ual components of the aggregate index can be re-
duced through the use of principal compoenents and
other methods,!® most authors (except Knack and
Keefer) have chosen not to use them, generally on
the mistaken grounds that the underlying variables
were highly correlated.

To overcome the latter shortcoming, the con-
struction of our CIID variable is based on the principal
components method.?® First, we selected the eight in-
dicators listed in table 1 (from Gurr, 1990) as the
“underlying variables” of the CIID.2' As noted in the
table, these include both the competitiveness and
openness of executive recruitment, constraints on
chief executives, competitiveness and regulation of
participation, legislative effectiveness and selection,
and limitations on the economic scope of government
actions. Each of these eight indicators is scored ac-
cording to the coding indicated in table 1. Admit-
tedly, for lack of relevant indicators across countries
and over time, this index may give short shrift to
other components of what Trebilcock (1995) refers to
as the “institutional matrix”, such as the quality of
both the bureaucracy and the legal system.

Because of the different scales used in these
eight indicators, it is necessary first of all to stand-
ardize their values, next to use the covariance matrix
as the starting point, and finally to equate the result-
ing index (CHD) to the value of the “dominant factor”

18 The Economic Freedom Index constructed by Gwartney,
Lawson and Block (1996) has 17 components. These authors
offer three versions of the index, each based on a different ag-
gregation scheme. One gives equal weight to all 17, while the
other two use survey responses of two different types -from
“experts on economic freedom™ and “experts on particular
countries” to rank these 17 components over time.

¥ Another method used to construct composite indexes is the
Borda ranking technique. See Thomas and Wang (1996) for a
recent example of indexes of “distortions” and “interventions”,
constructed using the Borda technique.

20 One use of the principal components method is to identify a
small number of “latent variables” in such a way as to retain as
much information (variance) as possible from the original or
underlying variables. For this purpose, it estimates linear combi-
nations of these original variables, all orthogonal to each other
(components), with the property that the components are
“uncovered” in decreasing order according to the amount of
the total variance in the original variables that they capture
(Greene (1990), pp. 271-273).

21 An advantage of these data is that they are non-proprietary
and available from the Inter-University Consortium for Political
and Social Research (ICPSR).
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TABLE 1

Varlables underlying the CIID (codes)

Competitiveness of manner
of generation of the
executive authorities

Openness of executive generation

Constraints on Chief Executive

Competitiveness of
participation

Regulation of participation

Legislative effectiveness

Legislative selection

Scope of government actions

0 = power transfers not regulated

1 = hereditary succession, designation or a combination of both

2= o::e executive is chosen by hereditary succession and the other by competitive
elections

3 = selection is the result of a competitive election between two or more major parties or
candidates

0 = power transfers not regulated

1 = hereditary succession (closed)

2 = hereditary succession plus executive or court selection of an effective chief minister
3 = selection of an effective chief minister through elections

4 = open recruitment process :

1 = unlimited authority

2 = (intermediate category)

3 = slight to moderate limits on executive authority
4 = (intermediate category)

5 = substantial limitations

6 = (intermediate category)

7 = parity or subordination of the executive

§ = competition suppressed

2 = restricted/transitional participation
3 = factional competition

4 = transitional competition

5 = competitive

1 = unregulated participation
2 = factional or transitional
3 = factional/restricted

4 = restricted

5 = regulated participation

0 = no legislature exists

1 = ineffective

2 = partially ineffective

3 = effective and independent of the executive

0 = no legislature exists
1 = non-¢lective
2 = elective

1 = totalitarian

2 = (intermediate category)
3 = segmental plus

4 = (intermediate category)
5 = segmental

6 = (intermediate category)
7 = segmental minus

8 = (intermediate category)
9 = minimal. '

Source: Gurr (1990).

(i.e., the first component). This yields a “set of load-
ings” for each individual country, used to generate a
time series of values of Cub for the period 1960 to
1986,2 from which decade averages are derived.
Since the CID is also based on subjective indi-
cators constructed by Gurr from different, country-
specific secondary studies, the values of the index are

22 On average, the first of the principal components captures
70% of the variance.

more comparable across time than across countries.
Not surprisingly, there is substantial variation in the
index across countries at any particular time period.
Yet there is also a surprising amount of variation
over time: substantial increases between the 1960s
and early 1980s in Brazil, Colombia, Dominican Re-
public and Paraguay, substantial declines in Chile,
Costa Rica, Jamaica, Mexico, Nicaragua and Uru-
guay, and substantial fluctuations in Bolivia, Ecua-
dor, Guatemala, Honduras, Peru and El Salvador.
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IV

The impact of institutions on economic growth

In order to answer the question “Do institutions
matter?”, in this section we add our index of institu-
tional development (CIID) to an otherwise standard
Solow growth model, and then use that model to ex-
plain variations in growth rates across 19 Latin
American countries in the last three decades. The use
of the Solow mode) is motivated primarily by the fact
that it contains a shift parameter that “reflects not just
technology, but resource endowments, climate, insti-
tutions and so on” (Mankiw, Romer and Weil, 1992,

pp. 410-411, italics added), thereby making explicit
~ the link between institutions and economic growth.
Additional advantages of the Solow model in this
context are; i) the comparisons it affords with the
many other studies which use this framework, ii) its
ability to test some other important hypotheses such
as (a) that income per capita should be positively
related to savings and negatively related to popula-
tion growth rates, and (b) that countries converge to
their steady-state levels of income per capita, and iii)
that it works especially well (with convergence prop-
erties fulfilled) in samples of relatively homogeneous
countries like those of Latin America.”

The central piece in this model is, of course, a
production function with positive and diminishing mar-
ginal products and constant returns to scale. It relates
output (¥) to a pair of essential inputs, capital and
labor (K and L), and to the shift parameter (A) repre-
senting either technology or institutions. If the func-
tion is of Cobb-Douglas form, output in period ¢ is:

) Y=K*(AL) 0< o<1

23 Several authors have found the Solow framework, at least in
modified form, to be superior to the endogenous growth models.
For example, Cardoso and Fishlow (1992) find an augmented
version of the Solow model incorporating the external sector to
be superior. Even among those who embrace the endogenous
growth framework, there is open recognition that its “silence
with respect to the underlying model” is an important shortcom-
ing (De Gregorio, 1992, p. 69). Levine and Renelt (1992) pro-
vide evidence that the econometric results from endogenous
growth studies tend not to be robust. Finally, it should be noted
that we do not know of other studies on the role of institutions
and economic growth that attempt to establish this relationship
from a standard theoretical framework.

It is assumed that the technological or institu-
tional progress is labour-augmenting and that the
rates of growth of population (n), technological or
institutional progress (g} and depreciation (8) are
constant and exogenous for any period.?* If kis the
capital-labour ratio and y is income per worker, the
assumptions about the growth of population and
technology imply that, in the steady state (i.e., when
the various quantities grow at constant rates), k,
would converge (for small values of n, g and §) to a
value k* given by:

*— s 1/(1-0)
@ k [n+g+5]

Substituting (2) into the production function and
taking logs, the steady-state income per worker be-
comes:

3)

Y, : o
In[-L]=1nA, +gt+
[L,] o T8 1

—ln(s)—-—a—ln(n+g+5)»

- 1-o

This yields the well-known hypotheses of the
Solow model: the higher the rate of saving, the richer
the country; and the higher the rates of population
growth, labour-augmented technological change and
depreciation, the poorer the country. .

The model not only predicts that income per
capita in each different country will converge to its
steady-state value, but also yields estimates of the
speed at which this convergence occurs. Let y* be the
steady-state level of income per worker from (3), and
y, be the actual value at time ¢. In the neighbourhood
of the steady state, an approximation of the speed of
convergence f} is given by:
@ din(y,

—EI—) = ﬁ[ln(y‘_l - (ln(yl—l )]

where B = - (n+g+d) (1-a).

# See also Dixit (1976), Artus (1993), and Barro and Sala-i-
Martin (1995).
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It should be noted that the speed of convergence
depends on the determinants of the steady state as
well as on the level of income per worker at the
beginning of the period.”

There are good reasons to expect that this model
would perform better when tested for samples that
are relatively homogeneous (in the steady-state
sense). For example, Mankiw, Romer and Weil
(1992) obtain quite different parameter estimates for
countries of the Organization for Economic Coopera-
tion and Development (OECD) than for non-oil ex-
porting LDCs. They found evidence of “unconditional
convergence” among the OECD countries,?® but little
or no such evidence for their larger —and much less
homogeneous— samples. Since our sample is. limited
to Latin American countries, this framework would
seem quite appropriate for beginning our investiga-
tion of the impact of institutional development.

Our first step is to assess the specification given
in Mankiw, Romer and Weil (1992). They assume
that g and d are constant across countries (because
the technology frontier is universal and data on
country-specific depreciation rates are not available)
and take the values 2% and 3%, respectively.?” They
also assume that the effects of population growth (n)
and savings (s) are independent of country-specific
factors (captured by the stochastic term), thereby
justifying ordinary least squares estimation. The
Mankiw, Romer and Weil specification therefore re-
quires that a coefficient for initial incomes [from (4)],
a constant, and a stochastic term should all be added
to equation (3) above. This specification also as-
sumes that the production function is the same across
countries and over time. Table 2 shows the results for

25 The concept of conditional convergence does not imply any
tendency for the dispersion (or variance) of per capita incomes
to decrease (the latter is often referred to as o convergence)
_(Barro and Sala-i-Martin, 1995, pp. 383-387).

% The importance of homogeneous samples can be appreciated
from the fact that Barro and Sala-i-Martin (1995) present similar
findings (unconditional convergence) for the states of the
U.S.A,, regions within Burope, and prefectures in Japan.

Y This is obviously a very strong assumption, as correctly
pointed out by Srinivasan (1994, p. 271). Yet, since this is not
directly relevant to our present purposes, and for convenience,
the same assumption is made here. Helliwell discusses studies
that use different values of g, thus giving international transfers
of knowledge a key role to play in the convergence process
(Srinivasan, 1994, p. 237). See also Goldman, Kato and Mui
(1991).

TABLE 2

Latin America (19 countries):

Tests for conditional convergence *
(Dependent variable: log difference of GDP per
working age person, 1960-1985)

Constant 2.409 2259
(2.266) (1.980)
Ln (YGO) 0.455 0438
(-3.965) (-3.553)
Ln (/GDP) 0.492 0.5333
(3.216) (2942)
Ln (n+g+3) 0.054 0.051
0.725) 0.667)
Ln (SCHOOL) 0014
(-0.460)
Adjusted R? 0.55 0.53
Observations 19 19

Source: Data taken from Mankiw, Romer and Weil, 1992.
¥ p-statistics are in parentheses. YGO is GDP per working-age
person in 1960.

Investment (VGDP) and population growth () are averages for
1960-1985.

{g+8) is assumed to be 5%. SCHOOL is the average percentage of
the relevant working-age population enrolled in secondary school
in 1960-1985,

the specification, obtained with the use of their data
for Latin America.?®

In general, this specification fits the data quite
well. The adjusted R? is only slightly smaller than the
one obtained by Mankiw, Romer and Weil (1992) for
their sub-sample of 22 OECD countries (0.65). This
seems to support our claim that Latin America may
be more homogeneous (in terms of determinants of
the steady state) than the world as a whole or even
Asia or Africa alone. In other important respects,
however, the results are mixed.? On the one hand,

28 The sample is the same set of 19 countries referred to in table 2.
It should be noted that for none of these Latin American coun-
tries was the quality of the data used as low as the “D” rating of
the Penn World Tables, Mark 5.6 (which is reserved for data
based on extremely scarce primary sources and considered to be
of inferior quality).

2 The small sample size may also adversely affect these results.
Nevertheless, problems are common in growth studies which
include human capital, as is well documented by Benhablib and
Spiegel (1994) and Pritchett (1996).
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the convergence and the investment coefficients both
have the expected signs and are significant. On the
other, the coefficients for human capital and growth
of population have the “wrong” signs, although
neither is significantly different from zero.*

To help overcome these shortcomings in the
application of the model to Latin America we have
made the following modifications: i) the inclusion of
a time-dimension by separating the cross-sections
by decades (1960s, 1970s and 1980s); ii) the use of
a better proxy for human capital,* and iii) the intro-
duction of our comparative index of institutional
development (CID).

A central issue in the use of panel data is how to
deal with heterogeneity of the data and, conse-
quently, with the choice of estimation procedure. In
our case, heterogeneity is treated in part by the in-
troduction of decade dummy variables, implying the
use of the fixed effects method (Hsiao, 1986). In the
present context, use of this method implies that, al-
though the underlying production function is the
same for each country, it may differ over time.»
As noted above, we believe the experience of the
countries in the region to be relatively homogeneous,
although their performance during the 1980s (“the
lost decade™) was in stark contrast to that of previous
decades.™ Two other reasons for the choice of the
fixed effects method are that it permits comparison
with previous studies and that it facilitates the use of
a simultaneous equations approach.

Our next step is to assess the way in which the
Mankiw, Romer and Weil (1992) specification from
table 2 would behave with the above modifications in

30 These last two results (on human capital and population) are
* very important because they could constitute a case against the
use of the Solow model for this particular region. This would not
be so, however, if in fact education has been characterized by
over-investment in higher education andfor inefficient allocation
of resources. These possibilities suggest the need for better
measures of educational investment in the {abour force than
gross enrollment rates. In addition to the wsual shortcomings,

gross enrollment data are particularly problematic for Latin

America. Morley shows that, between 1986 and 1989, Brazil
failed to graduate 78% of those who entered primary school,
Guatemala 64%, Honduras 57%, and Bolivia 50% (Morley,
1995, p. 60 et. seq.). )

31 We chose to use the Barro and Lee (1993) data and to define
human capital as the average years of schooling of the popula-
tion over 25 years of age. The other comparable option would be
the Nehru et al. data set, but two of the countries in our sample
(Guatemala and Dominican Republic) are not covered by it.

the human capital measure, the inclusion of dummy
variables for the 1970s and 1980s (to reflect changes
in the production function over time), and sub-
sequently the inclusion of the CIID. The data sources
and descriptive statistics are presented in table 3 and
the results in table 4.

The specifications in the first three columns of
table 4 test for unconditional convergence (column 1),
and for conditional convergence in the basic version
of the Solow mode! (column 2) and in the human
capital-augmented version (column 3).

It should be noted that the coefficients for con-
vergence (initial income, In ¥0), the dummy variable
for the 1980s in all three columns, and the share of
investment as a proportion of GDP (In I/GDP) in col-
umns (2) and (3) are significant and of the expected
sign. These results are quite robust since they obtain
regardless of subsequent changes in specification.

With respect to the coefficients on population (In
n+g+d) and growth of human capital (HKGROWTH),
our results only marginally improve upon the ones in
table 2 (i.e., those obtained with the data and specifi-
cation of Mankiw, Romer and Weil, 1992). Although
the coefficients on population and human capital are
not significant, at least they have the expected signs
(and for human capital this holds irrespective of the
specification).

Beginning with column (4), the results reflect
the inclusion of our index of institutional develop-
ment (In CID). Its inclusion raises the value of the
adjusted R?, and its coefficient is positive and sig-
nificant. Even when investment is excluded from the
model, as shown in column (5), the coefficient of
CIID remains positive and significant. More impor-
tantly, it should be noted that in column (6), when we

32 To evaluate this assumption that the production function is the
same across countries, but differs over time, we reestimated all
the specifications below using a random-effects estimator, the
Fuller-Battese error components model. The results (available
from the authors on request) are very similar to the ones pre-
sented below (using a fixed effects estimator) and, therefore, the
assumption seems to be a reasonable one to maintain.

% See Fishlow (1991), Cardoso and Fishtow (1992), and
Edwards (1995).
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TABLE 3
Descriptive statistics and data sources
Mean Std Dev Minimum Maximum  Source

Growth rate of real per capita GDP * 1.28 2.34 348 6.85 Summers and Heston, 1994
Growth rate of population® 242 0.7418 0.3209 3.75 Summers and Heston, 1994
Average rate of investment 16.0721  4.8688 7.18 2847 Surmmers and Heston, 1994
Log of real per capita GDP at start of decade 7.8253 0.5072 6.9412 8.9539 Summers and Heston, 1994
Population at start of decade 14,102 23,716 1,145 121,286 Summers and Heston, 1994
Comparative index of institutional development  1.6115 0.7347 0.0263 2.8822 Own calculations

Growth rate of stock of human capital 1.8592 1.2538 0.1152 5.3756 Barro and Lee (1993)
Human capital at start of decade 3.5758 1.2806 1.1550 6.6300 Barro and Lee (1993)
Ratio of public expenditure on tertiary ‘

education to primary plus secondary 0.3222 0.2069 0.0303 1.4000 UNESCO, Statistical Yearbook,

) various issues
Gini coefficient for land holdings 0.8503 0.0603 0.6940 0.9400 Persson and Tabellini (1992)
Adelman and Fuwa (1994)

- Biack market exchange premium 03121 0.4965 - 2.9550 Barro and Lee (1993)

Civil liberties 3.0818 1.7301 0.5000 6.0000 Barro and Lee (1993)
Revolutions 0.2175 03191 - 1.3 Barro and Lee (1993)
Coups d’Etat 0.0713 0.1143 - 0.4000 Barro and Lee (1993)
Coefficient of variation of growth of real

per capita GDP 1.0881 0.4877 0.3204 2.7063 Summers y Heston, 1994
Rate of change of labour force in agriculture -1.545 1.066 -4.700 0.624 FAO, Production Yearbook,

various issues

* By the ordinary least squares method.

TABLE 4
OLS (ordinary least squares) results,” based on
Solow and Mankiw, Romer and Well
(Dependent variable is OLS growth of real per capita GDP;
number of observations is 57 = 3 x 19)
) )] )] ) &) (6)
Constant 0.408 ° 0.208784 0.181036 0.33565 0.41494 ¢ 0.290241
(2.866) (0.966) 0.811) (1.629) (1.904) (1.449)
In (YO0} -0.0497 ¢ -0.0489 00466 ° -0.064° -0.0621° 0.0614°
(-2.574) (-2.613) (-2416) (-3.497) (-3.172) (-3.474)
In (VGDP) 0.02445° 0.0237°¢ 0.0262°¢ 0.024477°¢
. (2.101) (2.008) (2.423) (2.343)
In (n+g+8) -0.047432 -0.051800 -0.03696 -0.031783 -0.04685
(-0.823) (-0.883) (-0.691) (-0.555) (-0.903)
HKGROWTH 0.001249 0.003686 ¢
. (0.595) (1.836)
in (CIID) 0.0077 ¢ 0.00732° 0.0099°
o (2.564) (2.260) (3.159)
Adjusted R? 0.5152 0.5528 0.5439 0.6174 0.5609 0.6438

# Numbers in parentheses are r-statistics. (Y0) is per capita GDP at the beginning of the decade. Population growth (n) is the OLS growth rate,
per decade. I/GDP is average investment rate per decade. Following Mankiw, Romer and Weil (1992), (g+8) is assumed to be 5%.
HKGROWTH is the rate of change in average years of schooling of the population over 25 years of age (from Baero and Lee, 1993). CTID is
the authors’ index of institutional development, .

® Significant at the 1% level.

© Significant at the 5% level.

d Significant at the 10% level.
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include our human capital variable (HKGROWTH), the
coefficients of both institutions and human capital
are now positive and significant, whereas, before, the
effect of human capital alone was not significant.3*
One possible explanation lies in the possibility that, if
left unchecked by appropriate institutions, those with
more human capital may be motivated to take advan-
tage of rent-seeking opportunities, thus implying
that human capital accumulation may be counterpro-
ductive to economic growth. On the other hand, with
appropriate  institutions, the incentives for rent-
seeking activities may be reduced and those for pro-
ductive activities increased, thereby raising the
attainable rate of economic growth (Murphy,
Schleifer and Vishny, 1991).%

‘We believe this to be our most meaningful find-
ing, namely, that only after the CIID is included does
the effect of human capital become positive and sig-
nificant.* In contrast with existing studies which em-
phasize a nexus between institutional development
and per capita income growth operating through
physical capital accumulation, these results suggest
that a similar nexus operating through human capital
formation may be stronger.

Given that the CIID is itself a very specific aggre-
gation of the eight individual indicators (shown in
table 1), a question which arises naturally in such a
situation is whether the aggregate CIID performs bet-
ter, worse or the same as its individual components.

¥ In order to further explore the relationship between human
capital and institutional development, various interaction terms
and ron-linearities were introduced, taking us farther from the
Cobb-Douglas form and closer to the transtog form (Lau, 1996),
Yet, as discussed in an earlier version of the paper, the introduc-
tion of quadratic terms for CIID and HKGROWTH and a ClID-
HKGROWTH interaction term failed to increase the explanatory
power or to alter the other results significantly. For this reason,
such results are not presented here (they are available from the
anthors on request).

35 Another interesting possibility is provided by Azariadis and
Drazen (1990) who formalize the Bowman-Anderson-Easterlin
argument that there are threshold externalities associated with
the accumulation of human capital: that is to say, that economic
growth should be correlated with human investment relative to
per capita income, with high rates of growth being associated
with the prior attainment of especially high levels of human
investment relative to per capita income (Azariadis and Drazen,
1990, p. 519). See Behrman (1993) for the relevance of these
considerations in the Latin American context. It should be noted
that the recent empirical literature incorporates this possibility,
albeit indirectly, by preferring to use secondary education
enrollment data as a proxy for human capital.

Notably, however, the aggregate index has a level of
significance exceeding that of any individual compo-
nent alone.”’

Judging by the values of the adjusted coefficient
of determination and the robustness of the results, the
preferred specification is that in column (6). Note
that the value of adjusted R? is 0.61, which is quite
comparable to that obtained by Maokiw, Romer and
Weil (1992) for their OECD sample (with a reported
adjusted R?> of 0.65) and considerably higher than
the values they obtained for their LDC samples
(adjusted R? of 0.46),%¢

The coefficients of initial income (convergence),
investment, and the dummy variables for the 1980s
have the expected signs and remain highly significant
across the different specifications. Indeed, their sig-
nificance is raised slightly by the inclusion of the
CIID and the accumulation of human capital. Our re-
sults with respect to the CID strongly suggest that
institutional development should be considered
among the variables which have to be controlled in
explaining the continent’s postwar growth experi-
ence. Institutions do matter for economic growth and
when both the CIID and human cépital appear in the
same equation, the explanatory power and signifi-
cance of each is increased. This suggests the exist-
ence of an important and hitherto neglected nexus
between institutions and growth as measured through
human capital.

36 While the accumulation of human capital is also a central
concern of some contributors to the endogenous growth litera-
ture (Barro and Sala-i-Martin, 1995; DB, 1993, and Behrman,
1995), the reasons and mechanisms they put forward are very
different from those given here.

37 In a previous version of this paper, we presented results of a
comparison between our aggregate index {(CND) and its individ-
ual components (listed in table 1). Instead of the CIID, we in-
cluded all its individual components in the specification in
column (6) of table 5. We observed that none of these coeffi-
cients was “more significant” than the coefficient of the ClID
itself. Also, using the components instead of the CIID generates
a lower adjusted R2. These results are available from the authors
u&:on request.

3% Notice, however, that our results differ from those of
Mankiw, Romer and Weil (1992) in that theirs are from a cross-
section of countries.
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What explains institutional development?

Having established that institutions do indeed matter
(with respect to economic growth), it becomes im-
portant to further examine both how this role is
played and the direction of causality. These are the
objectives of the present section,

In order to identify the factors that account for
differences in institutional development, we face two
challenges: the lack of a rigorous theoretical model,
and the corresponding paucity of relevant empirical
exercises. While, as indicated above, there is a sub-
stantial literature on the impact of institutional vari-
ables on economic growth,* there is much less on the
impacts of economic growth on institutional develop-
ment. Three fine exceptions*® to this assertion are a)
an article by Bilson (1982) explaining variations in
the Gastil index of civil liberties across 55 countries
in 1979, b) a paper by Helliwell (1994) evaluating the
two-way linkages between democracy and growth for a
panel of 125 countries for the years 1960-1985, and
¢) a paper by Porter and Scully (1995) explaining two-
way feedbacks between economic growth and consti-
tutional changes. ‘

Although the Bilson study on civil liberties used
seven important explanatory variables,* only two
(namely, per capita real income and the ratio of
wages and salary payments to GNP), turned out to

3 The best examples are Scully (1988), Knack and Keefer
(1995), and Mauro (1995).

“Owe selectively emphasize the contributions which had the
greatest impact in the economics literature, It should be clear,
however, that there are a number of political science studies that
should also be considered. In this vein, see Burkhart and Lewis-
Beck (1994) and the references therein.

41 These were (1) the level of real income per capita (expected
to have a positive sign), (2) the size of the country proxied by its
population), (3) the ratio of exports to GNP {positive effect), (4)
the ratio of central government expenditure to GNP, (5) the ratio
of agricultural income to GNP (both (4) and (5) having effects of
ambiguous direction), (6) the ratio of wages and salary pay-
ments to GNP (expected to have a positive effect because a “high
labour/income ratio is typically associated with a skilled and
literate work force and with a relatively even distribution of
income” (Bilson, 1982, p. 105), and (7) the growth rate of per
capita GNP over the period 1970 to 1976 (expected to have a
negative effect due to the fact that, according to Olson, “rapid
economic growth is a disruptive and destabilizing force that
leads to political instability” (quoted in Bilson, 1982, p. 106).

have effects significantly different from zero. Both
had the “wrong” signs, however.

Helliwell (1994), on the other hand, combined
Gastil’s civil liberties and political rights indexes into
a measure of democracy, and pooled data on 125
countries for the period 1960-1985 to evaluate the
two-way linkages between democracy and growth.
His main findings were that the level of income per
capita and secondary school enrollment both have
positive and significant effects on the level of democ-
racy, and that the degree of democracy is signifi-
cantly higher in the OECD countries, significantly
lower in six oil-dependent countries of the Middle-
East, slightly lower in Africa and slightly higher in
Latin America than in the remaining countries of
Eastern Europe and Asia (Helliwell, 1994, p. 228).
He also finds that the direct effect of democracy on
growth is negative, but that its indirect effect
(through education and investment) is positive and
somewhat stronger.

Porter and Scully (1995) explain how the needs
to offset the diminishing returns to factor accumula-
tion in the neoclassical growth model give rise to
attempts in the political market to change the “rule
space”. Although these authors stop short of a full-
fledged attempt to apply such a model empirically,
they illustrate its application by the need to make
national markets more efficient in the nineteenth-
century United States. This need was realized
through the federalization, and hence harmonization,
of many state and local rules and regulations and was
reflected in the acceleration of new legislation. Under
certain conditions (including the efficiency of the
political allocation of rights: an idea very close to the
spirit of the CIID in this paper), the allocation of
rights and obligations through such rule changes can
be of lower cost than that effected through private
contracts and transactions.

In this light, our approach to the identification of
the determinants of institutional development starts
by devising three classes of variables, namely, initial
conditions; structural variables; and the following
other direct determinants of the ClID: Gastil’s index
of civil liberties (CIvLIB), the interaction between the

INSTITUTIONS AND GROWTH: CAN HUMAN CAPITAL BE A LINK? ¢ NAURO CAMPOS AND JEFFREY B. NUGENT



CEPAL REVIEW 84 * APRIL

1998 21

average number of revolutions and coups d’etat per
decade (REVCoUP) and the black market exchange
rate premium (BMP), the latter being a proxy for over-
all economic distortions. Our expectation is that the
effects on the CIID of the first two variables would be
positive and that of BMP negative. For initial condi-
tions, we include the beginning-of-decade levels of
population (POP 0), human capital (HK 0) and real
per capita GDP (In Y0). Our expectation is that the
effects on the CIID of the first variable would be
negative and the latter two positive. Finally, as struc-
tural variables, we include the percentage of the la-
bour force working in agriculture (PCTCGAG), the
Gini coefficient for land ownership (GiniLand), the
ratio of public expenditures on tertiary education to
public expenditures on primary and secondary educa-
tion (INEQT ps),** and dummy variables for the 1970s
and 1980s (DUM70 and DUMS0, respectively). We ex-
pect the direction of the effects on the CIID to be
negative in the first three cases and ambiguous in the
latter two. Interaction terms between some of these
structural variables were also introduced.

