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PREFACIO

Esta compilacién de documentos presentados al IX Seminario Regional de Politica Fiscal,
realizado en la sede de CEPAL, en Santiago de Chile, del 27 al 29 de enero de 1997,
representa un esfuerzo por integrar dentro de un mismo volumen ias contribuciones solicitadas
a los autores invitados a participar en las diversas secciones del Programa.

La variedad de temas cubiertos en las cinco secciones de este volumen no es aleatoria.
Ellabusca consolidar la tradici6én establecida a través de sucesivas ediciones de este foro anual
y refleja la creencia de que las complejas operaciones de disefo, implementacién y evaluacion
de la politica fiscal requieren adoptar una visiéon conceptual amplia respecto a la gama y
contenido substantivo de los problemas que deben ser abordados. De igual modo, conviene
tomar en cuenta la correlacion de fuerzas entre los actores politicos intervinientes y los
arreglos juridico-institucionales que en principio limitan sus acciones. Por dltimo, también se
requiere una visibn amplia como para entender que el adecuado anélisis de materias
sumamente complejas hace necesaria la adopcion de perspectivas metodoldgicas y técnicas
analiticas variadas.

Tal amplitud de miras necesariamente exige que el Programa del Seminario abrigue una
amplia gama de tépicos, como también, que estos puedan ser tratados mediante enfoques
tedricos diversos y por capacidades técnico-profesionales no menos variadas. De la libre
competencia de ideas en todos los planos se espera surjan las luces que mejor podran orientar
la toma de decisiones gubernamentales en el plano fiscal respecto a las convencionales
funciones de asignacién de recursos, estabilizacién, distribucién y crecimiento econémico.






QUASI-FISCAL ACTIVITY OF
PUBLIC FINANCIAL INSTITUTIONS

Conceptual Issues and Implications for
Policy, with Reference to the
Latin American Experience1

G.A. Mackenzie

l. OVERVIEW

intraductory Observations

Central banks and other public financial institutions (PFls) in Latin America and
elsewhere have often played an important role as agents of fiscal policy. Their activities in
this capacity can affect the overall public sector balance (the balance of both the
nonfinancial and the financial public sectors), without affecting the budget deficit as
conventionally measured. These activities, which are often referred to as quasi—fiscal
operations or activities (QFAs), may also have important allocative effects.? Moreover, they
entail an increase in the effective role and size of the public sector.

Standard measures of the nonfinancial public sector (NFPS) borrowing requirement
normally take account of the explicit contribution to the budget of the central bank or other
PFis (typically, their profit transfers).? In countries where QFAs have been important,
however, a more comprehensive definition of the public sector financial balance may be a
superior index of the impact of the government’s financial operations on the economy.
Thus, the IMF, in its surveillance and program activities in Latin America and elsewhere,
has sometimes relied on a broader measure of the public sector's financial requirements, in
which the NFPS balance is augmented to include the net income (or net losses) of the
central bank and sometimes that of other PFls.

'A revised version of Occasional Paper 142, Quasi-Fiscal Operations of Public Financial
Institutions {International Monetary Fund, 1996), by G.A. Mackenzie and Peter Stella.

The opinions expressed in the paper are those of the author and should not be construed as
representing the views of the IMF or of its Executive Directors.

*The acronym QFA will be used both for quasi—fiscal activity in general and for a specific
quasi—fiscal activity or operations.

*These revenues are normally included in the nontax revenue of the central government.
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The principal goal of this paper is to analyze the macroeconomic and financial
aspects of QFA, with special reference to the Latin American experience. There is an
important microeconomic dimension to QFA, however, since it effectively introduces taxes,
subsidies, or other expenditures outside the framework of the budget. The many forms that
QFA takes make it imperative that the analysis address not only the overall impact of QFA
on public sector balances, but also the impact of particular QFAs on resource allocation.
The paper addresses these allocative concerns. It also deals with the implications of the
exclusion of QFA from normal budgetary procedures. Finally, the paper deals with some of
the special measurement and accounting issues that QFA entails.*

The rest of the paper presents an analysis of the effects and implications of QFA,
and makes recommendations about what should or should not be done about it.
Specifically, Section Il begins by defining QFAs and explaining why their identification and
analysis should be a matter of concern for fiscal policy analysis. It then briefly reviews the
factors that give rise to QFAs and some basic problems that arise in quantifying them.
Section Il provides a more detailed survey of the macroeconomic, financial, and allocative
effects of specific QFAs, with examples drawn from Latin America. Section [V then
addresses policy toward QFA. Various measurement and accounting issues are considered
in an appendix.

Executive Summary
' Basic Features of QFAs

The QFAs of central banks and other PFls can take a myriad of forms. In the case of
a central bank, most QFAs stem either from its role as regulator of the financial system or
from its role as regulator of the exchange system. Subsidized lending, sectoral credit
ceilings, and central bank rescue operations fall in the first group; multiple exchange rate
(MER) regimes and exchange guarantees fall in the second. Central bank lending to the
central government at below-market rates is also a relatively common practice. The QFAs
of other PFils often derive from restrictions on financial markets or from government-
mandated special treatment for certain classes of borrowers and lenders. All of these
operations may entail implicit or explicit taxation or subsidization of particular groups or
activities, but they all fall outside the budget.

QFAs are a matter of concern for several reasons:

- Most important, in many countries, it has become clear that central bank and PFl losses
stemming from QFAs may be large and may be an important factor contributing to financial
instability.

- The existence of QFAs means that conventional measures of the government’s financial
balance may give a misleading indication of the extent and role of fiscal activity in the
economy and of its macroeconomic impact.

*For a more condensed and informal treatment of these issues, see Mackenzie (1994).
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- The taxes and subsidies that result from QFAs can be highly distortionary in their impact
on resource allocation.

- QFAs may take the form of unfunded or contingent liabilities, which may be potentially
sizable, highly uncertain, and especially difficult to control. Certain forms of contingent
liabilities—for example, exchange rate guarantees—may have significant macroeconomic
effects that precede their impact on the cash flows of the PFis that extend them.

Three characteristics of QFAs are important in understanding their macroeconomic
and financial effects: the size and timing of their impact on the cash income position of the
public sector; the feasibility of their quantification (that is, the measurability of the quasi-
fiscal taxes or subsidies that they entail); and the extent to which they entail a contingent
liability, for which adequate financial provision needs to be made.

Some QFAs are much more difficult to quantify than others. The implicit taxes and
subsidies entailed by an appreciated exchange rate applied to particular classes of traded
goods can be measured and extracted from the financial accounts of the central bank. In
contrast, such practices as credit ceilings, although they clearly have a fiscal component,
are in practice impossible to quantify and cannot be incorporated in an alternative measure
of the fiscal deficit. Even when it is not possible to quantify fully the impact of specific
QFAs, it is nevertheless important that they are at least qualitatively flagged in any analysis
of the fiscal situation.

Exchange rate guarantees provide a good example of a potentially very costly
contingent liability. Consider a guarantee that ensures the convertibility of the local-
currency counterpart of foreign—currency debt at the exchange rate prevailing when the
debt was contracted. In a high—inflation country, this can entail a huge subsidy for foreign
borrowing, and the stimulatory effect on aggregate demand is likely to take place well
before the losses are realized. The potential impact of such contingent liabilities points to
the shortcomings of purely cash—flow measures of fiscal activity, even where they extend
beyond the NFPS to encompass the QFAs of the central bank and other PFls.

Policy Toward QFAs

QFAs, if not properly monitored and controiled, can obviously undermine the
achievement and maintenance of financial stability. If the central bank is used as a conduit
to extend what is really a budgetary subsidy, both the deficit of the NFPS and net bank
credit to the NFPS will be understated.® The subsidy shows up in the form of a reduction in
the central bank's income. The traditional measures of the fiscal stance are thus rendered
unreliable by QFA. However, an enlarged measure of the deficit—consisting of the sum of
the NFPS and net income of the central bank and any other PFls engaged in QFA—wiill
capture the aggregate impact of such activity. When QFA is prevalent, it is a superior
gauge of the fiscal stance.

*Only if the cost were fully and promptly passed on to the treasury—that is, only if a
reduction in central bank income entailed an equal and contemporaneous reduction in profit
transfers from the central bank to the treasury—would this not be the case.
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To the extent feasible, quasi—fiscal operations should be quantified, extracted from
the books of the central bank and PFls, and included in a measure of the NFPS deficit used
for programming or analytical purposes. This procedure will give a truer picture of the size
of the public sector and the relative importance of different taxes and expenditures. Even a
partial measure of the QFAs of the central bank and other PFls is superior to concentrating
simply on the overall balance. Moreover, such a separate analysis will prove useful even for
the purpose of assessing and projecting developments in the accounts of central banks and
PFis for which QFAs are significant.®

Structural measures are likely to be necessary to address the root cause of QFAs.
Troubled financial institutions may have to be closed, exchange rate systems unified, or the
treasury required to pay a market-related rate of interest on its debt. Similarly, the legal
authority of the central bank may need to be revised to limit the extent to which QFAs can
be carried out. Such reforms can have major implications for the way a country's financial
system operates.

li. BASIC ISSUES

in many countries, some of the activities in which central banks and PFls engage, as well
as some of the regulatory requirements of central banks, are essentially fiscal in character.
These quasi-fiscal actions could, in principle, be duplicated by specific budgetary measures
in the form of an explicit tax, subsidy, or other direct e.axpta-ndi'n.xre.7 Such activities,
operations, and regulations are often used by governments to carry out specific budgetary
or fiscal objectives outside the budget, and often in ways that are not transparent.

Apart from strictly quasi—fiscal activities, operations of a less obviously fiscal—and
more obviously monetary—character, such as sterilization or open-market operations, are
commonly referred to as QFAs because the large losses they can entail sooner or later
affect the budget. Although a narrower definition that excludes such operations has a
conceptual appeal, the paper acknowledges the broader connotation—and more common
use—of the term QFA and will include these monetary operations in its definition. Table 1
gives a sense of the range of QFAs in which central banks and other PFis engage.

Why QFAs are a Matter of Concern
QFAs should be a matter of concern for macroeconomic policy and structural

adjustment for several reasons. First and foremost, in many countries such operations have
given rise to losses (or diminished profits) by the central bank or other PFIs that have been

°Such QFAs often figure as important determinants in the movement of the "other items
net” (OIN) account in the monetary survey for the country. Extraction of QFAs can reduce
the extent to which financial programming relies on highly aggregative projections of OIN
movements.

These definitional issues are explored further in Appendix I.
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sufficiently large to be an important contributor to monetary expansion. Indeed, there are
cases in which the appearance of fiscal discipline in the central government accounts is
belied by "indiscipline” in the financial sector that arises from banking institutions carrying
out QFAs at the behest of the government. For the purposes of macroeconomic analysis, it
is critical to have an accurate estimate of the magnitude of the budget deficit and its
financing. This implies the need to take account of the monetary financing of government
policies that may be effectively hidden in the accounts of the central bank or PFls.

QFAs undoubtedly have a macroeconomic impact in Latin America. For example, in
Jamaica, central bank losses, which are essentially the legacy of past exchange guarantee
operations, exceeded 5 percent of GDP in the early 1990s (Box 1). Uruguay has also
experienced sizable quasi-fiscal losses from a variety of QFAs; these have declined from
the mid-1980s but in 1990 still exceeded 4 percent of GDP (Box 2). More recently, a
substantive share of the financing of the bank rescue efforts in Mexico and Venezuela has
come from the central bank.
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Box 1. Uruguay

The history of QFA in the central bank and certain other PFls since the early 1970s can be divided roughly into
three periods: the first, which ended with the foreign exchange crisis of late 1982; the following decade; and the period
since 1992,

The mast important QFA in the years just preceding the foreign exchange crisis was the support the central
bank was required to extend to the mortgage bank to finance its lending program for low-cost housing. In 1982, the
quasi-fiscal losses on this single operation exceeded 7 percent of GDP. Another source of losses was the preferential
rates on loans for nontraditional exports and meat packing charged by the Bank of the Republic. These loans were
rediscounted at preferential rates by the central bank—which thus absorbed the loss—until late 1976.

The coliapse of the system of preannounced devaluations {the tablita) in November 1982 resulted in a
substantial unexpected depreciation of the peso and led to a financial crisis that severely damaged the quality of the loan
portfolios of the commercial banks. Many of their customers had borrowed heavily in U.S. dollars and suffered a
substantial loss as a result of the abandonment of the tablita and the general worsening of financial conditions.

In response to the crisis, the central bank introduced a portfolio purchase scheme to acquire the nonperforming
loans of the foreign-owned banks. Medium-term financing for this scheme was provided by the parent banking
companies. In 1983, some local banks were included in the scheme; the weakest of them were subsequently taken over
by foreign banks under an arrangement worked out with the central bank. As part of the arrangement, the central bank
acquired the weakest part of these banks' loan portfolios—~on which it would earn no interest—in exchange for
foreign-currency-denominated bonds and promissory notes.

The losses from these quasi-fiscal opsrations accounted for a large part of the losses of the central bank until
1992, when the government assumed most of this debt (see table below). Local currency expenditures on operations,
remuneration of reserve requirements, and open market operations, as well as other foreign currency outlays—interast on
foreign debt and on foreign currency deposits—also contributed to the quasi-fiscal deficit and have become its principal
component in recent years.

Uruguay: Operating Losses of the Public Financis! Sector’

{in_percant of GOP)

1986 1987 1988 1989 1980 199 1992 1983 1994 1995

Operating losses of the financial public sector {-} -4.3 -4.5 -2.9 -2.0 -1.0 -0.7 -0.8

Central Bank -3.9 -2.8 -3.1 -3.4 -3.6 -2.3 -1.6 -0.8 -0.6 -0.6

Interest on foreign-currency-denominated debt -2.9 -1.7 -1.7 1.4 -1.3 1.6 -0.8 -0.7 -0.6 -0.8
Interest on bills for monetary regulation -0.9 -0.8" -0.9 -1.1 -1.4 -0.4 -0.3 -0.1 - -
Mortgage bank 0.4 -0.8 -0.5 -0.3 -0.1 -0.1 -
Intervened banks -05  -03 -0.2 -0.1 - - -

Sources: Central Bank of Uruguay; and IMF staff estimates.

‘Excludes the Bank of the Repubiic.

Until recently, the Bank of the Republic and the mortgage bank made fosses because of a weak loan portfolio
resulting from past operations. These banks’ losses were not compensated by the central bank or the budget. New loans
no longer contain a subsidy element, and the subsidy element on outstanding loans is being reduced to the extent
possible. The authorities continue to improve the administration and operation of both the Bank of the Republic and the
mortgage bank.

The four local banks that were the object of central bank intervention were officially taken over by the public
sector in the mid-1980s. Two were merged, and one of the three remaining was privatized; their losses were partially
covered by transfers from the budget. The remaining two commarcial banks have now bsen recapitalized, and one was
privatized in March 1984. The last is expected to be privatized in 1996. As noted above, in 1992 the government
assumed most of the debt incurred by the central bank as a result of the portfolio purchase scheme.

The losses of the central bank began a quite steep decline in the early 1990s as a result of these operations,
the decline in the stock of external debt entaifed by the 1991 Brady operation, the lower level of internatianal interest
rates, and the decline in the stock of central bank bills. In mid-1993, the replacement of the central bank's own hills
{whose outstanding stock in June 1993 was $110 million) by tregsury bills for the conduct of open market operations
caused a further decline.
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Box 2. Jamaica

The Bank of Jamaica experienced large losses since the mid-1980s, averaging 5.3 percent of GDP in
1985/86~1992/93 (see table below). Foreign exchange operations were the major source of losses in the mid~1980s,
but their relative importance has since declined. Subsequently, but before the recent reforms, the interest paid on
certificates of deposits (CDs) issued by the central bank for the purposes of monetary control became the major
contributor to the central bank's losses.

The origin of the central bank's losses on foreign exchange operations lies in the combined effects of a heavily
negative NFA position and the role of various forms of exchange guarantees, which contributed to the central bank's
large net foreign liabilities. The exchange rate guarantees or subsidies have taken different forms, such as trading losses
under the dual exchange rate regime in the mid-1980s, auction losses, external debt operations on behalf of public
enterprises, deposits associated with foreign assistance for development projects, contingency guarantees under an
Internationat Finance Corporation loan, and outright exchange rate guarantees. The central bank's large net foreign
exposure meant that the sharp devaluation that took place in the mid-1980s caused the bank's interest expenditures to
substantially exceed its interest income, resulting in large net losses.

Jamaica: Operating Balance of the Bank of Jamaics

(in_parcent of GDP)

Fiscal Ymara Ending March 31

1985/86 19686/87 1387/88 1988/83 1989/30 1990/81 1891/92 19392/33 1993/94 1994/95 1995/96

Operating balance -6.9 -5.7 -5.1 5.4 -4.9 -4.3 -5.2 -5.2 -2.0 -2.3 0.1
Expenditurs (loss -} 9.0 8.7 6.4 8.2 6.8 5.6 6.0 6.5 3.2 5.3 3.5
Foreign interest 5.6 3.8 3.0 2.0 1.8 1.7 2.1 1.8 1.4 0.8 0.7
Exchange subsidies 1.0
Certificates of deposit (CDs) 1.0 1.0 1.8 2.2 1.8 1.6 2.6 0.9 1.5 -
Ravenue 2.1 1.0 1.0 0.8 1.6 1.3 0.7 1.3 1.2 3.0 3.6

Sources: Bank of Jamaica; and IMF staff estimates.

