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peompanied deposit insurance. Indeed, the Federal Reserve holds Impressive
fiscretionary powers regarding the lending policies of commercial banks, and
pver their Liquidation or merger, if banks are found to be in troubls Those
geretionary powers, however, are subject 10 review by the Treasury,
pngress and the courts, Vigilance has been exerted by the Fedril Reserve (o
p non-banking companics from owing or comtrolling banks.

While a trend towasds bank deregulation has oocured in the United States
iring the 1570s and early 1980, removing some archaic populist controls,
¢ ¥iew the “banis are special’ has been reaffirmed The rescoc of the
mtinental Illineis durmg 1984 in the face of a new tvpe of run by
iosured infernational depositors, a rescue which extended de-facto
urance to all depositors, showed that large banks are quite special This
W i based on the externalities generated by the liguidity, mobility and
peptability of bank-isswed transaction accounts, characteristics which take
gial significance in periods of financial stress [sce Federal Reserve Bank of
gemand al par and that are readily transferable to third parties. Your safe
ments system is also my safe payments system; it is partly a public good,
only serving individuals, but also providing backop liquidity on which
‘whole of the fnancial system rests. The Federal Reserve Bank of

senpolis concludes:
& .

.. the case for segregating essemtiel banking functions into an
dcentifinble class of institutions is every bit as powerful today as it was
i the 1930s. If anything, concerns regarding financial concentration,
fonilicts of mterest, and the fiduciary responsibilities associated with
lending depositors’ money may be more relevant today than they were
A3 years ago’ (p. 13)

her industrial countries, such as Japan and those in Western Europe,
' 0 farther away from the laissez-faire vision for the financial system
e United States. In several of those eountries jnterest rates are also
olled or supervised by monetary authocities, and international capital
' re regulated. None relies on just price and wage flexibility to seek
Seconomic balance. (Note thet those advecating a fed-money-growth
fe typically as skeptical of the specdy workings of price and wage
Mmh:ﬁnﬂmnnmhbahmmﬁeyndnnmnMJ

ally, it is difficolt to find small and open countries which have given up
PTY Soverelgnty after tasting it. Politically sovereign countries using
' ountries’ moneys, or “permanently’ commitied to a fixed exchange rae
Shresincted capital mobility with a monetary ‘big brother’, usually have
® 10 those arrangements as part of & transition from a colonial status,
It is moot whether the arrangements are regarded as really permanent or
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in monetary learni doing, a step which had g 3,

mﬂrmp:ad“ 4 m]:dnam Tpe:ialr'::.malh:idh:utdmﬂ interests rather than Lakay

:.'h.m:gm rrd‘nlummid:mim of national welfare. During October 19py

- am reports that Jsrael was about to abandom s Monetary

;::-aigﬂr the Minister responsible for the proposal ressgned shorpy
afterwards.
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Wmmmnﬂwmg of the (thea) traditional sor; uwml_munm:s carned oul
banking ing those years foliowing the advicc of Professor EW.
Kmﬂdﬂmhmqm University, and of wvisitors from the Bank of

England ‘ ﬂhﬂmﬂ- 2 mﬂf E:u:h American countries already included

mstTsti .‘I‘h:m m and provincial goveraments, Argenting, for

Iﬂamp}:.m impﬂl'thbj at government-ownad morigage bank and several
h'dm Thulnulmmch:mdﬁ'imdmmml L_ajh.

bﬂm' e fixed exchange rates, convertibility and prlmrs:ablhl;t:
wmmw“:ﬁmh; were closely linked to those in New York and

s

London. there *finand fession’, critics pomnled 1o &
persti el s 10 finance industry and

- : : scalarly
mlmﬂ mﬂhﬂmmd ik agriculwure, these withoul real  EstatEl
I WE nom-availability of credit. Domeshic stock

mm::::]d mkm m small; only Argentina scems 10 have had a promisE
and Mmar 4

formal domestic financial market, dominated by morigage papst
I L o 4l
ﬁ::a.nunlm' Iﬂiﬂsm - which at The beight of the crisis proved their u“
i duumgm lhuinﬁdsnu:cd’pﬂﬂi::andmm;tth:maﬂ;:;%
!I:lﬂ.ﬂ.'in picies which occured in the United States during the c.url:lu' “.
i win the large Latin American countrics, apparently s:ﬂﬂ"
:.1: mmmedﬂr stale banks plus an aclivist va-lh:}f of rescuing most PY

: ill a
anted 3t mberest maies i
i Do tﬂ:ﬁﬂi behind it, and in mos! cases conto
inflation, or a1 leas \on. Public development bil!'lki Fen o
an BRSurgs m.lmpﬂﬂmmlaﬁvﬂ}r emal] and cfficient, as in the ua.;juriﬂi h
“"'""‘:’%" s : of extermal sources of ﬁ““m. 5,
Brazilian BNDE The drymg-up o mobilize local saving