Although the results presented in table S are ex-
ploratory and should therefore be interpreted care-
fully, they are not without interest. Column (1) of
table 6 gives our initial results for the CIID, based on
the first four variables mentioned above plus the
dummy variables for the 1970s and 1980s. Although
all coefficients have the expected signs, only one of
them (BMP) turns out to be statistically significant.
The level of overall economic distortions seems to be
a powerful hindrance to the establishment of a sound
institutional framework.

As shown in column (2), introducing the initial
condition variables does not improve the results. It is
noteworthy that the effect of BMP is still negative
and significant, and that the level of human capital
turns out to be positively related to the level of insti-
tutional development. The three remaining structural
variables are introduced in the specification shown in
colurmn (3). It should be noted that, while all have

42 It is quite well documented for Latin America that the distri-
bution of human capital is one of the major causes of the persist-
ently high income inequality (Behrman, 1993; Londofio, 1995;
Morley, 1995; Berry, 1996). Further, data availability across
countries and over time was a crucial factor in. the choice of
using the determinants instead of using the income distribution
data directly. For instance, these data are not available for
Bolivia for all three decades covered by this study (Deininger
and Squire, 1996). '

their expected negative signs, none is significant.** It
may also be noted that all previous results, including
the significantly negative effect of BMP on institu-
tional development, are essentially unaffected by the
introduction of these terms.* _

Given the aforementioned relevance of income
inequality in general and rent-seeking in particular to
our CIID measure, the lack of significance of some of
our inequality-related structural variables (INEQT -PS)
is somewhat disconcerting. Yet, since the effects of
these variables need not be independent of each
other, in the specification given in column (4) we
include an interaction term between them. Note that
the sign of the interaction term turns out to be posi-
tive (suggesting a reinforcing effect), but more im-
portantly, that the introduction of this term raises the
absolute value of the negative coefficients as well as
the significance of the two separate types of inequal-
ity. Finally, note that the inclusion of this interaction
term also raises the significance levels of BMP.

The above results allow us to identify some fac-
tors contributing to the observed intertemporal and
intercountry variations in our index of institutional
development. We see that policy distortions and in-
equalities are the main determinants of that index. It
is somewhat surprising to note that the initial condi-
tions play quite an insignificant role. The estimates
shown in column (§) are deemed best and serve as
the basis for endogenizing the CIID. Yet, the possibil-
ity of simultaneous equation bias (to the extent that
the CIID is really endogenous in the growth equation)
raises issues concerning the direction of causality,

Table 6 presents the results of our efforts to
remove this possible source of bias and to see how
much difference doing so makes: we recalculated the
production function, using the predicted values of the
CIID given by the previous analysis.

Column (1) of table 6 shows the results for the
per capita income growth rate obtained by the two-
stage least squares method, substituting the predicted
value of CIID (from column 2) for its actual value in

43 The results are not changed if we include each determinant
one at a time or if, instead of the interaction terms, we use
revolutions and coups separately.

4 We also experimented with other structural variables, but the
results were similarly unsatisfactory. These variables included
urbanization, the size of the middle class (third quintile in the
income distribution), levels instead of rate of change of the la-
bour force in agriculture, and the ratic of public expenditure

" on tertiary education to that on primary education (instead of

primary and secondary).
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TABLE 5
OLS (ordinary least squares) estimation
results for the ClID equation *
(Dependent variable is log of CIID;
number of observations is 57 = 3 x 19)
) 2 3 1C) (&)
Constant 0.508802 -10.997943 -7.130958 0.253676 2.06081
(0.943) (-1.520) (-0.992) (0.033) (0.267)
BMP 0.8207° -0.715945 ¢ 0.767° 0.80655° 078124
(-3.118) (-2.674) (-2.982) (-3.306) (-3.154)
CIVLIB 0.175158 0.038966 0.001829 0.048117 0.124254
(1.407) ©0273) (0.013) (0.364) 0.979)
REVCOUP -2.349367 2760597 -2,795151 -2,67501
-1.331) (-1.567) (-1.673) (-1.693)
In (YO) 1362371 1.685514 1.585619 ¢ 1.399613
(1.401) (1.769) (1.758) (1.537)
POP 0 -0.0000038 0.0000079 -0.000011 -0.000016
(-1.174) 0.369) (-0.491) (-0.460)
HK 0 0.557943 0.67181 ¢ 0.295608 0.214968
(1.414) (1.721) 717 (0.527)
INEQT_PS 0.091166 -27.99896 ¢ 29.426°
0.124) (-2.044) (-2.123)
GiniLand 0.0821 ¢ 0.14271° 0.147°
(-2.429) (-3.280) (-3.350)
PCTCHGAG -0.896798 -0.63082
‘ (-0.696) (-0.515)
INEQT_PS x GiniLand 0.318286 ¢ 0333%9°
: (2.053) (2.129)
Adjusted R? 0.0638 0.0841 0.1836 0.2704 0.2443

* Numbers in parentheses are t-statistics.

CIID is the authors’ index of institutional development.

BMP is the black market exchange rate premium.  CIVLIB is Gastil’s index of civil liberties.
REVCOUP is the average number of revolutions times the average number of coups d’Etat, per decade.

(YO) is the real per capita GDP at the beginning of the decade.

HK 0 is the average number of years of schooling of the population over 25 years of age, at start of decade. POP 0 is the population at

start of decade. Ginil.and is the Gini coefficient for land ownership.

INEQT_PS is the ratio of public expenditure on tertiary education to public expenditure on primary and secondary education.
PCTCHGAG is the rate of change of the percentage of the labour force working in agriculture.

b Significant at the 1% level.
© Significant at the 5% level.
¢ Significant at the 10% level.

the growth equation. It should be noted that when
this is done, all the previous results remain valid. In
addition, the significance of both institutional devel-
opment and the accumulation of human capital are
increased.

Given the possibility that these results obtain be-
cause the initial level of human capital is among the

first-stage determinants of the CIID, in column (3) of
table 6 we show the two-stage least squares estimates
of the parameters of the growth equation obtained
after excluding the initial conditions variables from the
CIID equation. The results for this streamlined CIID
equation are given in column (4). As can be seen, this
change does not alter the results obtained earlier.
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TABLE 6
2SLS {two-stage least squares) estimation results 2
(Number of observations is 57 = 3 x 19)
Per capita clp Per capita CIID
GDP growth GDP growth
(1) 2) 3) “
Constant 0231133 12.954153° 0.305327 2.060810
(1.132) (3.564) (1.478) ©.267)
In (Y0) 0,055116° -0.068274 ° 1.399613
(-3.089) (-3.578) (1.537)
In(VGDP) 0.020837 ¢ 0.021503 ¢
(1.927) (2.008)
In (n4g+8) -0.054306 -0.062904
(-1.016) - (-1.183)
HKGROWTH 0004590 ° 0.004536 ¢
(2.026) (2.033)
In (CIID) 0.013326 ¢ 0.013377°
(2.738) (2.792)
BMP 0.841141° 0781242
(-3.509) (-3.154)
CIVLIB 0.199194 ¢ 0.124254
(1.850) 0.979)
INEQT_PS 32253824 ¢ -20.424568 ¢
(-2.714) (2.123)
GiniLand -0.147159° 0147273 "
(-3.504) (-3.350)
INEQT. PS x GiniLand 0.364231 © 0333876 °
Qenn (2.129)
HK 0 0.214968
0.527)
POP 0 -0.000010488
(-0.460) ..
Adjusted R? 0.6216 02519 0.6266 0.2443

* Numbers in parentheses are #-statistics. The CIID equation in column (3) does not contain initial conditions variables

(i.e., In Y0, HK 0, and POP 0).
° Significant at the 1% level.
© Significant at the 5% level.
4 Significant at the 10% level.

VI

Conclusions and suggestions for

further research

We believe that we have been able to advance under-
standing of the determinants of per capita growth by
bringing institutional development explicitly into an
otherwise standard growth model. In particular, when
institutional development is defined (as in our CIID)
in such a way as to give the “input side” of institu-

tional development the same attention as the “output
side”, this turns out to have a robust, positive and
significant effect on the rate of per capita income
growth across countries and over time. We believe
that this index is relevant for economic growth be-
cause of the greater “stake in the system” that indi-

INSTITUTIONS AND GROWTH: CAN HUMAN CAPITAL BE A LINK? * NAURO CAMPOS AND JEFFREY B. NUGENT



24 CEPAL REVIEW 64 ¢ APRIL

1998

viduals would be likely to feel in countries and time
periods characterized bv high levels of CIID. With
such high values of the CID, the opportunities for
rent-seeking would seem to be reduced, thereby
raising the incentive for the efficiency-enhancing
exercise of “making one’s voice heard” and causing
greater energies to be devoted to productive eco-
nomic activities.

Moreover, the fact that the CIID index displays
considerable variation not only across countries but
also over time suggests that the relevant institutions
for economic growth are not as fixed as they are
generally perceived to be. This calls attention to the
possibility that institutions (as opposed to policies)
could deliberately be changed in ways that would
raise the overall rate of economic growth. Moreover,
since an important reason for the positive influence
of the CIID on economic growth is due to the reduc-
tion in opportunities for rent-seeking caused by the
fact that more people feel they have a “stake” in the
system, the positive influence of institutional devel-
opment on growth need not occur at the expense of
greater income inequality.

Another and perhaps even more important find-
ing concerns the identity of the link between institu-
tional development and economic growth. Both the
positive effect of the level of human capital on our
institutional development index (CID) and the fact
that both the magnitude and significance of the effect
of human capital growth on per capita income growth
are raised by the inclusion of the influence of the CIID
on growth suggest that human capital could consti-
tute an important link by which institutions affect
growth.*> While this need not refute the relevance of
physical capital formation as another link between
institutions and development, given the virtually ex-
clusive attention that has been given to the physical

45 Since the CIID and rent-seeking should be negatively corre-
lated, the finding of a significant negative effect of human capi-
tal growth on CIID appears to support Pritchett’s conjecture that
“the institutional environment in many countries has been suffi-
ciently perverse that accumulated human capital has no effect
on, or even has lowered, economic growth even though the re-
turns to schooling have been substantial because schooling has
facilitated rent-seeking” (Pritchett, 1996, p. 33). See also the
important work of Murphy, Schleifer and Vishny (1991), dis-
cussed earlier.

capital link in the existing property rights literature,
this is an important finding. At a minimum, greater
attention should be given in future research to the
triadic relationship between institutions, human capi-
tal and real per capita income growth. At a maxi-
mum, this would suggest the genuine importance of
identifying policies which would increase both
human capital and the CIID and thereby raise the
attainable rate of economic growth.

Our growth analysis also demonstrates that, when
the sample is limited to countries which are relatively
homogeneous, considerable support is provided for
the findings of unconditional and conditional conver-
gence and the effect of the investment rate on the rate
of economic growth. All of the relevant measures for
these variables were found to have the expected signs
and to be statistically significant, especially when the
simultaneous equation bias is eliminated. Hence, in
the latter respects the results also confirm the find-
ings of previous studies, suggesting the relevance of
physical capital investment and conditional conver-
gence, after controlling for a number of variables that

' now include institutional development.

Our analysis of institutional development dem-
onstrated that the CIID responds negatively to the
overall level of distortions in the economy (repre-
sented by BMP), and inequality in educational expen-
ditures or land ownership. These findings seem to
support our interpretation of the CIID as a measure of
institutional development that reflects “stake in the
economic system” and is therefore of direct rele-
vance to the rate of economic growth rather than to
political democracy as it might at first sight seem.

Our suggestions for future research are the
following:

i) Priority should be given in future research to
analysis of the triadic relationship between institu-
tions, human capital and economic growth. This may
be particularly important in the context of Latin
America, because of s ubstantial evidence that the
average level of education is distorted (toward types
which yield high private rates of return, due to
opportunities for rent-seeking, but low social rates of
return),

ii) Given the relatively low value of the adjusted
R? in the equation for the CHD, a second priority for

.future research should be given to the introduction of

additional variables which would increase the ex-
planatory power of the model without increasing its
complexity unnecessarily.
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iii) It would be valuable to investigate different
lag structures in order to provide additional insights
into the direction of causality.

iv) Another important extension of these models
would be to improve some of the measures used as ex-
planatory variables. Candidates for improvement would
include the human capital measure (for example, by the
inclusion of health indicators) and the Cip itself (by in-
cluding aspects related to the bureaucracy and judiciary).

v) Finally, once the aforementioned extensions
and improvements are carried out for Latin America,
for which the relevant data for computing the cip
and human capital are more readily available and the
homogeneity problems are somewhat less severe than
in other regions, it would be highly desirable to ex-
tend the analysis to other regions such as Sub-Saha-
ran Africa and Asia.

(Original: English)
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I

Introduction

External capital flows can make an important contri-
bution to economic and financial development. They
mobilize saving from the capital-exporting countries,
thus increasing the resources of the recipient coun-
tries and improving international resource allocation.
In the recipient countries, these flows make it possi-
ble to compensate for reductions in foreign exchange
availability due to fluctuations in their exports and in
the terms of trade and also further diversify the finan-
cial assets and liabilities of the countries involved, as
well as providing other benefits (ECLAC, 1995).

Inflows of external capital also bring with them
risks and costs, however. The abundant loans that the
international banking system made in the second half
of the 1970s aided the growth of the countries of the
region while they remained available, but they also
brought with them excessive aggregate spending,
high current account deficits and other macroe-
conomic imbalances, which culminated in the exter-
nal and domestic debt crisis which spread to most of
the countries of the region in the early 1980s.

The present study deals with the experiences and
policies regarding the procurement of external capital
by the Latin American and Caribbean countries

II

which had heavy inflows of external capital between
1992 and 1996. The study is divided into five sec-
tions, including the present introduction. Section II
highlights the variability of capital movements over
the last two decades and uses various criteria to iden-
tify the countries of the region which had heavy capi-
tal inflows in 1992-1996. Section III describes the
incentives which led to these heavy inflows of finan-
cial capital, together with their consequences for na-
tional saving, the current account deficit and the real
exchange rate, and studies the macroeconomic and
financial effects of the decline or reversal of external
capital flows in some countries in 1995-1996.

Section IV deals with policies for the procure-
ment of external capital within the framework of
a development policy which strengthens national
saving and domestic financial markets, and examines
the concept of a sustainable current account deficit.
The analysis of external capital procurement policies
stresses the importance of monetary and exchange-
rate regimes and looks at various instruments that
can be used to regulate capital inflows and adjust to
them. Finally, section V presents the main conclu-
sions of the study.

Features of capital ﬂows In Latin America

and the Caribbean In recent decades

1. The variability and other features of capltai
movements between 1977 and 1996

Table 1 shows the capital account and current ac-
count balances of the balance of payments of coun-
tries of the region between 1977 and 1996. The
capital flows show great variability. In a period of
less than two decades it is possible to identify two
periods of high capital inflows with averages equiva-
lent to 5.3% and 4.3% of the regional GDP (1977-
1981 and 1992-1994, respectively), a period of low

capital inflows, with an average of 1.3% of GDP in
1983-1989, and two periods of medium-level inflows
equivalent to 2.6% of GDP in 1990-1991 and 2.5%
in 1995-1996.1

Of the total inflows in 1977-1996, 85% or more
went to only six of the 19 countries shown in table 1,
largely because of the size of the recipient countries.
Thus, for example, Mexico alone received nearly
40% of net capital inflows in 1992-1994, and Argen-

! Capital flows in 1982 are excluded because this was a very
irregular year.
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TABLE 1
Latin American and Caribbean countries:
current and capital account balances
{As average percentages of GDP)
Country 1977-1981 1983-1989 1990-1991 1992-1994 1995-1996 *
Cumrent  Capital Cument Capital Current Capital Cumrent Capital Current Capital
Year account account account account account account account account account  account
Argentina 0.2 1.7 -22 1.6 1.4 0.5 32 43 -1.1 1.4
Bolivia -84 74 -14.1 14.6 -6.5 6.9 -10.0 11.6 -4.3 6.0
Brazil -4.1 4.2 -0.6 0.9 -0.6 C.8 04 20 2.8 43
Chile -83 118 -6.3 6.6 -1.8 16 -3.6 83 -19 45
Colombia -04 31 -23 24 34 -0.6 -1.9 27 -5.1 6.1
Costa Rica -12.2 12.5 -8.3 10.1 -63 7.6 -6.6 6.3 -1.4 23
Ecuador =71 15 =50 49 -4.6 13 -3.7 57 -1.8 0.2
El Salvador -3.3 23 -5.4 6.2 -6.5 13 - 41 5.6 -23 38
Guatemala -3.4 29 -43 4.6 -2.4 52 -6.2 6.5 -34 33
Haiti -144 134 -12.4 124 -10.1 10.3 -6.8 4.7 -35 6.5
Honduras -10.0 99 . -8.6 8.7 -10.5 12.0 -12.6 11.6 =53 72
Mexico -4.1 4.5 0.6 -0.4 -44 6.3 -13 6.5 -0.6 -20
Nicaragua -115 94 -369 38.3 429 44.3 -49.9 49.6 -21.7 -20.5
Panama -8.5 8.7 46 -50 -33 8.1 224 39 25 30
Paraguay -5.8 104 -79 6.4 -52 9.7 -103 10.5 -5.1 5.2
Peru -2.8 4.5 -3.1 33 -3.6 5.1 -5.5 8.6 -6.5 6.8
Dominican Republic -7.4 7.7 -5.4 5.5 -1.6 37 -3.5 24 09 1.1
Uruguay -4.5 6.4 -1.0 2.0 1.0 0.7 -2.3 3.1 -1.6 27
Venezuela -1.6 4.5 1.1 29 104 -5.2 -0.9 -0.1 8.0 -3.7
Latin America and
the Caribbean -4.3 53 -1.3 1.3 -1.0 2.6 <32 43 -1.9 25

Source: Balance of payments figures: International Monetary Fund (IMF). Figures for GDP in current dollars: BCLAC estimates.
* The figures for 1995-1996 are based on the new definition of “Capital and financial account” established by the International Monetary
Fund (IMF).

tina, Brazil and Chile together have accounted for at
least 40% of the flows in all the sub-periods except
1990-1991.2

Table 2 shows the standard deviation from the
average of the capital account balances of the re-
gional balance of payments, as an indicator of the
variability of capital movements in the region in the
period 1977-1994.° Short-term loans display very
high variability (almost 12 times their average
value); portfolio investment also displays high vari-
ability (almost twice its average value); long-term
loans display a certain amount of variability (1.5
times the average value), and foreign direct invest-
ment is marked by a low level of variability (equiva-
lent to half its average value). This latter component
has shown the most uniform behaviour; over the

2 In the case of Nicaragua, the high share registered in 1983-
1989 is accounted for mainly by unrequited official transfers.

3 This table was limited to the period 1977-1994 because the
IMF made changes in the classification of capital flows as from
199s.

whole period it stood at around 1.0% of regional GDP,
although it has displayed substantial variations at the
individual country level.

Consequently, the variability of capital inflows
into the countries of the region has been associated
mainly with the variability of short-term loans and
portfolio investment. Similar results have been ob-
tained for industrialized countries (Turner, 1995).

Capital inflows from portfolio investments in
stocks, other securities and short-term loans are vola-
tile because they can quickly be reversed. From this
point of view, the change in composition in the sense
of an increase in portfolio investments and a reduc-
tion in long-term loans observed in the 1990s indi-
cates an increase in the volatility of external capital
compared with previous periods. In 1992-1994, this
situation mainly affected Mexico and Argentina,
since the increase in portfolio investments accounts
for three-quarters of the increase in total capital in-
flows into those countries compared with 1983-1989,
and it also applied to a lesser extent to Brazil in
1995-1996.

EXTERNAL CAPITAL FLOWS IN LATIN AMERICA AND THE CARIBBEAN IN THE 1890s: EXPERIENCES AND POLICIES + GUNTHER HELD
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TABLE 2

Latin America and the Caribbean: Average and standard
deviation of the main capita! account components, 1977-1994 *

(Millions of current doliars)

R Standard Standard deviation/
Capital account components Average deviation average
Direct investment 6693 3617 0.54
Portfolio investment 8252 15414 1.87
Short- and long-term loans 8 869 12574 142

Long-term loans 9 466 14 347 1.52
Short-term loans -597 6953 11.64
Capital account balance 24 963 18 462 0.74
Unrequited official transfers 1576 943 0.60
Current account balance -20 961 15 454 0.74
Variation in reserves -3 976 H 076 2.78

Source: Balance of payments figures: International Monetary Fund (IMF). GDP figures: ECLAC estimates.
# Caiculated on the basis of the total for each component for the 19 countries listed in table 1.

2. Countries with heavy inflows of capital in
1992-1996

A high level or proportion of capital inflows is not of
itself an adequate criterion for classifying countries
according to their capital inflows. A number of coun-
tries of the region have registered inflows above the
average for the region, even in periods of high in-
flows, but this situation led to an adjustment through
a high current account deficit which already took
place in the past. Thus, for example, Bolivia had
capital inflows equivalent to 7.4% of GDP in 1977-
1981 and 11.6% in 1992-1994 (compared with aver-
ages of 5.3% and 4.3% for the region as a whole), but
" at the same time it registered current account deficits
of 8.4% and 10% of GDP in those periods.

The experience of the countries of the region
with capital inflows in recent decades suggests that
the existence of variations in the capital inflows into
a given country which are equivalent to more than
two percentage points of GDP in a particular period
constitutes an important additional consideration for
classifying countries according to their capital in-
flows. Thus, a country marked by low capital in-
flows, equivalent to less than two percentage points
of GDP, which registers an increase of around two
percentage points in those inflows would qualify as a
country with medium-level capital inflows. In con-
trast, a country marked by medium-level capital in-
flows of two to four percentage points of GDP which
also registers an increase of around two percentage
points would qualify as a country with high inflows.
For example, table 1 shows that Argentina registered

an increase in capital inflows from 1.6% of GDP in
1983-1989 to 4.3% of GDP in 1992-1994, so that ac-
cording to this logic it would move up from a situ-
ation of “low” capital inflows to one of “high”
inflows. Likewise, Peru moved up from a situation
of “medium-level” capital inflows in 1983-1989
(3.3% of GDP) to one of “high” inflows in 1992-1994
(8.6% of GDP).

Increases in capital inflows which would lead to
a country being classified as a “high inflow” country
do not necessarily translate into a situation of abun-
dant foreign exchange. These increases may repre-
sent financing for a bigger balance of payments
current account deficit due to excessive aggregate ex-
penditure (consumption and investment) in relation
to national income. Honduras fits into this situation.
Its capital inflows amounted to 8.7% and 11.6% of
GDP in 1983-1989 and 1992-1994, but its current
account deficits stood at 8.6% and 12.6% of GDP in
the corresponding periods.

The response of economic policy and macro-
economic adjustments to greater availability of for-
eign exchange is not due solely to increases in capital
inflows, It can also be due to a reduction in the cur-
rent account deficit or an increase in the surplus on
that account. Thus, for example, Chile’s current ac-
count deficit went down from 6.3% of GDP in 1983-1989
t0 3.6% in 1992-1994, while its capital inflows increased
from 6.6% to 8.3% of GDP between those two periods.

In view of the foregoing, we classified as countries
which had high capital inflows in 1992-1994 (a period
of high inflows in the region as a whole) those which
simultaneously displayed the following conditions:

. EXTERNAL CAPITAL FLOWS IN LATIN AMERICA AND THE CARIBBEAN IN THE 1990s: EXPERIENCES AND POLICIES * GUNTHER HELD
AND RAQUEL SZALACHMAN
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i) capital inflows over four percentage points of
GDP (i.e., higher than the average for the region as a
whole),

i} increases of more than two percentage points
of GDP in their capital inflows, or simultaneous posi-
tive variations in the capital and current accounts of
the balance of payments (increases in the deficit or
reductions in the surplus) equivalent to such increases.

I

Table 1 shows that according to the foregoing
criteria, the following countries qualify for the
group with high capital inflows in 1992-1994:
Argentina, Chile, Ecuador, Mexico, Paraguay and
Peru.* Brazil and Colombia qualify as countries
with high capital inflows in 1995-1996, while
Chile and Peru continued to register high inflows
in that two-year period.>

The period of high capital inflows into a

group of countries of the region in 1992-1994

The factors determining capital movements between
a capital-exporting country and a recipient country
may be visualized in terms of the arbitrage conditions
between interest rates or the rate of return on invest-
ments in those countries:

(1) r=r*+ E(dep) + (p - p*) where:

r = Domestic interest rate (or rate of
return)

r* = External interest rate (or rate
of return)

E(dep) = Expectation of depreciation of the

national currency (or exchange risk)
(p - p*) = difference between the country risks
of the respective economies.

This equation shows that a country which has
opened up its balance of payments capital account
will receive capital inflows as long as its interest rate
or rate of return on investment for a given activity is
higher than the corresponding rate in the capital-
exporting country, with the interest rate adjusted to
take account of the exchange risk and the difference
in the respective country risks.

1. Country risk and exchange risk of financial
investments

Some major financial reforms and stabilization poli-
cies implemented in the late 1980s and early 1990s
opened up the way for heavy inflows of capital into
Argentina, Ecuador, Mexico, Peru and Paraguay in
1992-1994 and into Colombia as from 1994. The

high capital inflows registered by Chile were fa-
voured by the reforms in the financial system and
capital markets made during the 1980s and an econ-
omy which was in a marked process of stabilization
from the end of that decade onwards, although it was
still subject to widespread indexing practices. In the
case of Brazil, the hyperinflation from which that
country had been suffering was solved with the
monetary reform which brought in the “Real” in July
1994, thereby giving rise to favourable conditions for
capital inflows.

These reforms and policies reduced the country
risk (i.e., there was less likelihood of restrictions or
disturbances affecting access to the foreign exchange
market in transactions for taking capital out of the
country). However, only Chile and Colombia man-
aged to qualify as countries with low international
investment risks (“investment grade™), in 1993 and
1994 respectively. .

The reduction in the exchange risk did a grea
deal to help attract high financial flows, which were
also encouraged by expectations of revaluation of the
national currency in the periods of high capital in-
flows into the recipient countries.

* It was decided to exclude Nicaragua because the high capital
inflows into that country include a substantial proportion of
unrequited transfers.

SThe high inflow registered by Chile in 1995-1996 took place in
spite of the fact that it made advance repayments on its external
debt equivalent to nearly 3% of GDP in 1995.

6 It was decided to exclude Paraguay from the countries with
high capital inflows in 1995-1996 because its inflows fell from
10.5% of GDP in 1992-1994 to 5.2% in that period.
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The Stability Pact adopted in Mexico in 1989
strengthened the stabilizing role of the exchange rate.
The exchange rate floating range had a fixed nominal
floor and a ceiling which moved up in small daily
steps announced in advance, thus making it possible
to project the variation in the nominal exchange
rate. Annual inflation went down from 26.6% in
1990 to 6.9% in 1994. This policy also concealed the
exchange risk to some extent, however. While the
cumulative inflation between 1990 and 1994 came
to 66.3%, the cumulative increase in the nominal
exchange rate for the U.S. dollar only amounted to
20% over the same period.

In Argentina, the April 1991 Convertibility Act
introduced a monetary and exchange rate regime
with a fixed nominal exchange rate anchor, as part of
an ambitious stabilization programme. Inflation went
down from 172% in 1991 to 4.3% in 1994 (and 0.2%
in 1996). The fixed nominal exchange rate policy
wiped out the exchange risk, however. While cumu-
lative inflation between 1991 and 1994 amounted to
43.8%, the cumulative increase in the nominal ex-
change rate for the U.S. dollar only amounted to
4.8% in the same period.