The relative importance of foreign exchange operations has declined since the mid-1980s. Beginning in
November 1985, the central bank started issuing its own CDs for the conduct of open market operations, since it had no
portfolio of interest-bearing government securities that it could use for this purpose. The interest cost of the CDs rose
from 1 percent of GDP in 1986/87 to 2.6 percent of GDP in 1992/93. The incremental effect on the income statement of
the issue of CDs by the central bank would have been no different from the effect of a conventional open market
operation, but because the bank's balance sheet was weak to begin with, the losses began to mount. Reflecting these
developments, the nonearning assets of the central bank—which include non-interest~bearing government securities it
has received to cover losses—have risen substantially.

Since 1992, the Jamaican authorities have taken a number of actions to put the central bank's finances on a
sounder faoting. Losses from the issue of CDs by the Bank have now been eliminated, because all CDs have been retired.
The central bank has also stopped providing financing for the external debt service of the rest of the public sector and
making exchange rate guarantees. These policies have essentially eliminated the central bank's losses. The government
does, however, cover any losses that may occur in a given fiscal year by transferring early in the following year
marketable securities in the amount of the losses. In a reflection of these policies, the central bank achieved a small profit
in 1995/96. The government is also considering recapitalizing the central bank to offset the non-interest-bearing
government securities on its books.

The case of Jamaica is in some respects a good example of the difficulties involved in separating the
quasi-fiscal element of a central bank's operations from the financial and monetary element. A large share of the losses
entailed by the depreciation of the Jamaican dollar are undoubtedly quasi-fiscal in nature, however, and the use of CDs
by the Bank artificially reduced the cost of public debt service.




Table 1. A Schematic Typology of Quasi-Fiscal Activities

Timing of Impact on Cash

Paosition 1/ Ease of Quantifiability
Operations related to the exchange system
MERs ) Variable; easiest with single preferential
rate
Import deposits . | Variable
Deposits on foreign asset purchases . | Variable
Exchange rate guarantees D . Variable
Subsidized exchange risk insurance D Variable
Operations related to the financial system
Subsidized lending
Administered lending rates ) | Relatively easy
Preferential rediscounting practices i Difficult
Poorly secured and sub-par loans D Very difficult
Loan gﬁarantees D Very difficuit
Reserve requirements | Variabl;;
Credit ceilings I Very difficult
Rescue operétions I/D Variable

1/ 1; immediate; D; delayed.

 Second, in analyzing any economy, it is important to have an accurate idea of the
size of government. Although the net operating position of the central bank may take
account of the net financial effect of some of the different QFAs, more analysis is likely to
be needed to identify clearly and separately the implicit taxes and subsidies that the QFAs
entail. Without this analysis, the magnitude of revenues and expenditure of the government
is likely to be understated. Sometimes an estimate of the magnitude of such fiscal actions
can be readily obtained from the financial accounts of the financial institution; in most
cases, however, the tax or subsidy is not at all transparent (for example, as would be the
case when a central bank lends at a concessional rate).

Third, quasi-fiscal taxes and subsidies, like some explicit taxes and subsidies, can
have seriously distortive effects on resource allocation. Bringing such measures out into the
open and analyzing their allocative impact are obvious prerequisites for determining
whether their eiimination shouid receive a high priority in the policy agenda.
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Last, QFAs may entail the creation of contingent, often unfunded, liabilities. Such
operations are far from uncommon in the central government itself, but when undertaken
by the central bank or other PFIs they are arguably less subject to scrutiny and more
difficult to monitor and control. A loan or exchange rate guaraniee may have no immediate
effects on the cash flow of PFlIs, but it is likely to have immediate macroeconomic
consequences that may be overlooked. Effective management of macroeconomic policy
must ensure that unfunded and implicit liabilities incurred through financial operations are
explicitly recognized and funded.

For these reasons, QFAs warrant a close examination. That said, the very nature of
QFA imposes clear limits on the degree of scrutiny that they can or should receive. First, as
the subsequent discussion will explain, monetary operations such as sterilization of capital
inflows, which, as already noted, are commonly referred to as QFAs, cannot be treated in
the same way as operations that are obviously akin to taxes and subsidies. Second, and
perhaps more important, QFAs are often very difficult to quantify. Significant time and
effort may be required to estimate even an imprecise estimate of the cost of specific QFAs.
The subsequent discussion will also clearly illustrate some of the conceptual and practical
issues that arise in quantification.

These considerations argue strongly for a pragmatic approach to the analysis of
QFAs, given the limited resources that both countries and international organizations can
devote to this pursuit, important though it is. Analytical and emnpirical work on QFAs should
concentrate on those operations that are either suspected of accounting for large financial
losses (or reduced profits) in the public financial sector or are thought to be the source of
major distortions in resource allocation. Such a pragmatic slant would also extend to the
analysis of the implications that the QFAs pose for economic policy.

General Issues
Institutiona! and Regulatory Sources of QFAs

As regulator of the monetary system, a central bank has a large number of
instruments at its disposal. Among the most basic are reserve requirements, requirements
for rediscounting operations, criteria for collateral for various classes of loans, credit
allocation criteria, and interest rate ceilings and floors. These instruments can be used to
favor or to discourage—to subsidize or to tax—the lending or borrowing of particular
economic sectors.

Significant opportunities for QFA are also created by the central bank's role as
regulator of the exchange rate regime. In addition to the fiscal role piayed by MER regimes,
exchange rate guarantees on external borrowing can be used to subsidize borrowing, as
can exchange risk insurance that is offered at excessively low rates. Similarly, import
deposit schemes and the like have effects akin to customs duties.

The central bank's special relationship as banker to the government is another source
of QFA. The treasury often enjoys a below-market rate of interest on its overdrafts with
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the central bank, with the result that the true level of the NFPS's interest expenditure is
understated.®

Although other PFls are not presented with the same potential opportunities for QFAs
as central banks, they are public sector entities and may be used for fiscal policy ends.
Common practices include the extension of credit on subsidized terms or the provision of
credit to borrowers who would not normally qualify in competitive credit markets. One
crucial difference between the QFAs of these PFls and those of a central bank is that the
former, unless they enjoy a monopoly or monopsony position as lenders or borrowers, are
typically - not in a position to levy quasi-fiscal taxes. Their QFAs, on balance, tend to
reduce their potential profits if not to entail outright losses.

Central banks and other PFls are not the only public sector entities engaged in quasi-
fiscal activity. Nonfinancial public enterprises are also often required to undertake QFAs,
particularly commodity subsidies. Even though activities of this sort do not affect the
overall balance of the NFPS, they do mean that the standard presentation of the public
sector balance may understate the role of subsidies and certain other expenditure in the
economy.9 This kind of QFA is more common in Eastern Europe than in Latin America. In
the former group of countries, state—owned enterprises have been expected to provide an
array of social services that elsewhere would be provided by the government. For analytical
purposes at least, such quasi-fiscal expenditure should really be included in the accounts
of the central government. It is not always clear how such activities are financed.
Presumably, implicit taxes on the production and sales of the enterprises concerned must
play a major role.

5An overdraft with a below-market rate of interest has no effect on the treasury's deficit
when the marginal rate of transfer of central bank net income is 100 percent. In this case,
the decline in the treasury's interest bill will be exactly offset by a decline in transfers from
the central bank (a part of nontax income) or an increase in transfers from the treasury to
cover a loss. The treasury's overall balance is affected when the marginal rate of transfer is
less than 100 percent. But even in the first case, the practice of interest-free overdrafts
results in an understatement of the opportunity costs of central bank lending.

’Tanzi (1993) has discussed the QFAs of state—cwned enterprises of economies in
~ transition (EIT).



Motives and Rationale for QFAs

Various aspects of a country's financial history and institutional fabric can
undoubtedly be adduced to account for the origin and development of particular forms of
QFAs. Whatever their origin, one essential consequence of their use is that QFAs hide
what are essentially budgetary activities in the accounts of PFls. For example, obliging
mineral exporters to surrender their foreign exchange at an artificially overvalued exchange
rate is tantamount to an export tax. It reduces recorded royalties and profit tax collections,
but it effectively increases the real tax burden of the mining sector. An exchange rate
guarantee on foreign debt is similar to an interest subsidy, but initially it affects neither the
cash flow of the central bank nor that of the government. The hidden nature of these
operations may also make them more acceptable politically in many countries.’® Contingent
QFAs are in a sense doubly hidden—their cash—-flow impact is delayed, and because they
are granted by financial institutions they do not necessarily receive legislative or
parliamentary scrutiny.

One possible rationale for some QFAs is that they are seen as more convenient to
administer than conventional budgetary operations. For example, if a central bank is used
to operating a MER system, it may seem easier to rely on it than on the budget to extend a
new subsidy to an imported good.

Some of the QFAs of central banks—notably rescue operations for troubled financial
institutions—may also reflect an assumption that such support for the financial sector is
properly in the domain of the central bank. In some countries, the central bank may be able
to act more quickly than the treasury in this regard. In consequence, these operations,
despite their fiscal character, may be seen as an integral part of a central bank's
responsibility for sustaining the financial system during a crisis.

Problems of Quantification

All of the basic reasons for concern over QFAs point to the importance of quantifying
them, or at least of quantifying the most significant ones. Although reliable information on
the net income or net losses of the central bank and any other PFls engaging in QFAs is
clearly valuable in its own right, the losses of a central bank or other PFl may be the result
of the combined effect of the institution's regular operations and several QFAs. To have an
idea of the true role and magnitude of the taxes levied and the subsidies provided by the
central government in the economy, it is necessary to be able to break down the aggregate
net loss figure into its quasi—fiscal components. Moreover, predicting the evolution of such
losses is clearly easier when it is possible to identify and measure the impact of the
separate activities that give rise to them. But this is much easier said than done.

®Tanzi (1995, page 5) made a similar point when he wrote that: "...often, governments
that cannot raise a desired level of tax revenue do not scale down their role in the
economy, but, rather, they attempt to pursue that role through nonfiscal
instruments...largely, but not exciusively, quasi—fiscal activities and quasi-fiscal
regulations.”
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In some cases, estimation of the financial impact of a QFA. is relatively
straightforward. For example, with MERs, as Section Ill discusses, ready quantification is
feasible in certain cases.' Similarly, the subsidy element in a loan extended at a
preferential interest rate can be readily quantified, although an assumption has to be made
about the evolution of the market rate of interest on loans of equivalent quality, and such
assumptions are obviously subject to some judgmental element. In contrast, the estimation
of the subsidy or tax that results from credit allocation ceilings poses formidabie difficulties
that stem mainly from the difficulty of determining whether, and to what extent, the ceiling
"bites.” Similarly, it may be very difficult to assign a hard value to the financial cost of
contingent liabilities, owing to the difficulty of predicting the likelihood of their being
incurred.

ill. VARIETIES AND ECONOMIC EFFECTS OF QUASI-FISCAL ACTIVITIES

QFAs Associated with the Exchange System

QFAs associated with the exchange system can be divided into two groups: those
that result from the use of MERs, and those that result from the assumption of exchange
risk by the central bank (see Table 1). Operations such as required import deposits belong
in the first group because they effectively establish a special exchange rate for certain
classes of imports. Similarly, regulations that require zero-yield deposits at the central bank
as a condition for purchasing foreign assets effectively establish a separate exchange rate
for the transactions to which they apply.

MER Practices

MER practices, or practices with similar effects, are very common. As of
December 31, 1994, some 40 IMF member countries had at least two exchange rates or
an advance import deposit requirement. Nearly all of these required the surrender or
repatriation of export proceeds, a practice tantamount to a tax when the surrender rate
differs from the market rate.'? The fiscal character of MERs is apparent in the case of an
exchange rate regime where a special rate applies to particular categories of exports and
imports. As an example, consider a regime in which certain mineral exports and imports of
medicines are both subject to appreciated rates, all other trade being carried out at the
standard rate.

"Appendix | discusses a variety of measurement issues in more detail.

"See International Monetary Fund (1995). This figure comes from the table entitled
"Summary Features of Exchange and Trade Systems in Member Countries." These
statistics reflect the existence of multiple official exchange rates, not necessarily paraliel
exchange rates.
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It is clear that recourse to this form of MER practice is tantamount to imposing a tax
on the mineral exports and a subsidy on imports of medicine, and that the value of the
taxes and subsidies imposed can be accurately estimated.'® These estimates can then be
used to produce an adjusted measure of the net income of the central bank, and an
adjusted measure (on a gross basis) of the financial operations of the NFPS. These revised
estimates of public sector activity may then be used for purposes of analysis or
programming. :

An example of the subsidy entailed by a preferential exchange rate can be drawn
from the experience of Costa Rica, where the central bank, during the period 1979 to
1982, applied a preferential exchange rate for imports of certain medicines, medical
equipment, and petroleum products, and for public external debt service. In 1981, the
subsidies amounted to 4 1/2 percent of GDP (United Nations, 1991a).™

The net effect on the budget of such a MER system can be calculated relatively
straightforwardly. When the amount of foreign exchange purchased from the taxed mining
sector does not equal the amount sold for subsidized imports, the impact on the central
bank's accounts will depend on the valuation procedures used for foreign exchange (see
Appendix 1)."°

The calculation of the fiscal impact of MER regimes is less straightforward when the
special rates affect a number of the major sectors of the economy. It should still, in
principle, be possible to eliminate the special rates and replace them by explicit ad valorem
taxes or subsidies, but it may not always be clear which rate is the central rate.”

“The fiscal character of MERs was analyzed in two early contributions to the IMF's
economic journal, Staff Papers; see Bernstein (1950) and Sherwood (19586).

“A second subsidy arrangement in Costa Rica involved a broader set of beneficiaries. In
1981, during a foreign exchange crisis, a large backlog of requests for foreign exchange
accumulated at the central bank. Unable to satisfy the demand, the central bank
compensated importers who purchased foreign exchange in the parallel market by issuing
foreign exchange denominated bonds paying the six-month London interbank offered rate
(LIBOR)} and equivalent to the difference between the official exchange rate (C 8.60 per
U.S. dollar) and the rate importers had to pay in the parallel market, which was capped at
C15 per U.S. dollar. The face value of these bonds issued amounted to 12.7 percent of
GDP, and they accrued an annual interest cost of 2 percent of GDP (United Nations,
1991a). :

If the central rate is 10 local currency units (LCUs) per U.S. dollar, the mining sector rate
is LCU 6 per dollar, and the special import rate is LCU 7 per dollar, then the central bank
has net income from the purchase and resale of $1 million of (7 - 6) x $1 million, or LCU 1
million. Alternatively, with reference to the central rate, the bank makes a profit of LCU 4
on each purchase of foreign currency from the mining sector, and a loss of LCU 3 on each
sale to the privileged import sector.

“The fiscal costs entailed by the unification of the exchange rate regime (that is,
devaluation of the official rate to eliminate a parallel exchange market) are very carefully
analyzed in Agénor and Ucer (1995).
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Another set of problems arises when the exchange rate, whether a single rate or the
central rate in a MER system, is so grossly overvalued that foreign exchange sales are
rationed by the central bank. In this case, every transaction involves a simuitaneous tax (of
the exporter who is forced to surrender earnings at an unrealistically appreciated rate) and
subsidy (for the importer, who benefits from the same unrealistically appreciated rate).
Quantification in such cases is problematic because it requires the estimation of a shadow
exchange rate. '

MERs, like tariff systems, can be highly distortionary in their allocative effects. They
can entail wide variations in effective rates of protection—which can be positive or
negative—for different industries. Even when a system with more than one rate might
conceivably serve some useful purpose—for example, a special exchange rate on
agricultural exports, which might serve as a proxy for a tax on agricultural income in an
economy where it is not feasible to administer an income tax—their lack of transparency
makes them a distinctly inferior substitute for explicit budgetary levies.

One potentially serious consequence of MERs is their distortive impact on
conventional measures of the relative importance of different sectors and different revenue
sources in the economy. The exchange regime in Venezuela in the mid-1980s had just such
an effect. In December 1986, the central bank rate applying to most imports was Bs 14.5
per U.S. dollar, compared with a free market rate of about Bs 22 per dollar. imports of
foodstuffs and certain other items were permitted a rate of Bs 7.5 per dollar, and certain
debt-service payments were transacted at Bs 4.3 per dollar. Petroleum export receipts,
which accounted for approximately 90 percent of Venezuela's foreign currency earnings,
were converted at Bs 7.5 per dollar until mid-1987, when the rate was changed to Bs
14.5 per dollar.

The net outcome of the system was to generate profits for the central bank until the
devaluation of the rate applied to oil exports, whereupon the balance shifted to a deficit.
The resulting decline in profitability of the central bank was exactly offset by the increased
profitability of the state oil company, so that the combined balance of the central bank and
the NFPS was not affected by the change to the exchange rate. The recourse to the
overvalued rate for petroleum transactions did, however, obscure the important role played
by the state oil company in the generation of public sector revenues.

Exchange Rate Guarantees and Assumption of Exchange Rate Risk

The second major avenue for QFAs associated with the exchange system is the
assumption by the central bank and other PFls of exchange rate risk. This typically takes
the form of an exchange rate guarantee, but it also may arise when the central bank
subsidizes exchange risk insurance.

Unlike the operations of MER systems, the issue of exchange rate guarantees and the
like establishes a contingent liability, although the rate at which losses are realized can vary
greatly. When domestic inflation is significantly above international levels, and the

domestic currency is expected to depreciate at a significant rate, a guarantee at the current
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exchange rate can create a strong incentive for foreign borrowing. It allows the domestic
borrower to pay an international rate of interest on an obligation denominated in local
currency. This can create a very large subsidy in high—inflation countries. A similar subsidy
is created when a central bank or other PFl guarantees the rate applying to foreign currency
deposits of the banking system. Public enterprises often benefit from the adoption of a
policy of exchange rate guarantees.