10305 and 1940s encouraped these cfforts |

exchange controls and the expansion ol 3'3“3‘

head of :m _-

of
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by the 1950s, however, it was clear that in South American countries
jencing inflation the development banks created to solve one form of
eived market fuilure (lack of long-term credit for socially profitable non-
gitional activities) had led to another, ie, a segmented domestic financial
thel in which some obtained (rationed) credits ar very megative real
est rates, while non-favored borrowers had to obtain funds in expensive
‘unstable informal credit markets. Public comtrols over the banking
m typically led to negative real interest rates for depositors. ‘Financial
on" became an obstacle to domestic savings and their efficiont
tion, and financial intermediation languished,
nflation-prone countries, financial reforms were introduced during the
m the form of indexing Mmhamanddepmiu;thmhm]ﬁn;tm
g market were & particolarly popular field for these new policies. Post-
Brazil is the clearest example of a sustained effort to revive the
i¢ financial system and domestie savings using a number of indexing
bul maintaining close government supervision of financial
lﬁﬂiinummmmrﬁdinfumﬂmIEﬂ.Th:rtmmnf
m reforms have been mixed: domestic financial savings have been
relative 1o the pre-1964 situation, in spite of continuing inflation,
P policics supported irapressive rates of capital formation. But
Encourage a significant stock market have failed, and the financial
uns heavily dominated by public securities. Private agents have
ance to offer indexed securitics. Credit to some sectors, spch as
hubunt:avﬂymhﬁdimdﬁwlmgpeﬁm:ﬂthmﬂmﬁl has
#d controls over the links betwsen domestic and international
passive crawling peg exchange rate

her innovations.

- markets, while following a
Mith sporadic jumps and o
- ican countries, with a tradition of price stability and
 macroecongmic management  (before the 1970s), bank
m&:naﬂxﬁﬁmu&'ahpﬁv&u banks with dominant
iy ﬁﬂnﬁ:aﬂjmjidmmstmMrmw.Gﬂﬁs
!] noted: '

srience of El Salvador suggests that interest rale freedom
expected 1o be & panacea and automatically produce interest
m in countries that have a relatively concentrated and
fed financial system, which is the typical case in small, Jess
“Ped countnies. Positive policy actions 1o avoid market distortions
i P required.'

;ﬁ to the nationalization of the banking system in
Mﬂmhmlﬂ(hmdinﬂﬁﬂmdminl???.ﬂﬂmnmmt
0, including selective credit allocations, over such oligopolistic
—e4 Mmay make matters worse, consolidating access by 3 few favored
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mmmﬂ:nfh:ﬁdmimdimquiuhhmmﬂaﬁmﬁmwmm bunking
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t;nd Chile witnessed a ::um‘lm capital inflow, Presumably the
mmmcmmmnummmmm
MPm-ulttnanm.l;ﬂuumﬁnalﬂﬂhangnmum

secloT. 5

Southern countrics, coming out of sundry populisl experience s1 for many vears'. Some of the : -
around the mid-19705, uadertook financial reforms going beyond those of , with the aational m‘“:;‘hmw dreamed of doing
Brogil in a laissez-faive di i Post-1973 Chile provides the cleareg -, t wish to go I.ha'l:mim-_lm allogether, feared that the military

m#d‘mwﬂwmﬂ:ﬂm {[ﬂruiﬂrﬁ&mn;ﬁm.“
Arellano {1983ab}]. That experiment staried with a fully nationalized oneta: m
m%;hnﬂmwmmmm_mpnmmm .'5-; arkets. dog I-mmh%:“ﬂﬂiimﬂ?h}whﬂhm
mmdmhymﬁmuﬂnnﬁ.mhmm&ﬂmmnmh“ B idiisic el ternationa n'?mfrﬂm_the
wmﬂngmmmmmmmmﬂj litthe effort was spent op ; . untary financial transactions between privase
mmmmﬂmmm“ carly stag
mmmﬂﬂmwﬁtﬁdaﬂw:ﬂ:ﬂm_mnwmu with

:_;.-. roretical underpinnings of these policies included a special version of

g i st = I it this way at meeting held in Santi ; A Oty
1976 and Jamuary 1977 of the more adventurons and unregulated ‘Robichek (1981, p. 171); ntiago de Chile during January
‘inancieras led 1o the estahlishment of minimum capital requirements for

Authorities repeatedly wamed blic that geposits were nal Mhe case of the private soctor, 1 :
i small mﬁﬂ; bonks, and that [inaccial WeeT dnmﬂ.ni;md forcign debt is ;tm arﬂﬁ T:’:rhl:n:ﬁm
otber private firm, could go bankrupl, it Wak B8l md : : ﬂmﬂ}'ml nmmnm"m.
mldrmtb:a'hi'ﬁ:nsﬂﬂfnfhanksandmh'_ Jpropriate public policies — if it cxisis at all, The exchan ﬁk::
Sinancial imtermediaries. Since 1974 mlti-purpose banking was Ellﬁ\'ﬂ..'d.:nl' nlhfmm hﬁl‘fﬂwin;am by Tikea foie bl g
the ground that the Chilean market is too small 1o susiain specialiies d he other risks asociated with borrowing, whether it be from
MWNMIEMWWSWEWE :m;ngnﬁqm”m gLt
: 1o be careful in assessing the net retumn to be derived from