Since 1991, Chilean exchange rate policy has
involved an exchange rate fluctuation range within
which the market exchange rate is allowed to vary,
and a central exchange parity within that range. The
central rate of the range is designed to give medium-
term signals on the real exchange rate to the export
sector. At the same time, the possibility of floating
within the range permits the existence of some ex-
change risk in order to discourage the entry of
short-term capital.

This policy has been subjected to some adjust-
ments in the light of the strengthening of the current
situation and future prospects of the external sector
from the late 1980s onward. Among the most impor-
tant changes made were the application of a 20%
compulsory reserve requirement on external credits
in June 1991 (subsequently raised to 30% and also
applied to other financial capital inflows, as de-
scribed in section IV); the widening of the exchange
rate range from 5% to 10% in January 1992; the use
of a “dirty float” within that range since March 1992;
the decision to link the reference exchange rate of the
range to a basket of currencies instead of only to the
U.S. dollar in July 1992; revaluation of the central
parity of the range by 5% in January 1992 and 9.7%
in November 1994; and the inclusion of a 2% annual
comparative increase in productivity in the rules for

determining the reference exchange rate in December
1995. In October 1996, the maximum proportion of
investments that mutual funds could make abroad
was raised from 30% to 100%, and such operations
and the corresponding remittances in respect of them
were exempted from the compulsory reserve obliga-
tion. These measures helped to induce the market
exchange rate to rise above the floor of the range, but
the exchange risk has been depressed by the persist-
ent tendency of the exchange rate to fall back to the
floor and the decline in the reference exchange rate.
Thus, while cumulative inflation between the end of
1991 and the end of 1996 came to 68.0%, the nomi-
nal exchange rate for the U.S. dollar only rose by
18.1% in that period.

During the 1990s, Ecuador, Paraguay and Peru
had exchange rate floating systems involving Central
Bank intervention in the foreign exchange market,
against a background of stabilization policies. The
revaluations of the national currencies likewise re-
sulted in a low exchange risk, partly because of the
capital inflows themselves. The cumulative variations
in the nominal exchange rate for the U.S. dollar and in
inflation between 1991 and 1994 came to 110% and
185% in Ecuador and 44.2% and 64.2% in Paraguay,
while in Peru the corresponding rates between 1991
and 1996 came to 217% and 295%, respectively.

At the beginning of 1994, Colombia introduced
an exchange rate systemn based on a central parity
moving according to fixed rules and an exchange rate
fluctuation range of 15%. This system includes com-
pulsory reserve requirements in respect of foreign cur-
rency loans, first introduced in 1993 and later modified
in 1994 according to the term of such loans (see sec-
tion IV). Market pressures led to the revaluation of
the central parity by 7% in December 1994. Political
uncertainty caused the market exchange rate to rise to
the top of the range in mid-1995, causing the Banco
de la Repiiblica to step in to defend the national cur-
rency. Between the end of 1993 and the end of 1996,
however, the cumulative variations in the nominal
exchange rate of the U.S. dollar and inflation came to
16.3% and 46.1%, respectively.

The 1994-1995 Mexican crisis led the Central
Bank of Brazil to adopt a crawling band, intervening
to keep the exchange rate within an increasingly
narrow band which has gradually been moved up to
bring about small real devaluations (Dias Carneiro,
1997). Nevertheless, however, the variations in the
nominal exchange rate and inflation were 57.2% and
119% respectively between 1994 and 1996.
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2. The rate of return on international portfolio
Investments

High (real) interest rates on both loans and deposits
were features of the financial liberalization and/or
price stabilization policies of the countries with high
capital inflows in the 1990s.7 In the same period, the
nominal interest rates on loans and deposits in the
United States sank below their trend levels in 1992-
1994, going down to 6.5% and 3.8%. This situation
was partly reversed in 1995-1996, when these rates
rose to 8.6% and 5.7%, respectively.

Rule 144-A of the United States Securities Com-
mission (1990) made it easier to sell securities on that
country’s capital markets, through American Deposi-
tary Receipts (ADRs) and other means, and the same
occurred in other industrialized economies, espe-
cially through Eurobonds (Caro, 1994).

In this context, the reduction and/or elimination
of exchange risk already referred to lent great signifi-
cance to the following factors in the countries receiv-
ing high capital inflows in 1992-1994 and 1995-1996,
according to the respective situations; i) the spread be-
tween their interest rates (or rates of return on invest-
ment) compared with those of the United States (and
other capital-exporting countries), as shown in equation
(1), and ii) the undervaluation (in dollar terms) of do-
mestic securities on the emerging stock exchanges of
the countries of the region around 1990, because of the
expectations of gain generated by the economic re-
forms and the higher price/profit ratios at which
stocks could be sold through ADRs on the capital
markets of the United States.

The differences between the nominal dollar
equivalent rates on loans in the United States com-
pared with those in Chile, Ecuador, Paraguay and
Peru averaged around 4.4%, 10.7%, 9% and 37.7% a
year, respectively, in the period 1992-1994, which led
domestic financial institutions and agents to seek re-
sources on the international capital markets.® In

7 This situation is connected with the low credibility of anti-infla-
tion policies, restrictive monetary policies, flaws in regulation and
prudential supervision which do not place limits on risky credit
requests in deregulated banking systems, high banking transac-
tion costs, insufficient national saving and other factors.

% The equivalent domestic interest rates in dollars (%) wete obtained
by applying the following formula: (1 + #*) = (1 + /(1 + £0),
where i is the domestic interest rate in national currency and ¢
is the variation in the exchange rate. In the case of Chile and
Colombia, the effect of a 30% compulsory reserve requirement
was introduced by multiplying i* by (1-¢), where e is the com-
pulsory reserve rate per unit of inflow of financial capital.

1995-1996, these differences came to 20% in Colom-
bia, 7.7% in Chile and 11.3% in Peru (IMF, 1997).

The average spreads between the nominal inter-
est rates on deposits in the United States and those in
Argentina, Chile, Ecuador, Mexico and Paraguay, for
their part, stood at average levels of 4.2%, 3.4%,
3.7%, 6.9% and 4% per year, respectively, thus en-
couraging foreign investors to channel resources to
those countries in 1992-1994. In 1995-1996, the
spreads were 5.1% for Brazil, 13.3% for Colombia,
4.7% for Chile, and 3.5% for Pern (IMF, 1997).

Between 1990-1992 and the end of 1994, the
stock exchange price indexes in dollars trebled in
Brazil and Colombia and doubled in Argentina,
Chile, Mexico and Peru, providing substantial gains
for portfolio investors (ECLAC, 1996a). These in-
creases were associated with big increases in the
sales of stocks and bonds on international capital
markets. Table 3 shows that the total amount of gross
stock issues by countries of the region in those mar-
kets increased by a factor of nearly 3 between 1990-
1991 and 1993-1994, while the total amount of gross
bond issues increased by a factor of nearly 7 between
1990-1991 and 1995-1996. Argentina and Mexico re-
ceived about two-thirds of these investments in 1992-
1994, Mexico alone obtained over 40% of them in
that period, and portfolio investments in that country
went up from slightly negative values in 1983-1989
to 1.3% of GDP in 1990-1991 and 5.2% of GDP in
1992-1994, forming by far the largest component of
that country’s capital inflows in that three-year pe-
riod. For its part, Brazil accounted for about a quarter
of total gross stock and bond issues in 1995-1996.

3. Replacement of national saving by external
saving

Table 4 gives a breakdown of the proportions of na-
tional saving, external saving and domestic invest-
ment (all at current prices) in countries which had
high capital inflows in 1992-1994 (Argentina, Ecua-
dor, Mexico and Paraguay), 1992-1996 (Chile and
Peru) and 1995-1996 (Brazil and Colombia). The in-
creases in external saving coincided with substantial
declines in national saving in all those countries
except Chile and Ecuador.

In Mexico, investment (as a proportion of GDP)
increased by only two percentage points between
1983-1989 and 1992-1994, compared with an in-
crease in external saving equivalent to over seven
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TABLE 3

Selected Latin American and Caribbean countries: Gross issues of

stocks (A) and bonds (B) on international markets, 1690-1996 °

{Millions of dollars)

Year 1990 1991 1992 1993 1994 1995 1996

Country A B A B A B A B A B A B A B
Argentina - 21 360 795 392 1570 2655 6308 735 5319 - 635 217 13738
Brazil - - - 1837 133 3655 - 6465 1028 3998 296 7041 387 11194
Chile 98 - - 200 129 120 288 322 799 155 224 300 297 1750
Colombia - - - - - - 98 567 207 955 71 1083 - 1751
Mexico - 2477 3531 3782 3077 6100 2913 11339 1679 6949 - 7646 668 17823
Peru - - - - - - 26 30 133 100 - - 1052 -
Latin America la)mtl
the Caribbean 98 3124 3891 7522 395 12577 6022 28764 4704 18097 962 23071 3662 47157

Source: ECLAC, on the basis of data provided by the World Bank, the International Monetary Fund (IMF) and Euromoney.
® The amounts shown are gross in the sense that they do not include amortization of bonds and the flowback of stocks sold through the ADR
and GDR systems.

Also includes other countries.

TABLE 4

Gross national saving (GNS), external saving (EXS) and gross

domestic investment (GDI) in countries with high capital inflows

(Average percentages of GDP)
Country/period GNS EXS GDI Country/period GNS EXS GDIL
Argentina ® Ecuador
1983-1989 163 22 18.5 1983-1989 13.8 6.0 19.8
1990-1991 157 -1.4 14.3 1990-1991 175 23 19.8
1992-1994 15.5 29 18.4 1992-1994 18.3 2.1 204
1995-1996 16.6 12 17.8 1995-1996 16.0 1.8 17.8
Brazil Mexico
1983-1989 209 0.7 215 1983-1989 21.6 0.9 20.7
1990-1991 19.6 0.6 202 1990-1991 19.5 3.7 23.2
1992-1994 19.6 -0.4 19.3 1992-1994 15.5 6.5 220
1995 16.8 25 19.2 1995-1996 21.0 0.5 21.5
Colombia ® Paraguay®
1983-1989 19.1 0.6 197 1983-1989 15.6 19 235
1990-1991 220 -48 17.2 1990-1991 18.6 52 238
1992-1994 19.0 1.5 20.5 1992-1994 10.1 10.3 231
1995-1996 15.6 5.5 21.0 1995-1996 8.2 5.1 23.6
Chile Peru
1983-1989 13.6 5.8 19.3 1983-1989 202 25 22.8
1990-1991 242 12 25.4 1990-1991 18.3 23 20.6
1992-1994 247 28 27.4 1992-1994 16.9 50 219
1995-1996 25.4 21 27.5 1995-1996 18.7 6.0 24.6

Source: Prepared by ECLAC on the basis of the national accounts and balance of payments data of countries of the region.
* National saving was calculated as the difference between the domestic investment figures of the national accounts and the balance of
payments current account balance. ® National saving in 1996 was calculated as in note a above.
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percentage points of GDP. In Paraguay, an increase in
external saving of almost eight percentage points of
GDP between 1990-1991 and 1992-1994 was accom-
panied by a similar fall in national saving, so that
domestic investment remained almost unchanged.
Likewise, in Brazil an increase of almost three per-
centage points of GDP in external saving between
1992-1994 and 1995 was not accompanied by any
increase in the proportion of domestic saving,

In Chile, declines in external saving coincided
with increases in national saving and hence with de-
clines in the proportions of GDP spent on consump-
tion between 1983-1999 and 1992-1994. Gross
national saving increased from 13.6% in 1983-1989
to 24.7% in 1992-1994 and 25.4% in 1995-1996.
However, replacement of saving took place at the
level of individuals. Thus, individuals registered
practically zero saving in 1992-1994, although their
compulsory Social Security saving amounted to
around 3.5% of GDP in that period (Arran, 1996).
Such voluntary dissaving indicates that they were no
exception to the wave of consumption which affected
all the countries with high capital inflows.

The above facts suggest that there has been a
substantial process of replacement of national saving
by external saving in the region. Statistical studies
taking account of other variables which affect na-
tional saving have shown that an increase in external
saving by one percentage point of GDP has tended to
reduce national saving by about one-half of one per-
centage point of GDP in the region (ECLAC, 1995).

The fact that financial liberalization measures
coincided with high current account deficits in a
number of countries with high capital inflows in the
1990s was a reflection of the “syndrome” observed
by Goos in similar cases in the Scandinavian coun-
tries and the United Kingdom: falls in saving, a sub-
stantial increase in financing of consumption rather
than of investment, and deterioration of the balance
of payments current account (Goos, 1996).

The main causal factor in these results in these
cases was the credit extended by the banking system
to the private sector to finance consumption. A simi-
lar role has been attributed to bank credit in a number
of countries of the region which had high capital in-
flows in the 1990s (Sachs, Tornell and Velasco,
1996). As a proportion of GDP, bank credit to the
private sector doubled between 1990 and 1994 in
Ecuador, Mexico, Paraguay and Peru (IMF, 1997).

Other factors also encouraged consumption in
the countries with high capital inflows in the 1990s:

the wealth effect connected with the rapid rise in
share prices (except in Ecuador, which did not have a
domestic capital market capable of incorporating
heavy international portfolio investment flows); trade
reforms which reduced average import tariffs to be-
tween 10% and 15% at the same time that there were
sharp falls in the real exchange rate (table 5), and the
adjustment in consumption patterns which took place
in countries which had gained renewed access to ex-
ternal financing and credit.

4. The fall in real exchange rates

Table 5 shows capital inflows as a proportion of GDP,
the proportion of those inflows which was placed in
the international reserves, and the behaviour of real
exchange rates (effective export exchange rates) for
some countries of the region in the 1990s, using the
real 1990 exchange rate as a basis. Six of the coun-
tries which registered high capital inflows (Argen-
tina, Brazil, Colombia, Ecuador, Mexico and Peru)
channeled about one-third or less of those inflows
into the accumulation of international reserves, so
that two-thirds or more went into the current account,
Except in the case of Ecuador, national saving in
those countries remained unchanged or even went
down (table 4), thus limiting the capacity of their
Central Banks. In Argentina, Ecuador, Mexico and
Peru real exchange rates fell (i.e., the currency appre-
ciated in value) by around 20% in 1992-1994 com-
pared with 1990. In Brazil and Colombia, real
exchange rates fell by around 30% in 1995-1996
compared with 1990 (and in the first-named country
the rate fell by 40% compared with 1992-1994).

The Central Bank of Chile mainly used Social
Security saving to finance an accumulation of inter-
national reserves equivalent to over 50% of the capi-
tal inflows in 1992-1996 (and nearly two-thirds of
those inflows in 1992-1994). Through the sale of
Central Bank securities to pension funds (almost
40% of the total funds) there were current account
deficits of 3.6% of GDP in 1992-1994 and 1.9% in
1995-1996, in spite of capital inflows equivalent to
8.3% and 4.5% of GDP in those periods (table 1). This
was one of the reasons why the real exchange rate in
Chile registered the smatlest decline among the coun-
tries which had high capital inflows in the 1990s.

This evidence suggests that the high inflows of
capital in this period were accompanied by signifi-
cant drops in the real exchange rate. In a few cases,
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TABLE 5

Latin American countries with high capital inflows in the 1990s:

Capital inflows, variation in reserves and real exchange rates
o sl?] pital Vz:;i;l:::s in Real exchange rate (1990=100)

Ty/pel (%1 ofoc‘:];P) (% of capital Average Average
inflows) 1992-1994 1995-1996

Countries with high inflows in 1992-1994
Argentina 4.3 24.5 76.6 88.0
Ecuador 5.7 344 85.6 79.3
Mexico 6.5 -12.6 81.9 115.3
Countries with high inflows in 1992-1996
Chile 6.8 529 96.1 90.3
Peru 79 354 829 84.0
Countries with high inflows in 1995-1996 .
Brazil 43 333 112.6 67.8
Colombia 6.1 17.1 83.9 73.1

Source: IMF, 1997, ECLAC, 1997,

this process was alleviated to some extent by an in-
crease in national saving and its use for a substantial
buildup of international reserves. The use of the ex-
change rate as a stabilization instrument in Argentina
(since 1991), Brazil (since 1994) and Mexico (in
1989-1994), together with the marked expansion in
domestic expenditure which accompanied the high
capital inflows, among other factors, also influenced
the declines observed in real exchange rates.

5. Macroeconomic and financial risks
assoclated with high capital inflows

In Mexico, increasingly volatile capital inflows were
used to finance a current account deficit which
amounted to 7% of GDP in 1994, when serious politi-
cal events took place in that country. That situation,
and an exchange rate which had got out of line, re~
vealed the external vulnerability of the Mexican
economy and increased the risk of a reversal of capi-
tal flows (Goos, 1996),

A 15% increase in the exchange rate flotation
band in December 1994 increased the perception of
exchange risk, gave rise to capital outflows equiva-
lent to 7.2% of GDP in 1995, and caused the stock
exchange to slump by 62% (in dollar terms) between
the third quarter of 1994 and the fourth quarter of
1995. The run against the peso led to over-devalu-
ation of the national currency, whose parity fell by
half in the space of three months. The macroe-
conomic adjustment led to a fall of 6.6% in GDP in
1995 and affected the solvency of the banking sys-

tem. The fact that 20% of loans were in the bad debts
category made it necessary to adopt rescue measures
which cost the equivalent of 6% of GDP. However, a
41% rise in the real exchange rate (the effective rate
for exports) in the two-year period 1995-1996 (table
5) provided a solid base for reactivating exports and
activities in the tradeables sector.

The Mexican situation “infected” Argentina by
giving rise to a perception of exchange risk among
depositors and investors and compromising the credi-
bility of the fixed exchange rate. The withdrawal of
some 14% of the deposits in the banking system in
the first quarter of 1995 set off a recessionary adjust-
ment process. The GDP went down by 4.4% in 1995
and stock prices (in dollars) fell by 29.5% between
the third quarter of 1994 and the fourth quarter of
1995,

The economic recession affected the stability of

" the banking system, causing the proportion of loans

in the bad debt portfolio to rise to 28%. The Central
Bank of Argentina tackled the financial instability by
promoting a private system of guarantees for depos-
its, encouraging bank mergers and consolidation and
keeping up the level of bank credit in spite of the
heavy withdrawals of deposits. This significantly
limited the automatic adjustment supposed to be
characteristic of a fixed nominal exchange rate re-
gime (Eichengreen and Wyplosz, 1996; ECLAC, 1996c¢).
Even so, the real exchange rate (the effective rate for
exports) rose by 15% in 1995-1996 compared with
the three-year period 1992-1994, thus increasing the
profitability of export and tradeable goods activities.
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The big expansion in credit in Ecuador and
Paraguay in 1992-1994 gave rise to cases of bank
insolvency for which the rescue operations cost the
equivalent of 4.1% of GDP in Paraguay in 1995 and
1.1% of GDP in Ecuador in 1996.°

The slump in the Mexican stock exchange led to
a5.7% fall in the price index (measured in dollars)
of the Chilean stock exchange between the third
quarter of 1994 and the fourth quarter of 1995. This
slump, together with political uncertainty, seems to
have been an important factor in the 37% fall in the
price index (measured in dollars) of the Colombian
stock exchange in that pericd. These events did
not affect the rate of economic activity in Chile in
1995-1996, however.

IV

The above details show that the macroeconomic
and financial risks deriving from the high inflows of
capital into the region in the 1990s were limited to a
few countries, unlike the generalized external debt
problems caused by the heavy inflows of external
credit in 1977-1981. The situation in the 1990s may
be attributed mainly to two factors: i) the concentra-
tion of international portfolio investments in a few
countries of the region, partly because of the trans-
parency and risk assessment requirements charac-
terizing the issue and sale of securities on the capital
markets of the United States and the industrialized
countries, and ii) the external capital procurement
policies of some of the countries which registered
high inflows of capital in that period.

External capital procurement policies

The experience of the Latin American and Caribbean
countries which have registered high capital inflows
in recent decades shows the importance of the appli-
cation of the following economic policy criteria with
respect to such inflows in the recipient countries:

i) establishing policies to encourage national
saving and the development of the domestic financial
system and capital markets, in order to provide a
solid base for the financing of domestic investment
and ensure that capital inflows are in line with a
sustainable level of external saving;

ii) ensuring that the level and composition of
capital inflows are compatible with a sustainable
balance of payments current account deficit;

i) using policy instruments designed to regulate
capital inflows in line with the respective monetary
and exchange rate regimes and to bring about a gradual
and orderly entry into international capital markets.

Experience also shows that both the capital ex-
porting and recipient countries could well strengthen
their prudential regulations guiding international
capital flows. '

% The 1994-1995 bank crisis in Brazil was due to political inter-
ference in the credit operations of two major State banks and
flaws in the prudential regulation and supervision of the banking
system.

1. Policles to promote natlonal saving and
financial development

The proportions of national saving of the countries of
the region have remained at around 20% of GDP since
the 1970s. The limited degree of financial develop-
ment in these countries is reflected in the ratio of M2
(money and quasi-money) to GDP. In 1994, this in-
dicator stood at around 20% of GDP in Argentina,
Colombia, Ecuador and Peru, and 35% in Chile and
Mexico (IMF, 1997).

The insufficient level of national saving and the
small size of domestic financial markets limited the
economic policy options open in a number of coun-
tries with high capital inflows in 1992-1994 and laid
them open to macroeconomic and financial risks.
Moreover, the financial instability which affected
several countries with high capital inflows in that
period highlights the lack of institutional consolida-
tion of their systems of prudential regulation and
supervision (ECLAC, 1996b).

The foregoing shows how important it is to have
policies designed to promote saving and the develop-
ment of the domestic financial systems, in order to
back up domestic investment in countries of the re-
gion and at the same time ensure that external saving
is compatible with their sustainable current account
deficits.
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2. Sustainable current account deficlts

The current account deficit that the capital inflows
into a country can sustain, and the corresponding
medium- and long-term real exchange rate, are the
most important items in the region’s experience with
capital movements over the last two decades. Such a
deficit is directly connected with a country’s capacity
to attract foreign capital and maintain its creditworthi-
ness over time. The many factors which are involved
in determining that deficit and the associated real ex-
change rate mean that inter-temporal models for esti-
mating these variables are very complex (Soto, 1996).

For economic policy purposes, a deficit of a con-
servative nature may be determined by using the fol-
lowing indicators which increase or decrease the
sustainable deficit depending on their respective
signs (Milesi-Ferreti and Razin, 1996):

i) political stability (political instability would
have a negative sign),

ii) the external debt (a high proportion of such
debt, or an increase in the ratio of the external debt to
exports and/or of the external debt to GDP, would
have a negative sign),

iii) exports (a high proportion in the total or an
increase in the ratio of exports to GDP would have a
plus sign),

iv) the real exchange rate (a low exchange rate
or a fall in the real exchange rate would have nega-
tive signs),

v) the rate of national saving (a high proportion
of total saving or increases in national saving would
have a plus sign),

vi) stability of the domestic banking system (a
transparent and solvent banking system, subject to
firm prudential regulation and supervision rules,
would have a plus sign),

vii) the composition of capital inflows (a high
proportion or increase of short-term inflows and/or
those of a speculative nature would have a negative
sign).

The current account balances of the countries of
the region between 1977 and 1996 given in table 1
show that only small countries, or those which have
received high levels of unrequited transfers, have
been able to sustain current account deficits greater
than 5% of GDP for considerable lengths of time. The
sustainable current account deficit for Chile has
been estimated at 3% or 4% of GDP (Le Fort and
Budnevich, 1995). This estimate of the deficit con-

trasts with the high capital inflows into that country
between 1983 and 1996, which were equivalent to
over 6.5% of GDP per year.

The sustainable current account deficit for the
larger countries of the region, which have lower ex-
port/product ratios, may be lower than the percentage
estimated for Chile. Mexico’s current account deficit
in 1992-1994, which was around 7% of GDP, was not
sustainable. Partly because of contagion by the Mexi-
can crisis, Argentina’s deficit in that period, which
was equivalent to 3.2% of GDP, did not prove to be
sustainable in 1995-1996 either.

3. Policies to regulate and adjust to capital
inflows

The measures that the Central Bank of a country can
take to regulate capital flows in periods of high capi-
tal inflows or to adjust the exchange rate to deal with
permanent improvements in the situation and pros-
pects of the external sector depend on the monetary
and exchange rate regime. In principle, the Central
Bank would not have such means at its disposal for
this purpose in a system of fixed nominal exchange
rates, and it would not need them in a system of
freely floating exchange rates.

A systemn of fixed nominal exchange rates elimi-
nates the exchange risk (provided the exchange rate
is credible). This system uses complete openness of
the capital account to assure the economic agents that
they will enjoy full convertibility of their assets and
liabilities into foreign currency at all times, and vice
versa. For this reason, this type of exchange rate
regime is incompatible with restrictions on capital
flows.10

In a freely floating exchange rate regime, all for-
eign exchange transactions (both on the current ac-
count and the capital account of the balance of
payments) are carried out between those supplying
and demanding foreign exchange, without any Cen-
tral Bank involvement in exchange operations at all.
In principle, such a regime does not provide for any
restrictions on capital movements, nor is exchange
risk a component of exchange rate policy, since it is

10 Monetary policy is completely passive when base money is
created or reduced only through foreign exchange operations. To
this effect, the Central Bank acts as a currency board and backs
the whole of the monetary base with the international reserves.
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internalized by the participants in the foreign ex-
change market themselves.!!

Because of the effect of country risk, flows of
funds from a capital-exporting country to an import-
ing country will take place until the arbitrage condi-
tion shown in equation (1) is fulfilled. Consequently,
in order to discourage inflows of capital into the lat-
ter country, monetary and exchange rate regimes are
required which limit the arbitrage and make possible
a gap between domestic and international interest
rates and/or between domestic and international rates
of return on financial investments in stocks (and also
possibly the rates on direct investments).

The arguments in favour of this gap are con-
nected with the level of domestic interest rates which
secures a domestic equilibrium between aggregate
expenditure and national income and hence the corre-
sponding equilibrium level of external saving for the
capital-importing country. In economies with insuffi-
cient national saving, low capital endowments, im-
perfect financial markets and stabilization policies
which are still under way, the level of such rates may
~when there is an open capital account— at the same
time attract such large inflows of capital that they
compromise those balances unless restrictions are
placed on such inflows. At the same time, heavy capital
inflows in economies like those in question may also
encourage the revaluation of existing assets and create a
risk of a financial bubble instead of financing in-
creases in real capital formation (Zahler, 1992).

Monetary and exchange rate regimes which
make possible a gap in the arbitrage of capital move-
ments give the Central Bank a chance to manage
such movements (and, consequently, some degree of
autonomy in monetary policy). Such regimes gener-
ally involve a dirty exchange-rate float, or a float
with interventions by the Central Bank in the foreign
exchange market which are not announced in advance;
market exchange rates determined on the basis of a
crawling peg, with suitable adjustment rules and an
exchange rate band;'? and market exchange rates de-
termined within a crawling band.

11 The Central Bank can carry out an active monetary policy
through exchange operations involving domestic credit, but by
not participating in exchange operations it leaves the behaviour
of the exchange rate exposed to variations in capital movements.
12 Such rules take account of the difference between domestic
and external inflation and the difference between the variations
in domestic and external productivity.

The main tools used by recipient countries under
these regimes to deal with high capital inflows are the
application of taxes and compulsory reserve require-
ments, higher exchange risk, the accumulation of inter-
national reserves, and exchange rate adjustment.

The application of these tools is entirely compat-
ible with measures for graduvally opening up the
balance of payments capital account to both inflows
and outflows of funds.

a) Compulsory reserve requirements and taxes on
capital inflows

Compulsory reserve requirements and taxes are
the main tools used to discourage capital inflows
(Agosin and Ffrench-Davis, 1996). They increase the
financial cost that domestic agents have to pay to
gain access to sources of external financing and re-
duce the rate of return that foreign agents can obtain
by investing funds in the domestic markets of the
capital-importing country.