If the guarantee extended by the central bank or PFls on foreign—currency-
denominated debt extends to both interest payments and principal repayments, then a loss
is realized with every payment every time the exchange rate depreciates. It should be
possible to calculate ex post the value of such realized losses as they occur. Calculating ex
ante the expected value of the subsidy that is extended by this practice is considerably
more complicated, of course, and depends inevitably on somewhat arbitrary assumptions.17

Although the difficulties involved in such calculations should not be downplayed,
developing a measure of the subsidy nevertheless could play a very important role in
supplementing or qualifying the conventional measure of the budget deficit. Even
information on the stock of outstanding guarantees would permit a more accurate picture
of the size and impact of the public sector's fiscal operations. It must be recognized,
‘nonetheless, that quasi-fiscal contingent liabilities are a part of a much larger, and oft-
neglected, problem—namely, the inadequate accounting of contingent liabilities entailed by
both bu%;etary and extrabudgetary programs of the government and other public sector
entities.

The experience of Chile in the debt crisis that began in 1982 provides examples of
guasi—fiscal operations involving the exchange system, including recourse to both
subsidized exchange rates and exchange guarantees. Following the devaluation in June of
1982, the central bank undertook to provide foreign exchange at a subsidized rate to
private sector entities with large external debt obligations. IMF staff estimates suggest that
the cost of this operation averaged about 2 percent of GDP a year during 1983-85.

As part of a second policy initiative that began in 1983, the central bank offered
foreign exchange guarantees to help obtain scarce foreign exchange reserves. The central

"In the case of a guarantee that fixes the exchange rate at the rate prevailing at the time
the loan was contracted, an estimate of the total value of the subsidy could be made by
discounting the stream of loan repayments by a rate of interest on a long—term local-
currency~denominated security, and subtracting the result from the initial value of the loan.
If the local rate equals the interest rate on the loan, there is no subsidy element (because
the initial value of the loan will by definition be equal to the present discounted value of the
repayments stream using the rate of interest at which the loan was contracted). The higher
the local rate, the greater is the subsidy element.

®The Federal Credit Reform Act of 1990 now requires that the U.S. budget include
allocations to cover the present value of expected net cash outflows from loan and loan
guarantee program (see U.S. Office of Management and Budget, 1995). In New Zealand,
there is a requirement that all fiscal risks facing the overall government be disclosed in the
budget and quantified where possible.
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bank purchased foreign exchange and entered into a commitment to resell it at the same
real exchange rate (that is, the initial rate adjusted for the inflation differential between
Chile and the rest of the world) after one year. An interest premium was also paid on these
"swaps." Its costs were estimated at about 0.5 percent of GDP a year during 1984-86.

As part of a third operation related to the scheme to restructure private debt, the
central bank assumed certain external liabilities of the private sector. Again, as the result of
a substantial real currency devaluation, the central bank incurred losses averaging
1 percent of GDP in 1983-84.

A fundamental point to be made about exchange rate guarantees and similar
operations is that, regardiess of the pace at which losses are realized, their macroeconomic
effects are likely to materialize from the start of the operation. The subsidy created by
borrowing has its effect on expenditure immediately, not when the losses are realized. Only
the monetary effect coincides with the realization of the loss. Concentrating on the cash-
flow impact of these operations can, therefore, be seriously misleading.

QFAs Associated with the Financial System
Subsidized Lending

Subsidized lending can take a variety of forms, ranging from the relatively direct
practice of lending at administered rates set below market, to the more indirect subsidies
entailed by preferential discount procedures, lending to poor credit risks, and lending
without adequate collateral.

Administered Lending Rates

Perhaps the easiest operation to analyze is lending at administered rates. When PFls
are obliged to lend at below-market interest rates, there is an obvious fiscal subsidy in
their operations. An estimate of the subsidy can be made, if data on market rates of
interest are available, and can be taken into account in assessing the financial operations of
the NFPS.

When PFls are obliged to make loans at below-market rates, and are not
compensated directly or indirectly by the government, their profits are lower than they
otherwise would be. It is not uncommon, however, for such practices to be effectively
financed by other entities in the public sector. For example, nonfinancial public sector
enterprises (NFPEs) can be obliged to maintain deposits with PFls at unremunerative rates.

The central government, in the end, may pay for the subsidy through transfers to the
NFPE involved, although the burden of the operation can fall on the NFPE for a time.
Central banks can also finance directly the subsidized lending operations of specialized
banks, as was the case with the National Mortgage Bank in Argentina. When the financial
system is controlied by the government and repressed as well, below-market lending rates
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can be financed by artificially reduced deposit rates.'® The lower lending rates can reduce a
government's interest payments below what the payments would be in a liberalized
financial system. In effect, a tax on holders of deposits with the financial system is used to
extend an interest subsidy to the central government.

The government is not the only beneficiary of below-market interest rates. Any
borrower who can gain access to this privileged form of borrowing also benefits. Although
these kinds of implicit subsidies and taxes cannot be quantified as rigorously as those
emanating from a MER regime, rough estimates can still be made. A recent comparative
study estimated that the tax entailed by financial repression of this sort exceeded 4 percent
of GDP in a number of countries during the 1980s (Giovannini and De Melo, 1993). The
estimates of the cost of implicit taxation in an earlier study are even higher (Chamley,
1991).

Direct central bank lending to the government can take place through the use of
overdrafts, by means of fixed-term loans and advances, or by the direct purchase of
government securities. In an effort to promote central bank independence, many countriés
have restricted or prohibited such lending; nonetheless, direct lending, albeit not necessarily
‘at below-market rates, is still common. Of a sample of 57 countries compiled for a recent
study, only 4 prohibited all three forms of lending (Cottarelli, 1993}.

Even when direct lending to the government by the central bank is formally
prohibited, there are typically means of circumventing the prohibition when other financial
intermediaries are owned or controlled by the public sector. Since the central bank is
typically not prohibited from lending to these intermediaries, onlending to the government
can take place. Indeed, loans from the central bank can finance directly QFAs by other
public sector entities.

The impact on the central bank's net income of subsidized lending to the
government, like the impact of other QFAs, can in some circumstances be neutralized if the
bank does not pay interest on required reserves. However, the scope for this tactic narrows
as the share of credit going to the government increases; it narrows further when inflation
is high, because the central bank must then start paying interest on the reserves that
commercial banks hold with it. Indeed, paying significantly less than the market rate will
weaken the profitability of commmercial banks and encourage financial disintermediation and
capital flight, thereby diminishing the base of the inflation tax. Consequently, a large
deficit, high inflation, and interest—free lending to the government can result in large central
bank losses. Another consequence may well be controls on capital.

®In this case, it may be private financial institutions, rather than PFls, that are effectively
obliged to act as fiscal agents. Moreover, there may be no direct effect on the financial
operations of PFls. Even for the private financial institutions in the case just described, the
implicit tax imposed on their depositors is offset by the subsidy the private institutions are
obliged to grant to their borrowers. That said, their profitability may be affected by the
impact of the interest rate regulations on the volume of their business.
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Preferential Rediscounting Practices

Whereas administered lending rates are a subsidy to consumers (that is, borrowers},
typically paid for in the first instance by the producer, preferential rediscounts are
effectively producer subsidies that might or might not be passed on to the consumer. For
example, if a sectoral development bank is allowed to sell its own paper at a subsidized
rate to the central bank or other PFis, that rate could be passed on to the final borrower;
however, it might also simply result in greater profits for the development bank. In the
latter case, it merely subsidizes lending that would have taken place anyway. Thus, it may
not be obvious who the ultimate beneficiary of preferential rediscounting would be. As is
the case with administered lending, however, it should be possible to make an estimate of
the size of the subsidy involved if it is possible to measure market-related interest rates.

Paorly Secured and Below~Par Loans

in many countries, public sector banks have had extensive problems with loan
recovery. Loans by PFls that are either extended at standard market—related interest rates
without adequate collateral, or made to borrowers who are not creditworthy, clearly have a
subsidy element. Indeed, at times such loans are actually implicit grants to favored client
groups. As a practical matter, however, it is very difficult to establish ex ante the value of
the subsidy such loans entail. 20

These operations only affect the cash flow-and possibly the financial viability of the
PFI that makes them—if and when the loan is not serviced. Ultimately, and as noted below,
the effects of such poor credits entail quasi or direct fiscal outlays associated with rescue
efforts. Like exchange rate guarantees, the macroeconomic effects of such activities, in
terms of the expenditures to which they give rise, really precede their impact on a PFl's
cash flow and the emergence of a possible need for recapitalization. Although the
extension of high~risk loans by PFis may have quite serious macroeconomic consequences,
their effects are thus both hidden and delayed.

The Fund’'s framework for government financial statistics (International Monetary
Fund, 1986} classifies net lending for policy purposes—as opposed to net lending to earn a
return—as a deficit-determining item and places it "above the line.” The same treatment
could be accorded noncommercial net lending by PFls, thus ensuring that these operations,
which undoubtedly have a fiscal element, are treated comparably with similar operations
carried out by the government. Nonetheless, the isolation of the subsidy element of poorly
secured and below-par {oans, and its inclusion in the standard presentation of the financial
operations of the NFPS, is in general not feasible.

If loans of a similar degree of risk are extended by the private financial system, a measure
of the subsidy element of loans from PFls can be derived from the relationship between the
interest rate charged by the private sector and that charged by the government. Appendix |
discusses a way of calculating the subsidy eiement entailed by a loan guarantee that also

~ can be applied to poorly secured and below-par loans.
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Loan Guarantees

This practice is typically associated more with governments than central banks and
other PFls. Nonetheless, PFls do guarantee loans. The practice entails a subsidy because,
absent the element of risk, the lender is willing to charge a lower rate of interest. If one can
measure the market rate of interest on regular loans to borrowers in the same risk
category, it is possible to measure the value of the subsidy entailed by the provision of loan
guarantees.?’

Reserve Requirements and Credit Ceilings

If QFAs can be characterized on a continuum running from indirect to direct, selective
reserve requirements and credit ceilings would be at the indirect end of the scale. Both
credit ceilings and adjustments to required reserve ratios can be engineered to encourage
banks to allocate their loan portfolios in one direction or another.

The fiscal impact of reserve requirements is more amenable to quantification than
that of credit ceilings. The fiscal element in reserve ratios arises when the assets that
‘comprise them do not earn a market-related rate of return. Provided that an assumption
can be made about the rate of return that these assets would enjoy if they could be
invested freely, it is possible to estimate the revenue the central bank earns by virtue of the
requirement. What is very difficult is determining who ultimately bears the burden of this
quasi-fiscal tax.?2

The fiscal element of reserve requirements can at least be made transparent, even if
it cannot be eliminated, by making an explicit transfer of the value of the implicit tax
involved to the treasury, and by labeling it as tax revenue in the government's accounts. A
more fundamental reform would be to ensure that banks obliged to hold reserves with the
central bank can earn a market-related rate of interest.”

‘ in contrast, credit ceilings, to have an effect, have to "bite,” and it is not possible to
know just from the dimensions of the ceilings whether they do. This complicates the task
of estimating the size of the QFA. The determination of the impact of credit ceilings on the
income statements of PFls and their importance as subsidies or taxes can be understood
only if it is possible to determine how credit and saving would have been allocated in their
absence. This will not generally be feasible.

*'Appendix | describes one method of calculation.

2That burden should be shared by the banks (that is, their shareholders), their depositors,
and their borrowers. By making certain assumptions about the loan and deposit markets it
is possible to estimate each group’s share. But these assumptions will inevitably be
somewhat arbitrary. Molho {1992) presented an illuminating discussion of this issue; see
also Appendix .

®The treatment of the implicit tax revenue generated by reserve requirements is discussed
in Appendix |.
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The use of reserve requirements as a fiscal policy instrument can have profound
effects on the economy. Artificially high requirements can be used to crowd out the private
sector, by channeling all the commercial banks' assets into the central bank, which then
lends them to the government. A less extreme measure might take the form of a
requirement for the banks to hold a minimum part of their liquid assets in government
paper. Such a policy can also artificially reduce the cost of government borrowmg A policy
that controls bank lending to the private sector can have a similar effect.?

Credit ceilings can result in a distribution of credit totally different from the
distribution that would emerge if lending were governed by market criteria. The role of
credit in a centrally planned economy, where credit norms are set simply to ensure the
fulfillment of the plan, is perhaps the most extreme example of this phenomenon.

Rescue Operations

Central bank rescue operations of troubled financial institutions have at times been
the most visible and also the most expensive of QFAs. They can take a variety of forms—
from a simple infusion of capital, to an assumption of nonperforming loans, to an after-
the—-fact exchange rate guarantee. A fairly common form is the purchase of all or part of
the nonperforming loan portfolio of the institutions in difficuity. Operations of this sort took
place in Uruguay and Chile in the early 1980s, and more recently in Venezuela and Mexico.

Sometimes, rescue operations are the inevitable seque! of the burden governments
impose on PFis to perform functions that properly fall to the budget. The obligation to make
substandard or low-interest loans pushes a PFl to insolvency, and the government—
typically via the central bank—has to step in.

A straightforward infusion of capital to a troubled financial institution by the central
bank is no different in principle from a budgetary capital transfer. The treatment of the
latter in the IMF's government finance statistics is to include it in government expenditure
and net lending, so that parallel treatment of a transfer from the central bank would lead to
an increase in the financial deficit of the NFPS.

Nonetheless, the macroeconomic impact of such transfers depends critically on the
circumstances in which they take place. If the government has already been paying
compensation for the interest not paid to a PF! on its portfolio of nonperforming loans, the
transfer of capital and the write—off of the loans are simply bookkeeping opera‘cicms.25
Similarly, if a recapitalization and loan write-off had been expected sooner or later by the
banks, the government, and depositors, then the actual operation essentially formalizes a
tacit understanding. The troubled financial institutions receive government debt, on which

®Bruni, Penati, and Porta (1989) have discussed the role of administrative controls in
sustaining demand for public sector bonds in Italy at various times.

»These operations would, nonetheless, give the PFl more agsurance that its operations
would not be wound up in the near future.
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they earn interest. If the government issues more debt to finance this interest, then there is
no impact on the economy whatsoever. If the scale of the troubled institutions’ lending is
unaffected by the timing of the rescue operation, the fact that the operation was
anticipated means that it has no effect on the operations of the banking industry, nor on
the economy.

This “irrelevance” result depends critically on the assumption that the rescue was
expected.z6 More generally, the impact of a financial rescue operation depends on the
expectations of banks and depositors as to the government’s intended course of action. In
the first example, the infusion simply formalizes an already existing arrangement—in effect,
a subsidy is capitalized. In the second case, the effect is similar, although a (unexpected)
decision not to recapitalize would certainly have some impact on the economy. Even if the
financial system as a whole were not affected by the collapse of certain institutions, there
would clearly be a depressing influence on the economy as a result of their bankruptcy and
the losses suffered by their depositors and creditors. That said, the extra expenditure of the
bailout operation is essentially a transfer payment from the taxpayer at large to the
creditors and depositors of the troubled institutions. It takes place after the banks’ lending
decisions have had their impact on the economy.

Latin America furnishes many examples of bank rescue efforts. A significant part of
the cost of these efforts was financed off-budget by the central bank. For example, in
Chile, in December 1981, the central bank intervened in four banks and four finance
houses that were in liquidation and granted emergency credit amounting to approximately 8
1/2 percent of GDP to these institutions. During the following four years, the central bank
continued to grant emergency credits to commercial banks and also purchased a portion of
their nonperforming loans. This latter operation was in the form of a repurchase agreement
wherein the banks were committed to repurchase the loans out of future profits. The
central bank purchased 60 percent of the nonperforming loans with securities that paid a
real rate of return of 7 percent and matured in four years, while the commercial banks were
given an indefinite period during which they would repurchase the loans, to which a real

_interest cost of 5 percent a year was applied. The flows related to these operations
amounted to 3.2 percent of GDP in 1982 and 12.5 percent of GDP in 1983 but, by 1987,
had turned negative as repurchases exceeded loans {(United Nations, 1991b).

The Central Bank of Chile also financed a debt rescheduling between domestic banks
and domestic debtors. Commercial banks were granted subsidized credits to finance an
exchange by their debtors of short—term liabilities at market interest rates for long-term
debt at subsidized rates. This had the effect of improving the quality of the commercial
bank loan portfolio, given the enhanced likelihood that the debtors would be able to service
the subsidized debt. The program was most active in the period 1984-85, with average
annual reschedulings of 4 percentage points of GDP.

In 1990, state banks in Brazi/ were experiencing serious financial difficuity because
they were unable to roll over the debts of their state treasuries. In their efforts to deal with

®The irrelevance result is analyzed in Lane {1996).
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this difficulty, the state banks raised overdrafts on their legal reserves, obtained large
rediscount loans from the central bank, and sold certificates of deposit at rates well above
those offered by private banks. In early 1991, the central bank and the governments of the
four largest states reached an agreement for the temporary financing of these banks' debt
through a swap of central bank securities for state securities amounting to approximately
2 percent of GDP.

The major bank rescue efforts in Venezuela in 1994-95 were initially at least partially
financed off-budget by the central bank (BCV). Specifically, in 1994, when the crisis
erupted, FOGADE (the deposit insurance agency) provided financial assistance to banks
using a line of credit from the BCV and a transfer from the central government. The former
was much larger than the latter. In 1995, flnancmg took the form of a central government
transfer and commercial bank credit.