w’ it externil if the Osorno IS mrﬁm unlﬂuslr by the private
loans would decrease if the Us0rn8 TP = wers i v Y, provided .
T T e e o R e L
Naurally, frech warnings were isued that, from then on, (0A0SE ks [see Ro {Imlwﬂjrmrdud
meﬂﬂhmmmmmmny : mthnp. TEJJ-I
bank portfolios existed; only in 1981 werc hb:nma M""’ on and interest rates toward intornati
regulatory pOwers given 1o the Svperintendency of Banks One S8 xchange rate vi proeess, during which the fixed m:mmt‘
conjecture i depositors felt, de facto, folly D528 381 the ?’“timnm@pﬁymmmhﬂpﬂmmm
mmmmmmwmmﬁmmmnmmur- £ Crins, . Sument account deficit reached an astonishing 14
fact, goarantecd by the Stmte After 1977, banks, rather than Tinarc it owr mﬁ’m National nﬁhn&m ikl iniomtione] seaseeee
huumt:pudmﬁmhm:ﬁnmn:illsysm mmmmuﬁwmmmm-m
thglﬁthmmmnﬁclmmﬂmm; ﬁ, : 1 e oo a widely noted (by Wm.ﬂm
1o culminate in & preado-exchange-rate union [see Corden (1972]] ¥ g . or ; mw“_mmm:mmmﬁah
mmmmﬂﬂwﬂ“m*“‘?ﬂ“.mm' } potasions, Before 1981, the oo 000 financial and non-
dollar in July 1979, and restrictions wmh::dﬂ;ﬁrn::fi J OMic groups must reflect ”m‘gu“:rm a-;!i ha: been that
g SR mees ‘98€ special type of butcher shop, disciplined by free entey doy
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itive pressares. Their allocation of credit resources, often heavily
:;::ITI?:::::I mmmui;}:wchld wilth the group, wis pu.'n::lumcd 10 he
ore clficient than that which government burcaucrats cl:n'l:llld achieve.
as March 1981 inlernational busmess Eﬂ.lhhﬂ.i:;ri:";rinwrh.zmg
i i jronment’ was 4
it m hﬂiﬁ_mmmdn??ht more entrants into the thriving
st ml‘pd B mmwmmm 11, 1981 p. 9] By
s PSS P-puhlimtium were noling with concern the cessation of
o thh?mﬁh by CRAY, a Chilean sugar company, 3s well g
mﬂmmghn:mm economic miracle, but argued that ‘tﬁl:plmhm; T;;?_
immadinte threat " [Business Latin Amer, ane ],
oo mﬂﬂiﬂﬁﬂﬂﬁlﬂlﬂpﬁdﬂﬂnnnm
- By November 1981 the position q:-f o
and scveral ‘financieras’ P@T;ﬁcmi:ﬁ
1 Further intervehons nan
hﬂwﬁﬂ? wﬂmnudw mdmm&mﬁ:lﬁhhd{ of 1982 rather ihan harsh
sankru proceedings, these actions apparently involved a gencrous
mﬁfuﬁdittulhpim:mr.mﬁ:mddbmﬁﬂhcrui
4 of June 1982, domestic credit in Chilean pu-nnxmndcdlt;
in domestic credit, 92 percent went (0
Monetary Fund (1983, pp. 118119, lincs 3

mportant private Chilean banks

X PAASION
1981 and the mﬂ“ b
2] percent; of increase
private sector [see International
o i it 1 i i ni raises
¥ *bail out’ privatc 4ge
massive use of Central Bank credl 10
dn;l:;: Jhout the validity of pre-1982 analyses ﬂ'm:ngmﬂhﬂl:“;;ﬁlid: :
ic sector. The recorded public seclor _
ﬂnmmih'minm for several years through 1981, and moderate duﬂ:
[For cvidence on the apparent Chilean fiscal performance, -
1mﬁmn' 1982).] The declining Imporiance of ostensible public deb II:I.‘“
Htmw' hul.mntl shest was celcbrated by some Observers indeed 10 :
remaining public curpﬂratm
§ il dimg
gxeceded its Habilili it twrmed out that the public sector, 1D :
Emmﬂ:ﬁmkjﬁ T&Jmﬂ]m an explosive amount of contmgeE:
b foreign nﬂdmmbnmwhnh:udcpmtsm,ur :
financial sector. This  hidden public deb! .:mﬂ_
financial system threatened to callapse Ermineft
who were mvolyed in the " hilea®’

mﬂudmﬂlmfmﬂw B i (P a.tlﬂ':‘;

creation :-u-d early development of the now Chilean ﬁ_mnng:ﬂ:flﬂ .

Experts togeiber by the Organization of American : o .

for the Et"::il:;nml of C‘:j'pﬂtal Markels; together mlth thl:hi?lilﬁ:ﬂsi::::!
i : capital markets |

Bank, this program sponsored scmunars on

during 1974, 1976 and 1977.) ol force of he

By late 198] and early 1982 Chile was also [zeling the

C. Diaz-Alcjandro, Consequences of financial liberalizarion 1"

national economic crisis and discovering that it was not a ‘small
ntry’ in international financial markets, in the sepse of being able to
gow, in cither public or private account, all it wished at a given interest
, even including 2 generous spread. Pressures mounted on the already
pralued nominal exchange rate, fixed with respect to the U.S. dollar sinee
1979; in June 1982 the unthinkable devaluation was carried out in haste,
ting 3 period of expermmentation, which has incloded clean and dirty
ng. a crawling peg. multiple rates; and a tightening up of exchanpe

exchange rate ross rapidly from 39 peses per U.S. dollar to a
of T4-80 pesos by January 1983; the free rate went substantially above
il quotation. Those who had dollar debts were placed under stress:
fal difficulties contributed to and were aggravated by a drop in real
i National Product of abour 14 percent during 1982 The Central Bank
ook rescus operations of banks and other financial intermediaries
‘the second half of 1982, 10 avoid a breakdown of the financial system.
1 1983 a controversial, massive inlervention in five banks, the
on of another three, and the direct supervision of another two left
mment in control ofa good share of the Chilean corporate sector, a3
g of its domestic and forcign debis. It has been estimated that non-
ming asscts of banks rose from 11 percent of their capital and reserves
end of 1980, 1o 22 peroont at the end of 1981, 1o 47 percent at the end
ind 10 113 percent in May 1983 [Arellano {1983, p. 192)].
of those linked 10 the intervened banks and awociated companies,
=-Ministers of the Pinochel regime, charged that the January 1983
res by the Central Bank and its now active superintendency of banks
Bonccessary, arbitrary and politically motivated, hinting that rival
mic groups stood to profit from the measures. General Pinochet
the lead in charging the troubled ecomomic groups with a
£ of sins, including betrayal of the General’s good faith. During 1983
o, Speaifically, it has becn charged that Banco de Chile and three
(PETyate Santingo banks set up a new bank in Panama, which was used
tumyent limits on how much a bank could loan to members of its own
 When those measures were belatedly (during 1981) imposed to control
rORgiomerates’ rampant sel-lending tactics” [The Wall Street Jowrmal,
15, 1984, p. 34)
siever the merits of thess charges, it was clear that the domestic
#5l crisis in Chile had questioned not only the future of many existing
tand corporations but alse the rules of the game as they had been
#00d during the years of the "Chilean miracie’. The opaguencss of the
#Ation procedures, and of the announced processes to settle the tangled
@ intorcompany and bank debits even raised questions about the