Reserve requirements may be differentiated ac-
cording to the term of the capital in question: while
long-term capital inflows may be exempt from them,
they may be used to check the inflow of short-term
and/or speculative capital. The same results can be
obtained through taxes differentiated according to the
term of the inflows. Unlike reserve requirements,
however, the application of the latter usually requires
the adoption of an Act of Parliament (Jiménez, 1995).

The application of reserve requirements and/or
taxes to financial capital inflows is particularly im-
portant in two situations, First, when there is a lag in
the downward trend of domestic interest rates in fi-
nancial liberalization and/or stabilization policies in
countries of the region. Second, when there is a com-
bination of domestic and external factors, including
some of a transitory nature, which may help to attract
massive inflows of financial capital to domestic mar-
kets which are still narrow or incipient, as occurred
in various countries of the region in 1992-1996,

In Chile and Colombia, compulsory reserve re-
quirements have been seen as an important instru-
ment for limiting the inflow of short-term capital. In
both countries, they have been applied side-by-side
with measures to open up the balance of payments
capital account (expansion of the range of transac-
tions that can be carried out on the formal exchange
market, authorization for the sale of securities on in-
ternational financial markets, deregulation of capital
outflows, etc.). In the case of Chile, they have been
used for lengthy periods of time, mainly because of
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TABLE 6

Chile: restrictions on capital movements

Capital inflows
Foreign direct ‘investment

Portfolio investments

ADRs

Others
Loans and bonds

Quantitative restrictions
No quantitative restrictions

30% compulsory reserve requirement
for secondary investments (July 1995)

30% compulsory reserve requirement
for one year, regardless of term
30% compulsory reserve requirement

Other requirements

Minimum term: 1 year for principal; profits
not subject to any minimum time limit
Minimum of US$ 10 million for primary
issue (November 1995)

BBB or higher for finance companies
BBB+ or higher for banks

Minimum of US$ 25 million
BBB or BBB+

Deposits and lines of credit
) on monthly average

Capital outflows
Institutional external investments
Pension funds
up of shares)
Life insurance companies 10% of total funds

General insurance companies
Mutual Funds 30% of the fund
External investments by the
banking sector

External investments by individuals
or by the non-financial private sector

25% of capital and reserves

No quantitative restrictions

9% of total funds (4.5% of assets made

15% of the companies’ reserves

Bonds and securities issued or guaranteed
by foreign governments or Central Banks
For the acquisition of foreign banks or the
establishment of foreign branches, a
capital/assets ratio of 10% is required
Limitations connected with access to the
formal foreign exchange market

Source: Le Fort and Budnevich, 1995.

the slow decline in real interest rates (Zahler, 1995).
In Colombia, the application of reserve requirements
has been seen as a good way of dealing with massive
inflows of short-term financial capital (Urrutia, 1995).
Table 6 shows the restrictions on capital move-
ments in Chile. Capital inflows, except for foreign
direct investment and portfolio investment through
primary ADRs, have been subject to a 30% compul-

sory reserve as well as other requirements. This re-

serve requirement is applied for a year to all inflows
of financial capital in the form of bonds, loans, de-
posits, lines of credit and secondary ADRs, whatever
their term. This policy is designed to close the arbi-
trage gap between domestic and international interest
rates or rates of return for up to one year, on the
assumption that the greater risks will themselves dis-
courage inflows of financial capital for longer terms
(Le Fort and Budnevich, 1995).

In Colombia, compulsory reserve requirements
have been differentiated according to the term of fi-
nancial capital inflows, in order to close the arbitrage
gaps in question for flows with a term of up to five
years. Table 7 shows that since 1994, credits with a

maturity of over 60 months have not been subject to

compulsory reserve requirements, but those require-

ments have been increasingly great as the term of the
credits goes down (Banco de la Repuiblica, 1995).

In Brazil, the tax on foreign currency loans was
increased in October 1994 from 3% to 7%, and a 1%
tax was introduced on portfolio investments, in order
to limit capital inflows attracted by the high interest
rates that followed the introduction of the Real. The
Mexican financial crisis led to the temporary elimi-
nation of such taxes in that country, but in August
1995 the tax on portfolio investments was set at 7%
ang that on external loans was fixed at 5%, the latter
being subject to a descending sliding scale reaching
zero for terms of over six years. Since February
1996, all the financial instruments used in the inter-
mediation of external capital flows have been subject
to a 5% entry tax.

The effectiveness of compulsory reserve require-
ments and taxes is conditioned by the macroeconomic
environment of the countries receiving capital. An
economy which is quite orderly and stable, with an
exchange rate in line with the medium- and long-
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TABLE 7
Colombia: Restrictions on capital inflows

Capital inflows Quantitative restrictions Other restrictions

Income from the sale of foreign currency 5% commission (April 1991)

“Non-export” income in foreign currency 3% retention (April 1991)

Foreign-currency income from tourism

Credits

Credits with a term ranging from less

than 30 days to 60 months:

i) Deposits for 30 days or less

ii) Deposits for 12 months
iii) Deposits for 18 months

iv) Deposits for 24 months

v) Deposits for between 24 and 60 months

vi) Deposits for more than 60 months

10% retention (fuly 1992)

Limit of US$ 25 000

140% compulsory reserve
requirement (August 1994)
93% compulsory reserve

requirement (March 1994) '

64% compulsory reserve
requirement (March 1994)
42.8% compulsory reserve
requirement (August 1994)
30% compulsory reserve
requirement (August 1994)
No compulsory reserve
requirement (August 1994)

Banks must maintain net foreign currency assets,
which limits the loans they can make in foreign
currency

Reserves must be maintained for the entire term of
the loan and must be deposited in advance for
credits with a term of less than 60 months

The Banco de la Repiblica may acquire securities
with a term of up to 12 months before they
mature, applying a discount of 55%

Advance repayments may only be made not
less than 36 months after the procurement of

* the credit, except with the express authorization

of the Banco de la Repiblica

Source: Banco de la Reptiblica, 1995.

term equilibrium rate, may attract excessive inflows
of capital, which means that compulsory reserve re-
quirements and taxes are justified in order to forestall
adverse macroeconomic effects. In a country with
high current account deficits, an overvalued national
currency and inflationary pressures, in contrast,
restrictions on capital inflows may be redundant
because the country risk and exchange risk will
represent a barrier to international financial integra-
tion (Zahler, 1995). ,

The application of taxes was considered suffi-
cient to control capital inflows into Brazil in the
second half of 1995 and the first half of 1996 (Dias
Carneiro, 1997). In the case of Chile, there is still a
good deal of discussion as to whether the compulsory
reserve requirements have served to reduce the level
of financial capital inflows, but it is generally agreed
that they have changed. the composition of such in-
flows in the direction of more medium- and long-
term capital. In Colombia, there is general agreement
that such controls have had favourable effects both in
reducing the total amount of external financing and
in changing its structure in the direction of long-term
capital (Ocampo and Tovar, 1997).

b} Greater exchange risk

The following exchange rate policies enable the
Central Bank to achieve higher levels of exchange
risk, mainly for discouraging inflows of short-term
capital due to arbitrage:

i) the adoption of an exchange rate regime based
on a dirty float, instead of a rule fixing the future
evolution of the exchange rate, as for example by the
publication of an exchange rate table;

ii) the adoption of an exchange rate rule within a
crawling peg system which moves the central value
of the exchange rate band as a function of a basket of
currencies instead of a single currency, and

iii) broadening the exchange rate band by includ-
ing a system of a crawling peg subject to an ex-
change rate band, in order to secure greater exchange
rate flexibility.

The effectiveness of these measures depends on
whether the reference exchange rate of the respective
exchange rate regime coincides with the medium- and
long-term equilibrium rate. If a reference exchange rate
leads to a market exchange rate which undervalues the
national currency, then the expectations of revaluation
may cancel out the greater exchange risk.
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¢} Prudential regulation of financial capital move-
ments

The portfolio investments made by institutional
investors of industrialized countries in emerging
capital markets, unlike the individual transactions of
stocks, bonds and other securities by enterprises and
institutions of the region on the capital markets of the
industrialized countries, are subject to very little pru-
dential regulation. This has led to proposals at three
levels for reducing the capital flows attracted by con-
siderations of short-term liquidity or rates of return
due to arbitrage (Griffith-Jones, 1996):

i) measures designed to ensure the supply of
adequate, timely and reliable information on the ex-
posure of institutional investors in emerging capital
markets;

ii) the provision of warning signals about such
exposure;

iii) the introduction, by the institutions responsi-
ble for regulating and supervising the capital markets
of the industrialized countries, of regulations and
restrictions on the short-term portfolic investments
of institutional investors.

Prudential regulation can also play an important
role in the countries receiving capital. The sale of
securities to foreign investors by public enterprises
and quasi-autonomous institutions, or such sales with
the participation of the public sector, may involve an
explicit or implicit State guarantee. This guarantee
over-incentivates demand, so that there are grounds
for establishing strict requirements regarding the
issue of these securities and for demanding the
express authorization of the economic and/or finan-
cial authorities of that sector for their sale.

d) Accumulation of international reserves

The accumulation of international reserves is not
only justified in countries which have low levels of
reserves or are subject to major fluctuations in their
external trade or terms of trade. The Central Bank
can also accumulate international reserves, by ab-
sorbing part of the capital inflows which take place,
in order to defend the macroeconomic balances and
the real exchange rate. For this purpose, it intervenes
in the foreign exchange market through exchange op-
erations and sterilizes the monetary effects of those
operations by selling debt paper on the domestic
capital markets (thereby giving some degree of
autonomy to monetary and exchange rate policy).
Substantial sterilization of capital inflows limits the

expansion of aggregate expenditure and thus prevents
the replacement of national saving by external saving
(Ffrench-Davis and Griffith-Jones, eds., 1995).

Sterilization depends on the availability of suffi-
cient national saving, as was the case in Chile in the
1990s, and it also has its costs. It helps to raise do-
mestic interest rates by encouraging short-term finan-
cial capital inflows, which tends to undermine the
effect of this policy (Steiner and Escobar, 1995). At
the same time, it can lead to a deterioration in the net
worth of the Central Bank if the interest rates on the
latter’s international reserves are lower than those
paid by the Bank on the securities which it has issued
in national currency."

e) Exchange rate adjustment

Continual growth of exports and a current ac-
count balance which is consistently within the limits
of the sustainable deficit, together with high long-term
capital inflows which persist in time, justify exchange
rate adjustments for macroeconomic reasons. These
situations may even make it necessary to reassess the
size of the sustainable current account deficit.

Persistent improvements in the current situation
and future prospects of the external sector justify the
revaluation of the national currency, and vice versa.
This translates into changes in the explicit reference
value of the exchange rate, as in the case of a
crawling peg system, or changes in its implicit refer-
ence value, as in the exchange rate that the Central
Bank seeks to defend through interventions not an-
nounced in advance, in an exchange rate system
based on a dirty float.

In such regimes, timely adjustment of the ex-
change rate is essential in order to avoid the forma-
tion of expectations of revaluation or devaluation of
the national currency. If expectations of revaluation
spread among theé economic agents, they will cancel
out the exchange risk and encourage capital inflows
even if there are compulsory reserve requirements
and taxes. In contrast, widespread expectations of de-
valuation will give rise to heavy capital outflows which
will be hard to control even through restrictions.

13 The Central Bank of Chile increased its international reserves
by some US$ 10 billion between 1990 and 1995, bringing them
to the equivalent of 24% of GDP in the latter year. As the inter-
est rates at which the Bank sells securities on the domestic mar-
ket are higher than the international interest rates it receives on
the international reserves, the corresponding sterilization of
capital inflows has caused it to suffer a quasi-fiscal deficit
which was estimated at some 0.5% of GDP in 1995,
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V

Conclusions

Variability has been the main feature of the move-
ments of external capital to the countries of the
region in recent decades. The high inflows of capi-
tal into the region in 1977-1981 (bank loans) and
1992-1994 (portfolic investments) were preceded
by periods of low inflows and followed by declines
in capital flows in 1983-1989 and 1995-1996. Un-
like the widespread reduction in capital inflows to
the countries of the region in 1983-1989 (because
of the external and domestic debt crisis), however,
the reversal in financial capital flows in 1995-1996
was concentrated in just a few countries, especially
Mexico and Argentina.

The variability of capital movements is due to
external factors connected with the situation of inter-
national financial markets, but it also has an impor-
tant domestic component connected with the external
capital procurement policies and structural factors
and economic reforms in the recipient countries.

The inadequacy of the policy instruments used
to regulate capital flows in periods of abundant
supply of external funds has made possible high
capital inflows, phases of expansion in aggregate
expenditure, and high current account deficits in
countries of the region in the 1990s (as in 1977-
1981), which have not proved to be sustainable.
These inflows have themselves led to subsequent
declines or reversals in capital flows and reces-
sionary macroeconomic adjustments. High capital
inflows have also contributed to the expansion of
credit to high-risk borrowers which has made it
necessary to carry out rescue programmes in a
number of the countries which had high capital in-
flows in the 1990s (as also occurred in the external
and domestic debt crisis of the 1980s).

Excessive capital inflows in periods of high
supply and shortages of capital inflows in periods
of low supply warrant the adoption of external
capital procurement policies which graduate the
level and composition of such inflows in the light
of the volatility characteristic of the different
capital flows. Such policies seek to encourage the
entry of medium- and long-term capital to finance
real investments and to discourage short-term in-

flows of a speculative nature, in order to stabilize
the flows over time and bring them into line with
the sustainable level of current account deficit of
the recipient countries.

External capital procurement policies should
form part of broader policies to strengthen capital
formation in the countries of the region. These poli-
cies have the following main components:

i) instruments designed to increase national
saving and develop a solvent and efficient domes-
tic financial s ystem, in order to provide com-
petitive national options for the financing of
investment, with funds to sterilize excessive in-
flows of capital, and also to permit orderly out-
flows of capital;

ii) a monetary and exchange rate regime which
will make it possible to manage and regulate capital
movements and exchange rate adjustments to cope
with lasting changes in the current situation and
future prospects of the external sector;

ii1) a macroeconomic environment with mar-
ket exchange rates and interest rates which are in
line with medium- and long-term conditions and
which avoid expectations of revaluation or de-
valuation of the national currency, in order to en-
courage capital inflows based on medium- and
long-term considerations and to avoid capital
flights.

Increases in national saving, the achievement
of stabler and deeper domestic financial systems
and capital markets, and credibility with regard to
macroeconomic organization and stabilization are
structural conditions which directly affect the
benefits and risks associated with capital inflows.
These conditions can only be achieved in the medium
and long term, thus warranting the gradual and regu-
lated opening up-of the balance of payments capital
account and progressive entry into international
financial markets.

The main instruments for dealing with high
capital inflows in the recipient countries are the
following:

i) the introduction of compulsory reserve re-
quirements or taxes and of measures to increase the
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exchange risk for short-term capital inflows moti-
vated by arbitrage and mainly of a speculative nature;

ii) prudential regulation of capital movements in
the industrialized countries and the recipient coun-
tries, in order to help stabilize such flows and restrict
those of a short-term speculative nature;

iil) the accumulation of international reserves by
the Central Bank, if the recipient countries have
insufficient reserves;

iv) measures to facilitate the outflow of domestic
capital, including direct investment and certain forms
of financial investment, and

v) the acceptance of gradual falls in the real
exchange rate in so far as they represent adjustments
to the medium-and long-term equilibrium values.

The application of these instruments depends
very much on the availability of national saving,
and their effectiveness is conditioned by the macro-
economic environment, which should have exchange
rates and interest rates in keeping with the medium-
and long-term conditions, so as to avoid exchange
risk and expectations of revaluation of the national
currency. .

(Original: Spanish)
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This article aims to describe and analyze the formulation, im-
plementation and results of the macroeconomic policy carried
out by the Central Bank of Chile in the first half of the 1990s.
Section I explains the importance of the macroeconomic bal-
ances from the standpoint of the Central Bank of Chile. Section
1T describes the Central Bank's objectives and its interpretation
of the achievement of domestic and external balances. Section
III summarizes the institutional, structural and conjunctural fea-
tures which make the Chilean experience a special case. Section
IV sets out the criteria adopted by the Bank in formulating and
implementing its macroeconomic policy. Section V describes
and explains the essential features of the monetary, exchange-
rate, international reserves and capital account openness poli-
cies carried out during the period. Finally, section VI describes
the most important results of the above policies and sums up the

main conclusions of this study.
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I

The basic macroeconomic balances

One of the most important items in the design of
economic policy is the role played by the mainte-
nance of the macroeconomic balances in the economic
growth process. Fiscal, monetary, exchange-rate, wage
and financial policies are of key importance for
achieving and maintaining the fundamental macro-
balances of the economy, both with regard to em-
ployment and stability of prices and of the system of
payments (the domestic balance) and with regard

the external sector balance. »

In order to achieve and maintain the domestic
balance, the level of utilization of the production re-
sources of the country must be such that it does not
give rise to inflationary pressures greater than those
provided for in the national economic programme. To
this end, macroeconomic, and especially monetary
and fiscal, policy must be aimed fundamentaily at
ensuring that aggregate domestic demand is in line
with the production potential (the aggregate supply)
of the economy.

Although it is true that, as a general trend, global
expenditure should not grow more than the potential
product! —a growth rate estimated at approximately
6.5% in real terms per year for the Chilean economy
during the first half of the 1990s—,2 it is both possible
and desirable to supplement domestic saving appro-
priately with resources of external origin for financ-
ing investment. This makes it desirable that the level
of domestic expenditure should only exceed national
income by a proportion which depends on the
amount, nature and sustainability of the sources of
external finance. In the case of the Chilean economy,

[J The author wishes to thank Hector Assacl, Gunther Held and
Andras Uthoff for their valuable comments.

1 Strictly speaking, this assertion is true when the economy is at
its production frontier. When it is below this level, it can grow
faster (if external constraints permit this). When the economy is
overheated, however, it is necessary to adjust levels of activity,
so that during this period expenditure must grow more slowly
than the potential product.

% See P. Rojas, E. Lépez and S. Jiménez, “Determinantes del
crecimiento del producto potencial de Chile: el rol del comer-
cio”, in Andlisis empfrico del crecimiento en Chile, F. Morandé
and R. Vergara (eds.), CEP/ILADES-Georgetown, Santiago,
Chile, June 1997.

it was estimated that maintaining the external bal-
ances was equivalent to accommodating a trend defi-
cit on the balance of payments current account within
the range of 3% to 4% of GDP.?

A low rate of inflation is essential when it is
sought to achieve ambiticus goals in terms of eco-
nomic growth, investment, employment and reduc-
tion of poverty. Since the Central Bank does not have
the direct tools for achieving these objectives, it must
concentrate its efforts both on reducing the rate of
inflation and on progressing towards greater price
stability; only in this way can it make an effective
contribution to the achievement of such objectives
and, hence, the development of the country. It should
be noted that price stability is not an easy objective to
attain, above all in a country with a history of chronic
inflation, like Chile, and with several decades of
application of very generalized price indexing
mechanisms. Furthermore, in the first half of the
1990s the Chilean economy was operating, for all
practical effects, in a situation of full employment
and without idle production capacity.

A macroeconomic environment which ensures
that inflation is first of all brought under control, then
gradually reduced, and finally stabilized at a low rate
is an essential prerequisite for achieving high rates of
investment and sustained increases in employment
and in factor productivity. Experience has shown,
however, that bringing inflation down from very high
rates to moderately low rates is the easiest part of the
stabilization process. The most difficult part is
achieving subsequent convergence towards the rates
of inflation registered by the industrialized countries.
This calls for an unremitting effort to establish condi-
tions favouring a sustained process of slowing down
inflation, while at the same time minimizing the pres-
ence of distortions which can bring about undesirable
fluctuations, if not actnal reversal, of that process.
The requisites for achieving this result are, among
others, the maintenance of strict control over the

3 See N. Eyzaguirre and P. Rojas, “Las polfticas monetaria y
cambiaria en Chile durante los noventa”, Santiago, Chile,
Central Bank of Chile, January 1995.
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public finances to avoid expansionary cycles in ex-
penditure; a monetary policy which makes possible
real interest rates consistent with the productivity of
capital in the long term; a real exchange rate which
ensures adequate competitiveness of the tradeables
sector while at the same time making possible a level
of utilization of external saving in keeping with
the viability of the balance of payments in the
medium term, and a financial policy which ensures
the stability and solvency of the financial system,
in order to forestall and prevent repercussions of a
macroeconomic nature due to its possible mal-
functioning, fragility or even crisis.

It would of course be an exaggeration to pretend
that macroeconomic stability is sufficient of itself to
achieve high and sustained growth rates. There are
other elements of a more structural nature which are
also decisive conditions for generating and promot-
ing economic growth and which are connected with
the existence of competitive and flexible markets, es-
pecially those for the factors of production, and the
application of policies to regulate the structure and
functioning of some key markets such as the finan-
cial market or monopoly markets, as well to foster
the processes of saving and investment, human
capital formation, and scientific and technological
research.

The criteria set forth in the above definition of
the macroeconomic environment are not easy to
measure. There is therefore usually a good deal of
discussion as to whether the levels of interest rates,
the exchange rate or the balance of payment current
account balance are the right ones for each particular
period, and it consequently becomes difficult to
judge, when taking a medium-term view, whether or
not there are deviations from the macroeconomic
equilibrium conditions. The greater the stability of
the economy and the more ambitious the anti-infla-
tion objectives pursued, the more complex this prob-
lem of diagnosis becomes. Thus, the conditions of
macroeconomic instability which give rise to infla-
tion of the order of 30% per year or more are easily
identifiable, but those that represent only marginal
deviations from an objective of a low rate of infla-
tion, such as that registered in Chile towards the end
of the first half of the 1990s, are the subject of con-
siderable discussion and controversy. Prudence, good
judgment, careful observation, comparison with the
experiences of other countries, and an independent
approach in making judgments are very important

assets for making a proper macroeconomic diagnosis
in such circumstances.

The difficulty of precisely defining the right en-
vironment for the achievement of macroeconomic
stability is the reason why, in practice, the rate of
inflation is one of the main indicators used for assess-
ing the skill of the economic authorities in control-
ling that environment.

It is not only the rate of inflation in a given
period that is important, however, but also its sustain-
ability in time. Obviously, authorities which repeat-
edly allow high rates of inflation do not have proper
control of the economic situation; the economic
agents end up by incorporating a factor of mistrust
and uncertainty in their patierns of conduct, which
causes them to believe that somehow and some time
it will be necessary to make an adjustment in expen-
diture. There are also sitwations of low inflation
where the policies applied are not sustainable either,
however. These cases, which are marked by signifi-
cant fiscal deficits or balance of payments current
account deficits, have usually been followed by the
sudden resurgence of latent inflationary problems.*
In these situations, the fiscal and current account
deficits are useful indicators for anticipating that in
most cases the low rates of inflation observed will
not be sustainable in time.

Only those cases where the Central Bank and the
government economic authorities have been able to
create a sustained environment of low inflation —low
in terms of its level or trend- have been successful
and have therefore been capable of generating expec-
tations that the current macroeconomic policies will
be maintained or, if changes have to be made, that
these will be carried out gradually.

In short, the results obtained in terms of inflation
and the implementation of policies which are in
keeping with the objectives pursued in this respect
are of fundamental importance for securing the credi-
bility of economic policy. This credibility encourages
the process of saving and stimulates business invest-
ment, initiative and innovation, with a corresponding
positive impact on the creation of jobs and economic
growth,

4 1t should be noted that there are some cases where, when there
are well-developed capital markets of adequate depth, moderate
fiscal deficits are not necessarily a source of inflationary
pressures.
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Policy objectives

The Charter of the Central Bank of Chile lays down
three objectives for that institution: those of ensuring
the stability of the currency, the proper functioning of
domestic payments, and the proper functioning of ex-
ternal payments. The Charter also states that when
adopting agreements the Central Bank must bear in
mind the general lines of the government’s economic
policy. During the 1990s, the Central Bank of Chile has
concentrated its efforts on the gradual, systematic and
sustainable reduction of inflation, the definition of a
range within which the balance of payments current
account deficit must be maintained, and the estab-
lishment of suitable conditions for ensuring the stability
and soundness of the domestic financial system.
Consequently, the formulation and execution of
the Central Bank's policies were not directly aimed at
the achievement of other government economic pol-
icy objectives such as stimulating economic growth,
increasing saving and employment, or improving in-
come distribution. There were three reasons for this:
first, because the Bank’s objectives are defined by
law; second, because the instruments available to the
Central Bank are limited, to such a point that some
observers claim that the institution does not have the
necessary capacity for achieving the three objectives
laid down by law, and third, because the achievement
of these objectives was approached in such a way as
to make it functional to the government’s global de-
velopment strategy of economic growth with equity.
The objectives laid down by law for the Central
Bank of Chile were implemented on the under-
standing that they would be defined in a long time

5 The present article only analyzes the actions of the Central
Bank of Chile with regard to two of these objectives: the control
of inflation and the maintenance of the external balance of the
Chilean economy. Much of the success achieved in the attain-
ment of these two objectives has been due to the establishment
of suitable conditions for the soundness of the domestic financial
system and their supervision and follow-up, however. Although
it is outside the scope of this article, the “financial development”
option (including not only the banking system but also the non-
bank financial intermediaries and their proper supervision and
regulation, in contrast with the more simplistic policies of
“financial liberalization”) has played an important part in the
establishment of a macroeconomic and institutional framework
favouring coherent economic policies.

horizon, so that their achievement would take place
over time, in a sustainable manner. This would also
help to give credibility to macroeconomic policy and
impart stability and sustainable dynamism to the de-
velopment process. Another basic feature of the way
the Central Bank’s objectives were understood was
that they should be achieved within a balanced con-
text, without giving rise to traumas in other key areas
of the economy and without it being necessary or
even desirable to show spectacular immediate achieve-
ments. Instead, priority was given to continuity, a sys-
tematic approach, solidity, stability and credibility,
together with global macroeconomic balance, with its
corresponding positive impact on saving and invest-
ment decisions, employment and wages, in a kind of
virtuous circle of the economic development process.
The alternative would have been to flaunt the appar-
ently rapid and highly successful or even spectacular
achievement of a few objectives, but at the cost of giv-
ing rise to serious imbalances in other key areas of the
economy or society. Experience shows that achieve-
ments of this type are marked by their fragility and
short duration in time, consequently making it neces-
sary to slow down or even reverse reforms and policy
implementation, thereby affecting the confidence of
the economic agents and the effectiveness and bases
of the macroeconomic programme.

1. The anti-inflation objective

Article 3 of the Charter of the Central Bank of Chile
lays down that one of the objectives of the institution
is to ensure the stability of the value of the national
currency. In other words, it lays down the objective
of price stability, which was interpreted in the first half
of the 1990s as the systematic and sustainable reduction
of the rate of inflation to single-digit levels.$

The priority given to the objective of price sta-
bility is often questioned on the grounds that the re-

% The Central Bank’s aim was to bring the inflation rate down to
the level of the industrial countries, that is to say, between 2%
and 3% per year. In accordance with this objective, inflation was
to be brought down to single-digit levels by 1995-1996 and then
gradually approach the figures in question.
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ally important goal is economic development and
monetary policy should therefore be subordinated to
that objective. This type of criticism is more frequent
in periods or situations when the campaign against
inflation, reflected in a monetary policy seen as re-
strictive, leads to a slowdown in the growth rate of
the economy. '

Empirical studies on the relation between infta-
tion and growth carried out on the basis of data cor-
responding to developing countries suggest however
that, all other things being equal, a higher rate of
inflation means a lower rate of growth in the long
term. This relation is even more marked in countries
with moderate or high inflation. Likewise, the same
empirical studies also show that in countries with
low and stable inflation rates —around a single digit—
variations in those rates tend not to have a serious
effect on the economic growth rate.