In Mexico, when the banking system came under severe pressure at the time of the
exchange crisis of late 1994, FOBAPROA, the deposnt insurance agency, played a major
role in the various programs of support to the banks.?” In particular, FOBAPROA was the
agent of a temporary recapitalization of certain banks affected by the crisis (the PROCAPTE
program) 8 One of the impacts of the peso depreciation--through its impact on the peso
value of foreign-currency-denominated loans--was to reduce the capital asset ratios of
many Mexican banks to below the minimum required ratio of 8 percent. On the basis of
resources obtained from the Bank of Mexico, FOBAPROA acted to reverse this decline by
purchasing subordinated debt instruments issued by the banks with low capital asset
ratios. These debentures must be converted to capital within 5 years, or sooner if capital
asset ratios fall below certain norms in the interval (Banco de México (1996)}). FOBAPROA
also provided support in the form of short-term loans to banks experiencing losses or runs
on their external liabilities.

Bank rescue operations can be likened to a form of implicit deposit insurance
sys'cem.29 Formal, or explicit, deposit insurance systems come in many varieties and are far
more common in industrial than in developing countries (Kyei, 1995). There are two basic
similarities between bank rescue operations and a deposit insurance system: both can
protect depositors from the risk of loss; and both lessen incentives for depositors to
exercise oversight over banks, and thereby increase the banks' opportunity 1o engage in
risky lending practices. Explicit deposit insurance institutions have been seen as a basic
social institution because of their potential role as sustainer of the financial system during
crises. Recently, the moral hazard problem they can create has received more emphasis.3°

¥See Ito, Folkerts-Landau, and others, 1996 for a description.
®The acronym stands for programma de capitalizacién temporal,
®This analogy was drawn by Talley and Mas (1990).
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See, for example, Merton and Bodie {19583) for a discussion of possible reforms of deposit
_ insurance schemes in the United States.
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Does a deposit insurance system entail QFA? If the insurance premiums are set at an
adequate level, there will presumably be no need for the government (through the central
bank) to intervene. The insurance system would be self-financing, and the implicit tax or
subsidy element is not obvious.

In practice, it is very difficult to know what the appropriate level for premiums should
be, and very few countries base premiums on the perceived riskiness of different banks.
The introduction of deposit insurance systems can also change the rate—and cost—of bank
failures in an unpredictable way, making it difficult to set premiums ex ante. Consequently,
a situation can easily arise of a deposit insurance system exhausting its reserves and being
unable to meet its obligations. The quasi-fiscal element in a deposit insurance system, if
there is one, results from the government's intervention when the reserves of the scheme
are insufficient to compensate depositors. Explicit deposit insurance may also have a
quasi-fiscal element to it to the extent that the insurance fund is subsidized by the
government, or when the system is used to promote a particular class or classes of
financial institution.>’

‘Sterilization Operations

Operations to sterilize capital inflows by using open market operations and other
market-based monetary instruments entailed sizable losses—up to 0.5 percent of GDP—for
some Latin American countries in the early 1990s (IMF 1996, page 73). The role of these
kinds of operations has been enhanced by an increase in international capital mobility and
by the growing attractiveness of investment in emerging financial markets. Central bank
losses from this source also reflect the trend to indirect rather than direct methods of
monetary policy. The conduct of monetary policy through open market operations and the
like can increase the explicit costs of monetary control even as it does away with more
distortive and direct methods of control.

Capital inflows must be sterilized if a government is unwilling to permit either an
. exchange rate appreciation or an induced and possibly inflationary increase in base money.
if the exchange rate is allowed to float freely, capital inflows have no impact on the
domestic monetary base, and hence there is no supply disturbance to sterilize. Similarly,
if the central bank is willing to accept an endogenously determined supply of base money,
then it need not sterilize.

Sterilization through such market-based means as the sale of a government or
central bank security has a fiscal cost if the interest on the security sold by the central
bank provides a higher rate of return than the foreign security purchased by the central
bank with the foreign exchange obtained through the sale of the security. In most cases,
the motivation for the capital inflow is that rates of return in the domestic currency exceed
those available abroad, and thus the rate of return that must be offered in domestic
currency by the central bank exceeds the rate that it can obtain abroad. Even if the central

*'The use of a deposit insurance system to promote a particular class of institution (for
instance, savings banks) has been discussed by Kyei (1995).
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bank chooses to sell foreign—currency-denominated securities, in order to eliminate the
inflationary component of the interest differential between domestic and foreign securities,
the risk premium most central banks would have to pay would exceed that offered by the
intervention currency's "home country” authorities. Consequently, sterilization through
market-based means is usually a losing proposition.

Sterilization can be seen as altering directly market prices both in the foreign
exchange market and the money market. The exchange rate will be less appreciated than
otherwise, domestic interest rates will be higher, and the quantity of the monetary base
will be unchanged (assuming that no exchange rate appreciation is permitted and all
inflows are sterilized). The direct fiscal cost of the policy choice is clear—the difference
between the interest cost paid by the central bank or treasury and the interest earned on
the foreign assets acquired with the foreign exchange purchased. The indirect aspects are
also worthy of note, although they are less transparent. Earners of foreign exchange obtain
more local currency for their income than otherwise is the case, and spenders of foreign
exchange need to pay more local currency than they would otherwise. Holders of domestic
debt are rewarded with a higher interest rate than they otherwise would obtain, although
they are denied the capital gain, measured in foreign currency terms, that would accrue to
them were the exchange rate to appreciate. Holders of foreign assets find that they are
spared the capital loss, measured in local currency terms, that would occur were the
domestic currency allowed to appreciate. ’

An important aspect of a sterilization operation is that all of the transactions it
involves are voluntary, and thus the key aspect of a tax—that a payment is exacted
without compensation—is absent. Unlike the case with a dual exchange system, where
importers and exporters have an incentive to evade the system and deal directly with each
other, there is no element of coercion. There is, however, a myriad of implicit transfers of
income that take place at the government-influenced constellation of relative prices. In this
respect, the activity can be seen as similar to that of a government policy to stabilize the
price of a commodity through purchases and sales at market prices. The direct government
cost of the policy is the cost of carrying an inventory of the commodity that is the object
of intervention. The indirect aspects are again less transparent because consumers and
producers of the product will, at varying times, receive implicit transfers and pay implicit
taxes.

IV. IMPLICATIONS FOR POLICY

When quasi-fiscal activity is prevalent, the conventional measures of fiscal activity, such
as the NFPS borrowing requirement or the deficit of the central government, are misleading
indicators of the stance of fiscal policy and of the demands the government makes on
credit availability.
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Traditional Approaches

For example, if the central bank is used as a conduit for subsidies to PFls or NFPEs,
both the true budget deficit and credit to the government are understated by the budgetary
accounts. In these cases, it is preferable to rely on an enlarged measure of the financial
operations of the NFPS, one that is extended to incorporate the net income of the central
bank and other PFis that engage in QFAs.3? Central bank losses are often included in the
definition of the public sector used in IMF-supported programs (see Bennett, Carkovic, and
Dicks—Mireaux, 1995). Since the operations of the NFPS will be measured generally on a
modified cash basis, while central banks normally would use an accruals-based measure,
the amalgamation of the results for the central bank and the NFPS normally requires that
adjustments be made to the central bank's income statement.>

This approach makes no attempt to distinguish between the fiscal and the financial
operations of the central bank or PFls. Instead, it assumes that QFAs will be fully reflected
in the profit and loss accounts of the PFls that engage in them. Given the difficulty of
disentangling the fiscal from the monetary and financial operations of the public financial
_sector, this treatment of QFAs has the considerable merit of being relatively simple.

More Sophisticated Approaches

When QFAs are recognized as a problem, the calculation of an enlarged measure of
the NFPS balance that incorporates the net income {(or losses) of the central bank and other
PFis will provide a better measure of the true fiscal stance than the conventionai measure.
That said, more ambitious approaches should be considered in cases where QFAs are
deemed to have a significant macroeconomic impact and are readily quantifiable.

“The true budget deficit is not understated if the cost of QFA is borne by the budget, as it

_is if transfers from the central bank to the budget are automatically adjusted to reflect
quasi-fiscal losses. Put another way, the budget deficit will not be misrepresented by the
conventional measure when the central bank engages in QFA if the marginal rate of
transfer of profits (and losses) is 100 percent. Typically, the marginal rate of transfer is not
100 percent.

*One of the exceptions to the cash—-based measurement of the financial operations of the
NFPS is interest payments, which for the NFPS are normally measured on an accrual basis.
To avoid artificial increases in a central bank's cash income and to ensure consistency with
the accounting of interest payments in the NFPS, the central bank’s interest earnings
would have to be measured on an accrual basis as well. in addition to the adjustments
noted above, adjustments may also be necessary to compensate for deficiencies in the
accruals-based accounting of central bank operations. That said, the accounts of the
central bank are normally in better shape than those of the central government and, a
fortiori, those of the NFPS. These issues are explored at-greater length in Appendix |. On
general issues in amalgamating centra!l bank and fiscal deficits, see Robinson and Stella
{(1993). '
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A range of analytic options may be considered, all of which would supplement
reliance on the enlarged measure of the financial balance of the public sector. Least
ambitious, and most appropriate where quantification is difficult or subject to significant
imprecision, would be to make a qualitative analysis of those QFAs that give rise to
significant distortions in resource allocation or whose macroeconomic impact would appear
significant {and for which only a rough order of magnitude can be estimated). For some of
the QFAs cited above, the number of assumptions required to quantify them may simply
make quantification unfeasible. Among others, unfunded or contingent liabilities may
require a qualitative rather than a quantitative approach.

In other cases, the implicit taxes or subsidies entailed by QFAs may be more readily
quantifiable. To make these estimates, those QFAs that can be measured relatively easily
would effectively be extracted from the accounts of the central bank or other PFis (see
Box 3). The estimates could be included in an analysis of the fiscal stance—albeit shown
separately —and used to calculate alternative measures of the fiscal contribution to
monetary expansmn * This analysis would highlight the impact of QFAs and the dangers
they pose to macroeconomic policy.

Where feasible, the most desirable option would be to classify such QFAs as any
other conventional NFPS operation. This treatment would then allow them to be
incorporated on a gross basis—that is, quasi-fiscal taxes with budgetary revenue and
quasi-fiscal subsidies with expenditure—in the conventional presentation of public sector
operations; a corresponding adjustment of the estimated net income of the affected PFis
would be made.

The adoption of these alternative approaches would simply mean that QFAs, instead
of being buried in the accounts of the central bank and other PFls, would, to the maximum
extent possible, be brought out into the open and included as part of the analysis of fiscal
policy. This procedure would not require a change in established procedures for statistical
compilation, since the proposed estimates of quasi-fiscal taxes and subsidies would be
used only for analytical and financial programming purposes.

34 P . T
This approach changes the distribution of the financial balance of the overaii public sector
fi

es the di
~ between the NFPS and the public financial sector, although t its total.
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Box 3. Calculating the Value of Quasi-Fiscal Activities: Two Examples

1. A country has a central exchange rate of LCU 3 to the dollar. A special, appreciated exchange rate of LCU 2.5/dollar applies to
exports of mineral products; the same exchange rate applies to imports of medicines and certain foodstuffs. Mineral exports in 1995
were $1,200 million; imports at the special rate amounted to $400 million.

The quasi-fiscal tax on exports is calculated as:

{3.0 - 2.5) x {(LCU 1,200 million) = LCU 600 million.
The quasi-fiscal subsidy to imports is calculated as:

(3.0 - 2.5} x (LCU 400 miflion} = LCU 200 million.

The central bank was thus a net gainer from this particular QFA in 1995, to the extent of LCU 400 million. Under the
procedure proposed in the text for financial programming and analytical purposes, export taxes of the central government would be
increased by LCU 600 million, and commodity subsidies by LCU 200 million. Central bank credit to the government could be adjusted
downward by the amount of the net tax (LCU 400}. The net income of the central bank after adjustment for the QFA would be
reduced by LCU 400 million, so that the combined public sector deficit would not change.

2. A central bank extends a loan at an interest rate of 10 percent a year to the agricultural development bank; the current annual
rate of inflation is 15 percent; loans of comparable maturities have rates of interest ranging from 20-25 percent. If the outstanding
balance of the loan is LCU 200 miflion, a reasonable estimate of the range of the annual subsidy extended to the agricultural
development bank would be:

Lower bound: {20 - 10)/100 x {LCU 200 million) = LCV 20 million.

Upper bound: {25 - 10)/100 x (LCU 200 million}) = LCU 30 million.

The degree of uncertainty surrounding the size of the subsidy may make it inappropriate to enter an estimate in the accounts of
the central government even for programming or analytical purposes. Nonetheless, this information could enter the standard
presentation of the public finances as a memorandum item. When the estimate has a lower variance, however, it could be entered as
a subsidy in the accounts of the central government and financed by additional credit from the central bank. The central bank's net
income would be correspondingly adjusted.

Proposals to consolidate central bank budgets with the government's budget have
been opposed by some on the grounds that consolidation would precommit monetary policy
to an unacceptable degree; that it would circumscribe the central bank's flexibility to act as
provider of liquidity and lender of last resort. Even if this view is accepted, there is little

‘reason not to isolate those central bank activities that are obviously fiscal in character.
Thus, the central bank could produce a budget that would differentiate between items for
which a specific expenditure allocation is made, and those for which the outcome is neither
predetermined, nor publicly predicted.35

¥As an example, a budget consisting of those items for which specific allocations will be
made could be constructed, including the central bank’s own operating expenditures as
well as expenditures for subsidized lending and any other QFAs. Separate projections could
be made for monetary operations, which would not need to be published. Nonetheless, it
would be expected that the resuits of such operations would be reflected in the transfer of
central bank profits or budgetary provision for losses.
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Structural Reform

Beyond the exercise of accurately measuring and illuminating the scope and
magnitude of QFAs, the issue then remains whether such activities should be more
formally recognized as fiscal activities (thus reducing their impact on the net income and
balance sheets of PFls). One possibility would be for governments to include QFAs
explicitly in the budget, to execute them through the normal budgetary channels, and to
subject them to the same scrutiny as other budgetary operations. A second and less radical
alternative would be to require the budget to make explicit compensation to PFls for the
losses entailed by any QFAs they are obliged to perform. The latter approach has been
used by Bolivia in a recent IMF~supported program, but for particular QFAs.

The first of these alternatives, if it could be implemented, would make QFAs more
transparent and would subject them to greater scrutiny than would the second. Both
alternatives, however, have drawbacks. First, some types of QFAs would normally have to
remain within the accounts of the central bank, simply because they would defy efforts to
estimate them. As a consequence, it will not generally be possible to apply either of the
two approaches—at least not in a thoroughgoing way.

Second, and more fundamental, neither approach deals with the problem of QFAs
with distortive effects on the allocation of resources. For example, converting a MER
system into a set of explicit taxes on trade, or converting a complex scheme of
differentiated reserve requirements into budgetary taxes, only makes the practices more
transparent. Their distortive effects on production and consumption decisions remain,
although their presence in the budget may make it more likely that the political will to
eliminate them can be mustered.3¢

The ultimate solution to the truly harmful quasi-fiscal practices will often lie in
measures outside the budgetary realm. With reference to the two examples just given, the
solution to the distortive effects of a MER system that on balance is a net tax on the
economy may be the adoption of a unified exchange rate system and a broadening of the
base of a relatively neutral levy such as the value—added tax. A permanent solution to
distortive QFAs in PFls will require basic reform of the banking system, rather than the
inclusion in the budget of any subsidies or taxes to compensate for those losses or gains
resulting from such quasi-fiscal instruments as selective credit controls and reserve
requirements.

The importance of structural reform may be especially great for economies in
transition, where the financial system has long been expected, as a matter of course, to
bail out loss—making establishments. In such conditions, it is particularly difficult to draw a
line between the functions of the NFPS and PFls. Here, reform has to extend beyond even
the financial system, so that the systemic pressure on banks to facilitate the violation of

*The implicit taxes and subsidies entailed by QFAs are not necessarily undesirable —as
taxes and subsidies. The subsidy created by an appreciated exchange rate couid
conceivably play a role in a social safety net, for example.
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the hard budget constraint is eliminated at its source. Indeed, QFAs in the setting of a
formerly centrally planned economy are, in asense, only a symptom of a far greater
problem: the lack of incentives in the public enterprise sector for financial discipline.

The measures taken by Uruguay in mid-1992 in its IMF-supported adjustment
program illustrate how these various approaches can be combined to address the problem
of QFAs. To deal with the short-run macroeconomic and financial consequences of QFAs,
the central bank’s net losses, the losses of banks that had received assistance from it, and
the losses of the state—owned mortgage bank were included in the measure of the overall
public sector deficit. At the same time, the authorities made a commitment to privatize the
commercial banks that remained in the public sector and to transfer part of the central
bank's external debt to the treasury. Clearly, the solution to the problems posed by quasi-
fiscal measures requires both a modification of traditional definitions of public sector
activity and structural reforms.

APPENDIX. MEASUREMENT AND ACCOUNTING ISSUES

Various problems that arise in defining QFA, in measuring the quasi~fiscal component of
the operations of central banks and other PFls, and in consolidating the financial operations
of central banks with those of the NFPS, which were briefly discussed above, are
addressed here at greater length.

Definitional Issues

As a starting point for the discussion, it is convenient to repeat the narrow definition
of QFA set out in Section Il: an operation or measure carried out by a central bank or other
PFl with an effect that can, in principle, be duplicated by budgetary measures in the form
of an explicit tax, subsidy, or direct expenditure and that has or may have an impact on the
financial operations of the central bank or other PFls.

This definition merits a number of observations:

It excludes certain activities that in some countries have entailed large losses
for the central bank. One topical and important example is the losses that have been
incurred by policies to sterilize capital inflows; another is the impact on a central bank's
income statement generated by a restrictive open market operation.37 There is a sense in
which these losses—or any central bank loss—are fiscal, inasmuch as they ultimately have
to be covered by the government. Although they do not have to entail a tax or subsidy
element, they are commonly referred to as QFAs.

