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PREFACE

This essay, by Ronald 1. McKinnon oi’ Sianford University, is
numbersix in the Center's series of Occasional Papers, which feature
broad reflections by senior scholars and policymakers on major de-
velopment issues and policy applications experiences.

This paper focuses on asubject of great signilicance to develop-
ing countries—the importance and role of fimancial liberalization in
capital formation and in cconomic growth. It reviews the traditional
arguments for liberalization and considers problems associated with
it especially when policymakers are trying to reduce inflation and
establish a stable price regime. He emphasizes both the enduring
inportance of liberalization cad of controlling inflation for economic
growth, and then focuses on case histories in Chile and South Kores
to analyze the problems of managing the transition and consider
strategies to accomiplish that purpose.

Professor McKinnon has made major contributions to under-
standing the importance of capital markets and of financial liberali-
zation for growth in developing countries. Studies by him and by his
colleague Edward Shaw provided carly scholarly support for liberali-
cation, and this essay thus stands for him as an important return visit
to this important subject.

Nicolids Ardito-Barletta
General Director
International Center
for Economic Growth
Panama City, Panama
September 1988
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RONALD I. MCKINNON

Financiai Liberalization

and Economic Development

A Reassessment of
Interest-Rate Policies
in Asia 2nd Latin America*

L. INTtrODUCTION

When governments tax and otherwise distort their domestic capital
markets, the cconomy is suid to be financially “repressed.™ Usury
restrictions on interest rates, heavy reserve requirements on bank
deposits, and compulsory credit allocations interact with ongoing
price inflation to reduce the attractiveness of holding claims on the
domestic banking system. In such a represse ! (inancial Systea, real
deposit rates of interest on monetary assets qre often negative, and are
difficult to predict when inflation is high and unstable. Thus. the
demand for money—broadly defined to include savings and term

* The first part of this paper adapts and extends McKinnon (1988),
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depusits as well as checking accounts and currency—talls as a
prope on of GNP,

But these monetary assets naturally dominate the financial port-
folios of small savers in less developed countries, Thus, back in 1973,
Edward Shaw and Thypothesized that repressing the monetary system
fragmenis the domestic capital market with highly wdverse conse-
quences for the quality and quantity of real capital accumulation:

(D) The flow of loanable funds through the organized vanking
system is reduced, forcing potential irvestors to rely more on seli-
finance.

(2) Interest rates on the truncated flow of bank fending vary
arbitrarily trom one class of favored or disfavored borrower to
another.

(3) The process of self-finance withi: enterprises and houscholds
is itself impairea. 1 the real vield on deposite—as well as coin and
currency-—Is negative dirms cannot casily accumulate liquid assets in
preparation formaking discrete invesunents. Sociariy costly inflation
hedges [ook more attractive @0 a means of internal finance.

¢h) Signiftcant fancial deepening oatside ol the repressed
banking svstem becomes impossible when firms are dangerously
liquid and/oc inflation is high and istable. Kobust opent markets in
stocks and bonds, or titermediaticn by trust and insurance compa-
nies, require monetary stability,

Remedying financial repressionis implicit in its detinition. We
suggested keeping posttive and more uniformly high real rates of
interest wrinin comparable categories of bank deposits and loans by
eliminating undue reserve requirements, interest coilings, and man-
dated credit allocations on the one hand, while stabilizing the price
level through dppropriate macroeconomic measures on the other.
Then, savers and investors would better “see™ the true scarcity price
of capital, and thus reduee the great dispersion in the profitability of
investing in different sectors of the cconomy.

These strictures for liberalizing the financial system seem now
like mere truisms to most economists—although not 10 politicians,
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Today, F-th the World Bank and the Internationt! Monetary Fund
(IMF) stress the importance of stabilizing the domestic price level
and increasing the tlow of generaily available loanable funas at close
to market-clearing interest rates. From the perspestive of the 1980,
those countries with substantialiy positive real mteresi rates and
high real financial growthe —such as Japan. Taiwan, and Sinea-
pore (as shown i more detail below) - are regarded as leading
SUCCESS stories.,

This current cnphasis onthe advantages of financial liberaliza-
tionis quite remarkable. Well into thie 19705, many development
cconomists had sull tav ored the generation o foreed " saving through
inflation-or through shitts i the internal distribution of income by
such means as tuming the mternal werms of trade against agriculture
i order to unsfer an cconomie surphus”™ o the industrial sector,
Credit subsidies, atbelow market rates ot interest, were once widely
promoted as aomeans ol stimulating socially desirable investmeats.
Linless so mantpulated or repressed. the linancial sector was not then
viewedasaleading foree inthe development process. Now, however,
there s widespread agreemeni that flows of saving and invesntment
should be volunty . and sienificantly decentralized inoan open
capital market at close o “equilibrium™ interest rates.,