"
ek c
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fegime’s respact property tights of at least its willingness 10 provigy
dﬁum‘lmnhmi::ﬂnrﬂ::ﬂ%mnfmmﬁghuﬂmh:mh
I'und.‘:n!j the depositors with the three liquidated banks underwent any
dhqﬂ!mu{:pmﬁmﬂufthﬁrd:p:ﬁm};lﬂnthﬂdrpﬂmwsum

could get their money back. _ ) =
mﬁlég.am“mmmmmmwuum
olicials, extandsd 10 the handling of private external debts. In conirast with
hﬁhﬂwhmmmdiuﬂmﬂahmshmnlﬂngmlﬂlmp@
i?ﬁ-:minmmulundimmlym pﬁmmhanh:;:immrpmnﬁ& b-:.rm-..-u:
broad Wi governmenl tees. Indeed, private borrowers a
I s s officials that they were on their own,

could i be regarded as a Chilean national debt
“d:'hl mmm mm;uﬂy 1083 external debis of
mznh;mmwwmmmmmﬂmrﬁiﬁ
i : i icing them Those private debis n
imtention 10 conlmbs f 2

: . 5 ] ks
increasing number mpmmandthu:mmted Chilean ban
'mhk mup:rmm;' ing o apptfa&hﬂs s sospension of their payments 3‘."“
subsequent hankrupicy. To make their viewpoint d" ahmhtt.-lm é;lu_:;m::eﬂ
ightened up their granting of very She
mﬁﬂﬂTmﬂﬂkﬂ?mmmbg the EII;I guarter of 1983, a techmique reportedly ﬁ
T mmmmﬂmﬁnﬂmmmﬂwumrr :
E‘r:maﬁnmi Moneciary Fond, also active in the debt rm:h::dnlmg LXCTCEE,
hﬂnﬂpuhﬁﬂ!uwmlhkmmnaﬂwlnhﬁlﬂdw_ .
the ad hoc actions undertaken during 1982-%3 in Chile 1o hand®
thhmm s and cxternal financial crisis carry with them an enormous

& a x - The 'PI'iﬂl'-'- ﬂgg;nr_.ﬁ 1138
potential for arhitrary wealth recistribotion. lessons

compatible with ;

Iit:hmm&nmﬂﬂmummﬁkdytﬂh e

reconstroction of & domestic financial sector relying on credible
government ;.m-anuﬂ o peso deposils, private individunalks decreased
demand for i :
expectations grew that the clearing up of the
involve additional inflation, exchange-rate B s i
comtrols. Faith in orderly ]ﬁdﬂ?lﬂrpfﬂﬂﬂdm?&tﬂ u:p ey
assels appeared 1o be quue T Blories unded d:i:tﬂrﬁl
mmnnlrr and of p:tt;ulﬂd grand financial chicancry going unpunished o
ﬁu-;nime' ine and Urugnayan domestic financial experiences offer a rmF
:t'mihriﬂumdmmnumutﬂ[henm&ﬂm“:m[m

domestic debt mngie

and lending In spite of the HE.
assets, as Jdomestic inflation picked uw

depreciation and afhﬁ
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"':. In those countries domestic financial intermediation also flovrished
| then collapsed. Major comparative points are the following:

) Whether or not deposits are explicitly insured, the public EXPECLs
@MmENts 1o intervene 1o save mest depositors from losses when financial
mediaries run into trouble. Warnings that intervention will not be
joming appear to be simply not believable Fernandez {1983} has
ed explicit insurance for financial deposits by Central Bank authoritics
xplaining the Argentine financial crash of 1980-82. But, as we have seen,
gt insurance was much less used in Chile, where nevertheless many
i and houscholds apparcatly felt that their deposits were implicitly
imteed by the Central Bank [se= Arcllano {1983a.bj].
The Uentral Banks, cither because of & misguided belief that banks are
putcher shops, or because of lack of trained personnel, neglected
mtial regulations over financial intermediaries. Mot surprisingly, the
i held by Argentine and Chilean banks and financieras’ around 1980-81
red 10 have substantially riskier relative to those held by similar
fions in the United States or in Western Europe, and relative to
ible counterfactuals of sensibly-regulated financial intermediaries in
‘countrics. It has been argued that in Urnguay the presence of US.
pd banks, rcgulated indirectly by the Federal Reserve, reduced the
tude of risk-taking by banks.
The new financial institulions in the Southern Cone attracted fresh
meneurs and stimulated the creation of new conglomerates and
amic groups. While new entrepreneurial blood has an attractive aura,
ience indicates that such venturesome animal spirits are better
eled toward non-financial endeavors, where the disciplining threat of
Bpicy could be more credibie.
In economies characterized by intractable market and informational
lections, conglomerates and cconomic groups, even as they may correct
mment-induced financial repression imperfections, could exacerbate
S, particolarly via the creation of oligopolistic power. The clesc
lalion of financial imermediaries with non-financial corporations.
= upon by United States regulations, can indeed Jead to distortions in
reation of credit, as shown by the Argentine and Chilean experiences.
Bes in both countries between banks and firms, which were hardly
(EOELh, were responsible for the high use of debt by private firms. In
O late 1982 private firms were more indebted than state enterprises:
i the private sector, extreme indebtedness was found among those that
banks (and that had acquired from CORFO those firms
: under the Allende Presidency). Between 1975 and 1982, Chile
from a financially shallow economy, where inflation had wiped out real
& of debt, 1o An excesgively fmancially decp cconomy where creditors