“The central bank's income declines when it engages in open market operations selling
bonds because it exchanges interest~bearing assets {bonds) for non—interest-bearing
liabilities {money).
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Consistent application of the definition may require that certain activities
normally considered monetary in character be recognized as having a fiscal element. For
example, most central banks impose a reserve requirement, and many of these do not pay
a market~related rate of interest on their reserves. If a reserve requirement results in banks
holding a greater share of their assets in reserves than they would in the absence of that
requirement, it imposes a tax, as discussed in Section I1.%8 Yet this practice may be seen by
some as an integral part of monetary policy.

The definition would also exclude some government regulations and other
acts of public policy that have little or nothing to do with either the budget or monetary
policy but that can have effects akin to those of taxes and subsidies. For example, a
regulation restricting the use of property can inflict a capital loss on the owner, and in this
respect it is similar to a tax on wealth. The definition excludes these practlces from the
ambit of QFA, because they do not directly affect the financial operations of PFls.?

it would not include tax expenditures, which are already covered by the
budget and in principle are subject to budgetary scrutiny. This exclusion does not mean
that a government should not be concerned about the fiscal cost of special deductions from
taxable income and the like. These are clearly important, but they are rather different from
the quasi~fiscal activity pursued by PFls. Similarly, the definition excludes the estimated
cost of loan guarantee programs created by the government and other programs entailing
contingent liabilities. As the paper stresses, these operations are potentially very costly,
whether conducted by the government or by a PFl. See Towe (1993) for further discussion.

The definition would exclude the infiation tax, in view of the following
considerations:

- The inflation tax is not really an "operation" or a measure, but the end result
of a particular combination of monetary and fiscal policies. The term "tax" is,
consequently, somewhat misleading.

- The replacement of an explicit tax on money balances by the inflation tax
entails a wholesale change in the macroeconomic environment {that is, an increase in
the rate of inflation). Replacing an export tax by a MER practice has, by contrast, no
such effect.

- The rate of the inflation tax will not typically equal any given rate of an
explicit tax on money balances.

*It can be argued that to the extent that a depositary institution has access to central bank
borrowing at more favorable terms than it could obtain from the market, the institution
receives a subsidy that compensates it in some measure for the reserve requirement.

9 . N 2 e .
*Regulations can, in principle, have macroeconomic consequences that public policy should
take into account; a significant wealth effect, for example, could depress consumption.
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Another implication of the definition is that its strict application would exclude
certain types of operations that entail the creation of taxes and subsidies through the
financial system when these have no direct impact on the net income of the central bank or
other PFls. As discussed in Section ll, the central bank may establish regulations setting
maximum lending rates and deposit rates for commercial banks, both privately and publicly
owned. Artificially low deposit rates are like a tax on savers, and low interest rates are a
subsidy to borrowers. Yet the net income of PFls may be entirely unaffected by the
regulations (that is, if there are no publicly owned commercial banks). These kinds of
regulations bear a certain resemblance to employer-mandated benefit plans. Nonetheless,
these operations do affect the financial operations of the government, as previously
discussed, because they artificially lower the cost of borrowing.

Since the spirit of these regulations is the same as preferential interest rates and
other QFAs, and since they impose a tax that ultimately benefits the government, the
definition could be expanded to include them. The modified definition would be as follows:
an operation or measure carried out by a central bank or other PFl with an effect that can,
in principle, be duplicated by budgetary measures in the form of an explicit tax, subsidy, or
direct expenditure and that has or may have an impact on the financial operations of the
‘central bank, other PFis, or government.

in practice, QFA is defined even more broadly, since it can refer to any operation
that has a significant impact on the net income of a PFl. That said, there is some merit to
distinguishing between such practices as MERs or subsidized interest rates, which clearly
entail taxes and subsidies, and practices such as open market operations, which have fiscal
implications but cannot be so obviously duplicated by explicitly budgetary operations. The
paper has relied on a definition of QFAs broad enough to encompass these kinds of
operations, while paying special attention to those operations of a more obviously fiscal
character.

Problems Resulting from the Use of Cash Versus Accrual Accounting

Most Fund member countries measure the financial operations of the NFPS or
central government on what might be called a modified cash basis—taxes and other
revenues are recorded as collected, and expenditures when they are paid, with interest
recorded when due, and sometimes with an adjustment for changes in arrears. Financial
institutions, and central banks in particular, will typically use accruals-based accounting.
To take a few examples: interest on loans is recorded when it is due, not when it is paid;
provisions for doubtful loans, loss write—offs, or loss reserves will be made that have no
counterpart in a cash transaction; depreciation of physical assets is recorded as an
expense; expenditure on capital assets is recorded in the capital account and does not
affect the net income position. For all these reasons, it cannot be assumed that the cash
transfer made by the central bank to the budget in a given period will equal its cash income
for that period, measured in the same way as the operations of the NFPS, even if
it transfers 100 percent of its accrued income to the central government.

To derive the enlarged public sector balance described earlier—to amalgamate
central bank or other PFl income (losses) with the balance of the NFPS in a consistent
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way —requires that some fairly major adjustments be made. However, since the operations
of the NFPS or the central government are not measured entirely on a cash basis, neither
should the operations of the PFls. For example, if interest paid to the central bank by the
central government is measured on an accrual basis the bank's receipts should be
measured in the same way to avoid inconsistency. There is also a potential problem with a
cash-based measure of central bank income: it has happened that borrowers in arrears on
their interest obligations to public sector banks have obtained fresh loans to pay off their
arrears. This kind of operation can be used to reduce artificially the overall public sector
deficit. To avoid this kind of manipulation, appropriate bank supervisory regulations
prohibiting such recapitalization of interest should be put in place.

The accounting treatment of net lending by the central bank for policy purposes
deserves particular attention. Such operations, if conducted through the budget, are
recorded as above-the-line transactions in the framework of the IMF’'s government finance
statistics (International Monetary Fund, 1986). Hence, they increase the deficit. Typically,
they would not be treated this way in the accounts of the central bank.

Particular Problems Resulting from Foreign Exchange Transactions and MER
Systems ‘

This section begins with a brief discussion of accounting procedures for spof foreign
exchange transactions without the added complication of the quasi-fiscal taxes and
subsidies entailed by MERs.*° It then takes up the special problems posed by MERs.

In its role as custodian of a country's foreign exchange reserves, a central bank is
constantly accruing or realizing losses or gains in its foreigh exchange transactions.
Considering first losses or gains that are not realized —those that result from a change in
the value of the stock of foreign exchange—the standard treatment, whatever the precise
rule used to value foreign exchange, is to make a counterpart entry in the revaluation
account. If central banks make a daily valuation of their reserves based on the average
daily rate, then the revaluation account is also changed on a daily basis. These accrued
gains or losses, however, are not reflected in the central bank's income and loss
statement.*’ This treatment of accrued losses or gains is consistent with the standard
presentation of the financial operations of the NFPS. The same conclusion holds true when
valuations are less frequent, provided that a counterpart entry is made in the revaluation
account.

This use of the revaluation account makes no distinction between nominal and real
gains and losses. Thus, for example, the central bank's foreigh exchange reserves can
actually increase or decrease in real terms without there being any effect on the income

“The issues this section discusses are also addressed by Leone (1994).
*"The preferred accounting treatment requires that if the balance of the revaluation account
becomes negative (if accumulated losses exceed accuimuiated gains), the ioss shouid be

charged against the profit and loss account.
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and loss statement. Such accrued losses or gains, however, do affect the strength of a
country's reserve position and cannot be entirely ignored.

In general, recommended accounting practice calls for only realized gains on foreign
exchange transactions to be brought to the profit and loss account. A number of central
banks (perhaps most prominently the U.S. Federal Reserve System), however, include both
realized and unrealized gains and losses in the profit and loss statement; that is, they
include the valuation change on the stock of net foreign assets (NFA). In such cases it is
clear that, in order to ensure consistency with government accounts, the central bank
operating result would need to be adjusted before amalgamating it with NFPS operations.

Given the way realized gains are frequently measured, their inclusion could be
problematic. To take a concrete example, suppose a central bank had acquired its target
level of foreign exchange reserves at an average rate of LCU 1 per U.S. dollar, and that the
exchange rate had subsequently been devalued to LCU 2 per dollar. At the time of the
devaluation, a revaluation gain of LCU 1 million for each $1 million of reserves would have
been recorded. Without any sales of foreign exchange, this gain would not have affected
the profit and loss account.

If the bank now sells $1 million at LCU 2 per U.S. dollar, the monetary base and
NFA each decline by LCU 2 million. If it subsequently repurchases the foreign exchange
with monetary base at the same rate—LCU 2 per dollar—the earlier transaction is reversed.
In determining profits and losses for the year, however, the bank's accountant would debit
the revaluation account by the amount of profit deemed to be realized from the sale of
foreign exchange. If the foreign exchange sold was valued at LCU 1 per doliar, the sale is
recorded as generating a profit of LCU 1 million, which is added to the profit and loss
account and subtracted from the revaluation account.

The economic justification for distinguishing this as realized "profit" is rather
dubious, however. In the example given, the balance sheet would have been identical had
~the central bank undertaken no intervention (presuming the final exchange rate was .
unaffected by the intervention). The only difference would be that in the latter case the
accountant would not have debited the revaluation account and added the amount to the
profit and loss statement, since no transactions had taken place.

An analogy could be made with the use of first in, first out (FIFO) accounting by any
enterprise with inventories in an inflationary period. Historic cost pricing means that
accounting profits are artificially overstated; the cost to the enterprise of replacing its
inventories has risen, and once it has replaced them it is in the same position as before
with the exception that the value of its inventory has risen. The profit is "locked up" in the
inventory, however, and it does not realize this gain unless it reduces its stock of
inventory. The same is true of the central bank. if it maintains an unchanged target for
NFA, it will not effectively realize a gain on its foreign exchange holdings despite gross
sales and purchases in the market.

We now consider the valuation and classification problems posed by MERs. Two
cases should be distinguished: when the central bank's NFA do not change, and when they
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do. As a simple example, take a three-rate MER system in which the officially designated
central rate is LCU 2 per dollar, with a special appreciated rate of LCU 1 per dollar applying
to certain exports, and a depreciated rate of LCU 3 per dollar applying to certain imports.

In the first case, where net sales at the central rate are zero, the sale of $1,000
million to importers at the special rate and the purchase of $1,000 million from exporters at
their special rate entail no change in NFA, a reduction in the monetary base (or negative
monetary impact) of LCU 2,000 million, and an increase in other items net {(OIN) of
LCU 2,000 million, refiecting the central bank's profits from the operation {Table 2). These
calculations are not affected by the choice of the central rate, even if that choice is to
some extent arbitrary, because there is no change in NFA.

What would be affected by the choice of the central rate, however, is the
classification of the quasi-taxes or subsidies entailed by the MER system. If, in the
example just presented, the officially designated central exchange rate applies to most
transactions, then this may not be an issue. However, the structure of a multiple rate
system might be such that there were at least two plausible candidates for the central rate.
In this case, any measure of the tax or subsidy equivalent of special exchange rates will
inevitably be arbitrary. '

When the level of international reserves changes, the choice of the central exchange
rate does matter for the calculation of central bank income. To return to the earlier
example, now augmented by a fourth exchange rate of LCU 2.5 to the dollar, let us
suppose that net sales of foreign exchange at the rates of LCU 2 and LCU 2.5 are zero, but
that sales of foreign exchange to importers at the rate of LCU 3 to the dollar are now $500
million, not $1,000 million.

The monetary base is reduced by LCU 500 miilion, but the measured impact on OIN
clearly varies depending on which exchange rate is used to value the change in reserves
(Table 3). This result is a simple illustration of the inventory valuation problem, but it does
illustrate how different accounting conventions will affect the measure of central bank
income.

The conventional approach to the valuation of reserve gains and losses—the use of
the rate at which most official transactions take place—becomes even more problematic
when none of the official exchange rates is close to the free—market rate. in such a case,
the use of any official exchange rate for valuation purposes can be quite misleading. To
take an extreme example, suppose that the free—market rate in the example above is LCU
10 to the dollar. If this rate, rather than an official rate, is used to value the reserve loss,
the calculated impact on central bank income is substantially different. Even when there is
no change in NFA, the use of official exchange rates in such a situation to measure the
relative size of the implicit taxes and subsidies created by the exchange system will be
seriously-misleading
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Table 2. Impact of MER System on the Central Bank's Balance Sheet:
With No Change in Reserves

A. Foreign exchange transactions and their monetary impact

Exchange Rates (LCUs per doliar) At
1 2 3 All Rates

Net sales (net purchases —)
{(in millions of dollars) -1,000 -- 1,000 --

Monetary impact
(in millions of LCUs) 1,000 -- -3,000 -2,000
B. Impact on the central bank's balance sheet
{in millions of LCUs)
Monetary impact -2,000
Change in NFA -~
Change in other items net

{central bank profits) 2,000

Note: LCUs, local currency units; NFA, net foreign assets.
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Table 3. Impact of MER Sys~tem on the Central Bank's Balance Sheet:
With Change in Reserves

-A. Foreign exchange transactions and their monetary impact

Exchange rates ‘ At
(LCUs per dollar) 1 2 2.5 3 All Rates

Net sales (net purchases -)
{in millions of dollars) -1,000 -- - 500 -500

Monetary impact
(in millions of LCUs) 1,000 -- - -1,500 -500

B. Impact on the central bank's balance sheet
{in millions of LCUs)

With Exchange Rate With Exchange Rate

Monetary impact . -500 -600
Change in NFA 1,000 1,250

Change in OIN (central
bank profits) 1,500 1,750

Note: OIN, other items net.

Reserve Requirements

Section Il discussed the role of reserve requirements as quasi-—fiscal taxes. When
banks are obliged to hold reserves and are paid a lower rate of interest than they would
earn on an alternative and equally attractive investment, they are in effect being subject to
a tax. If banks' reserves are lent to the government, and if this lending is a substitute for
sales of government securities to the private sector, then the government is in effect given
an interest subsidy that equals the difference between the rate of interest on government
bonds (ib) and the rate of interest paid to banks on their reserves (ir) times the stock of
reserves (R}). The amount of the subsidy (S) is thus given by

S = (ib - irlR,

If reserves are a certain fraction (k) of deposits (D), the subsidy may be re—
expressed as: |

i

S = (ib - ir)(kD).
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This subsidy can affect the financial operations of the government in one or a
combination of two ways. If the central bank does not charge interest on its loans to the
government, its net income is reduced by the imposition of —or increase in—a reserve
requirement, since it may pay interest on the bank reserves. This means that transfers of
central bank profits to the government will be lower than otherwise.** However, this
negative impact on the government's accounts will be more than offset by lower explicit
interest payments by the government, since jib exceeds jir. Although government borrowing
is subsidized, the explicit rate of interest on government securities is not reduced; instead,
the amount of borrowing by this means is reduced.

If the central bank does charge a market rate of interest on its loans to the
government, the government’'s interest expenditures will not be affected. The central
bank's net income will be affected, however, and the increase in its transfer to the
government will reduce the budget deficit. Despite the fact that interest expenditure is not
affected, the imposition of a reserve requirement where reserves are compensated at a rate
below the market effectively lowers the government's cost of borrowing.

The reserves tax does not have to be used to subsidize lending to the government;
‘it can be used to finance any expenditure. Nonetheless, the use of artificially high reserve
requirements to channel credit to the government is certainly not uncommon.

The quasi-fiscal tax on reserves can be made transparent by including it—for
analytical purposes at least—in government tax revenue, which will then increase by the
value S. If the central bank has not been charging the government interest on the loans
that are financed by the increase in reserves, this should be offset by an increase in
interest payrments of the same amount. When the central bank has been charging interest,
the increase in tax revenue should be offset by a decline in central bank income—if a
marginal rate of transfer of central bank profits of 100 percent is assumed, then the
government's property income is reduced by the amount of the tax.

. This discussion has focused on how the tax entailed by reserve requirements is
determined, and on the way it shows up in the public sector's financial accounts. The
incidence of the tax is another matter. To the extent that reserve requirements lower
deposit rates, for example, then depositors bear part of the cost; higher lending rates mean
that borrowers pay part of it as well. These issues have been discussed at some length in
Molho (1992).

“This will be the case if the marginal rate of transfer of central bank profits is positive.
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Contingent Liabilities

The problems posed for the contingent liabilities entailed by a central bank's quasi-
fiscal operations are essentially the same as those posed by similar operations of the
central government. Both central banks and central governments can guarantee loans, for
example. In both cases the size of the operations can be very large, but it will have no
impact on a cash—based measure of the financial operations of the government until money
is actually paid out for a loss. The inadequacies of a cash measure of the public sector's
operations, when contingent liabilities are important, have been the subject of some
commentary (see Towe, 1993, for example). At a minimum, cash-based measures of the
deficit should be supplemented with a measure of the outstanding value of contingent
liabilities.

Substantial valuation problems may arise with contingent liabilities; these problems
are not unique to the operations of central banks and other financial public institutions. To
take the case of loan guarantees, should one seek data on the total stock of loans that are
guaranteed or just that part of the stock that is deemed to be at risk of nonperforming?
Often the information that would permit the calculation of the expected value of realized
losses entailed by a contingent liability program may not be available.® .