Nevertheless all e notwelbinthe Tiberal caunp. The general case
tavormg timancial heralization Eas been called into Guestion by a
series of bank panics and collapses mthe Southern Cone of Latin
America (Diaz- Alejandro TOSS) B the fate 19708 and carty 1980s,
Argentina, Cheleand Uruguay all made serous efforts 1o end wild
inflation while deregulating and privatizing their conunercial banks.
Interest rates on both bunk deposits and ivans were completely freed,
with the Latter often mereasing (o unexpectedly high levels in real
terms. That these attempted financial liberalizations generaily ended
in tature with an undue build up of foreign indebtedness and
government remternvention to prop up failing domestic banks and
mdustrial enterprises - is well documented i aoseries of revealing
studies edited by Vitorio Corbo and Jaime de Melo (1985).

Without retzeating to the older view which clevates repressive
financial measares 1o being potentially desirable instruments of
public policy. we now recognize that our knowledee of how best 1o
achteve financial fiberalization remains serioasly incomplete. The
order inwhichthe monetary systemis stabilized in comparison to the
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pace of dercgulation of banks and other financial institutions must be
more carefully considered than had previously been thoughr.

In this paper, [ begin by reviewing the cvidence that financial
liberalization and significantly positive real rates of interest are, on
average, asscciated with higher cconomic growthan LDCs. Avoiding
financial repression remains very important if the cconomy’'s scarce
capital is to be allocated efficiently.

In immature bank-based capital markets, however, there are
limits to which interest rates can be raised without incurring undue
adverse risk selection among industrial and agricultural borrowers—
and unduce moral hazard in the banks themselves.  And. without
proper bank supervision, these limits could well be breached during
some major attempt to disinflate—as we shall see.

But those countries that have succeeded in sustaining high real
financial growth through high real interest rates, while limiting
financial risk, have managed to keep their internal price levels quite
stable. Thus in the second part of the paper, I deal with the difficult
problem of disinflation: how to move irom high and volatile inflation
1o price-level stability.

II. Cross-CountrY COMPARISONS OF
INTEREST RATES, PRICE INFLATION,
AND Rial FINANCIAL GrROWTH

What lessons have been learned about financial repression in steady
states—say over a decade or more? Countries that have sustained
higher real rates, of interest have generally had robust real financial
growth leading to higher real econemic growth. Some data on private
holdings of “broad”™ money throw light on these issues. Table |
presents ratios of the broad money supply (M) to gross national
product (GNP).* One noticeable characteristic is that even the slower-
growing Asian countries (show: in the lower panel) tend to ke more
financially developed than typical Latin American countrics (shown
in the upper panel).  However, Soth groups of slowly or erratically
growmng cconomics have fairly low ratios of M, to GNP, averaging
about 0.22. .

[n contrast, Table 2 shows financial development in the really
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rapid-growth cconomies—West Germany, Japan, South Korea,
Taiwan, and Singapore. A high and rising M /GNP ratio indicates a
large real tlow of loanable funds. Because Cleillll markets in these
cconomies were dominated by banks, ratios of M, 10 GNP encompass

Table 1 Bank Loanable Funds in Typical Semi-indus‘rial LDCs
(ratio ot M, 1o GNIY

Meun
1960) 1965 19710 1975 1980 1961)-80)
Argentina 0.245 (.204 0.267 0.168 (.234 .225
Brazil 0148 0156 (1.205 1o 0.175 (1.170
Chile 0.123 0. 130 0183 1.089 0.208 0. 149
Colombia 0.191 0.204 (1235 - (1,222 0.216
Meoan rati, of M, to GNT tor tour Latin American countries 0.184
India .283 .262 {.264 1.203 (1.382 0.297
:‘f‘ili}»pinch (1. 186 02104 ).23% ). 186 0.219 0.208
Sri Lanka .28 (.33 0.27S (1,255 0.317 0.291
Turkc'\' 0.202 0223 0237 ().222 ().136 0.204
Mean ratio ot ML to GNP Lor tour Asian countries 0.247
Sources IME, International Dinancril Skatistios (varions isstes).
Table 2 Bank Loanable Funds in Rapidly Growing Economies
{ratio of ‘\1', to GNI)
1935 1900 1905 1970 1975 1980
Germany® (.33 (.29 0148 0.583 0.727 0913
anan (3.354¢ 0,737 0.701" 1L863 1.026 1.390
Korea .06 0114 0.102 ).325 (1323 0.337
Taiwan 0115 0. 166 0.331 0462 (L5588 0.750
Singapore - — 05420 070 0.668 0.826

¢ Asawell as deposits and currency, the German series includes bank
bonds sold directly to the public.