The objective of price stability, which is shared
by almost all the Central Banks in the world —and
certainly by all those which are independent, as is the
Central Bank of Chile~ is not an end in itself. Obvi-
ously, the main objective of the economic authorities
as a whole is to achieve greater national development
and improve the living conditions and quality of life
of the population, for which a high economic growth
rate is a necessary condition. This does not contradict
the achievement of the anti-inflation objective, how-
ever. On the contrary, it has been shown both theo-
retically and empirically that price stability favours
economic growth in the medium and long term. The
Federal Reserve Board (Central Bank) of the United
States, for example, recently published a study in
which it shows that lower inflation increases the pro-
ductivity of the economy. Moreover, inflation is actu-
ally a (non-legislated) regressive tax, since it most
heavily affects those with fewer resources, who have
less possibility of protecting themselves against it.
Consequently, price stability also has a positive effect
on income distribution and helps to achieve a society
with greater opportunities. Thus, an institution like
the Central Bank which seeks to achieve the anti-
inflation objective is also collaborating and assisting
in the medium and long-term economic development

- of the country. :

During the 1990s, the Central Bank of Chile h
taken the view that price stability is a necessary con-
dition for rapid and sustained economic progress and
that international experience proves this. From this
standpoint, such stability is just one of the measures
for the achievement of the more global objective of

good economic performance. An ambitious objec-
tive, but one which can reasonably be attained in the
case of the Chilean economy, is to arrive at low and
stable annual inflation rates like those currently
registered in the developed countries, Beyond any
doubt, it would be best to be able to live in a world
without inflation. The rigidities which have to be
faced in real life, however, may make it necessary to
permit a slow increase in the price levels of the econ-
omy, although at very low rates, in order to facilitate
some adjustments in the structure of relative prices.
Improvements in the quality of goods and services
also involve a tendency toward a statistical rise in
price levels. Nevertheless, a stable annual rate of in-
flation like that registered in the industrial countries
could be described, without exaggeration, as thor-
oughly positive, since the serious problems associ-
ated with inflation tend to disappear as the rate of
inflation approaches this range.

The aim of achieving a rate of inflation similar
to that of the developed countries is also justified
because the internalization strategy of the Chilean
economy becomes much more efficient in a context
of domestic price stability. Likewise, the fact that the
consolidated public sector {(even after inclusion of the
Central Bank accounts) does not show a deficit, to-
gether with the increasing soundness of the macroe-
conomic performance of Chile, indicate that there are
no reasons for having inflation rates higher than the
international levels. It should, however, be noted that
the generalized indexing of the Chilean economy on
the basis of past inflation suggests that it would be
desirable to progress gradually towards the objective
of price stability, for such an approach minimizes the
short-term costs in terms of economic activity and
employment connected with price stabilization pol-
icy, while at the same time the economic authorities
steadily gain credibility. This tends to impart growing
legitimacy to the anti-inflation policy and makes it
possible to further improve monetary policy and
make it more efficient, without unnecessarily sacri-
ficing other economic policy objectives.

2. The external balance objective
Article 3 of the Charter of the Central Bank of Chile

also lays down that another of the institution’s objec-
tives is to ensure the normal functioning of external

payments. In other words, it Jays down the objective

of achieving external balance, which has been inter-
preted as meaning that the balance of payments cur-
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rent account is an important element and that any
deficit on it must be kept within a predetermined range.”

It is often objected that too much importance is
attached to the balance of payments current account
deficit in the design of macroeconomic policy. It is
maintained that the developing countries need exter-
nal saving to finance investment, and that this deficit
is not very important if its financing is covered by net
inflows of “private” and “voluntary” capital. It is also
argued that the deficit is not a cause for concern when the
excess of imports is concentrated in capital goods, espe-
cially if the latter are designed to increase the production
capacity of the tradeables sector of the economy.

Although the above considerations do make some
sense, they are not so important compared with what
really matters: the acceptable limits —in terms of both size
and duration— of the balance of payments current account
deficit. The emphasis placed on this deficit, which is fun-
damentally a reflection of the excess of domestic expen-
diture over the income of the economy and, more
specifically, the emphasis placed on controlling the trend
deficit of the balance of payments current account, are
justified by the decisive influence that external constraints
—including the impact of the evolution of the terms of
trade and of international interest rates, among other
factors connected with Chile’s form of insertion in
the international economy- have always had on the
vulnerability of the Chilean economy in the past.

Moreover, focusing attention on the evolution of
the balance of payments current account deficit is
another way of taking care that external saving does
not take the place of domestic saving but comple-
ments it, so that the latter may finance a high and
significant percentage of domestic investment, which
is a decisive factor for the stability and sustainability
of economic growth.

An item of the greatest importance in the design
and execution of Chilean macroeconomic policy in
the first half of the 1990s has been the fact that the
Central Bank has always resisted the temptation to
relax monetary policy ahead of time, in spite of the

7 In the case of Chile, this range was determined, on the one
hand, by the fact that it was estimated that the potential product
in dollars, at a constant real exchange rate, grows at the rate of
about 8% per year. Furthermore, as the external debt in the early
1990s was slightly more than 50% of GDP, a balance of pay-
ments current account deficit of (a maximum of) 4% of GDP
means that the external debt/GDP ratio would remain constant.
The range adopted (between 3% and 4% of GDP) meant that it
was not desired to exceed the limit of an external debt equiva-
lent to 50% of GDP; indeed, it was considered prudent to gradu-
ally reduce this ratio, which did in fact take place,

easy situation in the external sector due both to the
very favourable evolution of exports, whose volume
grew at an average annual rate of 10%, and the sig-
nificant net inflow of external capital, which aver-
aged 6% of GDP. It may be noted that in this period
there was heavy pressure for relaxation of the mone-
tary policy (reduction of domestic interest rates) and
the modification or even complete elimination of the
system of an exchange rate variation band, the inter-
national reserves policy, and also the policy designed
to deal with short-term inflows of external finance,
Yielding to this pressure would have led to greater
appreciation of the Chilean peso that that which actu-
ally took place during this period, but the distinctive
feature of macroeconomic policy in those years was
in fact its clear and firm definition and defence of the
global strategy, maintaining the monetary policy as
long as was necessary to make serious and solid ad-
vances in the control of inflation and refusing to al-
low alarger deficit that that laid down for the balance
of payments current account. In this way, the Central
Bank helped to consolidate high economic growth
for Chile, financed primarily with domestic saving,
and in the process it ensured a gradual but credible,
sustained and sustainable reduction of inflation, with-
out endangering the medium- and long-term external
equilibrium of the Chilean economy.

Consequently, regardless of who was “responsible”
for excess domestic expenditure (the public or private
sector), the source of its financing (inflows of voluntary
external financing or expansion of domestic credit), the
composition of imports (consumer or investment goods),
or the use made of the latter (expanding the production
capacity of the tradeables or non-tradeables sector of
the economy), the prime objective of Chilean macroe-
conomic policy in the first half of the 1990s was to
establish conditions which would prevent the genera-
tion of a balance of payments current account deficit
that might bring into question the sustainability and
credibility of the macroeconomic policy.

Although the exact size of the current account
deficit that a developing country can reasonably sus-
tain is hard to specify and may vary from one country
to another or over time within a given country, the
range of 3% to 4% of GDP mentioned above for Chile
in the early 1990s was arrived at on the basis of three
main guiding criteria.

First, although the trend deficit on the balance of
payments current account was substantial, it made it
possible to keep steady or slightly improve the usual
indicators of external solvency such as, for example,
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the external debt as a proportion of GDP or of exports
of goods and services.

Second, in the light of the level of net international
reserves considered desirable, a balance of payments cur-
rent account deficit of that order of magnitude was in line
with the projections of the supply of net medium-
and long-term external financing available to Chile.

Lasdy, the acceptance of significantly higher
levels of current account deficit, even though they

I

Initial conditions

Some structural features of the economy, such as the
initial conditions and the institutional context in
which macroeconomic policy was carried out in the
1990s, are of great importance because they define
and delimit certain special situations which such
policy had to deal with in the case of Chile.

a) Structural reforms

At the beginning of the 1990s, the Chilean econ-
omy had already been operating for some years with
a scheme under which various structural reforms had
been made, including tariff reduction and simplifica-
tion, the privatization and radical modification of the
Social Security system, liberalization and new legis-
lation for the banking system, fiscal reform, and the
privatization of a large number of public enterprises.
Many of these reforms suffered serious setbacks over
the course of time, but in general the tendency was to
reformulate and improve them rather than reverse them,

b} Growing openness to the exterior

The Chilean economy is small and quite open to
international trade and finance. During the first half
of the 1990s, these features became still more pro-
nounced. Thus, the coefficient of exports of goods
and services as a proportion of GDP rose to over 35%,
tariffs were lowered from 15% to 11%, the regula-
tions on the foreign exchange earnings of Chilean
exporters were steadily eased and finally completely
removed, and various bilateral free trade agreements
were put into effect.

On the financial level, there was also a process
of growing openness to the exterior, with regard to
both the inflow and outflow of capital. Foreign in-
vestments by Chileans were completely liberalized,

may be considered capable of being financed for a
certain length of time, leaves the economy exposed
or vulnerable to changes in the liquidity conditions or
expectations of international financial markets, These
may register sudden big changes due to various types
of shocks, ranging from those of a political nature to
others such as significant falls in the terms of trade of
the economies of the region or rises in interest rates
in the industrial countries.

except for those made by banks, pension fund man-
agement companies, insurance companies and mutual
funds. In the case of these institutions, the liberaliza-
tion process was more gradual and selective, both
through legal restrictions and through those of a pru-
dential nature, mainly promoted by the Central Bank.
There was also a growing process of liberalization of
capital outflows by non-residents. Thus, for example,
the minimum term for the repatriation of foreign in-
vestment capital was reduced from three years to one
year, the outflow of investments under chapter XIX
of the Compendium of International Exchange Regu-
lations was completely liberalized,® and the advance
repayment of foreign debts was liberalized, as was
the minimum percentage of external credit that must
accompany foreign direct investment.

With regard to the inflow of capital, there was a
significant increase in foreign direct investment, and
new mechanisms were authorized and developed such
as ADRs {American Depositary Receipts), bonds, and
bonds convertible into equity, the conditions of which
were also liberalized over time. Because of the nega-
tive impact that the excessive inflow of short-term ex-
ternal finance was having on monetary and exchange
rate policy, the rate of inflow of such capital was
checked and the cost of this type of finance was in-
creased by imposing a requirement for a one-year non-
interest-bearing compulsory reserve in respect of
most external credits and other sources of foreign-
currency financing, which meant an extra charge in-
versely proportional to the term of such financing.

% A set of reguiations governing the conversion of external debt
into investments, introduced during the crisis of the early 1980s.
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¢} High rates of domestic saving

Another significant feature of the Chilean econ-
omy in the early 1990s was the high level of domes-
tic saving. Thus, whereas in the first half of the 1980s
domestic saving was less than 10% of GDP, in the
second half of the decade it exceeded 16% and in
1989 it was a little less than 24% of GDP. Between
1992 and 1996, the level exceeded 25%. It may be
noted that the volume of domestic saving depends on
the country’s attitude and policies with respect to ex-
ternal saving, since there is abundant empirical evi-
dence of the replacement of domestic saving by
external saving, which generally takes place when, in
particular circumstances, there is indiscriminate ac-
ceptance of “excessive” inflows of external finance,
especially of a short-term nature.

d) Development of the capital market

There has been very considerable development
of the capital market in Chile, which has made possi-
ble increasing deepening of the financial system. In
particular, the demand for Central Bank financial pa-
per, both by banks and by pension fund management
companies and insurance companies, has helped not
only to create a long-term capital market but also to
ensure the smooth execution of open market opera-
tions, which have become an effective monetary
policy instrument.

e} Fiscal surplus

In recent years, the fiscal budget has always
shown a surplus, which made it possible to bring
about a relative reduction in both external and do-
mestic debt. The most noteworthy point, however, is
that such a surplus was essential if it was desired to
offset the substantial quasi-fiscal deficit registered by
the Central Bank because, on the one hand, of the
sequels of the “rescue” of the private Chilean finan-
cial system carried out in the early 1980s and, on the
other, the losses suffered by the Central Bank as a
result of the significant buildup of international
reserves in the first half of the 1990s.

[} Effective GDP very similar to the potential GDP
It may be recalled that in the five-year period
from 1985 through 1989, the main macroeconomic
constraint was the shortage of foreign exchange, due
mainly to the over-appreciation of the peso in the late
1970s and early 1980s and the consequent balance of
payments and external debt crisis and its sequels. More-
over, the high average annual growth rate of GDP in that

period (6.6%) is largely explained by a recovery from
the sharp drops suffered in 1982 and 1983 (14.1%
and 0.7%, respectively), which meant that in that five- -
year period the effective evolution of GDP was far
below that of the potential product (except in 1989).

In the period from 1992 to 1996, in contrast,
there were almost no unused resources in terms of
idle production capacity or in the labour market,
while the external constraint disappeared as a result
of the strong growth in exports and the big inflow of
foreign direct investment and international credit dur-
ing those years. Moreover, because of the overheat-
ing of the economy in 1989 and the subsequent
evolution of expenditure, GDP growth in the 1990s
was close to the limit of the production frontier, or, in
other words, the actual level of GDP was very similar
to the potential level of the product.

With regard to the economic situation at the end
of 1989, this had been preceded by a five-year period
in which, as already noted, there had been strong
growth of economic activity, led by the increase in
gross fixed capital formation and exports. In this con-
text, with GDP growth of 9.9% in 1989, there was
obviously excess spending, reflected not only in a
level of economic growth which was not sustainable
over time, but also in the speeding up of inflation and
excessive growth of imports. This situation required
an adjustment process in 1990, which was marked by
the adoption of an austere fiscal policy and a restric-
tive monetary policy. ’ '

g) Generalized indexing of prices

Generalized indexing of prices is another feature
of the Chilean economy. As a result of chronic infla-
tion and the size and unexpected fluctuations of price
increases, Chilean society had got used to “living with
inflation”, protecting itself from some of its harmful
effects by the incorporation of price readjustment
clauses based on past inflation. In this way, such deci-
sive prices as the exchange rate, interest rates, wages,
rents and taxes, among others, have to a large extent
incorporated indexing clauses which, while they have
relieved some of the problems caused by inflation and
have helped to increase financial saving, have also
affected the design and execution of fiscal, monetary,
exchange rate and wage policies.

h) Almost complete absence aof domestic fiscal debt

There is practically no domestic fiscal debt in
Chile: its place is taken by the domestic debt of the
Central Bank. Thus, as a consequence of the rescue
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operation for much of the private banking system
affected by the financial crisis of the early 1980s,
the Central Bank directly and indirectly took re-
sponsibility for avoiding the effects of the moneti-
zation of that rescue operation by issuing domestic
debt paper, mostly in “readjustable” pesos. Likewise,
in the 1990s the Central Bank took responsibility for
and paid the cost of avoiding the monetary impact of
the significant accumulation of international reserves,
by issuing its own debt paper, so that in practice it
has been responsible not only for monetary policy
but also for that of the Treasury, that is to say, for
managing the domestic public debt.

i} Autonomy of the Central Bank

Another feature worthy of note is the recently
introduced autonomy and independence of the Cen-

IV

tral Bank, which is a decisive factor in the design of
macroeconomic policy and in the institution’s will
and credibility for combating inflation, with the con-
sequent impact on fiscal policy and the formation of
expectations among the various economic agents.

J)  The shared objectives of the government and the

Central Bank

Finally, another important point is the fact that
the government and the Central Bank share the same
objectives, Thus, beyond any differences of opinion
and emphasis which may exist between the two,
there has been coordination and collaboration be-
tween the fiscal and monetary authorities with regard
to the broad lines of macroeconomic policy, and this
has undoubtedly contributed to the effectiveness of
the design, formulation and results of that policy.

Criteria for the formulation and

execution of macroeconomic policy

In the light of the initial conditions of a struc-
tural, institutional and current nature which
marked the Chilean economy at the end of the
1980s, the Central Bank laid down four basic cri-
teria which were to govern its action during the
first half of the 1990s.

1. The global macroeconomic balance

A fundamental criterion in the Central Bank’s anti-
inflation policy was to avoid giving rise to major
imbalances in other key areas of the economy. Thus,
achievements with regard to inflation must not be
secured at the cost of generating a substantial in-
crease in the levels of unemployment and idle
capacity, upsets in the financial markets or an un-
sustainable deterioration in the external accounts.
Such internal or external imbalances not only involve
high costs in themselves but also undermine the
credibility of the stabilization effort, shed doubts
on its sustainability, delay its effects, and finally turn
out to be counter-productive if that effort finally has
to be abandoned halfway.

2. The medium- and long-term horizons

A second fundamental criterion for understanding the
Chilean Central Bank’s actions in the first half of the
1990s was the time horizon that it took into account
in adopting its policies. It always tried to ensure that
its decisions gave priority to the stability and solidity
of the economy, which meant setting itself a time
horizon that took account mainly of medium- and
long-term trends; in other words, the Bank’s policies
must go beyond the short-term, day-to-day situation.

The current or short-term economic sitnation must of
course be observed with close attention, since it affects
the future evolution of the various economic variables.
Nevertheless, the Central Bank must take its decisions in
the light of the medium and long term, because ultimately
what it really wants to do is to ensure the stability of the
main macroeconomic variables over time, and not give
rise to transitory or temporary booms which later have
to be reversed, with the consequent negative impact in
terms of accentuating the cycles of activity and con-
traction, as well as the greater uncertainty generated
in the taking of decisions by the economic agents.
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There are various grounds for the importance of
the medium-and long-term horizon in the Central Bank’s
decisions. On the one hand, there is an ongoing dis-
cussion about the medium- and long-term effects of
short-term measures. Thus, in certain circumstances
it is possible to stimulate economic growth temporar-
ily by relaxing monetary policy. This would reflect a
short-term approach, however, since generally speak-
ing it would adversely affect the long-term growth
possibilities of the country. Moreover, it would un-
doubtedly be necessary sooner rather than later to
apply an adjustment policy and hence return to a
more restrictive monetary policy. It is because of this
conflict between the short and long term that many
countries have decided to make their Central Banks
autonomous, entrusting them with the basic objective
of combating inflation. Monetary policy is thus given
a longer time horizon, precisely because of the need
to avoid the application of a short-term approach in
its execution; when such an approach is taken, it
tends to be reflected in the adoption of hasty or even
frankly mistaken monetary policy decisions every
time that one or another of the economic indicators
shows a certain amount of weakness.

Secondly, the Central Bank of Chile has been
criticized on a number of occasions, perhaps by per-
sons who were not aware of the medium- and long-
term approach taken by it in its actions, for not
having achieved major advances in terms of price
stability. It was claimed that it would have been pos-
sible to make faster progress in this respect, and ref-
erence was often made to the experiences of other
countries of the region which appeared to be obtain-
ing quicker or more spectacular results than Chile in
controlling inflation. In response to this criticism, it

should be pointed out that there has in fact been no- -

table progress in controlling and reducing inflation.
Thus, after standing at 27.3%-in 1990, the growth
rate of prices went down steadily to values almost
identical with the planned goals in terms of inflation.
In 1996, inflation was 6.6%, which was very similar
to the goal of 6.5% set for the end of the year. More-
over, although indexing does have some positive as-
pects, it makes the abrupt reduction of inflation too
costly in terms of its effects on the product and em-
ployment. For this reason, it has been preferred to
deal with inflation through a gradual strategy, on a
secure and consistent basis. It should also be noted
that Chile has not used the exchange rate for anti-
inflation purposes. If it had done so, it would have

progressed more rapidly in bringing down inflation,
but most likely the short-term benefits of that strat-
egy would have been offset by the costs that would
be incurred in the longer term. The painful experience
of the early 1980s was something that the Central Bank
of Chile was not willing to repeat. As was made clear
on that occasion, the use of the exchange rate to achieve
better anti-inflation results is a policy which more
often than not tends at some point in time to lose its
effectiveness and to begin to militate against the
possibility of achieving the objective pursued.®

Third, experience has shown that monetary
policy takes some time to begin to affect the course
of the economy: for a country like Chile, the
measures in this field must be taken bearing in mind
their effects in the following 6 to 18 months.

Finally, on various occasions the conduct of
agents who are using very short-term horizons con-
flicts with the elements defining the conditions for
medium- and long-term equilibrium and develop-
ment. Thus, for example, financial logic, which is
more often than not of a very short-term nature, may
give signals and determine prices which cause the
tradeables sector of the economy to take mistaken
decisions with regard to investment and resource
allocation, Likewise, short time horizons like those
typical of some information media or specific sectors
of activity may affect expectations and investment
decisions and even the policy options of the author-

ity, through signals and prices which are not correct

from the medium- and long-term development stand-
point. Thus, this once again justifies the medium- and
long-term approach taken by the Central Bank, which
helps to correct or at least limit the distorting effects
of an excessively short-term approach on the conduct
of the economic agents.

3. Prudence and graduality

The Central Bank is an institution which, by the very
definition of its objectives —seeking the stability of
the currency and the normal functioning of internal
and external payments— must be very prudent in its
actions. Any decision taken hastily, without prior
appraisal of its effects, can and usually does have

% Sooner or later, the appreciation of the currency becomes un-
sustainable and costly and complex side effects are generated in
other key areas of the economy, such as loss of competitiveness
and deterioration of the banking system and/or the need for an
eventual devaluation which completely wipes out the progress
made against inflation.
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extremely harmful consequences for the functioning
of the economy.

Moreover, the approach based on the use of
medium-term horizons also suggests that a prudent
reaction should be taken to the short-term variations
displayed by some individual indicators. Monetary
and exchange rate policy decisions must be based on
the trends of a broad set of indicators, and not on
very short-term data covering one or two months. In
effect, the policy measures adopted by the Central
Bank of Chile were not the result of hasty reactions
to indicators for a particular month or period or iso-
lated figures, no matter how spectacular they might
be. It should be clearly understood in this respect that
the monthly fluctuations shown for example by the
Monthly Index of Economic Activity (IMACEC) or the
consumer price index itself (CPI) merely represent a
couple of items in a considerable group and only
assume their true importance when they used, not in
an isolated manner, but in terms of their trend values
and in conjunction with other complementary indica-
tors such as the evolution of employment, wages, the

exchange rate, expenditure, the trade balance and the

balance of payments.'

In line with this approach, the Central Bank must
proceed on solid bases, although this does not mean
reacting in a tardy manner. On the contrary, the really
important thing is that the institution should always
try to take measures which anticipate inflation rather
than waiting for the latter to show itself openly. Thus,
as inflation usually reveals itself with some delay, the
Central Bank must be on the watch for incipient
signs of inflationary pressures and must act firmly to
forestall them and neutralize them as soon as possi-
ble. It is neither prudent nor efficient to put off cer-
tain adjustments until the imbalances are reflected in
the inflation rate itself. At that point in time, the
inertia introduced through nominal adjustments in

wages and prices, together with the loss of credibility -

in respect of the anti-inflation commitment of the
authorities, make necessary stronger adjustments
which secure the same results against inflation, but at
a considerably higher cost in terms of employment
and economic activity.

Consequently, the reactions of the monetary

10 1t should also be noted that this approach based on prudence
and graduality is not only useful for understanding the monetary
and exchange rate policy of the Central Bank of Chile during the
1990s, but also for understanding its strategy with regard to the
opening up of the capital account.

authorities must be timely, but never hasty. Some-
times, the institution is criticized for not reacting im-
mediately to particular market signals. The truth is
that on most occasions it would have been a mistake
for the Central Bank to react to a short-term phe-
nomenon which has a high probability of being re-
versed in the future. Acting in this manner would
only result in the adoption, within a short space of
time, of decisions in one direction or another which
soon had to be reversed, thus eventually merely
adding still more “noise” to the economy and
generating adverse effects on the level of activity,
investment and employment.

On the contrary, the past experience of Chile, as
well as of various other Latin American countries,
indicates that very drastic or shock-type measures are
justified mainly in the case of critical or very special
situations, such as very high and uncontrollable infla-
tion or a growing fiscal deficit, or else in order to
bring about a significant turnaround in expectations.
The impact of the Central Bank’s policies is so great,
however, and has so many repercussions on different
economic sectors, that as a general rule the Bank
must be extremely prudent and proceed in a gradual
manner in adopting its decisions. For the same rea-
son, it is necessary to make systematic assessments of
the direct and side effects of those decisions. Graduality
and prudence are therefore very good guidelines for the
taking of decisions, since they make it possible to
correct situations in a non-traumatic manner. To put it
more bluntly, the Central Bank should not have any
interest in seeking to show spectacular results which
the slightest unforeseen event could reverse but should
prefer forms of progress which are more gradual but
have stable and solid bases on which they can be
firmly consolidated.

It is important to emphasize the significance of
graduality when describing anti-inflation policy,
since although more significant and more rapid ad-
vances in this respect might seem desirable, they
could end up having too high a cost in terms of em-
ployment and production, especially in cases like
those of Chile, where indexing practices (on the basis
of past inflation) are generalized and extend to the
most varied kinds of transactions. Thus, as in other
matters, in combating inflation the Bank gave prior-
ity to a strategy which is gradual but rests on solid
and permanent bases. This has enabled the progress
made not only to be solidly based but also to be
perceived as solid and unlikely to be reversed in the
future. Moreover, since the anti-inflation strategy
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itself formed part of the approach based on the global
macroeconomic balances, the Chilean economy has
not shown any major imbalance which could give
rise to fears of runaway inflation in the foreseeable
future. It should also be noted that an inflation reduc-
tion policy which is gradual and sustained means that,
as the Central Bank gains increasing credibility, con-
tracts and expectations will incorporate the descending
goals in terms of inflation established by the Bank, thus
minimizing the risk of giving rise to imbalances
in other markets and consolidating the continued
existence of the advances achieved in the past.

It is worth noting that, thanks to this gradual
approach, it was possible to make a highly significant
achievement: to stabilize inflation within a range not
seen in Chile for decades past. Thus, on the last two
occasions when the country attained a level of infla-
tion similar to, although somewhat higher than, that
registered in the mid-1990s, the accumulated imbal-
ances were such that in a few months everything that
had been gained was dramatically lost. One of these
episodes was in 1981, when, after the fixing of the
exchange rate, inflation went down to 9.5%; on that
occasion, the external imbalance was so great that the
following year it was necessary to devaluate the cur-
rency and inflation rose to over 20%. The other, more
recent, episode took place at the end of the 1980s,
when, after going down to less than 13% in 1988,
inflation speeded up again in 1989 because of the big
increase in accumulated expenditure in previous
years. The important thing, then, is to achieve a per-
manent, sustained reduction in inflation rather than
bringing it down in one or two years only for it to
speed up again later. Thus, in the period from 1992 to
1996, an average annual rate of inflation of 9.7% was
achieved, which is the lowest rate registered for a
five-year period in Chile for over half a century, and
it must be emphasized moreover that this anti-
inflation achievement took place in an environment
of strong but sustainable growth of economic activity
and solid external accounts.

The gradual approach, together with the use of a
medium- and long-term time horizon, is also re-
flected in the strategy for the opening up of the capi-
tal account. As we shall see later in this article, the
Central Bank has made significant progress in this
field in recent years. Some analysts, however, main-
tain that the progress should have been even more
rapid, even going so far as to-suggest total and imme-
diate indiscriminate financial openness. The problem
of hasty openness is that it usually gives rise to seri-

ous upsets in the economy, including abrupt changes
in the real exchange rate or problems in the financial
sector. We may recall, for example, the experience of
some Latin American countries in the indiscriminate
opening up of their capital accounts in the late 1970s,
as well as some more recent examples, prior to the
Mexican crisis at the end of 1994, which mostly
ended up as resounding failures, with a capital
account that was more closed in practice than it
had been before the attempt was made. -

In saying this, we are wrying to emphasize that
although growing and decided linkages with the
international financial markets are desirable, the
success of this process depends largely on ensuring
that its form, speed and selectivity are such as not to
give rise to major upsets in the national economy.
Financial openness must therefore be introduced in a
prudent, careful and gradual manner.