Towe (1993) has described one method for calculating the capitalized subsidy
element created by a loan guarantee. This is the present value of the reduction in interest
payments that results from the guarantee and is given by the following formula, where L is
the loan principal, /¥ is the interest rate that would have been obtained without the
guarantee, and 7 is the guaranteed rate:

( + %y

. 1
w - i9L |1 -
sy - iOL S [ ]
1+ i i

“The valuation of the cost of a loan guarantee was discusse
the treatment of loan guarantees and other contingent liabilitie
~was also discussed in U.S. Congress {1990).
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A-38



Inflation Adjustment

The adjustment of the conventional measure of the financial balance of the NFPS to
take account of the impact of inflation on the real value of net public debt is a controversial
issue. Nevertheless, inflation-adjusted deficits can play a useful complementary analytical
role to traditional indicators of the fiscal stance. The basic rationale for the adjustment is
that the inflationary component of the government's interest expenditure is really a form of
amortization. It compensates the holders of public sector debt for the decline in the real
value of their assets; therefore it should not be classified as a current expense of the
government or as income in the hands of the recipient.“

The income statements of central banks are also affected by infiation, and the issue
arises whether the conventional results need to be adjusted for inflation. This section
briefly discusses some of the consequences of using the standard inflation adjustment,
with the aid of this highly simplified central bank balance sheet:

Assets Liabilities

Net foreign assets (NFA) Monetary base (MB)
Net credit to government (DCG)
Net credit to private sector (DCP) Net worth (NW)

It is assumed, for simplicity, that the bank has no operating costs and no physical
assets. Also for simplicity, net worth includes the valuation adjustment for changes in the
nominal value of foreign exchange; hence, it reflects not only nominal increases in the
bank's net credit position, other things being equal, but also increases in the nominal {local
currency) value of foreign exchange. 3

_ If the real rate of interest, r, on domestic and foreign assets is the same, the real
exchange rate is constant, and no interest is paid on the monetary base (VW/8) then nominal
profits can be expressed as 46

NFA(r + pw + d) + (DCP + DCG)(r + pd),

“On the general issue of the impact of inflation on the fiscal deficit, see Tanzi, Blejer, and
Teijeiro (1993).

“Conventional accounting would place nominal revaluation gains in a revaluation account.
This is, in effect, an inflation adjustment for foreign assets. Here the adjustment applies to
the whole of the bank's operations, and it is therefore acceptable to include nominal
revaluation gains in the rest of the bank's nominal income.

“A constant real exchange rate requires that pw + d = pd.
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where r is the real rate of interest, d is the rate of depreciation of the local currency, and
pw and pd are the international and domestic inflation rates. This can be re—expressed as
NFA(r + pd) + (DCP + DCG)(r + pd).

Adjusted for inflation in the usual way, central bank income would then become

NFA(r + pd) + (DCP + DCGJ{r + pd) - pdNW
or

r(INFA + DCP + DCG) + pdMB.

But this would include a measure of the inflation tax, pdMB, in the real income of
the central bank. Thus, if the "real” component of the central bank's income were
transferred to the government, revenue from the inflation tax would be counted above the
line. This suggests that the standard approach to adjusting deficits for inflation is not
appropriate in the case of the central bank. Eliminating the inflation tax term from the
preceding equation would simply leave:

r(NFA + DCP + DCG).

If, for the sake of argument, it is assumed that the central bank were paying the
market rate of interest on the entire monetary base, then the conventional adjustment
would result in the following statement of real income:

r(NFA + DCP + DCG - MB).

In this case, however, the central bank would be compensating holders of the MB
by paying a market-related rate of interest on its liabilities. The central bank is—by
assumption—not exploiting its monopoly over money creation, and it is earning simply the
market-related return on its net worth (the expression in parentheses equals AW). In this
case, the conventional adjustment would be appropriate.
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THE CREDIBILITY OF THE FEDERAL GOVERNMENT IN BAILING OUT STATE
GOVERNMENTS: COMPARING THE US WITH BRAZIL AND MEXICO

Rafael Gamboa®
Banco de México

Transfers from the federal government (FG) to bail out a state government (SG) have been
analyzed as a game of chicken: The SG accumulates increasing amounts of debt and the
FG stands to its commitment of not bailing it out. But this graphic description does not take
into account the fact that the SG chooses its debt first and it is at the brink of default
when the FG is tested on its commitment. The action taken by the SG depends of its
expectation of the FG response. Therefore the crucial issue is the credibility of the FG, i.e.,

‘the incentives it has to rescue the distressed government. in the US, the FG earned a

reputation for honoring its promise in the last century, while in Brazil and Mexico SG
bailouts are currently practiced. The differences are: FG availability of tax sources with SG
inflexible tax bases, the impact of the indebted regions in the national economy and the
characteristics of the creditors. In the US, the FG had very distortionary sources, few
states went into default and debt was held by foreigners, while this has been the opposite
in Brazil for the past 15 years and in Mexico in 1995. In consequence, to prevent bailouts,
this paper gives evidence in favor of debt limits to enforce discipline within a confederation.

1. INTRODUCTION

“The FG is tempted to bail out a member of the confederation at the brink of default, since it

has access to alternative sources of revenue. Expecting the rescue, the SG will borrow
recklessly. The question of FGs bailing out SGs can be seen as a game of chicken. Buiter
and Kletzer (1991) describe both players as trying to be the Stackelberg leader, with the
SG acquiring debt knowing that she cannot pay it back, and the FG vowing not bail her
out. If the FG position is credible, the first best situation is attained and the SG remains
solvent; otherwise the FG transfers rescue funds to the indebted SG. Although this graphic

¢ | thank participants to the seminars at Banco de México and the Conference
“Comparative Development in Latin America and the United States” for their comments. In
particular | am specially grateful to Jan Devries, Peter Lindert and Carlos Marichal for
helpful suggestions. Thanks also to Demian Castillo for his excelient research assitance.
Opinions and mistakes are my own responsibility. Comments are welcome to:
rgamboalbanxico.org.mx
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account describes the two possible outcomes of the game, the dependence of the outcome
on the credibility of one of the players shows that this is not a simultaneous-move game of
chicken. The timing of the model is crucial, with the SG choosing debt level first, to which
the FG responds {Canzoneri and Diba, 1991). Therefore, the emphasis of the analysis
should be on the commitment of the FG and its incentives to bail out SGs.

The adequate fiscal operation of confederations has generated controversy over the
appropriate instruments to prevent bailouts. The current debate has been centered around
the creation of the European Monetary Union. One of the Maastricht Treaty criteria for
fiscal convergence limits current deficits and public debts to 3% and 60% of GNP
respecti\}ely, in part, to avoid the EC from rescuing one of its members (Buiter and Kletzer,
1991; von Hagen, 1991; Aizeman, 1994). Goldstein and Woglom (1992) organize the
discussion into three different options: fiscal rules, multilateral surveillance by member
states, and market-based fiscal discipline. Fiscal rules (like the Maastricht criterion) have
been described as undesirable (since they impose destabilizing fiscal policies), unnecessary
(since the market will limit its availability of credit [Buiter, Corsetti and Roubini, 1993]), and
ineffective (since governments find ways for circumventing them [von Hagen, 1991)).1
Multilateral surveillance lacks credibility because the punishments that multilateral
institutions could impose on a deviant state are too weak.2 Finally, the market could deter
bailouts by increasing interest rates for those states that run large debts. This solution is
seen as credible, desirable, and effective (Buiter, Corsetti and Roubini, 1993; Goldstein and
Woglom, 1992; Bayoumi, Goldstein and Woglom, 1995).

Empirical evidence on market-based discipline has been provided by the experience
of US states, where it is alleged that the market has prevented defaults, at least for the
last 50 years. However, it is precisely the absence of defauits for such a long time that
raises questions about the applicability of this example to other countries: Why does the
market charge a default premium when there has been no default by states for such a long
time? There has not been a default because the FG is credible in its no-bailout provision not
because the market has prevented it. The authors that favor market-based discipline
explicitly assume that the FG will not bail out SGs, which is precisely what this solution is
trying to prevent. Assuming no bailout is not acceptable if the FG does it. In this case we
argue in favor of fiscal limits enforced by independent and strong authorities.

After assuming Revolutionary War debts in 1790, the US FG was tested on its
commitment after the panics of 1837, and its reaction was to let nine states to go into
default. The FG at the time had little room for to provide the necessary transfers, since it
heavily exploited import levies which with public land sales were their only source of
revenue (Brown, 1990). Also in the 22 defaults that occurred between 1839 and 1879,

1They are accepted only in the case of political biases toward deficits (Corsetti and
Roubini, 1993).

2indeed the Maastricht Treaty does not seem to rely on this option to avoid bailouts. It
simultaneously requires coordinated economic policies to limit government spending in its
Article 103, and establishes the limits discussed before which make coordination
unnecessary.
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only few states were involved at the time which represented a small part of the national
economy, as they were mainly from the Midwest, South and Southwest (Hempel, 1971).
The fear of going through the consequences of default convinced constituencies in most
states to impose constitutional balance-budget provisions which prevented further bailouts
(Poterba, 1996). On the other hand, in Brazil and Mexico, SGs in recent history have
access to tax bases that they cannot change individually. Their federal governments are in
a position to use their broad tax bases to bail out SGs. Besides this, the SGs that receive
extraordinary transfers represent important parts of the economy, and the low factor
mobility makes regional shocks persistent. An additional difference is that the lenders to
the states in the US were foreign bond holders, while in Brazil are state bank depositors
and in Mexico national banks.

This paper starts by building a model in which the SG can default on her debt, the
FG decides on whether or not to bail out after the SG chooses to default. The FG could be
dynamically inconsistent: it promises not to bail out the SG, but at the brink of default, it
may give up on its commitment if its benefit (the portion of the national market that keeps
in operation) is larger than the cost (which is lower than the SG s because it has broader
tax bases).3 If the FG decides to give the extraordinary transfer, the SG incorporates this
.information into its debt level, which shows a moral hazard problem because the SG
acquires a larger debt to attract federal funds. The model shows how a “good bailout” {one
that is welfare improving for the country) serves as a precedent for “bad bailouts” (those
promoted intentionally by the SG) when these two are not distinguishable for the FG. This
model is then compared with the experience of the US in the 19th century and Brazil and
Mexico. Section 3 shows a US FG with larger distortionary costs than SGs, few benefits
from rescuing SGs with reduced impact in the national economy and foreign creditors.
Section 4 illustrates this process of extraordinary transfers by the Brazilian central bank to
finance indebted SGs. Even though this has been a recurrent situation for many years, the
SGs that appear more prominently are those of the richest states: Sao Paulo and Rio de
Janeiro. Then in section 5, we review the case of Mexican states where the recent
appearance of different political parties at different levels of government resulted in higher
deficits (as Sanguinetti, 1993, finds in Argentina and the UK) and debts that put these SGs
-at the brink of default after the 1995 interest rates increase. To avoid defaults, the FG
entered and provided extraordinary transfers. In the concluding remarks, we argue that, if
the commitment of the FG is in doubt, the use of fiscal limits is desirable and effective,
since “institutions matter” (Poterba, 1996). In fact, in developed countries as Germany,
where limits exist, there is no need for extraordinary transfers, while in others, like in
Canada, this is a problem (Courchene, 1993, and Masson, 1996).

30ther papers have also used this optimal taxation argument when examining the
interaction between levels of government for transfers to local levels (e.g., Aizeman,
1992). However, in addition to being placed in a monetary setting, these papers also find
larger transfers to correct for externalities created by too much competition among'
governments at the same level.
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2. A MODEL OF BAILOUTS OF STATE GOVERNMENTS

This is an infinitely repeated game with two players, the FG and SG. 45 They maximize
their utility at the beginning of the game. The only source of revenue for the two
governments is taxes that impose costly distortions on the economy. We assume that the
FG has the broader and therefore less distortionary tax bases, while the SG has more
distortionary bases, this accords with an adequate fiscal assignment (Bird, 1982, and Bahl
and Lynn, 1990). Both governments have a concern in the regional economy; however the
federal concern is proportional to the share of the local economy in the national one. We
associate the performance of the economy with employment that depends on the
investment made by the SG.

In this model the order in which the players make their decisions is important (as
Canzoneri and Diba, 1991, first pointed out). At each period, the players take their
decisions in the following order: the FG announces its transfer; after which the SG decides
its level of debt; then Nature chooses the level of cost of providing public goods for the
SG; once it knows its requirements, the SG decides whether or not to pay back its debt
and collects local taxes accordingly; finally, if the SG defauits, the FG decides whether to
undertake a bailout or not. Figure 1 shows the timing of the model. To solve the model we
use backward induction.

The total investment of the SG is equal to its expenditure less the cost of providing
local public goods. Thus, investment depends on the cost realization, which could exceed
its transfer and possible local taxes. The debt has to be totally paid every period. As a
sovereign borrower the SG’s repayment reputation determines its access to credit. In the
presence of a bad state of nature the SG gets a higher expected utility by defaulting than
by repaying. It is at this point that the FG has to decide whether to increase taxation and
give an extraordinary transfer or to let the SG go bankrupt and face higher regional
unemployment. When solving its problem under these circumstances, the FG finds it
optimal to bail out the SG if the amounts involved do not create large distortions and the
regional economy is important enough.6

The FG transfers funds to the SG, which decides on its level of debt and taxes. The
two governments have similar preferences differing only in the degree of concern for the
regional economy and the extent of the distortions created by their tax bases. The
objective of the present analysis is to show the incentives that the FG has to provide an

4n a finitely repeated game there is no reputation to be built with complete information.

5Ther‘e is also a credit market, but lenders limit their participation to ensure they get the
same expected return as in the risk-free market.

BHere we do not model the nature of the creditors, which is an important consideration in

actual experiences we describe below, but it could be added to the @, in which case e(e)
would be interpreted as national income,
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extraordinary transfer and be time inconsistent./ This creates a moral hazard problem. The
SG will accumulate more debt or collect less taxes than if the FG were committed to the
original transfer. This problem is briefly described at end of the section.

In this section, we analyze the time consistency problem that leads to the bailout
and the conditions under which it may happen. The FG changes from its originally
announced transfer as a response to the financial problems of the SG. The difficuities faced
by the SG arise as exogenous negative shocks. The SG has access to credit to finance
investment opportunities. Its reputation in debt repayment allows it to borrow because it
does not provide collateral. Eaton and Gersovitz (1981) show that, in the presence of
extreme adverse situations, the sovereign debtor improves its situation by defaulting on its
debt. This announcement leads to its isolation from the credit market. Most of the literature
on sovereign debt finds the loss of access to the credit market in the future to be the
penalty that keeps this market working.8 Fishlow (1988) and Sachs (1989) argue that the
cost for a sovereign government is the decrease in investment that follows.2

The reduction in investment feads to an increase in the unemployment of the region.
The FG rescues SGs for three reasons. First, SGs governments have a large impact on
regional employment. If labor mobility is limited, the transition to normality takes longer
“than it would otherwise, and so factors do not move to dissuade the SG from accumulating
debt. When the shock is very large an increase in unemployment in a region might lead to
disproportional migration. Reich (1294) analyzes a similar situation; he examines firms at
the brink of bankruptcy that receive government assistance to keep from closing because
they represent a significant share in the labor force in a region. Second, the FG has access
to less distortionary tax bases, so if at the moment of default the SG does not have enough
resources to pay back its debt, an optimal taxation argument means that it would be better
for the FG to rescue the SG (Aizenman, 1992). Third, there is a concern for lenders: if with
default there is systemic risk for the financial sector of the country or if the lenders are
small depositors that have a large part of their wealth at risk

2.1. Preferences of the Governments.

The per-period utility function of the SG has two elements. First is an employment
consideration that depends on investment in the region. Second, a cost for raising taxes
that increases with the square of taxes. The utility function is

7\n Gamboa (1996, chapter ), | proved this result using the same preferences for both
levels, there the objective was to see the reaction in the credit market.

8These models assume that the sovereign state does not have an outside investment
opportunity, as pointed out by Bulow and Rogoff {1989).

80ur model follows that of Grossman and Van Huyck (1988) as it has a sovereign
government with the investment motive for borrowing. However their model forbids the
possibility of complete default, and therefore punishment, because the state of the world is
observable for investors. Here we assume that the SG has two options: either it pays its
debt in full or it complietely defaults. '
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U=e(l)-y-t, (1)

where e'(1,)>0 and e"(I,) <0 over the relevant range, I, is investment, f, is local taxes and
y >0, is a constant.

There is an exogénously given level of public services that is better provided at the
lower level of government, the cost of these required state public goods is C,. This cost is
the source of uncertainty in this model, g(C) is its probability density function with lower

bound at C and upper one at C.

Investment by the SG is equal to the excess of federal transfers (7;) and local taxes
(¢,) over costs (C,), plus the revenue obtained from an investment technology (F(b,)),
minus the cost of debt repayment {R(b,)); the latter both depend on acquired debt:

I, =T, +t,-C +F(b,)-R(,). (2}

Total utility of the SG is the expected value of the discounted sum of these per-
period payoffs:

V=Ei[3’{e([:)—y 22} (3)

The FG has a similar utility function, the difference being that its concern for the
state economy is only the fraction that this represents of the national economy, o <1. On
the other hand, for the FG is less costly to raise taxes. Thanks to its broader and richer tax
bases, thus the FG imposes distortions in the economy by the amount & <7, so that its
total utility is

y=E> B o ey~ -12}.10 (4

2.2. The Credit Market Equilibrium and SG behavior under Commitment

First we have to establish the SG’s demand for credit, then the conditions under
which it pays back this debt. In response to these characteristics, the private market
determines the borrowing cost. The combination of these requirements leads us to the
equilibrium debt and repayment.

We follow Grossman and Van Huyck’s framework, which ignores “other dynamic
considerations that would be associated with the accumulation of either wealth or debt
accumulation.” This allows us to analyze the problem as a series of repeated period-by-
period static situations. Therefore we proceed by looking at the lending equilibrium at any
period.

10We could as well think that both governments have different rates of time preference,
but we do not have any reason for the FG being more patient than the SG besides the

smoother tax rate profile given by its broader tax bases, that we model explicitly.