The bias 5 downward because deposit information on specialized
credit institutions was not collected.

b

Source: IMF, International Cinancial Statistics (various issues).
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Table 3 Selected Developing Countries Groupea According to
Interest-rate Policies: Growth of Real Financial Assets and
Real GDP, 1971-80

(L'Ulllp()lllld grm\‘lh rates, pereent per annum)

Financial

asserst GDP
1. Countries with positive real interest rates
Malaysia 13.8 8.0
Korea 1.1 8.6
Sri Lanka 10.1 4.7
Nepal 9.6 2.0
Singapore 7.6 9.1
Philippines 5.6 6.2
2, Countries with moderately negative real interest rates
Pakistan® 9.9 5.4
Thaland 8.5 6.9
Morocco 8.2 5.5
Colombia 5.5 5.8
Girecce 5.4 4.7
South Africa 4.3 37
Kenya 3.6 5.7
Burma 35 4.3
Portugal 1.8 4.7
Zambia -1.1 0.8
3, Countries with severely negative real interest rates
Peru 32 34
Turkey 22 5.1
Jamaica -1.9 0.7
Zaire 0.8 0.1
Ghina 7.6 L1

Measured as the sum of moncetary and quasi-monetary deposits with the
banking sector, corrected Tor changes in the consumer price index.
The penod covered s 1974-80.

Source: IME (1983,

b

the main domestic tlow of loanable funds in the system. By 1980
Japan, Taiwan, and Singapore had M /GNP ratios of 0.75 or more.
Only South Korea had a much lower ratio of M, to GNP (0.34), and
had to make up for this shortage of domestic loanable tunds by
borrowing heavily abroad. Tie other countries shown in Table 2 are
now net international creditors.

Althoughahigherrate of fmancial growth is positively correlated
with successtul real growth, Patrick s (1966) problem reniins unre-
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solved: what is the cause and what is the effect? Is finance a leading
sector in cconomic development. or does it simply follow growth in
real output which is generated elsewhere? Perhaps individuals whose
incomes mow quickly want linancial assets simply as a kind of
consumer good (e financal erowth is an incidentat outcome of the
growth process). To disentangle these issues, Table 3 presents some
data from a recent study on-interest-rate: policies i developing
countries UNTE 19820 Pare data avatlability and membership of the
IME were the eriteria on which countries were selected.

Forany one country over time. the real interest rate can vary a
greatdeal, even from positive tonegative or vice versa. Forthe period
from 197110 1980 the INIE- calculated anaverage real interest rate for
cach country ona fairly common asset usually a thinty-day deposit.
Countries were then classified according to whether theiraverage real
erest rate was positive. mildly negative, or highly negative. Be-
cause most of these countries have fragmented interest-rate strue-
raresireprescentative mterest riate is ot casy to select. Nevertheless.,
the IME managed 1o devise the three-way clussification shown in
Table 3.

Using this same sample ol countries from the IMI study . real
financial growth twhichis not the same as measured personal saving)
is shown o be positively correlated with real GDP growth in Figure
. The left-hand panel of Figure 2 shows that those countries that

Figure 1 Sclected Deseloping Countries: Growth of Real GDP and Real
Financial Assets. 1971-80

~ 10 ¢
E Y L = ]
3 .

?E 8- o | &
s r . . 17
T 0 . . 4 6
o5 s ° H s
F s o [] ° E
2 1r ° ° 14
= 3 13
.:.‘ _\ - » "
Elp . ° . 11
:J' 0 ® Py {)
~ - 1 -1
:‘; hl 1 . . D
T 5 0 5 10 15 "

Compound growth rate of real Hinancial assets' ()

o As detined i Table 3 Source: IME (1983),
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Figure 2 Seleeted Developing Countries Grouped According to
Interest-raie Policies: Growth of Real Financial Assets and
Real GDY, 1971-80