4. The role of the market in determining key
prices

In an economy, there are certain key prices which it
is extremely important to determine correctly, that is
to say, in such a way that they reflect the true supply
and demand conditions, which are those of the most
structural nature. The main prices are wages, interest
rates, the exchange rate, and the prices of certain assets,
especially those on the stock exchange and in the real
estate sector. The two key prices where the Central
Bank has intervened most directly are the exchange rate
and interest rates. If these prices are out of line with
their fundamental determinants, this usually causes
serious damage to the financial system and adversely‘
affects the basic macroeconomic balances.

There are important precedents, especially in
Latin America, of distorted key prices which sub-
sequently led to serious crises. Generally speaking,
one of the first sectors to be affected has been the
financial sector. Thus, for example, unsuitable legis-
lation, supervision or regulations for the financial
system have given rise to problems of what is known
as “moral risk”, which tend to foster the existence of
abnormally high interest rates. Such interest rates,
even though they are market rates, are not equilib-
rivm rates and are not sustainable in time, and they
end up by undermining the payment capacity of the
financial system’s debtors. What happened in Chile
in the second half of the 1970s is a typical example
of this. Quite a number of analysts attribute the finan-
ctal crisis of that period to unusually high real interest
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rates which, although they were market rates, could
not be borne indefinitely by the system. In cases like
this, monetary policy becomes very ineffective, while
the fragility of the banking system is greatly increased,
thus endangering the macroeconomic achievements.

Something similar can occur with the other key
price mentioned above: the exchange rate, Fixing an
excessively depreciated exchange rate, or carrying
out indiscriminate or over-hasty opening up of the
capital account, usually results in heavy external in-
debtedness, generally of a short-term nature, and an
over-appreciated domestic currency. When this situ-
ation has to be reversed -in order to cope with the
servicing of that debt— the effects are usually trau-
matic: big falls in real wages and employment and/or
reductions in the liquidity and solvency of the finan-
cial system, all of which jeopardize the macroeconomic
balances. Moreover, the effects of an over-appreciated
domestic currency on the balance of payments cur-
rent account make the country very vulnerable to any
kind of external shock or to changes in the expecta-
tions of international creditors and investors.

In short, distorted key prices can produce serious
crises both in the financial system and in the mainte-
nance of the macroeconomic balances.

This does not mean that the authorities should
constantly intervene in these markets. Indeed, the

\Y

contrary should be the case: that is to say, official
intervention should be kept to the minimum, or car-
ried out only when a major short-term imbalance is
being produced; instead, mechanisms should be es-
tablished which make possible suitable regulation
and supervision under which the market can operate
more freely and efficiently.

In the light of the foregoing, it should be noted
that one of the explicit objectives of the Central Bank
was to give the market an increasingly large role in
the determination of these key macroeconomic
prices, because as the Chilean financial and exchange
markets develop and become deeper and more so-
phisticated, there will be fewer and fewer market
flaws in the determination of such prices. Examples
of this are the broadening of the range of fluctuation
of the exchange rate, the application of more flexible
rules on the exchange operations that banks can carry
out, and the development of private mechanisms for
covering exchange risks. In the monetary and finan-
cial area, an example is the growing use of the sys-
tem of auctioning Central Baok promissory notes, so
that the Central Bank now concentrates the bulk of
its monetary policy on direct management of the one-
day interest rate, while the market is an increasingly
prominent actor in the determination of interest rates
for longer terms.

Central Bank policies'

1. Monetary policy

The monetary policy of the Central Bank of Chile
has been based on the aim of keeping short-term real
interest rates at a level in keeping with the targeted
inflation.'? The reason for this policy lies in the influ-
ence of interest rates on the rate of expansion of
aggregate expenditure.

In order to achieve a nominal objective such as
price stability, monetary policy must have some
nominal “anchor”. Two of the most frequently used
anchors are the control of some monetary aggregate
and the use of the nominal exchange rate. In the case
of Chile, the first of these was discarded because no
stable and predictable link was found between the
nominal monetary aggregates and nominal expendi-

ture or income, due mainly to the instability of short-
term demand for money. In these circumstances, the
establishment of fixed intermediate goals would not

1 The control of aggregate demand, which is the main founda-
tion of macroeconomic stability, calls for coordination between
fiscal policy and monetary policy. Moreover, this coordination
must go beyond measures to avoid the monetization of public
deficits and must also extend to control over the growth of pub-
lic expenditure in the medium term and the design of an explic-
itly counter-cyclical fiscal and tax policy. An analysis of aspects
of the coordination of these two policy areas and of the fiscal
policy of the period in question is outside the scope of the pre-
sent article, however. The omission of this issue here is in fact
an acknowledgement of its importance, which is so great that it
would require treatment equivalent to that given to the Central
Bank policies themselves.

12 Because of the indexing of the Chilean economy, real interest
rates have been used: i.e., rates adjusted by the rate of inflation,
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be an efficient way of achieving a given objective,
and furthermore it would give rise to big fluctuations
in interest rates, which would affect investment and
economic activity. In various international cases, the
use of the nominal exchange rate as a monetary an-
chor has proved to be a very risky instrument which
usually involves high costs in terms of employment
and loss of external competitiveness. Generally speak-
ing, the anti-inflation achievements obtained through
this instrument are only temporary, as occurred in Chile
in the early 1980s, for over-appreciation of the local
currency adversely affects the achievement of external
balance, giving rise to a devaluation which ends up
by wiping out or even reversing the advances made
in the reduction of inflation. Moreover, an anchor of
this nature leads to excessive rigidity in the design
and formulation of general economic policy.

The instability of the relationship between these
intermediate objectives and the final objective of
controlling inflation caused the Central Bank to
centre its action directly on the final objective: the
reduction of inflation. Thus, the nominal anchor of
monetary policy was the explicit inflation goal, an-
nounced each year by the Central Bank in its official
report to the Senate. The inflation goal was sched-
uled to follow a downward path, and its value was
fixed by agreement with the Ministry of Finance with
a view to progressing towards price stability, but
without sacrificing economic activity, employment or
other key macroeconomic variables such as saving
and investment, the external balance, or the stability
and solvency of the financial system,'?

The role of the inflation target as the guiding
thread of its policies has permitted the Central Bank
to take timely preventive action, based on the whole
of the information available, directly adjusted in the
light of the evolution of the underlying or trend infla-
tion. A tradeoff of the flexibility provided by a strat-
egy based on the final objective of reducing inflation,
without intermediate monetary policy objectives, is
that it requires great credibility. It should be empha-
sized that although the Central Bank did not lay
down explicit intermediate objectives, it was always
on the watch for the first signs of macroeconomic
imbalances, especially deviations between the levels

13 This policy obliges the monetary authorities, in the event of
an unexpected disturbance or when the effective inflation devi-
ates significantly from the target figure, to make the changes
needed to deal with these situations and comply with the infla-
tion goal whenever needed and as vigorously as is necessary.

and growth rates of domestic expenditure and the
effective GDP, on the one hand, and between the ef-
fective and the potential GDP, on the other.

The gap between the growth of domestic expen-
diture and the growth of GDP is a signal of the future
evolution of the country’s external accounts. If the
growth in expenditure is very rapid, this indicates
that there will be an accentuation of the balance of
payments current account deficit. Depending on the
initial starting point, the evolution of the terms of
trade, and the external batance objective, such a dete-
rioration may not be a cause for much concern. A
significant and lasting discrepancy is more than just a
warning sign about the failure to comply with the
external equilibrium objective and the need to carry
out an adjustment, however.

The gap between the effective and potential GDP,
for its part, is a sign that there may be problems in the
domestic component of the inflationary trend, although
the lag and size of that relation may vary. Naturally, in
order to determine this gap it is necessary to have
some kind of estimate of the potential GDP.}

Nor is it possible to ignore the importance of
certain conditions which ensure the proper function-
ing of a market economy and have a positive effect
on productivity.!

We should not lose sight, however, of the fact
that the product gap —that is to say, the difference
between the effective and potential GDP— is only one
of the factors determining inflation. In any case, it is
necessary to make a distinction here between the
growth rates and levels of the product. Inflation de-
pends mainly on the levels of the product or, in other
words, it is the difference between the effective GDP
and the potential GDP which puts pressure on prices.
This is an important point, because if at a given mo-
ment a country has a level of product which is sig-
nificantly below the potential level, it may grow
faster than the potential product itself, thus reducing

14 Eor this purpose, a production function is estimated in which
the physical stock of capital is undoubtedly an important ele-
ment which reflects the existence of a close correlation between
economic growth and the rate of investment. This does not,
however, mean that there is a simple linear relationship between
growth and investment, nor does it mean that we can ignore the
fact that there are other elements in that function, such as tech-
nology, the labour force and its level of skills.

15 Thus, it is well known that prices which accurately reflect the
conditions of relative scarcity, competition, openness of the
economy, etc., among others, are important factors which make
it possible to raise the levels of productivity and hence the level
-and probably also the growth rate— of the potential GDP.
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the product gap, without this resulting in major
inflationary problems, !¢

With regard to the implementation of monetary
policy, the product gap was just one of a number of
indicators, although this did not mean that it was any
less important. Thus, there are other indicators which
also have to be taken into account when taking a
decision on monetary policy. In the case of Chile, the
indicators used included those on the labour market
(nominal and real wage increases, narrowness of the
market, etc.); the evolution of the monetary aggre-
gates (growth rates of M1, M2, etc.); credit informa-
tion (growth rates of consumer loans, mortgage
loans, total credit to the private sector, etc.); indica-
tors of aggregate expenditure (industrial sales, im-
ports, private consumption); and the evolution of
inflation and of some prices (the exchange rate,
prices in the non-tradeables sector, etc.). Thus, for
example, if the country was affected by a recession
but at the same time wage demands continued to rise,
the monetary policy should not be relaxed until those
pressures on costs disappeared. The same would ap-
ply if other indicators, such as those just mentioned,
were not in line with the Central Bank’s objectives
with regard to price stability. In short, what we are
trying to emphasize is that the product gap is not the
only determinant of inflation.

A problem arises with the above approach when
there are mixed signals. Theoretically, an increase in
the product gap should be accompanied by other ele-
ments which also show a fall in inflationary pres-
sures. This is because a low economic growth rate
reduces the. growth rate of demand for both money
and credit. Likewise, as demand in the labour market
goes down, wage pressures should also go down.
This is what we ought to be able to expect in theory:
to have clear signals for both the short and the long
term. In practice, however, monetary policy is a good
deal more complex and it is not possible to wait for
the long term in order to have signals that are less
ambiguous. The fact is that mixed signals are the rule
rather than the exception. For example, the recovery
of an economy may be just around the corner, but it
may be far from being reflected in the product or
other measures of economic activity. In this case, if
the monetary authorities over-react to the product

16 This is one of the factors which explain what happened in
Chile in the second half of the 1980s, when the starting point of
the GDP was very low because of the severe recession that took
place at the beginning of that decade.

gap they could be giving rise to problems of inflation
in the future or making them worse. This means that
although the product gap is an important indicator, it
should not be given excessive weight and still less
should it be considered as the final objective of
monetary policy. Once again, what is involved here is
the credibility of the Central Bank. In order to main-
tain this, it is essential that the Bank should show a
strong commitment to its main goal: price stability.
At the same time, some comments are called for
on the well-known topic of timing in monetary pol-
icy. We have already mentioned some of the reasons
why giving disproportionate weight to the product
gap may be inappropriate in terms of the objective of
price stability. Another reason is related with the
monetary authorities’ skill in choosing the right mo-
ment. The information on the evolution of economic
activity suffers from significant lags, and the limita-
tions of the main indicators are well known. There
are also lags between the moment when monetary
policy measures are applied and the moment when
they begin to take effect. Consequently, the monetary
authorities are always faced with the risk of over-
reacting —in a recession, for example- if they do not
see signs of a recovery. In these cases, it would be
prudent to use other indicators to confirm or deny
possible reactivation. Impatience in this respect, re-
flected in the provision of an extra monetary stimulus
by the Central Bank, could finally set off still greater
inflationary pressures. The opposite would occur in
boom periods: if a slowdown had already begun, then
greater monetary restrictions would accentuate it. In
short, it is essential that monetary policy should try to
be anticipatory and preventive and that the monetary
authorities should always be conscious of the exist-
ence of lags and the fact that belated action may
heighten the economic cycle instead of softening it.
With regard to the execution of monetary policy,
in mid-1995 a change was made in the way this had
been done for more than a decade. Thus, with a view
to using more flexible and efficient instruments, the
Central Bank stopped directly fixing the interest rates
of 90-day Central Bank paper and concentrated its
policy on the one-day interest rate.'’ The aim of these

17 As a complement to its interest rate policy, the Central Bank
also made an important change in the determination of the li-
quidity conditions of the economy, allowing the market to play
an increasingly large role in determining medium-and tong-term
interest rates and extending the maturity of the domestic public
debt.
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measures was, on the one hand, to give the market a
greater share in determining the price of all the docu-
ments issued by the Central Bank, and not just the
interest rate for medium- and long-term documents;
and on the other, to regulate liquidity more efficiently
and prevent expectations of possible changes in the
interest rate of the longer-term documents of the Central
Bank from distorting inter-bank market operations.
In fact, the use of the one-day interest rate as a main
monetary instrument has been shown to be an effec-
tive way of minimizing the influence of capital gains
or losses and an efficient tool for countries with more
developed financial markets. Furthermore, this meas-
ure was in keeping with the growing financial inte-
gration of the Chilean economy, making possible a
more flexible way of implementing monetary policy,
for because of the interrelation of domestic and exter-
nal interest rates it is desirable to eliminate any ri-
gidities which encourage undesirable movements of
financial resources and prevent adjustments from be-
ing made in a manner more evenly shared between
the exchange rate and interest rates, in order to make
monetary policy management less complicated and
more efficient.

To sum up, the new form of monetary policy is
more effective because it gives the Central Bank more
initiative and flexibility and permits greater frequency
in movements of short-term interest rates, which in turn
affect the rest of the rates, themselves increasingly de-
termined by the market. All this makes possible better
control of liquidity conditions in order to influence the
evolution of aggregate expenditure and inflation. Under
these conditions, the impacts and the volatility
caused by disturbances affecting the Chilean econ-
omy are shared out evenly between movements of
the exchange rate, interest rates and the international
reserves, and the reconstitution of portfolios.

2. Exchange rate policy

After the recovery of access to voluntary external
financing in the 1990s, the experience of the early
years of the previous decade made the economic
authorities wary of basing the struggle against infla-
tion on a single instrument such as the exchange rate.
Such a practice can lead to serious macroeconomic
imbalances and thus to failure. It has also been seen
that any attempt to force the value of the real ex-
change rate up to a high level is also doomed to
failure if the exchange rate policy is not accompanied

by extremely austere macroeconomic policies, which
may lead to the sacrificing of future growth capacity,
because of the adverse impact that this context usu-
ally has on investment.'® Consequently, an artificially
high real exchange rate does not have any point
either, except in critical situations. The exchange rate
policy of the first half of the 1990s therefore sought
to avoid serious deviations which could divert the
market exchange rate from its medium- and long-
term equilibrium path."”

In the first half of the 1990s, the Chilean econ-
omy was in a phase of development different from
that of previous decades. Its structural reinsertion
into the international economy was becoming in-
creasingly evident, both in the area of finance and in
that of real trade. The export sector was diversifying
and considerably expanding its coverage of products
and markets. The economy was much more open,
and tariffs continued to be reduced. Foreign invest-
ment in and by Chile was increasing to very high
levels. Moreover, all the indicators of external credit-
worthiness were markedly improving, while the
country risk and external vulnerability were going
down significantly, and exchange rate policy also had
to adapt itself to this new environment.

Thus, during the first half of the 1990s the main
objective in the formulation and execution of ex-
change rate policy was to complement the fiscal and
monetary policies in order to achieve the external
balance of the economy in the medium term. To this
end, efforts were made to ensure a suitable flow of

18 After the 1982 crisis, Chile faced serious external constraints
due mainly to the end of voluntary capital inflows. This made it
essential to adopt a real exchange rate which was sufficiently
high to generate the necessary foreign exchange by stimulating
exports and import substitution activities. The fiscal and mone-
tary policies of this period were aimed fundamentally at achiev-
ing a *high” real exchange rate, mainly thanks to the high rate of
unemployment, which made possible a drop in real wages. On
the other hand, although expenditure was kept at a moderate
level in order to avoid the inflationary spiral that could be pro-
voked by the devaluations, it did not prove possible to make any
progress against inflation.

1 In an economy like that of Chile in the 1990s, it is not reason-
able to suggest that the Central Bank should fix the real ex-
change rate, for the growing process of trade and financial
integration, the volatility of the terms of trade, changes in the
country risk rating, investment in the tradeable goods sector and
the unequal technological development of the tradeable and non-
tradeable goods sectors cause the equilibrium real exchange rate
to vary. This means that as these structural changes take place,
the level of the real exchange rate which gives external balance
changes, and the Central Bank must permit the necessary adjust-
ment,
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external saving to complement domestic sources for
financing investment, which meant seeking a balance
of payments current account deficit of 3% to 4% of
GDP, of a structural or trend nature, as a way of
achieving the Central Bank’s legally mandated objec-
tive of ensuring the normal functioning of external
payments.?® The reason for maintaining this range is
that a smaller amount of external saving is not suffi-
cient for a country like Chile, which requires an ex-
ternal contribution in addition to its domestic saving
in order to finance a high rate of investment, while
on the other hand the existence of balance of pay-
ments current account deficits constantly higher than
this range could endanger the solvency of the Chilean
economy. In short, the aim was to avoid levels of
external indebtedness so high that they could in-
crease the vulnerability of the national economy to
unexpected shocks.?!

A second objective of exchange rate policy was
to deal with the temporary short-term fluctuations in
the exchange rate in order to partly neutralize the
effect of the inflow of speculative capital, which
could adversely affect the achievement of both the
domestic and the external balance.

At the same time, the policy followed made pos-
sible continued gradual progress in the strengthening
of the Chilean peso, avoiding traumatic adjustments
and giving the business sector time to increase its
productivity and adapt to the new situation, in order
to maintain the dynamism of the export sector.

20 This range (3% to 4% of GDP) must not of course be taken
rigidly, for in some years there may be temporary situations
which lead to a level higher or lower than this, In 1992 and
1994, for example, the balance of payments current account
deficit was much lower than the range in question, and there was
even a smalt surplus in 1991 and 1995. On the other hand, in
1993 and 1996 the disturbances affecting the prices of the main
export products were so great that the current account deficit
slightly exceeded the 4% ceiling. The important thing is not the
result of a particular year, but the trend observed in this respect.
In this context, it may be reiterated that the equilibrium real
exchange rate is that which permits the achievement of the ob-
jectives laid down for the current account in the medium and
long term. This highlights once again the importance of the
medium- and long-term criteria so often observed in the Central
Bank’s strategy in the first half of the 1990s.

2 This vuinerability has been markedly reduced. In 1993, for
example, although this was a very negative year in terms of the
prices of Chilean exports, the economy nevertheless grew more
than 6% without this giving rise to inflationary pressures or
pressures for devaluation. It should be noted that in the past the
Chilean economy generally suffered severe recessions, accom-
panied by devaluations and increases in inflation, every time
there was an external shock of any magnitude.

Three main elements stand out in the application
of the above exchange rate policy: the existence of a
broad pre-announced currency floating band; ii) the.
transition to a basket of currencies, to the differential
incorporation of domestic and international inflation,
and subsequently, to the trend-based appreciation of
the Chilean peso; and iii) the possibility of Central
Bank intervention within the band, through a “dirty
float” mechanism.? ' .

Exchange rate policy was implemented throngh
a system of a pre-announced band within which the
market exchange rate was located. The width of the
band was increased to plus or minus 10% around the
central point of the band. This central point, termed
the “agreement” (‘acuerdo’) exchange rate, is deter-
mined on the basis of a basket of currencies® whose
weightings reflect the relative importance of the U.S.
dollar, German mark and Japanese yen areas in
Chile’s external trade transactions. This central parity
is adjusted daily by the domestic inflation of the pre-
vious month, less an estimate of the international in-
flation affecting Chile® At the end of 1995, an
additional discount of 2% per year was included, based
on the productivity differential between Chile and its
main trading partners, which meant a gradual apprecia-
tion of the peso in response to stable changes in the
Chilean economy’s linkages with the world economy.?’

The justification for the system of an exchange
rate fluctuation band around a central parity is the

2 The aim of these interventions was to increase or decrease
temporary fluctuations in the exchange rate, but not to try to
break trends.

2 The linking of the peso to a basket of currencies, instead of
solely to the U.S. dollar, made it possible on the one hand to
make Chilean monetary policy more independent of that of the
United States and, on the other, to give rise to greater short-term
uncertainty about the peso/dollar exchange rate (unlike the
peso/currency basket exchange rate), in order to serve the ob-
jective of discouraging interest rate arbitrage.

2 Consequently, the central parity of the basket is announced a
month in advance, for each day of the following month, whereas
the peso/doliar, peso/mark and peso/yen central parities are an-
nounced daily, as the parities of the main currencies on interna-
tional markets become known.

% In effect, between 1990 and 1996 the level of economic activ-
ity in Chile expanded at an average annual rate of 6.8%,
whereas world production only grew by 3.1%. In the same pe-
riod, the average productivity of labour in Chile rose at an aver-
age annual rate of around 4.7%, while total factor productivity
grew by around 2.3% per year. As a result of the higher growth
of productivity, international competitiveness increased, which
was ultimately reflected in an expansion in exports and strength-
ening of the Chilean peso. The productivity differential ad-
justment in the exchange rate rules suggests that this situation
will continue in the future.
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belief that the long-term equilibrium exchange rate is
a dynamic concept which must be given a certain
degree of flexibility and that the economic agents do
not possess at every moment in time the necessary
information and background elements for determin-
ing the real equilibrium exchange rate. This view im-
plicitly involves the need for the authorities to
provide some guidance about the real exchange rate
considered to be in keeping with the external balance
of the economy in the medium term: this is precisely
the role played by the “agreement” exchange rate in
the centre of the exchange rate band, for two main
reasons. Firstly, because the market —especially when
short-term financial flows are of very considerable
magnitude~ may tend towards a real exchange rate
which is considerably removed from the medium-
and long-term equilibrium rate (an “outlier”). Sec-
ondly, because it is considered that if the economy
departs substantially for long from the real equilib-
rium exchange rate, this would tend to produce major
imbalances, with negative consequences for the
functioning and performance of the economy.

It was also considered desirable to give some
degree of exchange rate stability to the export sector.
The difficulty of precisely predicting the real equilib-
rium exchange rate, the probability that this rate
will get out of line with the basic macroeconomic
balances, and the need to give greater autonomy and
flexibility to monetary policy, especially in view of
the growing linkages of the Chilean economy with
international financial markets, all justified the appli-
cation of a broad exchange rate fluctuation band.
Such a band also makes it possible, within certain
limits, for the market to play a more important role in
determining the observed position of the exchange

rate within the band, thus reflecting the criterion of

graduality mentioned earlier.

In the five-year period studied, the exchange rate
band was changed on two occasions, permitting in
effect a drop in the “agreement” exchange rate. This
was due to the need to adapt the reference value of
the medium- and long-term equilibrium exchange
rate to the new structural conditions in which the
Chilean economy was operating. The Central Bank,
which was faced with a growing inflow of foreign
exchange due both to the very favourable evolution
of exports and a significant entry of foreign invest-
ment and international finance, acted prudently and
changed the centre-point and width of the band only
when it was sure that the long-term equilibrium ex-
change rate was not properly reflected in the pre-

vailing “agreement” exchange rate. Thus, for exam-
ple, the observed and foreseeable behaviour of non-
traditional exports, the size of the balance of
payments current account deficit, the increase in for-
eign investment in and by Chile, together with the
growing unification of exchange rates and liberaliza-
tion of the outflow of capital, the improvement of the
external solvency indicators and the deepening of the
Chilean foreign exchange market, were the main
elements influencing the decision to allow a gradual
appreciation of the Chilean peso.?®

It should be noted that the real appreciation
registered by the peso during the 1990s, which was
around 4.5% per year, was the result of a process of
increasing economic balance due to the structural
changes undergone by the Chilean economy in recent
years rather than any manipulation of the exchange
rate with the aim of artificially reducing inflation. On
the contrary, a priority objective of the economic
policies implemented in that period was precisely to
avoid any artificial appreciation of the peso.”’

Thus, Chile’s renewed linkages with the interna-
tional economy, already referred to earlier; the be-
haviour of the country’s exports and its balance of
payments current account; the big increases in
changes in productivity, especially in the tradeables
sector of the economy, as compared with Chile’s
main trading partners; and the over-depreciation of

" the peso in the second half of the 1980s (to deal with

26 1t may be noted, however, that there was a generalized trend

in the 1990s towards the appreciation of the currencies of the
main Latin American countries, as well as those of a number of
Central and Eastern European countries, for reasons of an inter-
national nature. Among these, special mention may be made of
the relatively low interest rates in the industrialized countries,
the lower country risk of the countries which had carried out
structural reforms of their economies, and the decisions of im-
portant institutional investors in the developed countries to di-
versify their portfolio by making it more international. This
meant a fresh impulse for foreign direct investment in produc-
tion sectors and in portfolio investments, together with flows of
shorter-term external finance to the countries of the region, all
of which contributed to the appreciation of the Latin American
currencies (with a relatively short interruption due to the
Mexican crisis at the end of 1994).

* 27 International comparisons with regard to the real appreciation

of the Chilean currency show that the real exchange rate in
Chile has been one of the stablest and least depreciated of the
whole of Latin America, even though there were capital inflows
into the whole of the region during the first half of the decade
before the Mexican crisis. Thus, according to the uniform meth-
odology used by the International Monetary Fund (IMF), whereas
the real appreciation of the currency in the period from 1990
through 1994 came to 13% in the case of Chile, in Argentina it
was 63%, in Colombia 21%, in Mexico 18%, and in Brazil 17%.
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the extremely acute shortage of foreign exchange in
that period), were all factors pointing to the need to
allow the exchange rate to reflect the greater strength
of the peso.

The Central Bank authorities’ view in this re-
spect was that this need for appreciation of the peso
was a reflection of the consolidation of various struc-
tural changes in the Chilean economy in recent yeats,
which meant that the equilibrium exchange rate was
below the current value of the “agreement” exchange-
rate. In more general terms, the progress made in
Chile’s trade and financial linkages with the intema-
tional economy warranted a change in the medium- and
long-term equilibrium exchange rate. Among the strac-
tural changes that the Central Bank mentioned as being
of importance in this respect were: the reduction in the
levels of relative external indebtedness, from an aver-
age of 106% of GDP in the three-year period 1985-
1987 to 35% in 1994-1996; the buildup of international
reserves, which in 1994-1996 were double the level
of the 1985-1987 period as a percentage of imports
of goods and services, representing over 15 months
of imports in one of the years in the 1994-1996 pe-
riod; the steady growth of exports, which achieved an
average annual rate of 11.6% in real terms in the
latter period, compared with the already high level of
9% registered in 1985-1997; and, lastly, the moderate
level of external saving that the Chilean economy has
needed (1.7% of GDP in 1994-1996, which was less
than the floor level laid down and much less than the
6.3% balance of payments current account deficit
registered in 1985-1987).

Finally, it is important to note that the Central
Bank resisted the downward pressure on the price of
the currency in a number of ways, including in par-
ticular massive purchases of international reserves,
which will be analyzed in the following section.

3. International reserves policy

The international reserves policy applied by the Cen-
tral Bank during the first half of the 1990s had two
main objectives:? on the one hand, to make possible
Chile’s growing integration into the world economy,
without exposing the country to any major risks de-
riving from changes in the economies of the main
industrial countries or the volatility usually marking

28 There was also considerable progress in the management of
international assets and liabilities, with the aim of improving the
net financial position of the Central Bank.

the behaviour of some international creditors;*® and
on the other hand, to partly neutralize the short-term
impact of inflows and outflows of capital on the ex-
change rate, through the purchase or sale of foreign
exchange.