A-50




The SG decides its level of debt at time ¢, based on its returns and its repayment cost. It
acquires debt only for productive investments. Consumption smoothing is not its purpose
since, at that time, C, is unknown. This is an attempt to replicate 1) the valid motivation
for borrowing by a local government,11 and 2) the loss in investment that follows a
separation from the credit market. This provides the optimal level of debt that the SG will
acquire as the solution to F'(b*)=R'(b*,).

The SG assumes debt to finance projects that will provide a stream of income in the
future. From its proceeds and the FG transfer it can pay back its loans. It does not give any
collateral in exchange. Legal factors impede creditors from appropriating state assets in
case of bankruptcy, so they will lend only if the SG will pay. This happens when two
conditions are satisfied: first, if this government has paid its previous debts, and second, if
it prefers to pay back its debt to facing the consequences of default. Here we model the
consequence of default as the SG being cut off permanently from the credit market.12
Therefore to observe any debt in equilibrium we need a SG with a history of solvency,
whose utility from repaying is higher than that from defaulting.

Starting at period 7 (at which moment everything is known), if the SG repays its
debt, it gets a level of utility equal to

U? =T, +1t7 =C, + F(b,)-R(},)) -y -1/ +

Vi=E Q[T +1] +F(B)~C,~R®)~Y -1]]. (5

1=1+1

On the other hand, if the SG does not fulfill its part of the lending agreement, it gets

UP =¢(T, +t2 —C, + F(b,)) -y -12* +

Ve =E 3B [T +1,-C+F® Y-y 2]. (©

t=t+1

118Gs cannot effectively use debt for stabilization purposes, as the benefit of more
expenditure would expand to other regions.

12| this case we assume, as in Eaton and Gersovitz (1981), that the punishment for
defaulting is permanent isolation from credit. Alternatively we could assume a random

probability for the punishment period: with probability 1-¢" the SG is isolated from credit
for n periods. In that case there is a positive probability that this phase will last forever.
The utility in that case would be

V= EX(Bo) [e(T, +1, - C)~y!].
I=1
With this modification, we could interpret the following analysis as one of temporary but

random punishment. This seems a more realistic assumptionas as the experience of
indebted countries has shown: they are cut from the market for a short period of time.
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As it is represented, the taxes that the SG charges are different according to the
decision of paying or defaulting. To be able to pay ¢, =C, + R(b,)-F(b,)—-T, . If the
decision is to default, taxes are set optimally for the period, which are defined implicitly by

e'(¢) =2y -t,. {7)
We observe default when V.” >V.”, which occurs with probability % .

Private investors know this. They will not lend to the SG unless they get a
compensation for this risk. We assume that the investors are risk neutral. They have
access to another investment option, a riskless asset that pays an interest rate, r, at every
period. Therefore they will lend to the SG only when

A+r)b<s(1-1)R@). (8)
Competition among investors guarantees that this relationship holds with equality.

Sovereign debtors have to pay the cost of not providing collateral in two ways.
First, they have to pay higher interest rates. As A is a positive number, as we will see
below, R(b)has to compensate for the risk of the investment. Second, if the state of nature
that unfolds is an unfavorable one, the SG has to pay by losing future investment.
Therefore, even though creditors get ex-ante a payment that compensates for their risk, a
sovereign debtor is further punished ex-post in a bad state of nature. This is the cost of
having the option to default, which lenders discourage by making good on the threat of
separation from the market, ’

There is an endogenous relationship between 1 and R(b). For some particular value
of R(b) there exists a cost such that for all costs over it, the SG prefers to default.
Furthermore, as R(b) gets larger, this breakup level of cost decreases. This implies that it is
increasingly likely to observe a cost that leads to default. Conversely, a higher probability
of default requires a higher repayment.

First, we show that there is a positive probability of defaulting in this model.

LEMMA 1. For a particular value of R(%) there is a level of cost C* such that for all
costs above that level, the SG prefers to default.

Proof. From the payoffs attained in the two different situations, default is preferred
if and only if

(9)

Starting from C*, where both sides are equal, an increase in cost will turn default
into a better option. We can see this because both sides are differentiable in C,, so we can
simply compare the derivatives on both sides:

~(1-B)[e(T, +17-C, +F®,)]  (10)

D D
Ur +Vr+1

>Ur+v"

T+1°

for default, and A
~(1-B)e(T +1] ~C, +F(®,)-R,)] (1)

for repayment.
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Given the concave shape of the employment function, and that R(b )>0, both
derivatives are negative and the one for default has a lower value. C* is within the
boundaries of the cost distribution function for R(b"‘).13

Now it is easy to see that there is a positive probability of default for a given level
of repayment. This probability increases with the size of repayment, as can easily be seen
from the equation that defines C*. When R(b, ) goes up, the value of repaying goes down,
while default yields the same level of utility as before, so that the latter is strictly preferred.
This in turn means that higher levels of R(b, ) require lower levels of C*. Then it is more
likely that we see a cost that makes default a better option. But we have to consider that
when R(b_) goes up, F(b,) also changes, since both depend on debt.

LEMMA 2. The probability of default, A, is an increasing function of the acquired
debt, b, .

Proof. Starting from C*, when b, goes up, the utility from default changes by
e(T +tP+F(b)-CHF'(,)>0. (12)
On the other hand, the utility from repaying has a derivative equal to
(T, +17 + F(b,)-C*—R(b,))[F'(B,)- R(,)]=0, (13)

since F'(b, )= R’'(b,) when debt is optimally selected by the SG; plus the change in the
functions due to the necessary increase in taxes to meet repayments which is negative,
since we are above the optimum.

That is, default is a better option when the level of debt goes up. This means that
for a higher level of debt, C* goes down, and therefore the likelihood of having a value of
cost that starts a default stage is higher.

We have to determine the shape of these functions to see the impact of debt on the
probability of default.

First we assume that the investment function has the usual characteristics: F'(¢)>0,
“and that F"(s) <0, over the relevant range.

The function R(b, ) has to satisfy:
A+rb, =(1-M5,))RG,). (14)
From here it follows that R(b, ) is increasing and convex.14

These functions determine the level of debt chosen by the SG, its return, and
repayment cost.

=U"+V]

13That is, C* is the level of cost that makes U?” +V>, "+ which is possible for

sufficiently low discount rates as U’ >U! and V" <V’,. We assume that the
parameters of the model satisfy the equation. :

14The proof is provided as that to Theorem 3 in Eaton and Gersovitz (1981).
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2.3. The Transfer by the FG under commitment

The FG could choose its transfer optimally solving its problem:
Max ED [e(T, +1,+F(6)-C,~R®) -], 118)
' 1=

for which we have to take into account that local taxes depend on the transfer. The
reaction function of the SG could be obtained from (7) under default as

ot e"(e) ot '

—=——"<0,—=>-1. (16)

oT 2y —e"(e) oT
Which means that both sources of revenue are substitutes, as one source could be used
instead of the other; but different from repayment these are not perfect substitutes. The
FG could use this reaction to its advantage and reduce its transfer that is implicitly defined
by

E(e’(T +t,+F(b)-C, —R(b, )))(1+___e”(0) )—— 28T, vt {(17)
t ! [ [ t 2,Y e,(.) ! 4
b  ——L =0, using the envelope theorem as — =0 '
ecause B, oT , using elope ’ .

However we will assume that the federal transfer is institutionally set to
compensate SGs from their distortionary tax bases without any strategic.

2.4. Time Inconsistency in the Transfer Assignment

On the other hand, if the SG does not have access to the credit market (i.e., 6=0)
the optimal transfer would be defined by

E(e(T, +1,-C))=28T. (18)

The SG takes debt only if F(b,)> R(b,), and given the decreasing returns to
additional employment from investment, it is the case that

Ee(T, +1°~C)> Ee(T, +1" +F(5,)~C,~R(3,)). (19)

or that the transfer is higher (7;° > ¥} when the SG is isolated from the credit market, and
therefore the FG is tempted to increase its contribution to mitigate unemployment.

Therefore the FG has incentives to prevent this default, now we will analyze how
o and o affect the probability of a bailout. The FG will get a level of utility if it does not
bail out the SG equal to

UP =0e(T, +12-C, + F(b,)) -8 -T? +

V2 =E 35 oe(T +1,-C)-5 -T?].  (20)

t=1+1
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While by extending the extraordinary transfer €, it gets a utility level equal to

U! =aeT, +&, +1° —C, + F(b,)-R(®,)) -8 -(L2 +&,) +

V2, =E DB '[ae(T +t] + F(b,)-C,~R®)~8 -T*]. (21

1=t +]
Again for the future it is better to avoid default, but in the present the situation is
the opposite. The higher the C,, the higher the required € . Therefore, if the discount rate is
low enough, there should be a level of cost C* that equates (20) to (21). If the realized

cost is higher than C" the utility of default goes down by less than that than that of a

bailout because the transfer is larger than optimal, so it is better not to pay. If C<C’, then
the utility from a bailout is larger than not paying for it.

Now we can analyze the factors that determine if the FG will bail out. What we
need to do is to see the effect of the two parameters that are different between the SG
and the FG ( a,8,y)in C . First, if o is closer to 1 the benefit is higher of both options
_but the cost of raising taxes does not change, as the cost is higher under the bailout, the
result is that bailout yields a higher payoff (figure 2). But if this were the only consideration
there would be no bailout because the SG would have the same incentives as the FG to
pay the debt. Second, when & gets closer to v, the cost of raising taxes today to rescue
the SG increases, but the comparison of derivatives shows us that this is not the only
effect:

D D
8/ _ _p2_TP _ BT 01"
55 =-L 1-B 1-p & ° (22)
under no rescue, and under bailout is
2878 01"

0/ —_ 2_T" _ o
A 5 (23

There is a second term that goes in the opposite direction, the third term is smaller
than the others, but reinforces the second one. But this shows that the increase in the cost
of raising taxes gives an ambiguous sign, because bailing out is costlier in the present
period, but reduces future transfers. But if the future transfer cannot change after default
{which is normally the case because other states do not allow higher transfers to the
deviant state), then the only important consideration is the extraordinary transfer, and
therefore the value of C* will increase. In the latter case, we confirm that the FG is more

likely to rescue when it has a less distortionary tax base (figure 3). In this case we can
notice that the possibility of witnessing a bailout increases with b and decreases with &
{figure 4).

Therefore for a bailout, o has to be large, & low and the extraordinary transfer
perceived as temporary. This explains why a federal agency is more likely to bailout a SG
than the association of states {(as the national congress or the board of directors of the
IMF).
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The problem with this behavior in our case is that the SG has no incentive to avoid a
financial crisis, as this provides more expenditure in the state. Once the SG is rescued, it
gets information about o and 8 to increase the likelihood of the bailout. The
consequences are different than for large firms, because while business managers lose their
jobs, politicians might even prolong theirs {more expenditure increases their chances of
being reelected). This feature adds to our problem a recurrent aspect that is not present in
the private case.

2.5. Moral Hazard and Externality under No Commitment

The FG will react to a default by providing an extraordinary transfer.19This is not a
problem in itself since the presented bailout could have improved national welfare, could
have been a “good bailout”. The problem with this solution is that it creates perverse
incentives leading to “bad bailouts”. SGs can increase their expenditure above their
income, by raising more debt, confident that part of it will be paid by an extraordinary
transfer from the FG. The FG rescues the SG also in this situation because it can not
distinguish between the “good” and the “bad bailout”. This creates an externality for the
other states that would not occur under commitment; however, the externality is generated
by the different tax bases that the levels have access to, rather than by the competition
among them as in Aizeman (1992) or Werlang and Fraga {1993). The SG, by increasing its
indebtedness, has a larger probability of declaring default. The extra transfer that it
receives will not necessarijly prevent it from defaulting. The extraordinary transfer is a
function of the level of debt, but the marginal benefit from an extraordinary transfer has to
be equal to the marginal cost created by raising more funds from the economy. Therefore
the transfer is not unbounded and, more importantly, will not always prevent default.

We just saw that the FG transfers more funds to the SG in the presence of default.
This extraordinary transfer depends on the size of the gap between revenues and
expenditures, that is, on the original transfer, on the net proceeds from SG investment (SG
debt), and on the cost realization (at this moment known),

e (T,t,C,b). (24)

Given the FG response to default, the SG will accumulate a higher debt than before
knowing that the FG is not committed to the original transfer (i.e., 4” >5”). This is the
moral hazard problem created by the bailout. The SG attracts more funds from the credit
market by increasing its level of indebtedness, and from the FG by increasing the risk of
running into bankruptcy. This extraordinary transfer is an externality for the other states, as
funds collected at the federal level are directed toward this region.

Therefore, the lack of commitment has a cost. The total expected transfer when the
federal government is time inconsistent is larger than before. The SG behavior in the
presence of a bailout works to attract more funds from the FG, and this outcome is

151n Gamboa (1996, chapter II) | proved that level of debt is higher and that the expected
transfer from the FG is higher, creating the externality and the moral hazard problems, and
that the credit market would not prevent bailouts.
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different from the one that would be obtained with a social planner, who would be
committed to no-bailout. The final result is inefficient, which in this case takes the form of
more taxes collected from society than those required to cover the functions at the state
level. The problem is that the SG does not face the cost of raising revenues which is the
work of the FG. This is the essence of the problem with federal funding for state functions:
the costs of raising revenues are not internalized by the SG in its expenditure decisions.
This inefficiency is normally modeled as an externality in which this behavior by the
participating states results in a worse outcome for all of them. But we showed it with only
one state, because the problem is the asymmetry in the cost of collecting revenues among
levels, more than the explicit extraction of resources from governments of the same level.

In terms of institutional design, this model shows that the FG is unable to commit to
a no-bailout policy if the region is important in terms of the national economy and it has
access to less distortionary tax bases than the SG. In this case the existence of explicit
limits, which allow the SG to take debt for capital investments that cannot exceed some
fraction of total expenditures, enforced by an independent and strong authority would
prevent this inefficiency.

3. TO BAIL OUT OR NOT TO BAIL OUT: US FG IN THE 19TH CENTURY

The US appears as an example in which there are not SG bailouts because the FG is
committed not to rescue them. While this may have been the case for the past 50 vyears, it
has not always been the case. As a resuit of the Independence War, the FG assumed SGs
debts and between 1841 and 1870, 21 states went into default, some of which
completely repudiated part of their debts. The following analysis supports our model: the
FG saves SGs when most of them are in trouble that they can not solve, the financial
situation of the country problematic, and the FG had access to a rich source of revenue.

During the 1820s the SGs undertook development responsibilities and grew in
expenditure and revenue, while the FG kept a modest position relying on import levies and
sales of public lands. When SG s investments turned sour, many SGs already had huge
debts that placed them at the brink of default. Congress had the dilemma of assuming their
debts again or leaving SGs to their own means. The situation this time was different: not
all SGs had debt outstanding, they had unexploited tax bases, the FG had already a heavily
exploited tax base and most bond holders were foreigners, under these circumstances the
decision was different. The consequences of default and paying back their debts between
1840 and 1870 were so dire that SGs imposed themselves constitutional provisions to limit
debt. Given these constraints in many states, their fiscal policy became conservative and
there were no more defaults, and need for bailouts, thereafter.16Table 1 shows the flow of
funds from the FG to SGs between 1790 and 1860, which shows the two important
periods 1790 and 1837, which we analyze below.

160ne state went into default between 1920 and 1929 (Hempel, 1971).
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3.1. Independence War Assumption

Hamilton was the main supporter of SG War debts in 1790 based on three reasons:

“1) It was necessary to insure orderly and stable national finances; 2} it would be
more convenient for the national government to raise the funds and care for all the
debts since the principal source of revenue (the tariff) was vested exclusively in the
US; and 3) it would not be fair to discriminate between creditors of the individual
states, since all contributed to the same cause.” 17

Although the bailout agreed with Hamilton s preference for a stronger central
government, the US Congress approved it with “little debate”,18which shows the state of
the country at the time. These are the three important considerations when deciding on the
assumption of SG debts. First, the federalist administration of 1789 to 1800 strengthened
the tax structure of the FG so it was able to reduce its debt from 20 to 30% of GNP in
1790 after assuming SG debts, to 10% by the end of the administration. Second, the
agreement included all SGs, although the change of bonds from the SG to the FG did not
benefit Maryland which had as good a credit as the FG so that bondholders did not change
bonds because of the discount. Finally, the action of the FG “restore(d} some degree of
order to the field of state finances and it improved the standing of public credit”
(Ratchoford, 1941). But this FG behavior was judged by Ratchoford as “an unmixed evil”
since it set a precedent, in the best case, preventing SGs from their hasty accumulation of
debt that took place in the 1830s, and in the worst case, giving them an argument to claim
federal help. '

3.2. No More FG Help

Table 2 shows borrowing by SGs between 1820 and 1838. it is clear that there
was an explosion of debt in 1830 and a faster one in 1835-1838 that continued all until
1842 at which point it reached 260 million. The FG in the 19th Century refused to extend
its activities, which left development projects largely to SGs. The SGs had little debt until
1820, but after witnessing the success of New York State with the Eire Canal, they
competed among themselves to attract business activities. They embarked in internal
improvement projects, improving communications (canals and railroads) and banks. Some
states gave transfers to their citizens (Maine gave agricultural subsidies to compensate for
the weather}. These projects became not only an engine for the economic progress of the
states but also the source of income of the SGs. Many SGs had no taxes and financed
themselves with the proceeds of their investments that was widely popular among
taxpayers. But the panic of 1837 burst the bubbie and the investments stopped paying off.
Many SGs continued borrowing because unfinished projects did not payoff, while other
projects turned into losses such as banks stock.