1
L i
B
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owned a very large share of real wealth, a clear case of ‘oo much deby 4y
too little equity’. Imlerpenetration of cconomic and fmancial power appeg.
i have reachied mm Ievels The two ]m business EToups p
Chile by late 1982 controlled the principal insUrance COMPANIcs. mufyg)
funds, hrokerage houses, the largest private company pension funds and 1,
two Jargest private commercial banks; about half of all private external depy
was channelied through the domestic banking system, 30 control of hanggy
allowed ready acoss both to domestic and foreign credit. By late 1982 many
bhanks had lent one quarter of more of their resources to affiliates.

{5) The freeing of imterest rutes and the relaxation of controls over
finencial mtermediation will not necessarily encourage inlermediztion beyvond
shori-term maturities. The flourishing of private financial intermedianes in

the Southern Cone, even 21 the height of the boom, was hmited to deposity

and loans of kss than six months” duration, Longer-term intermeciation vig
banks or bonds, not 1o metion via active stock markels, remained very weak

Insofar as the new policies destroy pre-cxisting government-supported long-

term intermedistion arrangements, as in the case of the Chilean housing

system, SINAP, financial liberation will redvce available long-term financial

instraments. Siock markets may witness short booms, but will mobilze very

fow funds; charges of manipulation and fraud, plus lack of protection for
minority stockholders, will reduce public interest in buying stocks in

mr:gﬂaudmhﬂymphnﬂﬂmkmkm.ﬂhmbmnhargcd in the

Chilean case that false stock tramsactions were an important componenl M
the prowth of financial intermediaries during 1977-81.

secure loans and 1o indece fresh inflows into captive mutual funds.
(6) The end of financial repression undoubtedly encouraged many LYPs

however, total domestic savings did aot increase in
experiments in financial liberation, in spite of handsome returns [0 =
Chilean Gross Nationial Savings fell from an average of 16.3 percent of U2
National Produce during the decade of the 1960s, to 124

mﬂnhﬁﬂmnﬁmndﬂuﬁmmmﬁﬂyfmmﬂnhﬂﬂ
inﬂnw.ﬂmmdhgunhuﬂ:ﬂimﬂﬂmhdwofmmumwcrﬂ
of capital gains, and a reorieniation of saving
private sector [scc also Harberger (1982) for a
performance of Chilean savings]. In 198081 reforms :
system gave a further boost to funds fowing into private financial !

tions, by changing the pay-as-you-go

It & arpued thol

market prices of shares owned by large business groups were manipalated
upwards, via phony transactions, Io increase the value of collateral usad to

o

Fnancial savings; Arellano (19832, b) documents the boom in Chilean financial
savings and intermediation especially during 1977-81 Pasadoxicallfe

the South Amedcsl
avings

percent dorifl
Lhal A=

197581 [Arellano {1983h, p 120) Arcllano copently argucs _

flows from the publc 1@ =28
of the PEES
to the socal E-G':“EM'

institE
government-managed system iner &
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¥

1@mnmwﬁmhpmmfmﬂmmhmnqﬂhymm
| ApgTegal imvestment performance showed o clear s i

o mb@nﬂmw%hhﬂ:ﬁmﬂhﬁmﬁuﬁiﬁﬂ
liberation. In Chile gross fixed investment during the
caveraged 202 percent of Gross Domestic Product: during 1974-82 it
. 135 percent of GDP [see Arellano (1983, p. 226)]. Argentine
guayan pnn‘m was better on the investment front, partly
e public sector capital formation did not shrink as the Chilean case.

gign landers take govenment announcements that it will not rescue
private debtors, especially banks, with non-guaranteed external tor
| liabnlities even less' seriously than depositors take the threat of a

g been upheld ex-post as a sounder guide to action than the Robi
e | OTEI I :Da.ﬂtﬁ. hﬂd.l.ﬂ_ to both the F-IH.i'n and I.l'i"ftlr: mlrn:?:
to convinge governments o take over ex-
g private debus, especially these of financial intermediaries, There
0 be no international referees to keep them from ewercising such
e substantive differences between the nationalization of Mexican
= during 1982 and the intervention in Chilean private banks
hmyhluu:thmnumﬂthm&bymchhgﬂmedilufnhur
tonal fnancial press. International banks, knowing they are
hame, where they also have close political connections with their
'_tﬂmt_ﬂ:mm:in borrowing countries.
= of private Chilean banks to forcign banks were fully assumed
rament, other operations by Southern Cone banks H!:I:ﬁud out
nol seem o have received the protective mantle of home-
support. For example, the Argentine authorities declined 1o
mibility for claims on the New York branch of the fuiling Banco
-Mnmlnhﬂwa&ﬂkmmbythuﬂ:wﬁrtﬂlate
partment [Johnson and Abrams (1983, p. 23)]. Given this
;ilﬂﬂhhlj"' that Southern Cone banks will CmETEe as important
in hmnaun;ﬂ banking in the near future,
- oinalon of pre-announced or fixed nominal exchange
o acterized by the moral hazard and other imperfections discussed
___:_.- not only for sigificant microsconomic misallocation of
g for macroeconomic instability, including the explosive growth
hdnh. most of which was incurred by private Chilean banks,
o ‘In:jj:upl cessation of capital inflows. That mactoeconomic
OCcur cven assuming tranquil circumstances, bug it is of
=xacerbated by external shocks hitting economies made particularly
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| hml%mﬁﬂmhhuﬁmdmmuc li A
e mmmm-mmﬁnﬁmﬁ