The first objective was achieved mainly thanks
to Chile’s abundant international reserves, which
were one of the determining factors in the country’s
low risk rating for international investors; this rating
stimulated foreign direct investment in Chile, while
at the same time reducing the cost of the external
financing offered to it. Furthermore, the significant
accumulation of reserves by the Central Bank in
those years® endowed Chile with great external
strength, which was made evident above all early in
1995, when the Chilean economy was affected only
minimally,* and only for a very short time, by the
turbulence reigning in international financial markets
after the Mexican exchange crisis of late 1994. Fi-
nally, the comfortable international reserves position
made it possible to use part of those reserves, without
compromising the external liquidity and much less
the external solvency of the country, to pre-pay the
whole of the external debt still outstanding in respect
of the refinancing of the crisis of the early 1980s, as
well as the balance owed to the IMF.*

2 A high accumulation of international reserves is a necessary
condition for enabling a small country to integrate in a sound
and effective manner into the international economy, and part of
the costs of that accumulation may be interpreted as the pre-
mium payable for an “insurance policy” to ensure that that inte-
gration is effective and does not give rise to any major upsets.
30 Whereas in the late 1980s the international reserves were suffi-
cient for five months of imports, in 1994 they covered 15 months
of external purchases. Likewise, while in 1989 the net international
reserves amounted to the equivalent of 10.5% of GDP, in 1994 they
were a little under 26% of GDP. It is also important to note that, at
the aggregate level, neither the public sector nor the non-financial
private sector had heavy short-term external liabilities, and the net
short-term externat liabilities of banking system were only around
4% of GDP, so that the net position of the country with regard to
liquid international assets was extremely sound.

311t should be noted that although the Central Bank has made
significant efforts to increase the yield on the international re-
serves, it should not be forgotten that these reserves are not
maintained exclusively with the idea of obtaining high yields,
but also as a precaution against unexpected external disturbances,
in order to have sufficient international liquidity to cope with the
latter properly.

32 The prepayment of the external debt helped to reduce the
deficit associated with the existence of an interest rate differen-
tial between the international reserves and the external debt, as
well as to further improve the indexes of external creditworthi-
ness of the country, reducing the country risk and improving the
Chilean private sector’s conditions of access to international
credit.
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The second objective was achieved through the
purchase or sale of foreign exchange by the Central
Bank, accompanied by open market operations to
neutralize the monetary effects of the exchange op-
erations: a system known as sterilizing interventions
in the foreign exchange market. Indeed, in the first
half of the 1990s most of the time the exchange rate
was quite close to the floor of the band, if not actu-
ally on the floor itself. Apart from the purchases of
foreign exchange made necessary by the mechanism
of the band itself, the Central Bank’s policy was to
wait a prudential length of time in order to be able to
distinguish whether the inflow of foreign exchange
was of a more permanent or a transitory nature. In the
latter case, when there was an inflow of short-term
capital which could soon be reversed, the Central
Bank proceeded to acquire that foreign exchange, ac-
cumulating international reserves in order to reduce
the volatility of the exchange rate. Something similar
was done in the case of transitory outflows of capital.
If the inflow or outflow of capital was of a more
permanent nature, the Central Bank often intervened
in the exchange market, accumulating or reducing its
reserves, not in order to go systematically against
the market forces, which would be unsustainable in
the long run, but in order to make the adjustment of
relative prices which would probably be required
more gradual in time.

The appreciation of the peso already referred to
took place in spite of the significant effort to accumu-
late international reserves carried out by the Central
Bank: between 1990 and 1996 the international re-
serves increased by US$ 9.45 billion, equivalent to a
little less than 4% of GDP per year. This stock of
international reserves, which was relatively speaking
among the highest in the world, has resulted in heavy
costs to the Central Bank’s financial position,® but it
has undoubtedly contributed to the efficient and
smooth integration of Chile into the international
economy, by easing the rate of appreciation of the

33 The sterilizing interventions of the Central Bank have meant
heavy costs for it, because of the higher interest rate that it must
pay on the domestic debt issued, compared with the yield of the
international assets it acquires. At the same time, the apprecia-
tion of the peso in real terms has caused a deterioration in the
real value of these assets denominated in foreign currency, in-
cluding credit to the government, compared with that of the do-
mestic liabilities of the Central Bank. Thus, the effect of this
policy has been to generate a bigger quasi-fiscal deficit of the
Central Bank, which has been offset by the corresponding fiscai
surplus.

Chilean peso and, within the policy of graduality
already mentioned, to a non-traumatic adjustment of
the price of tradeable goods compared with non-
tradeable goods in the Chilean economy. '

4. Balance of payments capital account policy

In a small, open economy like that of Chile, greater
financial integration with the exterior brings substan-
tial benefits which must be exploited. Among them
are the availability of external saving to finance in-
vestment; the absorption of temporary shocks with
regard to the terms of trade, and the diversification of
risks and sources of national income, all of which
makes it possible to smooth the path followed by
consumption and derive greater benefit from com-
parative advantages through a deeper insertion of the
country in the international economy.

Greater financial openness also brings with it risks
which must be taken into consideration, however, There
are permanent costs and transitional costs. The loss of
some leeway in monetary policy management and the
destabilizing effects that capital movements can cause
in a small economy are permanent costs of greater fi-
nancial openness, while the risks associated with the
adjustment from a historically closed capital account
to a suddenly open one are transitional costs.>

The conditions of access to external finance,
which had been very limited for the region after the
debt crisis, changed rapidly and significantly in the
1990s. A better perception of country risk, the low
interest rates in the industrialized countries and a
generalized expansion in capital flows to the so-
called emerging economies significantly increased
the supply of external funds. Quite suddenly, coun-
tries like Chile found themselves in a situation where
the domestic yield on capital was higher than the

¥ Historically, capital flows into and out of Chile were very
restricted. After the abandonment of the convertibility of the
peso, massive controls were established on capital outflows. Al-
though over the course of time these controls were modified, the
spirit of the restrictions was maintained, except for intermittent
periods of greater freedom. With regard to inflows of capital, the
limited conditions of access to external finance formed a natural
restriction on them. Indeed, it was only in the 1970s that the
developing economies, including Chile, were able to regain the
large-scale access to external financing which they had lost after
the Great Depression. For Chile, however, this only lasted a
short time, since the international debt crisis of the early 1980s,
together with the high level of external indebtedness which the
country had built up in that brief space of time, led to a renewed
suspension of access to international finance.
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external cost of the funds, adjusted for country risk
and for changes in exchange rate expectations.”

In the past, this situation tended to persist in time
or changed only gradually, insofar as the perception
of country risk and lack of confidence in the local
currencies limited the international arbitrage of funds,
In the early 1990s, in contrast, a policy of unlimited
financial openness would have encouraged the inflow
within a short period of time of abundant short-term
financial resources, destabilizing expenditure, asset
prices and key prices such as the interest rate itself,
wages and the real exchange rate.* The course that
the economy follows if this tendency is encouraged is
well known. Because of the size of the inflows, the
first stage in the transfer process is a boom period in
which asset prices and wages rise, consumption and
investment increase, there is exchange rate apprecia-
tion, and imports become cheaper. This stage is hard
to manage in macroeconomic terms, since it is neces-
sary to contain the inflationary pressures generated in
the domestic markets and to be on the watch against
the generation of financial bubbles which further in-
crease the divergence of prices from their equilibrium
levels and encourage the arrival of even greater fi-
nancial resources. This expansionary phase of the cycle
sows the seeds for the subsequent phase of contraction,
however, for as the balance of payments current ac-
count deficit grows and external liabilities are built up,
the perception of country risk begins to increase, the

3 This differential between yields is due to past circumstances
and to the structural reforms which have affected the productiv-
ity of the Chilean economy, which have little to do with mone-
tary policy. Thus, if we take into account the relative endowments
of capital and human resources in Chile, the limited access to
external financing which the Chilean economy enjoyed until
quite recently, and the low historical rates of domestic saving
and investment, it is only natural that the domestic yield on
productive capital, which must be distinguished from the yield
on financial capital, tends to be higher than that observed in the
industrialized economies.

¥ Furthermore, with regard to the financial sector institutions,
hasty openness (without having first of all made suitable ar-
rangements for the regulation and supervision of the financial
intermediaries and of the corresponding authorities) can and usu-
ally does give rise to major problems. Chile had previous expe-
rience of this, when, in the absence of such regulations, there
were perverse incentives in the financial sector which were later
transmitted to the rest of the economy. It should be remembered
that there are systemic risks involved in this sector, so that it is
extremely important to act prudently when taking measures that
affect it,

37 Historically, this process has taken quite a long time to make
itself felt.

availability of external funds goes down, the volume
of external transfers diminishes, and prices and ex-
penditure must therefore begin a downward path.

In an ideal scenario, the inflows are reversed
only gradually and the adjustments in key prices are
smooth and do not give rise to serious upsets in the
performance of the economy. The most probable and
realistic scenario, however, is one in which the capi-
tal inflows stop and are even reversed abruptly, giv-
ing rise to a traumatic adjustment, because the
economy is in a highly vulnerable position when it
has a high level of external indebtedness and a sig-
nificant current account deficit, especially if the ex-
ternal financing is of a short-term nature. Increases in
international interest rates, falls in the terms of trade,
or simply changes in external or domestic expecta-
tions may trigger off a sudden crisis of confidence
which abruptly terminates the transfer of external re-
sources. The external debt crisis in the region in the
1980s and the upsets in the international financial
markets at the end of 1994 and in 1995 illustrate
these risks very clearly.

In this latter scenario, the adjustment required
involves a perilous combination of high domestic in-
terest rates, a fall in the prices of domestic assets, and
heavy depreciation of the real exchange rate, which
inevitably brings serious problems in the domestic
financial markets and gives rise to additional infla-
tionary pressures; at the same time, and no less im-
portantly, a significant increase in unemployment and
a decline in the level of economic activity may be
expected as a result of the difficulties produced in the
financial and labour markets and the abrupt reduction
in the level of expenditure. Chile’s experience in the
early 1980s, like that of other countries of the region,
has shown that this pessimistic scenario is not only

“highly probable but also usually involves very sig-

nificant costs for a long period of time. This is why
in the 1990s, in order to maintain and further con-
solidate macroeconomic discipline and the external
balance, it was decided to open up the capital ac-
count in a prudent manner, minimizing the risks of
an undesirable adjustment that could endanger the
progress already made.

From the standpoint of the domestic balance,
emphasis must also be placed on the role of interest
rates and their links with the form and rate of finan-
cial openness to the exterior. Thus, in order to
achieve a level and rate of growth of domestic expen-
diture compatible not only with the prudent use of
external saving but also with the production potential
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of the Chilean economy, it was necessary that domes-
tic interest rates should be higher than those prevail-
ing in the main industrialized economies during the
first half of the 1990s.%

In other words, in view of the low country risk
and the total absence of any expectations of devalu-
ation (or, to be more exact, the expectations that there
would actually be a revaluation) of the Chilean peso,
after adjustment for these two effects the intemational
interest rate was well below the domestic interest rate
required for domestic and external macroeconomic
balance. The dilemma facing the Central Bank was to
find a way to close that gap in order not to give rise
to inflationary pressures over and above those already
programmed and/or additional pressures on the bal-
ance of payments current account. It should be noted
that this dilemma had to be faced in a context of
positive fiscal saving and public surpluses, a substan-
tial buildup of international reserves (which was
giving rise to a significant quasi-fiscal deficit), and
a tendency towards strong appreciation of the
Chilean peso.

In view of the foregoing considerations, the aim
of capital account policy was to complement the
fiscal, monetary, exchange rate and international re-
serve policies in order to prevent an “excessive” in-
flow of foreign exchange from adversely affecting
the domestic and external balances. To put it another
way, even if the fiscal, monetary, exchange rate and
international reserve policies were well formulated
and implemented, the continued entry of short-term
financial flows into the country* would make it es-
sential to check the rate of the net inflow of capital in
order to avoid increasing inflation and/or a bigger
balance of payments current account deficit. For this
reason, it was decided to progress towards greater
financial integration with the rest of the world, but in
a prudent manner, at a rate, and with a selective
approach, which were in keeping with that aim.

38 The interest rates must be more or less in line with the yield
of productive capital. In the course of time, high rates of invest-
ment like those observed in Chile, accompanied by further in-
creases in domestic saving, will make it possible to reduce the
spread between external and domestic interest rates.

% A distinction should be drawn between an inflow of foreign
exchange due to very good export results or net inflows of me-
dium- and long-term foreign direct investment, which of them-
selves lead to balanced appreciation of the peso, and an inflow
of external finance, generally very short-term, due basically to
the desire to take advantage of the arbitrage of interest rate
differentials.

This policy was applied through various means,
On the one hand, in the first half of the 1990s the
outflow of capital was significantly liberalized.*®
Thus, not only were exporters given complete free-
dom to use the whole of their foreign exchange in-
come as they saw fit, without any obligation to bring
it into the country, but liberalization measures were
also taken in various other fields.” For example, the
minimum period after which capital brought into the
country by non-residents could be repatriated was re-
duced from three years to one year, and the issue of
bonds and shares abroad (ADRs) was also permitted,
subject to certain requirements which were gradually
relaxed over time. At the same time, the repatriation
of investments brought in under debt/equity swap ar-
rangements (a system connected with the crisis of the
early 1980s) was completely liberalized, as was the
advance payment of foreign debts and the rules on
the minimum percentage of external credit that must
accompany foreign direct investment.

A measure of great significance which was
complementary to the foregoing was the complete
liberalization of foreign investment by Chilean
individuals and firms, thus allowing them to diversify
their risks better. Measures were also taken to pro-
mote greater international diversification of the asset
portfolios of domestic investors, especially institu-
tional investors. The latter were the only exceptions
from complete liberalization, but they were neverthe-
less given increasingly wide options for investment
abroad. The openness to the exterior of banks, pen-
sion funds, insurance companies and mutual funds
was also increased, but less rapidly than for the rest
of the economic agents, partly through legal restric-
tions and, for the first three categories, for prudential
reasons connected with systemic risk and contingent
fiscal commitments.

The entry of capital was opened up gradually
and selectively, with measures to discourage the

40 1t should be noted that the growing openness to the outflow of
capital is connected with Chile’s strategy of development and
insertion in the international economy. It is not designed to in-
crease the value of the national currency, and may even have the
OPposite effect.

4 As well as giving complete freedom in the handling of export
proceeds, a number of measures were taken in connection with
the balance of payments current account, including a substantial
tariff reduction {from 15% to 11%) and various free trade agree-
ments, with the aim of securing growing integration of the so-
called formal and informal exchange markets, all of which
helped to deepen Chile’s trade and financial integration into the
world economy during this period.
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shortest-term inflows. This gradual policy is justified
by the desire not only to avoid major external imbal-
ances, but also to permit a rate of change in relative
prices which will allow the different sectors to make
less traumatic adjustments over time. The selective
openness process calls for the application of certain
specific controls when necessary. Although the general
trend was to gradually relax the disincentives for
capital inflows, this was complemented with meas-
ures aimed at securing greater selectivity in capital
inflows in order to reduce the country’s exposure to
volatile short-term financial flows, give monetary
policy greater autonomy, and check the creation of
bubbles in the stock market and the longer-term fixed
income market. The latter measures were aimed at
making inflows of capital (especially shorter-term
capital) more expensive, restricting their overall
volume, improving their “quality”, and lengthening
the term of Chile’s external finance.

On the one hand, the reduction of the restrictions
on the repatriation of direct investment capital from
three years to one*? discouraged the arrival of big
flows on the stock market, helping to forestall a price
bubble there.

On the other hand, the rate at which Chilean firms
could obtain credit or capital abroad was moderated,
since the foreign sale of both bonds and stocks was
made subject to certain minimum amounts and the
fulfiliment of certain requirements, determined by in-
ternational risk rating firms, concerning the credit
worthiness of enterprises or of the instruments that
they wished to sell on the international market.* In
this way, the authorities helped to limit the number of
firms that could procure financial resources on the
international markets, as well as the rate at which
they could do so, thus helping to prevent excessive
inflows of foreign exchange into the country.*

Thirdly, a one-year non-interest-bearing compul-
sory reserve requirement was imposed on credit and
other sources of external financing, in order to in-

42 As already noted, this represented a liberalization measure
compared with the situation prevaiting in the late 1980s.

43 These minimum amounts and requirements were also gradu-
ally relaxed, without being completely eliminated.

4 Another advantage of this strategy, in view of the fact that
before 1990 there were no Chilean firms active on the interna-
tional stock and bond markets, is that the high creditworthiness
and seriousness of the first firms entering the market generated
positive externalities for those entering it later. A disadvantage
of this measure is that in practice it favours “big” firms more
than small firms or individuals.

crease the cost of bringing in short-term capital. In
this way, it was sought to give monetary policy more
leeway and autonomy so that ideally all the econarmic
agents would face the same interest rate, determined
by the Central Bank in order to achieve domestic
balance, while at the same time checking the specula-
tion and volatility inherent in very short-term capital
and reducing the possibility of interest rate arbitrage.

From a more general standpoint, the set of poli-
cies aimed at securing a gradual and selective finan-
cial openness process made it possible to change the
structure or composition of Chile’s external liabili-
ties, increasing the share of risk capital in total in-
debtedness and, within the latter, increasing the
proportion of long-term capital compared with short-
term funds. This helped to reduce the vulnerability of
the Chilean economy to the vicissitudes of the world
economy, the pro-cyclical behaviour usvally dis-
played by external debt holders, and changes in the
expectations of international economic agents.

Although some other countries of the region
carried out policies that were in formal terms more
“liberal” or “open” than those of Chile with regard to
the balance of payments capital account, domestic
interest rates in those countries were higher than in
Chile and displayed greater differences with interna-
tional interest rates. This situation, which ought ap-
patently to be the other way around, is attributable
mainly to the greater country risk or risk of devalu-
ation faced by those countries. Consequently, it is by
no means clear that if a country rapidly carries out a
total financial openness process it will effectively be
able to integrate into the international capital markets
in a sound and permanent manner. In short, a country
is not “more integrated” into the international econ-
omy because it is more or less liberal, but because of
the amount, cost, quality and permanence in time of
the transfers of capital which are effectively available
for it, and all these elements are usually associated
with the confidence that the rest of the world has in
that economy.*

43 From a macroeconomic perspective, it might seem easier and
probably also more necessary to be more “liberal” when there is
a high international perception of country risk. In these condi-
tions, the natural interest rate differential with the exterior, ad-
justed by the country risk and expectations of devaluation,
provides sufficient leeway for carrying on an independent mone-
tary policy and avoiding the destabilizing effects described ear-
lier. It would be absurd, however, to conclude that it is desirable
that there should be a high perception of country risk, since it is
highly beneficial to be trustworthy and credible and thus enjoy
an ample supply of external finance at low cost.
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Finally, there are those who maintain that Chile’s
good macroeconomic performance in the early 1990s
was due to its high level of domestic saving rather
than to the macroeconomic strategy pursued. It should
be noted, however, that domestic saving is not a con-
stant which is independent of that strategy. Empirical

V1

studies and experience suggest rather that “ingenu-
ous” policies regarding the entry of foreign finance
usually mean that external saving, which is often
concentrated in the very short term, is used to finance
an excess of domestic consumption expenditure and
takes the place of domestic saving.*®

Some conclusions

The main dilemma in macroeconomic policy in the
1990s was that in order to maintain the domestic bal-
ance it was necessary that interest rates in Chile
should be considerably higher than in the industrial
countries, while at the same time the country risk was
going down steadily and there were expectations of
revaluation of the Chilean peso. In view of the fact
that the public sector registered an annual average
surplus of 1.8%, that the accumulation of reserves
was giving rise to significant quasi-fiscal costs, that
the outflow of capital had been very sharply liberal-
ized, and that the peso had appreciated in value at a
rate of more than 4% per year in real terms (in spite
of the Central Bank’s efforts to discourage that situ-
ation), the dilemma facing macroeconomic policy
was the following: whether to allow domestic interest
rates to equalize rapidly with international rates, or
whether to close that gap at least in part. The first of
these approaches would have been essentially contra-
dictory to the global strategy and would have led to
excessive spending, higher inflation and/or additional
appreciation of the peso, and a heavy balance of pay-
ments current account deficit, thus increasing the
country’s external vulnerability. Consequently, the
policy followed was to reduce the interest rate gap by
graduating the rate at which companies located in
Chile could bring in external financing, while at the
same time discouraging the inflow of short-term
capital by making it more expensive.

Over the five-year period 1992-1996, the GDP
grew at an average annual rate of 7.5% and unem-
ployment stood at 7%. Real wages increased at the
same rate as the average productivity of labour: 4.7%
per year. Gross fixed capital formation increased by
14.2% per year (twice as fast as GDP), while domestic
saving averaged 25.1% of GDP. The fiscal surplus
was 1.8% of GDP, while fiscal saving came to 5.1%

of the product. The average real interest rate on bank
deposits for between 90 days and one year was 8.9%
per year. Domestic public indebtedness (of the Cen-
tral Bank), as a percentage of GDP, went down com-
pared with previous years, standing at 33.6%, while
its average maturity increased year by year, averag-
ing 3.2 years for the five-year period as a whole.
Average annual inflation was 9.7%, the lowest rate
for a five-year period since over half a century in
Chile, because inflation went down from 27.3% in
1990 and 18.7% in 1991 (at a downward rate very
similar to the annual inflation targets of the Central
Bank) to only 6.6% at the end of 1996. The Chilean
peso appreciated in value at an annual rate of 4.3% in
real terms, while exports grew by 10.4% per year,
likewise in real terms, which was 50% faster than the
growth of GDP. The average annual deficit on the
balance of payments current account was 2.2% of
GDP. Foreign direct investment both in and by Chile
reached unprecedented levels. Capital inflows aver-
aged 6% of GDP, and the net international reserves
were equivalent to 22.4% of GDP or one year of im-
ports of goods. The external debt represented an
average of 38.1% of GDP, or 15.7% after deducting
the international reserves.

46 | ikewise, it would be a mistake to think that the Chilean
economy has come out of the recent round of financial upsets
almost unscathed solely because of its measures to discourage
capital inflows. Its main strength lies in more structural factors,
such as the high level of domestic saving and the coherence in
the design and execution of the country’s fiscal, monetary, ex-
change rate and international reserves policies. The compulsory
reserve requirements and restrictions on the inflow of capital
which are still in force are important to the extent that they
facilitate such coherence. They are just one more element in an
internally coherent piece of machinery.
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These results show that in the first half of the
1990s Chile was successful in combining economic
growth with increases in employment, productivity
and wages, as well as saving and investment, while at
the same time making significant progress in price
stability, not only without endangering the balances
in the rest of the economy, but actually making them
more solid and secure (particularly in the case of the
traditional Achilles’ heel of the. Chilean economy:
the external sector balance).

It is no coincidence, however, that all these
positive results have been obtained within the same
period. These achievements are interrelated and
strengthen each other, for there is a kind of virtuous
circle between macroeconomic stability and sus-
tained growth. Growth brings stability and stability
brings growth.

There are many ways in which growth and
stability are interrelated. Thus, for example, further
consolidation of the process of placing the public
finances on a sound basis, prudential regulation and
strict supervision of the banking system, together
with efficient allocation of financial resources ~due
in part to the existence of key macroeconomic prices
which are not distorted— helped significantly to in-
crease financial saving and direct it towards invest-
ment, avoiding the appearance of financial bubbles
and furthering the stability and solvency of the coun-
try’s banking system. The progress and deepening of
the capital market also played an important role in
the provision of long-term domestic financing, which
is a decisive factor for increasing investment.

The maintenance of a climate of macroeconomic
discipline and control of inflation helps to create an
environment conducive to long-term planning,
which, in turn, also raises the rate of investment and
promotes the introduction of new technologies,
which ultimately generate more growth. For its part,
the maintenance of a situation of sustained growth
guarantees the profitability of new investments and
facilitates fiscal and monetary discipline. On the gov-
ernment side, the pressures on the budget are reduced
when employment, wages and business profits are
growing, while the increase in tax revenue makes it
possible to satisfy the most urgent public needs with-
out endangering the fiscal balance. On the Central
Bank side, the task of keeping inflation under control
is also facilitated when the economy is in a situation
of sustained growth and low unemployment, since if
it is necessary to apply contractionary measures there

will be a greater degree of acceptance which will in
turn make possible a rapid and efficient adjustment.

It has been empirically proved that there is a
correlation between higher economic growth rates
and increases in the rate of national saving, though
the reason for this is not so clear. Greater domestic
saving, for its part, generates stability, since it re-
duces the vulnerability of the economy to external
disturbances, while keeping the current account defi-
cit down to moderate levels and maintaining favour-
able indexes of external creditworthiness permits
timely access to external financing when this is most
necessary, for example, in situations of unfavourable
terms of trade. This reduces the risk of having to face
an external crisis or to abruptly reduce the economic
growth rate. Moreover, a high level of domestic
saving cushions the effects produced on the economy
by upsets in international financial markets, like
those that many countries of the region had to face in
1995 as a result of the Mexican crisis.

There is something almost magical about virtu-
ous circles: the whole is greater than the sum of the
parts, because the individual elements mutually
strengthen each other. When trends go in the opposite
direction, however, virtuous circles may become vi-
cious circles. It is therefore essential to place empha-
sis on the need to increase saving and investment,
to maintain the external balance conditions, and in
particular to ensure that all the agents involved perse-
vere with macroeconomic discipline.

Although the Chilean experience of the five-year
period dealt with here is of a very specific nature
-since there are no such things as ‘“exportable
models” in economic policy- it is possible to high-
light some elements which have been of fundamental
importance for the results achieved.

First, this experience highlights the need for bal-
anced fiscal accounts and proper coordination among
fiscal, monetary, exchange-rate and wage policies.
The follow-up and control of aggregate demand, in
terms of both its level and its rate of change, is a
necessary, albeit not of itself sufficient, condition
for efficiently achieving the domestic and external

-balances.

Furthermore, it suggests that inflationary pres-
sures on costs were substantially moderated by the
fact that workers and employers gradually incorpo-
rated the Central Bank’s projected downward levels
of inflation into the criteria used both in labour
bargaining and in fixing the prices of goods and
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services. The growing credibility of the Central Bank
played a crucial role in this respect.
The objective of reducing the magnitude of

economic cycles by due anticipation on the part of

macroeconomic policy of incipient but not yet evi-
dent excess expenditure and the identification of ar-
eas of leeway on the supply side also contributed to
the results obtained. In this respect, the Chilean expe-
rience highlights the desirability of bringing a certain
degree of flexibility into the formulation and execu-
tion of economic policy, in order to deal in a timely
and efficient manner with the effects of domestic or
external disturbances. This flexibility was of crucial
importance for spreading the positive and negative
effects of these disturbances over various markets
and thus promoting a more balanced and sustainable
adjustment of the economy. This more balanced
mechanism for the adaptation of the various markets
was also aided by the criterion of not allowing the
key macroeconomic prices to diverge for long from
their medium- and long-term equilibrium values,
which has been a decisive factor in giving stability
and sustainability to the Chilean economic growth
and development process.

Also in connection with the foregoing, the
Chilean experience suggests that the market should
be gradually given an increasingly important role in
the determination of key prices such as the exchange
rate and interest rates, beginning with the long-term
segment of the market, in order to gradually incorpo-
rate the private sector in the formation of short-term
prices, as markets are deepened and become more
transparent and competitive. '

Concern for the balance of payments current ac-
count deficit as a guiding thread in macroeconomic
strategy, together with a gradual but sustained down-
ward trend in projected inflation, was the main line

of Chilean macroeconomic policy. Perhaps the big-
gest challenge that the Central Bank had to face in
the first half of the 1990s was to cope with the enor-
mous inflow of foreign exchange which marked that
period, taking care to ensure that both the level and
the growth rate of absorption (domestic expenditure)
were compatible with the significant downward trend
in inflation, as well as with the maintenance of the
balance of payments current account deficit within
very reasonable levels. This latter element was of
decisive importance for maintaining the upward trend
in domestic saving, so that such saving could finance
the major part of investment and the Chilean econ-
omy could integrate into the international economy
in a sounder and less vulnerable manner, on both the
trade and financial level.