171n Ratchford (1941), p. 53.
18In Ratchford (1941), p. 58.
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With no sources of revenue and heavy debts the financial situation of many states
became seriously complicated. This situation contrasted with the buoyancy of the FG
which thanks to a protective trade policy and conservative expenditure policy kept budget
surpluses that allowed it to retire all its debt and to accumulate an extra. It was decided
that it had to share this surplus fund with the states in 1836. It was approved a fund for
37.5 million, but only 28 were actually delivered because of the panic. Most of these funds
were used for development projects, but in the North East they were given to local
governments and citizens. The surplus fund, 5% public lands fund and the state securities
{purchase of state securities by the FG) gave the states 33 million between 1836 and
1838. Which the states perceived as permanent, “but as hard times closed in, the federal
surplus disappeared and land sales dwindled. The dying up of foreign capital supplies left
many of the ambitious states with tremendous debts” (Tresscott, 1955). “Every expedient
had been resorted to short of taxation, and this or repudiation was the alternative
presented.” (Ratchford, 1941, p. 97) As a result 9 states defaulted and 4 repudiated.

The FG was affected by this financial difficulties both as a creditor to the states and
benefactor, as some foreign bondholders could not distinguish between federal and state
debts. There was some support for some kind of aid, but federal assumption was too
.extreme, the most states got was the increase from 5% to 15% in the rate from the
proceeds of public land sales and the remaining was divided among all states according to
population. “However the law provided that no funds should be distributed if tariff rates
were raised above 20%” (Trescott, 1955}.Which was the case in 1842,

The main source of federal revenues were customs duties and, in far second place,
public land sales. From modest rates in 1789, tariffs were doubled in the War of 1812;
manufactures were further protected from competition in 1816; and reaching “unstainably
high rates in the 1828 Tariff of Abominations” (Brown, 1990). So the FG did not have
much room for adjustment. The tariffs were already too high as the quotation at the end of
the previous paragraph shows. In fact, high tariffs were offered as an argument against
federal assumption. Total indebtedness by the SGs was almost 12% of GNP, the largest
ever and the SGs did not tax their citizens and did not have revenue system which gave
them room for paying their debts, which all of them eventually did, so that by 1850 all
" could return to the credit markets.

On the other hand, not all SGs engaged in borrowing, the New England states,
North Carolina and Georgia kept lower levels and therefore were opposed to a federal
assumption. The first ones because they did not need the internal improvements, and the
second because of internal problems. At the end the defaulting states were only 9: Florida,
Mississippi, Arkansas, Indiana, lllinois, Maryland, Michigan, Pennsylvania and Louisiana
between 1841 and 1842,

Congress agreed to share the surplus fund because it was a once and for all
transfer, but later they refused to give another transfer that would have been permanent.
As we saw in the model when comparing equations (22) with (23), if the transfer is
considered once and for all, the government with the least costly source of revenue will
provide the funds, but otherwise the rate of time preference determines whether this is the
case or not. In the cases that we compare below the extraordinary transfer goes through
federal agencies, in which case the transfer is more discretionary and could be temporary.
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Finally, “state officers and residents seem to have felt that the bondholders rather
than the borrower had to bear the burnt of the loss” (Hempel, 1971). Particularly when the
states were paying most of their debts to foreigners. The London 7imes frequently warned
against the explosive growth of state debts which in 18389 nearly reached 100 million of
American stocks and bonds in London (McGrane, 1935). Therefore, the assumption would
benefit mainly foreigners which was not popular and so the assumption movement was
defeated.

Many taxpayers turned against debt accumulation after seeing their tax burdens
increase precisely in a depression. They considered that debt was acquired for dubious
purposes. As a result from 1842 to 1857 many states included constitutional provisions to
limit state debt. This avoided the problem in these states, but kept them from defaulting in
the next crisis in the 1870s in which only Southern, Western and New York State
borrowed.

Ratchoford (1941, p. 104) is of the opinion that “the tender solicitude which the FG
has always displayed for the financial welfare of the states would normally have been
enough to put the measure through. But regardiess of the causes the result was most
fortunate, for a second assumption would almost certainly have converted a precedent into
a habit.” The US was fortunate to have a small FG at the time, which Brazil and Mexico do
not have.

4. THE TRANSFER OF FEDERAL FUNDS TO SGS THROUGH STATE BANKS IN BRAZIL

The objective of this section is to describe the case of FG central bank bailouts to Brazilian
states. This case is well established having received attention in the news and in journal
articles: SGs accumulate debt that, eventually, they cannot pay, and the federal funds
come from the federal level to the rescue. This has been a recurrent problem in Brazil, that
has been present at least since the beginnings of the 1980s and continues up to now with
the bailout of Banespa announced in January 1996.19That is, this is a case in which the
FG does not resist the temptation of bailing out SGs. First we will describe the process
through which these transfers take place, then we will emphasize the three characteristics
of Brazil that make it impossible for the FG to commit.20

4.1. Recurrent Bailouts of State Banks

Brazil is a federal country. It is divided into 25 states plus the Federal District. These
states are frequently excessively indebted as table 3 shows. One of the institutions
composing its financial system is the state bank which operates within the range of a
state. The function of these state banks {(bancos do Estado) is to provide medium and long

197he Economist. April 20th to 26th, 1996. p. 65.

20This paper uses several issues of the political magazine vefa from the period January
1985 to January 1995 to show the amounts involved and the pervasiveness of the
problem. '
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term financing for development projects. Brazilian SGs are the largest shareholders of
these banks. The governor of the state has great influence in the selection of bank officials.
In this way, these banks are the natural source when the SG needs funding for a project.21
We do not have the details of these contracts but the amount that the states owe to the
banks tends to grow in election periods and when SG expenditures cannot be covered.
Neither of these looks as a high return undertaking.

The state bank frequently finds that their loans exceed its deposits, it cannot meet
its obligations. The debt of state banks accumulates, as the original bad loans cannot be
paid. And there comes a time at which the bank has to recur to the credit line that the
Central Bank, in its role of lender of last resort, extends under the name of “banks reserve
account” (conta reservas bancédrias). 1t can also take loans from Brazil’'s national
development banks as the Banco do Brasil or the Caixa Econdmica Federal. The Central
Bank intervenes to manage the bank. In this way the federal union ends up paying state
expenditures. SG deficits are covered by the FG. This is officially recognized, for example,
the state banks deficit is included in the federal government deficit for IMF
negotiations.ZZSGs also owe to private service suppliers and, frequently, their employees.
Mendes and Gall (1995) describe in detail the procedures through which the FG and the
.Central Bank end up bailing out SGs and also the ineffectiveness of limits to stop this
process.

The function of establishing and enforcing limits to governments at all levels in Brazil
is the national Senate. However, senators are among the biggest beneficiaries of the
funneling of funds to SGs, since this procedure strengthens their regional political power.
On the other hand, 13 finance ministers and 13 central bankers between 1985 and 1996
have not been able to stop this problem, they lack the strength to apply credible limits.
Therefore this problem does not seem to have a final solution, even the privatization of
Banerj is not going to stop it because as long as SGs have access to the credit market and
the following conditions exit, the FG will be forced to bail them out.

4.2. Characteristics of Brazil that Make it Prone to Bailouts

The FG has control of revenues to face these bankruptcies. Between 1980 and
1987 the FG collected between 53.5 and 58.7% of total government revenue, it had the
income, value added, international trade, payroll, financial operations and natural resources
tax bases, while the SG had inheritance, supplementary capital gains and motor vehicles.23
In 1988, this situation changed with the new Constitution, it is expected that the revenue
share of the federal government decreases to 36.5%, as SGs collect value added taxes.
However SG tax bases are not flexible enough to face a contingency as the state bank

21Bomfim and Shah (1994) mention that lending to the SG represented 75% of total state
bank loans between 1983 and 1987.

22 s reckoned by the Chief of the Economics Division of the Central Bank (Alves, 1987).

23These do not include an inflation tax for the FG of considerable size during most of the
period.

-A-61



bankruptcy, the exception would be value added taxes but SGs require states Council
approval to change rates and bases. In any case, and even though constitutional changes
strengthened the position of SGs their fiscal independence is still weak (Shah, 1991).

The newspapers at the time show the statements issued by the Central Bank, in
which we can see the amounts involved and that the most affected banks were of the
largest and richest states: Sao Paulo and Rio de Janeiro. In October 1987, when it was
about to return to the states the intervened banks, the central bank reported state banks
debt ascended to 4.2 billions of 1990 US doliars. While in 1990, it reported that a new
bunch of banks recently brought under its supervision owed it 1.42 billion of dollars. To
rescue these banks, it paid 2.27 billion of 1990 dollars in May 1987, and then again 237
millions in September 1990. The banks which figured more prominently in the news were
Banerj (the Rio de Janeiro bank) and Banespa (the bank of Sao Paulo). The liabilities of
Banerj to the Central Bank reached 186 million of 1990 dollars in April 1985, 1.325 billion
in March 1987 and 2.23 billion by November of that year. At the end of 1994 the Central
Bank reckoned transfers on a scale of 5 billion dollars to Banespa, Banerj and the Rio
Grande do Sul bank. The Economist mentions that in 1996, 15 billion were promised only
for Banespa. The debt of the state banks with the central bank represented 49% of the
monetary base in 1987, and 73% of total funding came from federal sources (Bomfim and
Shah, 1994). '

Finally, the creditors in this case are the depositors in the state banks and, as a
result of the interventions the central bank and other federal development banks.
Depositors are covered by the central bank. Another reason for the intervention is that just
the possibility of bankruptcy (of the larger banks) destabilizes the whole financial system of
the country (Bomfim and Shah, 1994). There are obviously no limitations on this kind of
indebtedness by SGs.

There is a time consistency problem in the federal government not being able to
commit to avoid involvement in state’s disbursements. And unless there is a change in the
rules of this game, this problem will continue to show up. Magazine reports show that this
is a recurrent problem, for which the FG every time looks for (and at the time seems to
find) a final solution to this transfer. Six finance ministers and a similar number of central
bankers (some of them, if not all, brilliant) were not able to correct it. They could have set
a separate fund to finance state bank’s crisis to solve the prisoner’s dilemma situation. The
historical account of the news permits us to see that this is an institutional problem for the
FG, that requires a concerted solution by the Brazilian society. SGs will not gather to
impose themselves a limit when they benefit from this practice by taking federally collected
revenues.24

States spend above their budgets knowing that, at the brink of bankruptcy, the central
government is going to take their debts. In the Brazilian case, the central bank does not
want to leave depositors unprotected and knows that it cannot force a state into financial
crisis to pay its debt. In Mexico, the executive power transfers additional funds to states in

240restes Quercia, who was the governor of Sao Paolo until the end of 1994 said “I broke
Banespa, but | elected my successor.” The Economist. January 20th to 26th. pp. 41-42
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distress to protect their creditors and to protect a SG from falling into financial disaster.
The following section provides an account of the development of the same problem in
Mexico.

5. STATE INDEBTEDNESS IN MEXICO

The recent accumulation of debt by state governments in Mexico is a fairly new
phenomenon in the modern history of Mexico and there is no official information of bailout
deals, furthermore, it has not received the widespread coverage that it has in Brazil. This
subsection shows that SG debt accumulated at unsustainable levels from 1988, which
made these governments vulnerable to the interest rate increases that occurred in 1995
and required FG help.

5.1. Description of the Recent Indebtedness Episode.

Between 1988 and 1994, the 31 states of Mexico had been accumulating debt at a
very fast rate. The total size of this debt is not too large considering that it represented
only 31.3% of their federal transfers, while their interest payments were 11% of the same

“source while the country paid 17.5 and 15% of its GDP in interests in 1987 and 1988 just

before the Brady plan. However, this led to a problem because the amount of debt
increased at a rate of 65.2% per year in real terms between 1988 and 1994. With even
lower rates of debt accumulation, Buiter and Patel (1990} and Buiter, Corsetti and Roubini
(1993) found that some European states failed a solvency test. Figure 5 shows the fast
increase in state governments indebtedness. At this pace, this indebtedness soon reached
critical levels because state expenditure was difficuit to cut.

For the first time in the history of Mexico private commercial banks are a mayor
financial source. This implies that local governments are not limited to the funds and credit
policies of development banks anymore. It is precisely this type of banks which has shown
the largest growth (Figure 6).

The only restrictions on the debt that SGs can acquire are provided in the 1917

Federal Constitution. Its laws establish that SGs cannot contract debt with foreign

banks,25 allowing local governments to take domestic alternatives: development and
commercial banks. Constitutional laws determine that the state congress has to allow the
executive government to take debt. Finally, state debt can only be taken for productive
investments not to finance current deficits.

25Article 117 says: “The States under no circumstance can:

VIIl. Acquire obligations or debts with other nations, foreign societies or persons, or those
that have to be paid with foreign currencies or out of the national territory.

The States and the Municipalities cannot acquire obligations or debts but for public
productive investments, including those contracted by state firms and decentralized
organisms, according to the bases set by the State legislature in its yearly budget. The
Executive will inform of its use in its public record, ...”
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Some of these restrictions are not binding. In some occasions the governor uses a
subterfuge, i.e. she takes short-term debt without authorization from the State Congress.
For this violation there are no records, but it cannot be a very large amount because it has
to be promptly paid, however it is likely that for this type of debt, SGs are charged high
interest rates. Other violations are in open contradiction with the Federal Constitution, e.g.
some state constitutions provide the faculty to obtain debt to finance unbalanced
budgets.26 Even when the states get debt to finance public investments, that does not
mean that they will generate enough revenues to pay for them. This provision works mainly
to limit the total increase in debt a SG can take in a part|cu|ar year, since it cannot go
beyond its capital expenditures.

State constitutions do not include more limits than those required by the Federal
one, but they vary in the degree of control that state congress has over emergency loans
that the government might take in case of need. Taken together, these restrictions on SG
debt have not been enough to stop a rapid increase in debt, nor do they bound the total
size of it. In fact, in the mid 1980s the total debt of the Federal District was totally
assumed by the FG, as the government of the city was unable to cover its other pressing
expenditures (Beristain and Samaniego, 1995).

5.2. Factors that Promoted the Indebtedness Episode

While in the US the problem was created and stopped during the last century and in
Brazil it has existed continuously since the early 1980s, in Mexico we have the case of the
beginning of a habit. Three important changes in the relationships between federal and
state governments have created the debt accumulation problem. First was the change to a
tax-sharing agreement in 1980, which made SGs highly dependent on federal grants.
Second was the decentralization process that is under way. The most prominent of the
activities now assumed by SGs arouse from the agreement that decentralized basic and
secondary education in 1991. State expenditure on education grew at a real annual rate of
28% from 1987 to 1991. However, table 4 shows that capital expenditure, after the
dreadful years of 1982 and 1983, has remained a constant share of total expenditures at
previously existing levels. Table 3 also points to the vulnerability of SGs if forced to make
an adjustment. The highest fraction of their expenditures is concentrated on bureaucratic
wages and transfers to municipalities.

Finally was that, starting in 1988, parties besides the ever-ruling PRI (Institutional
Revolutionary Party) have held state governorships.27 Indeed the first state to run into
financial trouble and receive attention from the media was the first one to elect a PAN
(National Action Party) governor. Press reports during most of 1993 testified to the dispute

26The constitutions of Durango, Nuevo Leén and Puebla allow debt to cover current
expenditures.

27Sanguinet1:i {(1993) finds political conflict among levels of government theoretically, and

in Argentina and the UK, a source of ||3Ilcl fiscal deficits.
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between the SG of Baja California and the FG.szaja California started to accumulate debt
from commercial banks as well as development banks. Once one player starts this process,
the externality she creates for the other players, almost forces them to jump into the new
equilibrium, where all states accumulate debt expecting a federal bailout, as Werlang and
Fraga (1993) show. In Mexico, most of the rest of the SGs followed suit after Baja
California began accumulating large amounts of debt. To this day, it is not only opposition
governments that have accumulated debt; combined together all SGs create the dramatic
increase in total state debt reported.

After the December 1994 devaluation of the peso, interest rates skyrocketed. Given
the high levels of debt already accumulated by SGs, the devaluation caused many of them
to require immediate action from the FG to avert default. The FG provided additional funds
after imposing adjustment plans on the SGs. The other response of the FG was through
development banks that changed lending terms, deferring to a later day the bulk of
payments, extending the benefit of the subsidized interest rates.

5.3. To the Rescue of the Inflexible

The Mexican FG rescued SGs because they lacked the means to affront the
situation. SGs received in 1990 90% of their revenue from the tax-sharing agreement,
none other source represented a significant share of their total revenue (Gamboa, 1996,
chapter l). Over the total sharing fund they have no control in bases or taxes. The other tax
bases that they posses are small and poor, while the FG can adjust taxes over income,
value added and natural resources that are its three most important sources (table 5).

On the other hand, up to July, 1995, 30 of the 31 states of the country had asked
for some kind of federal help, and an agreement between development banks and all SGs
was announced by the President. The previous problems, with the Federal District and Baja
California, involved two of the four most populated areas in the country setting a
precedent, but the 1995 crisis affected all indebted SGs.

Finally, the lenders were the commercial and development banks. The latter
provided a subsidy in the restructuring process. The lending from the former to loca!
governments represented a small fraction of their total lending, but they faced wide spread
defaults from their other lenders, which put them at the brink of default. Had the FG not
intervened, SGs would have given a bad example to other borrowers and forced a financial
system collapse.

28The best news coverage was provided by the Tijuana newspaper La Voz during the first
half of 1993.
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7. CONCLUSIONS

This paper analyzes bailouts of sovereign governments at the state. level by federal
authorities. It develops a model in which the SG can default on her debt. The FG is time
inconsistent in-its promise not to bail out the SG, because it has access to broader sources
of revenue, the SG affects an important part of the national economy and has a concern for
creditors. This puts the SG in a position of extracting funds by accumulating debt, at a cost
born by the FG, creating an externality to the rest of the economy.
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