fect the real cxchange rate, al keast in the short and modium russ, and thay wa The brittie Southern Cone domestic sectors must also bear v
wh:kmmmhnwmhmnmu | ey, ¢ ‘the- boom, -then - mbhmmj
fjusting the balance of paymests. Faully exchange raie policy 2ppean M-mmmuumu”h1 " 'mm' el

m‘mlhmmm:ﬂMWWﬂ
:hnlmwwihmhnhw?{umm
mﬁhﬁndihhﬂunﬁ#hpﬂﬂWMuﬂmm“

nport binge and reducing local savings. what 10 whom, hardly. ideal -
limmﬂluwmﬂnﬂurﬁf:.umwﬂ: Tm circumsiances for encouraging a
emained high in Argentina, Chile and Uruguay, during perods 5 isternational debt, the sorting 0wt and =t
mn:jdinﬂuu ﬁmhﬂWhIFEﬂanttph for ‘mistakes’ (only ciear ”'“Ib, mﬂ :.;
his macroeconomic policy. wﬂml'ﬂmﬂ and financial markes present Im ) “I“I“"l Hﬂlﬁ

_hmhmmdm- out old financial
via imflation (which is not allowed 10 be reflected in interest rates):
'path out of the moraws remains unclear; inflation accelermted, but
ound 25-30 pereent during 1983, There are fow procedents and

shori-term  loans. mmmmuwmﬂhm-! &nt 10 the new internatiomal terms of trade, capital
WWhLmllmMﬂﬁﬂmm_WT : j.“m
interest rates were nefiected mainly in double-gntry bookkeeping. It €38 SRnRoaal -monse
lr;nidthtﬁnnllndmmﬂ_m“:ﬂ“'ﬂm -~
thmmhnrmmbﬁipuind:.u.?ﬂqdadnpt
nmdﬂupwﬂmmmhﬁlmw._nm:sﬂﬂ_drﬂlﬂ
mhmmh-ﬁnﬁuﬁmmwmmﬂ r
favored ‘distress borrowing® either interest rates fell, or gover pe. i
*ba&:wt‘wrmwmuwm:nﬁﬁwdﬁﬂ!m““r Has 100 lalc) of the practives of financial | :
mmmmmmmmmwuwﬂmmﬂ-- 'H“mmﬁlﬂhnmn Ilmmm
umwmmmwmwﬁﬂm.ﬁ' sow 1@ L eudonall) commitments against futere bail-outs, or toward
hmﬁn;:mndmnhhuﬁmud:hemﬂquwm_' culminating in nationalization of the
imterest ate. Some observers have argued that the main T 08 Ly o *I Coma Rica, El Salvador, India and Frasce. Other Latin
mmnmwtumndnth:umﬁpﬂmlmnpn:; & __Mhhm&nu“mm bia,
debiors 1o creditos, a mechanism doomed o stop when il ::‘mm-m hdmcmh
e i i R o _m&ﬂlﬁlm” i "I.hu'r
illlmmhminuﬁnAmthMdmmrﬁEg“: i ﬁ-rﬂl-l_ﬁlwﬁh]wﬂih-n‘ﬂ:ﬁ i
Product in Argentina (11 percont between 1980 and 1982, 0 g i atacteristion of domestic inancial artaagemens skesching
between 1081 and 1983), and in Uruguay (14 PSR o el ~ calier, the credibility of o government gl
and 1983) may be said to be the rewlt of unfavorable exte e domesria e it Yery low: m.u ey

= Ca domestic financial sysiems of the late 1975 and
_-!_._" ﬁ.“m“j‘:“hﬂﬁm‘uﬂ-ﬁ
s o 1 Borrowers, and 0o cllective supervision and control
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forcign financial agents will mOt accep 4 X
ic debts when a orisis arrives: financial lusse.
cogntry dods nOT Secm viable. Secondly “public
and their aunts, simply does ool believe thar the
dap:ﬁ.ﬁﬂntﬂb:wrmdwt h:l' ihe [Ellu“:

recent Chilean  experience,

m - " - -

compatible with laissex-Faire oommitments which a misguided Minister of
ﬂﬂm Cinﬁhuk President may occasionally utter in @ moment of
. 'n::ah&nnﬁhnnmiﬁaﬁu.mmwiﬂmhnhupcy courts
11 break down: when most everyone {who coumnts) is banhﬂw nobody i
:‘::uu,m if one beligved, & la Hayek, that ﬂ:utm_-nahnuand publ:c_m

developing {“;“'k;ﬂ“m The zealot may conchude that the nation

= m 5

lows not measure up Lo the purity of the odcl
So should ome move back to good old 19508

perhaps full nationalization of

alternative Sysic

style financial reprossson,
the domeslic Minandal
could be

Negative real rates of inerest beean
the 104D and 1950s as inNation gaincd
authorities maintained ceilings on nominal

common in Latin America Juring

interest rates offered and chaf
4 Sogth Amerkan
Carth ;