In short, the macroeconomic results of the five-
year period from 1992 to 1996 were very satisfactory.
High growth rates of economic activity and of em-
ployment, domestic saving and investment, as well as
of real wages and productivity, were achieved in this
period. At the same time, inflation was significantly
reduced and is well on the way to matching the rates
recorded in the industrialized countries. And most
important, not only was all this achieved without en-
dangering the external balance of the Chilean econ-
omy, but at the same time Chile’s linkages with the
international economy were further improved, solid
external accounts were established, the indicators of
the external creditworthiness of the country im-
proved, and its vulnerability was reduced. Equally
important was the fact that no imbalances were gen-
erated in any other key area of the economy, so that
all in all it is possible to take an optimistic view of
the possibilities of further increasing and deepening
Chile’s economic development.

(Original: Spanish)
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In Latin America, macroeconomic fluctuations have been more
frequent and more serious in recent decades than in other parts
of the world, and this volatility has adversely affected the devel-
opment processes of the countries of the region. This article
looks at the desirability of establishing economic policy rules,
particularly in the fiscal area, to reduce the frequency and size
of these imbalances. The interactions between fiscal policy, the
economic cycle and growth are reviewed, and the difficulty of
establishing a convincing numerical relation between public ex-
penditure and long-term growth is demonstrated. The theories
proposing the reduction of public expenditure as a means of
improving macroeconomic performance do not have solid
empirical bases. “Fine tuning”, which should in principle make
it possible to reduce the effects of disturbances and hence re-
duce the impact of this negative relation between volatility and
growth, require the existence of flexible instruments for explic-
itly dealing with the adverse disturbances that frequently arise.
It is therefore necessary to adopt policies that will make it
possible to overcome the dilemma between credibility and
flexibility. The way of tackling this volatility set forth in the
article has to do with the political and institutional factors that
lie at the basis of the expectations of the private agents and
encourage them to save and invest in a long-term economic
horizon, rather than with the imposition of rigid rules that tend
to impede intervention by the authorities in the economic cycle.
In the fiscal area, the article analyses the dilemma between
sustainability and regulatory capacity and posits the need to
make more intensive use of fiscal instruments for stabilization
in order to ensure a better macroeconomic performance.
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I

Introduction

In the short and medium term, the economic authori-
ties have four simultaneous objectives: i) to reduce
unemployment or keep it to a low level, ii) to control
inflation, iii) to keep a wary eye on potential imbal-
ances which may arise on the fiscal side, and iv) to
keep a similar watch on those that may arise in the
external sector. The “art” of economic policy is to
reconcile the four corners of this magic square, while
the “mission” of policymakers is to minimize the so-
cial losses due to fluctuations in the aggregates, an-
ticipating future sources of instability and taking
today the measures that are going to be needed to
deal with them tomorrow. This means highlighting
the importance of the interactions between fiscal
policy, the economic cycle and long-term growth: a
matter which is dealt with in section II below.

Fiscal policy influences long-term growth in
different ways: through its direct participation in
capital accumulation, through the crowding-out ef-
fect that the financing of public activities can have on
private saving and investment, through the negative
externalities that improductive public expenditure
causes on aggregate productivity, and finally, through
what might be called the quality of public policies.
The transmission mechanisms are thus highly com-
plex, so that it is impossible to find a simple linear
relation between fiscal policy and long-term growth
in the empirical literature. The currents of thought
that advocate the absence of public intervention and
the reduction of public expenditure as mechanisms
for improving global macroeconomic performance
therefore do not have any sound empirical bases.

In Latin America, the variability of external and
domestic conditions has led to recurrent imbalances
which have had negative effects on the development
processes of our countries. If we take the GDP as a
reference point, macroeconomic fluctuations (with a
few notable exceptions) seem to be more frequent,
bigger and more dramatic than in the industrialized
countries. If such cycles are harmful because they
affect the average growth rate of the economy
through the uncertainty that they generate, then there
is ample justification for the adoption of strategies to

reduce their effects. In Latin America, according to
the recent economic literature, there is a negative
relation between the average GDP growth rate and its
standard deviation.

In this article, the analysis is centered on the
desirability of establishing economic policy rules in
the monetary, fiscal and external sectors, in order to
keep the four comers of the magic square under con-
trol. The need for “fine tuning” means that flexible
instruments should be available for explicitly tack-
ling the negative upsets that often arise. It is therefore
necessary to adopt policies based on the idea of “dis-
cretionality within the rules” which make it possible
to solve the dilemma between credibility and flexibil-
ity which has been so marked in the 1990s (credibil-
ity means that there should be stable rules for a long
period of time, while flexibility means that there
should be capacity to respond to changes in the
external conditions affecting the system).

If fiscal and monetary policies have an anti-
cyclical component relating to the terms of trade and
inflow of capital, there is a better chance of address-
ing the objectives of medium-term stability and,
ultimately, bringing the economy as close as possible
to its production frontier, This means intervening
energetically in the economic cycle, both in respect
of the aspects due to domestic fluctuations and those
coming from outside.

Since the excessive use of monetary policy as a
means of regulating conjunctural situations may lead
to cases of macroeconomic inefficiency, greater em-
phasis needs to be placed on fiscal policy instru-
ments, especially the role of the automatic stabilizers
in the cycle and an increase in the degree of discre-
tion (within certain limits) for fixing taxes in the light
of stabilization objectives.

In section III, fiscal policy design criteria are
examined, the dilemmas between sustainability and
regulatory capacity and between discretionality and
established rules are analyzed, and it is suggested
that greater use should be made of fiscal stabilization
instruments in order to ensure a better macro-
economic performance.
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II

The interaction between the economic

cycle, fiscal policy and long-term growth

In macroeconomics, long-term growth and short-term
fluctuations are usually analyzed separately. Thus, it
is implicitly suggested that the two are completely
independent, so that temporary upsets do not have
lasting effects on growth. On the one hand, the de-
bate on the neutral nature of money or the effective-
ness of fiscal policy concentrates on describing
short-term fluctuations around a given trend and on
the desirability of eliminating or alternatively of
maintaining such cyclical movements. On the other
hand, long-term growth is considered as a phenome-
non which is independent of economic fluctuations;
the prime objective of researchers is therefore to dis-
cover the factors that determine it and the policies
that affect it. This reasoning is based on two main
assumptions: i) that the cost of fluctuations in terms
of well-being is not significant and ii) that macro-
economic intervention/stabilization policies do not
make much sense in this context.

In this respect, Lucas (1988) has suggested that
the value of understanding cycles is only trivial com-
pared with that which could be expected from under-
standing long-term growth (“the implications that
this kind of question holds for human well-being are
simply tremendous: once one begins to think about
them, it is difficult to think about anything else”). He
reaffirms with deep conviction and in dramatic terms
the standard dichotomy in macroeconomic studies
and asserts the preponderance of economic growth
theories over debates on fluctuations. In the words
of Sala-i-Martin (1994), “short-term cyclical move-
ments are like tiny and almost irrelevant little
variations compared with the immensity and force
of the long-term growth rate”.

The empirical literature on the determinants of
growth was given a strong impulse with the publica-
tion of comparable per capita GDP data for more than
130 countries (Summers and Heston, 1991). Barro
(1991) used this set of data to analyze the empirical
determinants of growth rates, and since the publica-
tion of his article over 50 variables have been found
which have a significant correlation with per capita

GDP (Sala-i-Martin, 1994). Within those variables,
various fiscal policy indicators undoubtedly have a
leading role.

1. Empirical analysis of the impact of fiscal
policy on growth

Fiscal policy affects long-term growth in four main
ways. The first is its direct participation in capital
accumulation, especially infrastructure. The second
is the crowding-out effect that the financing of public
activities can have on private saving and investment,
The third is connected with the size of the State and
the negative externalities produced by excessive
State intervention on aggregate productivity. Finally,
the fourth concerns mechanisms which could be
grouped together under the title of the quality of pub-
lic policies.

In regressions like those carried out by Barro, a
positive relationship is usually identified between
public investment and growth. Thus, for example, on
the basis of disaggregated information for a set of
developing countries, Easterly and Rebelo (1993)
found a solid and significant relationship between
public investment and growth, especially in the trans-
port and telecommunications sectors. These authors
also report a positive direct influence of public in-
vestment on private investment. Devarajan, Swaroop
and Zou (1993) identify a non-linear influence of ex-
penditure on infrastructure, consistent with decreas-
ing yields to scale: at low levels of expenditure, its
marginal contribution to aggregate productivity is
very high, but it rapidly declines and tends to dis-
appear for high values of the ratio between public
investment and GDP (inverted U-curve).

Public expenditure in general and the taxes
needed to finance it have a negative effect on private
investment and growth, however. Mendoza, Milesi
and Asea (1995) observed significant effects of the
level of taxes on long-term growth, although they
were quite small and had coefficients which were
fairly weak in relation to other alternative specifica-
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tions. De la Fuente (1997), for his part, considers that
in the member countries of the Organization for
Economic Co-operation and Development (OECD),
for every dollar that public investment increases, pri-
vate investment goes down by 32 cents. The impact
is smaller in the case of transfers to households,
probably because these represent a redistribution of
income among private individuals.

Many studies have also found a partial negative
correlation between growth and the size of the public
sector, with the latter measured as the ratio of gov-
ernment consumption to GDP (Barro, 1991) or public
expenditure as a proportion of GDP. The argument in
support of this, which is extremely well known, is
that the externatities generated by improductive pub-
lic expenditure give rise to distortions in the econ-
omy which reduce the growth rate of productivity
and income, De la Fuente (1997), for example, calcu-
lates that a 5 per cent reduction in total public expen-
diture (keeping investment and transfers constant)
would increase the average growth rate of the OECD
economies by two-thirds of a percentage point per
year in the medinm term. Some authors, however,
have highlighted the relatively weak statistical basis
of these results, showing that when other relevant
variables are added the negative influence of public
expenditure disappears (Levine and Renelt, 1992;
Easterly and Rebelo, 1993; Andrés, Doménech and
Molinas, 1993). There are few empirical proofs, then,
of the negative impact of public expenditure on GDP,
when an effort is made to measure it systematically.

Finally, some studies try to measure the impact
of the quality of public policies on long-term growth.

"Thus, for example, the report by the World Bank
(1997) includes in its multiple regressions a measure-
ment of “good government” in which a public poli-
cies variable, defined as a synthetic indicator which
includes measurements of the openness of the econ-
omy, price distortions (difference between domestic
and international prices) and over-valuation of the
exchange rate represent a factor for explaining differ-
ences of income between developing countries.

The conclusions are not free from the classical
problems of multi-collinearity and endogenous ele-
ments displayed by this type of regression. In fact,
the effects of fiscal policy are not distinguishable
from the spurious correlation between fiscal structure
and per capita income. Moreover, it is hard to rule
out the existence of a spurious correlation among the
variables due to the problem of inverse causality.
Thus, for example, the interaction between public

expenditure and the growth rate would make it neces-
sary to carry out sensitivity analyses and tests for
weak exogenous influences in order to verify the
soundness of the results.

Two useful lessons for our purpose may be
drawn from this symtnary examination of the empiri-
cal evidence on the impact of fiscal policy: i) it is
very difficult to identify a clear causal relationship
between government policies and growth, both be-
cause of the complexity of the mutual interactions
and also because of the difficulty of measuring the
multiple actions of the State in the area of the econ-
omy, and ii) in line with the foregoing, the interna-
tional data do not allow a convincing numerical
relationship to be established between the size of
the State and economic growth, although of course
“the measure of our ignorance” should not lead us to
underestimate the importance of “good government”
in development processes.

2. Volatility, irreversibility and macroeconomic
regulation

The sinusoidal image of growth already mentioned
earlier, in which the fluctuations twist about a pre-
determined trend, seems an excessively mechanical
view of the process. It is hard to believe that the
magnitude or duration of cycles do not have lasting
effects on the economic system. The assumption of
hysteresis, understood as the irreversibility caused by
negative upsets, has important policy implications:
one of the requisites for increasing the long-term growth
rate of a country is to reduce its real volatility.

In theory, there are linkages of different signs
between short-term instability and long-term growth
of the product. This relation may be positive in the
context of a Schumpeterian process of “creative de-
struction”. Recessions are a “necessary evil” which
makes it possible to eliminate obsolete techniques
and activities and increase global productivity. The
alternation of phases of recession and reactivation is
therefore positive for long-term growth. Models of
real cycles highlight the essentially transitory nature
of random upsets of technological origin in the
economic cycle and consequently ignore the possible
adverse effects of fluctuations on the long term.

The negative relation between volatility and

"growth has two main explanations in the economic
literature. The first, and undoubtedly the dominant,

explanation is connected with the adverse impact that
uncertainty has on private investment expenditure, If

FISCAL POLICY, CYCLES AND GROWTH e RICARDO MARTNER



CEPAL REVIEW 64 * APRIL

1998 79

TABLE 1
Latin American countries: Growth rates and volatility
Period: Average (%) Standard deviation

Country 1981-1996 1985-1996 1981-1996 1985-1996
Argentina 13 2.0 0.054 0.056
Bolivia 1.6 28 0.031 0.023
Brazil 2.1 2.8 0.039 0.036
Chile : 4.5 6.3 0.054 0.023
Colombia 39 45 0.016 0.014
Costa Rica 29 38 0.038 0.020
Ecuador 2.4 2.7 0.031 0.031
Mexico 19 19 0.038 0.034
Paraguay 3.1 3.5 0.029 0.018
Peru 1.4 2.1 0.073 0.072
Uruguay 1.8 3.6 0.048 0.035
Venezuela 1.3 2.5 0.048 0.048

Source: ECLAC data; the volatility of GDP is calculated as its simple standard deviation for both periods.

investment is irreversible, then greater volatility
(which gives rise to uncertainty in future demand)
may cause the agents to be reluctant to carry out their
‘medium-term projects. The second argument is
connected with the process of “learning by doing”,
and indicates that part of long-term growth is due to
the faculty of learning and the experience accumu-
lated on the job. Consequently, recessions (and the
unemployment they cause) represent episodes of dis-
accumulation of physical and human capital which
strongly affect future growth. The mechanisms of
creative destruction, irreversibility and learning by
doing may exist side by side in reality, and the pre-
dominance of one or another of them is an empirical
matter.

It is considered that in general there is a signifi-
cant negative relation between volatility and growth,
Ramey and Ramey (1995) show that a smaller stand-
ard deviation of GDP is associated with a higher aver-
age growth rate, both for a sample of 92 countries
and for the OECD member countries. These studies
take as their starting point the regressions of Barro
(1991) and Levine and Renelt (1992), which seek to
explain the differences in growth rates between coun-
tries by the usual empirical factors: the initial level
of per capita GDP (conditional convergence effect),
initial human capital (measured by the average
number of years of schooling of the population over
25, or the rate of secondary education in the case of
the OECD countries), and the average investment rate.
When, in addition to these variables, the indicator of
volatility (measured as the standard deviation of the
annual growth rate) is introduced into the regressions

for the period 1960-1988, the coefficient is negative
and significant (as also occurs when the short-term
volatility is measured by the standard deviation of the
rate of unemployment). According to these calcula-
tions, a reduction of one standard deviation of vola-
tility leads to an increase in the growth rate of
between 0.3% and 0.6% per year. In terms of magni-
tude, volatility comes second among the growth fac-
tors, after the initial level of GDP and above the
investment rate. It should be noted that the estimated
impact is independent of the indirect effect of volatil-
ity on physical investment, since this latter variable is
included in the regressions. All other things being
equal, the countries in this sample which have had
higher rates of volatility have grown less since 1960.

It seems important, then, to analyze the repercus-
sions of the extraordinary real volatility which has
existed in our countries on development. These big
fluctuations have led to low average growth rates in
most of the Latin American economies. Cotler (1997)
made estimates for 17 countries of the region for the
period 1960-1995 and showed that there is a signifi-
cant and quite solid negative relationship between the
growth rate of GDP and its standard deviation, similar
to the correlation observed between investment and
an indicator of unexpected volatility. Table 1 shows
details of the average growth and standard deviation
for 12 countries of the region between 1981 and 1996
and between 1985 and 1996. In many countries, if
the transitory external debt upset —i.e., that observed
in the first half of the previous decade- is eliminated,
the average growth rate increases and the standard
deviation decreases. The two problems still remain,
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FIGURE 1

Latin America: Volatility and performance of
selected countries, 1985-1996
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however: generally speaking, the Latin American
economies have grown little on average, with many
ups and downs,

Without going into a quantitative analysis, the
negative relation between growth and economic cy-
cles seems quite clear when we compare the growth
rate of GDP with its standard deviation over the period
1985-1996 (figure 1); the countries with the highest aver-
age growth (Chile, Colombia, Costa Rica) are also those
with the smallest variability. Moguillansky (1996)
shows that the factors of variability are important de-
terminants of private investment in the Latin Ameri-
can countries and hence of the potential growth of
their economies. Although this is not the only or even

perhaps the main explanatory factor, it seems reason--

able to identify a positive connection between long-
term growth and macroeconomic stability in the
Latin American countries.

Thus, the benefits of stabilization may be con-
siderable if declines in the product from its equilib~
rium level give rise to major costs in terms of
well-being. This can happen if the aggregate variabil-
ity has major effects on decisions affecting produc-
tion capacity (investment) and, hence, the potential
product. If this point of view is correct, counter-
cyclical stabilization policies could mean significant
gains in well-being (Romer, 1993). There would thus
be a kind of symmetry between the episodes of ex-
pansion and contraction of demand. If there is an
awareness that major fluctuations in the level of ac-
tivity have harmful effects, then monetary, exchange-
rate and fiscal policies must be very active in order to
“insulate” the economy from external upsets and
cushion the domestic cnes. In this context, it is no
longer a question, as Friedman (1968) says, of pre~
venting the policies themselves from being a major
source of upsets, but rather of designing policies,

0.0% 10%  2.0% 3.0% 40%  50% 6.0% 70%

instruments and institutions which minimize both the
causes of the fluctuations and their consequences.

3. The magic square, fine tuning and
virtuous circles

The imposition of rules and the development of insti-
tutions aimed at solving the problem of the inconsis-
tency of growth and preventing pressures in the design of
economic policies seem to be quite generalized ap-
proaches at the present time. It would therefore be
desirable to formulate intermediate objectives ~for exam-
ple, a stable growth rate of the money supply or a
ceiling on the fiscal deficit- as a way of imposing
restrictions on the discretional powers of the authori-
ties. A system under which governments seek to at-
tain their final objectives (in terms of inflation and
unemployment) without laying down rules for the in-
termediate objectives could be a source of potential
errors. Policymakers may genuinely have the aim of
maximizing social well-being, yet in spite of this (or
perhaps because of it) they commit systematic errors.
Thus, for example, the authorities may give too much
weight to the short-term costs of higher unemploy-
ment as compared with the long-term costs of higher
inflation. This can happen if there are strong political
pressures or there is not a clear knowledge of the way
the economy operates. In this context, the procedure
which seems to be a maxim of our times is applied: if we
know little, then we had better do little, since taking
measures and then having to reverse them may be more
costly than not doing anything at all.! As the effects of
decisions are uncertain, it is reasoned that more ac-.
tive policies would lead to still greater uncertainty.?

In the same direction, Lucas (1994) holds that,
since only surprise measures can have some effect,
the most that can be expected from economic policy
is that it should be neutral, with two clear rules: i) a
balanced fiscal budget (which refrains from using
economic policy for regulatory purposes), and ii) a
monetary policy which maintains a growth rate of the
money supply in keeping with the potential growth of
activity (thus preventing the use of monetary policy
as an anti-cyclical instrument). It may be noted that
this argument is consonant with the assertion that
short-term fluctuations are irrelevant.

! For an interesting analysis of the importance of intervention at
the macroeconomic level, see Bianchard (1996),

2 The classic article by Brainard (1967) introduces the idea of
multiplicative uncertainty.
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FIGURE 2
The Magic Square
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Empbasis is often placed on the desirability of
watching over the macroeconomic balances as a nec-
essary condition for ensuring growth. It is essential to
keep inflation and the external and public balances
under control in order to create suitable conditions
for growth (figure 2). But the problem is that the
relations between the four comers of the magic square are
multiple and interdependent. There are short-term dilem-
mas which are by no means insignificant between
inflation and growth, between the external balance and
GDP, between the public deficit and GDP, and between
inflation and the external sector, and the way they are
tackled conditions future growth, It is not possible,
therefore, to reduce the role of macroeconomic poli-
cies simply to “maintaining the balances”, since both
what is done and what is not done have significant
effects on the evolution of an economy.
Macroeconomic efficiency diminishes volatility
and reduces the magnitude of the cycle, bringing the
level of activity increasingly close to the production
frontier and transforming the magic square into a vir-
tuous circle. Macroeconomic regulation therefore
takes on great importance in development processes;
the State is responsible for safeguarding the “com-
mon good” that stability represents in a market econ-
omy. The announcement of explicit medium-term
objectives for the four corners of the magic square
can help in this respect. But the rules must also be
flexible, in order to give the authorities the discre-
tionality they need to forestall the generation of
harmful fluctuations. Explicit rules form a sound ba-
sis for the “structural” credibility of economic poli-
cies, but discretionality is also needed in order to
ensure the capacity for regulatory intervention.

It is not really necessary to “‘choose” in the
dilemma between credibility and flexibility; it should
be possible to achieve institutional arrangements
which allow both concepts to be reconciled. The
credibility of policies does not depend so much on
respect for rigid rules as on the simultaneous fulfill-
ment —within reasonable limits— of the four objec-
tives of the magic square. If fiscal and monetary
policies have an anti-cyclical component regarding
the terms of trade and inflow of capital, there are
greater possibilities of achieving medium-term stabil-
ity objectives and, uitimately, coming as close as
possible to the production frontier. This means inter-
vening energetically in the economic cycle, both in
that generated by domestic fluctuations and in that
due to external forces. All options are legitimate for
this purpose: the best policy for withstanding a nega-
tive upset tomorrow is to develop the necessary insti-
tutions and introduce today a set of measures which
will make it possible to accumulate reserves to cope
with the bottom part of the cycle.

The application of rules of this type, understood
as the definition of instruments and selection of ob-
jectives (Fontaine, 1995), gives credibility to macroe-
conomic policy and makes it possible to achieve its
objectives. If the intervention in the economy by the
authorities is in line with more or less well-known
rules, this will help to put the expectations of private
agents on a steady basis. These rules are not numeri-
cal, but rather normative, however, When we speak
of well-known rules, for example, we nevertheless
mean that there should be some flexibility in the tar-
gets regarding the public balance (if the public deficit
is greater than expected in an environment which is
more recessionary than was anticipated, it is desir-
able to activate the automatic stabilizers rather than
fulfill the goals strictly) or that if there is an exces-
sive increase in aggregate demand there should be a
reaction by the Central Bank.? Flexible rules (exchange
rate fluctuation bands, ranges of inflation, and ranges of
external and public deficit) provide the degree of dis-
cretionality that the economic authorities need in or-
der to avoid the generation of harmful fluctuations.
In other words, there must be semi-automatic rules, if

% In this respect, the agents’ internalization of the Phillips curve
and of the reaction of the Central Bank is noteworthy. In the
United States, for example, an excessive increase in employ-
ment immediately gives rise to expectations of a rise in interest
rates. Inflation may be very low, but the agents already know
that the Central Bank will react even before a possible outbreak
of inflation takes place.
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possible anti-cyclical, in order to achieve objectives
under normal conditions, but the authorities should
reserve full capacity to intervene in possible situ-
ations of external or internal disturbances which may
distort the growth path and increase real volatility.

Rules cannot be completely mechanical in an in-
creasingly complex world. In this respect, rules laid
down by decree or law, or institutions with too much
independence, are not only undemocratic but can also
accentuate the fluctuations if an attempt is made to
achieve a single objective at any price. In reality,
there is not much point in establishing excessively
precise goals in respect of inflation or the public defi-
cit. The important thing is to achieve a certain degree
of relative stability, to smooth down expectations,
rather than to precisely fulfill the announced goals.
What improves the business climate is not the reduc-
tion of the public deficit or of inflation in themselves,
but the steadying of expectations that takes place
when the macroeconomic policy is seen to be effec-
tive in influencing private sector decisions.

There is a much better chance that the goal in
terms of inflation will be fulfilled if the combination

of exchange-rate, monetary and fiscal policies re- .

spects a current account objective and, in addition,
can help increase domestic saving. If it were neces-
sary to establish an order of precedence among the
four economic policy objectives, then first of all it

118

would be necessary to set a current account objec-
tive, and then objectives in respect of inflation, the
level of activity, and finally the public deficit. The
current account objective should be in real terms, in
order to take account of changes in relative prices
with the exterior and introduce a reference situation;
it should be sustainable, with an external debt/GDP
ratio that will not increase, and it should be of a
medium-term nature (it is better to establish ranges of
values rather than precise goals). This means con-
trolling aggregate demand, through all the relevant
policies, as a function of the external results. This
way of approaching the problem makes it necessary
to establish a certain order of objectives, which can
always prove to be dangerous, unorthodox, rather
arbitrary and perhaps impossible to achieve. It is also
the way in which the authorities have had to act when
there is a pressing external constraint. Clearly, under
normal conditions, fulfilling the external balance ob-
jective (in terms of the current account deficit) will
make it possible to obtain results with regard to infla-
tion, growth, unemployment and the public balance.
The purpose of fine tuning is to establish suitable
conditions for giving rise to virtuous circles within
the magic square, with the clear objective of reducing
aggregate fluctuations through a wide range of in-
struments, of which fiscal policy is particularly im-
portant.

Fiscal policy design criteria

Let us assume, in order to simplify the analysis, that
fiscal policy has two macroeconomic objectives: i)
sustainability of the deficit, defined in technical
terms as the public balance that keeps the public
debt/GDP ratio stable, and ii} macroeconomic stabili-
zation, defined as the combination of expenditure and
income which will ensure a suitable level of aggre-
gate demand. In Latin America, more than in other
parts of the world, governments have concentrated
their efforts on reducing the deficit and public debt,
leaving the regulatory role, if it exists, to monetary
policy. In order to achieve these objectives, two ways
may be chosen: i) the application of discretional
measures, with the authorities using all the instru-
ments available to them as they see fit, or ii) the

establishment of explicit rules, with restrictions being
imposed on public intervention in order to make its
actions more transparent and credible. In the follow-
ing sections, the various fiscal policy criteria will be
discussed as a function of these four concepts.

1. Sustainability or macroeconomic regulation?

The evolution of the public debt in Latin America
and the big changes displayed by it in the 1980s and
1990s raise the question of the sustainability of fiscal

4 Held and Szalachman (1997) make a more detailed analysis of
the importance of establishing a conservative sustainable deficit
objective and the desirability of basing the definition of this
objective on a number of domestic and external indicators.
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policy. Long and irregular episodes of —sometimes
explosive— growth of indebtedness were followed by
short and very violent adjustments. It has often hap-
pened that the fiscal budget has been involved in an
unstable pattern of sudden growth (“snowballing”) of
indebtedness in which the servicing of that debt ab-
sorbs a growing proportion of fiscal revenue. Apart
from the fact that there may be excessively expan-
sionary policies, this perverse pattern is generally
exogenous to the public sector and those responsible
for it. Thus, if the (domestic or external) interest rate
increases and growth falls, the sustainability of fiscal
policy is immediately brought into question. Even
when there are no discretional decisions by the authori-
ties, the persistence of a situation of this type gives
rise to an explosive pattern of growth of the debt.

Thus, a restrictive monetary policy increases the
public deficit, especially if the exchange rate appreci-
ates and public indebtedness includes a significant
external component. It is by no means hard to imag-
ine this kind of situation, in view of the abundant
examples observed in the region in recent years, It is
worth wondering if, in these conditions, the exces-
sive use of monetary policy is an efficient way of
stabilizing the economy. Although managing interest
rates may help to correct excessive movements of
private expenditure, it can also generate, maintain or
aggravate a potentially destabilizing movement on
the fiscal side. A