ﬂﬁmtﬂ“ E:rn:s:lﬂth:' mﬂm also these developd I"==
Ehpu:hlmﬂjmﬁurulnﬂdi&minﬂuhrmalh :

imposed mate cailing® &

poverament -
market occured only when the regiilation and particl S

controls, it is not obvious that public

exchange ; lead 1o megative Ry
: Jomestic financial markel Teecessarily had 10 A el W

o the ican fimanciz) sysiem of the 19508 and 19605, Fram,ﬁll
interest. The Mexican and subs %

development scholars, contained
Wmmmm
and other financia) reforms could hardly be
faire approach. The celcbrated South Korean

W I'l'ﬁ:.imm . Aaer] i

oot puh;:,., post-1964 Beazilian M
described as involving @
financial reforms of the 58

i
ik

C. Diaz-jaipfondro, Conseguencer of Jirmncio! Uberalizatiog Eb

ied out with a high degree of public ownership and control of the

pal financial sector [sce Gurley et al. (1965, p, 45)].
gesumning that a country intends lo maintain monetary sovereignty but

oy E
REEELLIY

gstic liq
I'_-mr'

yet not explosive, inflationary expectations persist, there is a
for making sure that firms and houscholds have available a
uid financial asset yielding a real interest rate which is not far
mmd:abum,mTMhﬂaﬁumrymbumthycummy

ges may result from the inability of the fiscal system to find nom-

sources of revenves, or it may be simply a by-product of an
spiral, whose inertial momentum could only be halted by a

e real contraction. Presumably the transactions convenicnce provided by
tic currency will be enough to generatc some demand for it, even

rate inflation, an sssumption supported by South American
_ But without a liquid and safe store of value denominated in
tic currency, which at least maintains its purchasing power, a national
ary and financial system will have little long-run credibility, short of
jian controls. It could also be argued that without such an asset the
‘would not meet the most elementrary tests of social squity.

ould be emphasized that introducing a “zero-real-rate assets’ neat 1o a
e asset involves a delicate trade-off, which may increase
aly il the inflation tax on money remains ‘reasonable’. The rero-
s5et will reduce the demand for money, but may also reduce the
@ for assels denominaled in foreign currencies. An inflation which
ated sharply above historical norms, introducing massive currency
iion, could destroy the credibility of all domestic financial assets,

8 are many possible ways to supply a 2ero-rcal-rate asset. The
| system, for example, could provide indexed savings accousts:
on practical considerations, they could be used partly as checking

=

5 Af least that segment of the banking system would have explicit

insurance, - perhaps only for accounis below a certain
hmmﬁ:rlmwmnumﬂdparﬁﬂﬂauuaﬁLm
Binks of funds coming from those accounts would be tightly
? by 2 flinty-eyed superintendency of banks. Indeed, practical
“tions could lead to the requirement of 100 percent reserves on that
AEPOSiLs, 10 be placed in very safe assets,

MOus potential power is given by this scheme to the regulatory
% 1l could end up in the total control of credit by the Central Bank.
hI.aﬁnﬁmuriuandﬂmwh:reuithapublinannlynf
Sa¥e nol been so encouraging as to make onc indifferent to this
Y. Saleguards against the monopoly scenario would incluge
e for the supply of aliernative financial assets, by either private

g Secentralized public ones, plus an active Congressiona! supervision

watary agencies and the public banks. The latter point suggests
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ertibility, except by fluke [or short of extravagent averags Il_E:'-'n:Is of !
mpﬁcnu]v Th:.'. s not a pleasant conclusion for those f:milu.r_ with past
ith exchange controls over inlernational flows in Latin 'd"”:l‘lh
elsewhene.  Limitati on uncooditional capital-account convertibilipy,
Hhmm have gm;-;mimlkrm:ﬂ':mmmd inequities depending
mﬂtMMmmﬂm.hMth rate hovenng
on the o mmﬂimmﬂdammhm#umpm@m“
Hmﬁllfﬁ.ty Hmitation:; it would be absolutely essential 10 avoid the
templation of manipulation convertibility restrictions to bultress overvalued
exchanye rales, a5 in the past The hetcrodox poal of exchange controls mussy
et with orthodex concern for real exchange rale. Nate, incidentally,
- mﬂmwﬂ}t— Tl mmu"ﬁlilj resticlions cl'ﬁ:i'raimd exchange riles -..'il.ﬂ-h
matppad manipalsting the capital spcount of the balance of payments, ja,
high mﬂ rates went along in the Southern Cone with overvaluation
o3 i machmery could be used to discourage volatile
mmmﬂwa relving TrTiAr] ofi taxes  of  las-hke
nm_:u:r.m:] ! : h ;l-n:aanl:r_ i
mqmmm inmuhm-'l.lw—'m financial transactions, as is:the practce in several -
Western  European countries. Taxes would also be expecied lo caphiges
itrage profits from bomowang abroad and lending domestically, undr-_:
==|I‘~.|m||:nr:nn%||1'Illl circumslances. Persistent subsidics 1o encourage foreign borrmﬂ'__
would be a sign that cither the real cxchange ratc or domestic real muenest
rates have drifted from their equilibriom '.lewlf.
[}nm mmhﬁy by a handful of countries which have cither@s
e woderdeveloped domestic fmancial system, T
o o s m‘m OECTD countries [see Bertrand ([9811], ner i
FII=|:IIH-;lI fmﬁﬁﬂ some of the architects of the lel:"ﬂ“ :r 5
v 1 balances -
as domestic currency ¥
mbmmdfm;fT iﬂhhmj ﬂ?‘ﬂ?:;lsnh:ghﬂ"mthan those levied on forcign cut ---.- b
some limitations on convertibility are widely m_aﬁ a “::-;Td\?a et
¥ < J -
transitional policy package [see, for exam: T 7
otz imitati i { movemenis S
on free capilal accoun
Themi:hmm:!mnm i :,rgnth:nnudrﬂ
MICTOSCONOTC pnnartgy i on - domestic -and  internanional [im o
markets. Events during 1982 must have put an end to the nolicl 1::.1
are small countrics in intermational financial markets, in the sﬁﬁrl aod
countries could borrow all they want at a given inferest fa:!::. [_u“di'-'i‘ﬂm
sovereign risks will inevitably til the supply schedule ﬂf_l'clnf_llgz L inkier
VgL AR i :
country m an upward-sloping direction, and may ven g::m_ R
that there will b a gap between private and social cos ], Mo
:urbem:r {1981) for a clear, but apparently unheedod, & pe

S

Sy

sccount & in fact 3 faxund

ard consderations on both

.-'.-...'h ﬂm. “:P‘I.“-ﬂﬁﬂn

s are denominated in home

[
Th
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andfuture quotations.

er mgasure,

n

sides of the market, or expecialions of bail-
, reinforce the case for home-country supervision of internarional
acial flows; if home countries do not undertake that supervision others
{do it for them.
hese considerations also cast doubt on the desirability of allowing the
gstic financial system to offer deposits deneminated in foreign currencies,
[ to domestic residents or 1o foreigners, Such deposits sharply curtail the
am of mancuver of monetary authorities, for the sake of m
of the banks offering them. (The point is partly
jeable 10 any contry whose banks have an infernational scope, even if
curtency,) The Mexican and Uruguayan
soccs sugpest that deposits denomimated in foreign currencies and
#d by thc home Central Bank enhance vulnerability to crises,
te, in general that type of deposit would not be compatibie with
an capital account comvertibility, limitations which would also
e feasibility of totally clean ficat for the eichange

aintaining the

rate, including

it Chilean experience shows that a balanced budper by itself will
‘neither a serious financial crisis nor acute macroeconomic tarbi-
[el provious Chilean experiences, and those of other Latin American
58, also show that fiscal extravagance is 4 sure way lo bring about not
3 diﬂmﬁnn.bntﬂmrh:nﬂkmingandwmnﬂilpuufﬁ-ague
mstitutions. This paper has discussed neither fiscal policy nor
ion how to eliminate inflation, Implicity, it has assumed that Latin
i inflations may be sustained by many sources, not just budgetary
Bd that in most countries for the foreseeable future Tiving with
Will be & more credible goal than efiminating it, and that this must
raccount when designing desirable domestic financal policies, as

3, there are inflations (and budget deficits) which no domestic
1 with a minimum of coberence could live with. Examples
i which accelerate for more than, say, throe years in a row,
45 substantially above historical norms, or inflatlonary rates
“tiille unpredictably from year to year. Under either circumstances
Hices will become very volatile, and real and financial calculations
St In contrast, the Colombian experience of the last ten years or
W& an example of an inflation which is fairly predictable and
1Y 1o live with. Finally, it would be nearly impossible to design

: systems, in @ mixed-economy context, which could be
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mither QECD { L= ]
i psusal practice mﬁ{#mlﬂllﬂ‘hm.nar
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- I end o the pobion thal-¥
mmmtﬂlgﬂm#m cpdussfrat
are small countries in financial markets, m ke

exchange rates can be
of the balanoe of payments, ie,
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fo it for them.
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'Mﬁnﬂh.uhﬂhiﬁ-dmmn‘,! vons of baik
meinforce (he case for home-couniry supervision of inte
flows; if home countries do not undertake that supervision ofh

considerations abo cas! doubl on the desirability of i
deuﬂmwhhmm_
1o domeszic residents or to foreigners. Such deposi mimﬂn
Hmdmluhniﬁ-.hm,hﬂ-'ﬁj e ,"'H“:
ity and reputation of the banks offering them. (The point is partly
o any contry whose banks have an inlermational scope, even if
I are denominated in home currency.) The Mexican and Uruguayan
nces suggest that deposits denominated in foreign currencies and
0 crises,
the hicehood of sharp discontinuities in the rules of the game. A
in geveral that type of deposit would pot be compatible wilh
ps on capital account comvertibility, Emitations which would alse
 feasibility of lotally clean floal for the exchange rale, including

‘".‘. experience shows thal & balanced budper by felf wil

"
e

a serious financial crisis por acule macroeconomic furbu-
g1 previous Chilean experiences, and thase of other 1

 lso show that fiscal extravagance i a sure way 1o bring about not
pomic disiocation, but also the weakening and even collapse of fragi
fic institutions. This paper has discussed neither fi ,ﬁl'i‘-ﬂ"m
bow to eliminate inflation. Implicity, it has assumed that Latin
| inflations may be sustained by many sources, nol just
=1ﬁlhnmuuﬂ'uhﬁmamﬁh|m]
‘will be a more credible goal than climinating it, and that this

B e v Gnigming desicable domeni fmipcial policia. a0

Scless, there are inflations (and budget deficits e
System with 2 minimom of coherence could live with. Examples
Bllations which acoclerate for more than, say, three years in o row,
b kevels substantially above himorical norms, of inflati s
mate unpredictably from year 10 year. Under either circumstances
In contrast, the Colombian experience of the last ten years or
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