. R . .
Growth of real financial hd Growth rate of real GDE
assers' (5 per ennunn C..!J (0 per annun
i . & Jio{ -~
3 .
& - » [ ]
i JiT 15T 7]
° ° ° e
s E el
- - —— 0
e .
L4 ®
— - -5 F —
]
[
L | .10 i 1
3 2 | K 2 |
Covntry groupings” Country groupirgs

o As defined in Table A
® See Table 3 lor specitications of these proupings

Sowree 11 (VS

maintair positive real rates of interest have higher growth in real
financial arset L as might be expected. Most importantly. the right-
hand panct of Figure 2 shows a significant positive carrelation
between real =ates of interestand real growth inGDP. A similar result
was carlier obtained by Maxwell Fry (1978), who regressed real
output growth on real interest rates using pocled cross-section and
time-series data from a group of Asian LDCs.

With this Kind of regression analvsis, care must be taken in
deciding which variables are exogenous and which endogenous.
Positive correlations between growth in financial assets and growth
in GDP do not show which wav the causality operates. However, for
the purposes of portfolio choice by individual investors, a case can be
tnade for treating the real rawe of interest as exogenous. Governments
frequently intervene to set ceilings on nominal rates of interest on
bank deposits, and at the same time they determine the aggregate rate
of price inflation: the real rate of interest, therefore, is very much
determined by public policy. Thus the presumption is that nonrepres-
sive financial policies, resulting i significantly positive real rates of
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interest, contribute to higher economic growth,

Any positive link between real rates of interest and personal
saving, as measured in the GDP accounts, is much less apparent. The
results of cross-country statistical studies linking inflation rates to
aggrepale saving have been quite ambiguous (Left and Sato 1980).
This ambiguity “ puzzting: shouldn™t saving be discouraged as
inflation erodes the real values of financial assets?

In an inflationary cconemy, real rates of mterest on financial
assets are usually negative. Because of the inflation, however, the
private scecter is foreed to abstain from current consumption. Indi-
viduals must keep adding, to their nominal money balances inorderto
prevent their real balances from declining. But this infTation “tax™
extracted by the government is classified in the GNP accounts as if it
were private saving, However, real personal financial assets are not
accurnulating, and the ow ef loanable funds to the private sector may
be quite low—cven theugh the tlow of private “saving,” as mzasured
in the GNP acecunts, night be guite high.

Typically, therefere, svsteimatic relationships cannot be acrived
from cross-sectional data between the flow of personal saving and
real rates of interest, or between personal saving and inflation. From
cross-countty comparisons of “long-run™ experiences over a decade
ormore, however, the positive correlation between real interest rates
and real growthy seams unambiguou.,

Apparently the quality, if not the quantity, of” investment im-
proves signthicantly when interest rates are positive and financial
intermediation is robust.

Interest Rates and Rapid Economic Growth in Postwar Japan:
A Revisionist View

Does the postwar Tapanese experience support the case tor financial
liberalization and high interest rates? Starting with a very low per
capita income adter World Wa 1L the Japanese economy grew very
rapidly from the carly 1950s to the early 1970s. Indeced, Japanese now
rather nostalgically refer simiply 1o their “era of rapid economic
growth.” Morcover, Table 2 shows robusi Japanese real financial
growih, with a rapidly increasing ratio of M, to GNP, during this
period.
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But, paradoxically, this era was and still is widely considered to
be one of financial repression (using our more recent terminology). It
was conventional wisdom that Japan was following a “low interest
rate” policy in order to provide cheap bank credits, directed by
government officials, to support officially sanctioned industrial in-
vestments. Interest eeilings in the form of standard ioan and deposit

Table 4 Official Discount Rates, Deposit Rates, and Money Market
Rate (Annual Average %)

1953-57  1958-62  1963-67 1968-72 1973-77 1978-82

Japan:

Discount rate 6.9 7.1 59 54 7.1 5.6
Call money rate 8.7 9.6 74 7.0 ¥.6 7.1
Deposit rite? S 583 5.0 S.0 6.0 52
WPI rate of change il -1.0 14 1.3 I 5.1
CPI rate of change 3 3.6 5.6 59 13.1 4.6
U.S.:

Discount rate 24 RN 4.2 5.2 6.5 11.0
TR rate 21 27 4.0 S 6.2 10.7
Deposit rare® 2.6 12 5.0 5.0 5.5 5T
WPI rate of change 1.0 0.3 1.1 36 1044 9.1
CPI rate of change 1.2 1.5 2.0 4.6 7.7 9.8
U.K.:

Discount rate 4.7 4.7 6.4 7.2 1.4 14.5¢
TB rate 35 44 5.2 6.6 4.9 12.2
Deposit rate! 28 2.7 4.4 4.9 K.2 11.2
WPI rate of change 17 14 23 S8 17.9 11.4
CPErate of change 29 22 33 6.6 16.3 12.0
Germany;

Discount rate 38 34 30 4.7 4.0 5.8
Call money rate 3.7 4.0 RIS 5.3 6.3 1.7
Deposit rate 15 29 31 54 6.0 6.8
WP rate of change -5 0.5 0.9 2.6 6.2 54
CPI rate of change 0.9 2.0 27 35 59 5.8

* The interest rate on six-month deposits.

" The interest rate on time deposits tess than U.S $100.000 (maximumy). From
1953 10 1967, the maximum rate on deposits of more than one year,

¢ 1978-80. The Bank of England stopped announcing the minimum lending rate,

i.c.. the discount rate.

The interest rate on deposits account repayable at seven days” notice

(maximum),

¢ The interest rate on three-month deposits (maximun),

Source: Horiuchi (1984).
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Table § International Comparis-. of Prime Rate (Annual Average%)

Japan® .S, UK Germany!
1953-57 TR 2010y 520 8.A4(-0.5)
1958-02 T4 453003 52010 7.900.5%
1963-67 621 1.-h 52010 6.90 2.3 K100.9)
1968-72 ST 60,70 3.m 7758 9.5¢ 2.6}
1973-77 0.9 L NA04 12.4¢17.9 10.46.2)
[U76-82 G S 5

209.1 1400114 11.3¢5.4)

Note: The patenthiests presents rates of changes m the WPL
T Discount rate of cormercial bills ehigible for rediscount by the Baok of Japan
tmore than Y3 aulhom
The prime rate.
The ierest rate on oy erdratis tor the prime corporations.,
T The mavnmum Jevel of mterest rate on oy cediatts (untl 19665 The interest
rate on orerdratts of DN mthon or fess ctrom 1967,

Sowrce: Bank ot Japan, Statstios Depastiment Nihon erzar wo chiisinn tosuru
Aokrsar ikadac toker clapan and the worlds a comparison by economic and
financial statistios i vanous toues

rates were observed by all signtticant banks--and open market sales
of corporate bonds and othier debt mstruments were himited and
monitored by government othictals. In the documents of the Bank of
Jupan and the Ministey of Fiance, numerots references to adminis-
trative cuidance could be construed as allociting the fTow of most
bank Teans 1o olhictalby preferred uses,

However, in his paper “The "Low Interest Rate Policy™ and
Economic Growth m Japan.” Akivoshi Hortuchi (1984) provides a
convineing alternative view that the Japanese financial system was
not significantly repressed after all' For the era of rapid economic
arowth. Horiuchn shows that officially controtled reabinterest rates in
Japan were relatively high by international standards. Morcover he
argues that variability in the free interbani call money rate, and in
large compensatng balances required of business borrowers, meant
that the effective loan rates charged Japanese industry fairly accu-
rately retlected the true™ scarenty price of capital in the cconomy.

Tables <5 and 6 simply reproduce Horchi's data comparing
Japanese interest ratesto those i the ULS. Britan, and Germany. One
can casily see that nominal interest rates on both the deposit and loan
sides were generally higher in Japan froni the carly 1950s through
1972, And remember that the yen/dollar exchange rate was fixed
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Table 6 Interest Rates on Bank Loans in Japan (Annual Average %)

Loan Rates Covered  Loan Rates Not Covered

by Formal Control: by Formal Control: Rate of Change
All Bunks All Banks in Wpl
1953-57 8.2 9.5 1.1
1958-62 7.0 8.9 -1.0
196367 7.1 8.5 I
1968-72 6.9 8.2 1.3
1473-77 7.7 8.8 1.4
1978-81 0.9 7.9 61

Noter Ceilings have been imposed on interest rates of short-tesm (less than i
year) bank loans by the Temporary Interest Rate Adjustment Law (1947). Within
the legal ceilings, the short-term Toan rates have been determined by a de facto
cartel among the private banks. Though interesi rates on other lowns have been
exempted from the comtrol, they also have been determined by a type ol cartel.
The Japanese authorities can mtluence the decision kg of these cartels,

Sowrce: Horiuchi (1984,

almost 1o the very end of this period so that nominal interest rates
could be directly compared.

But whether “reai™ interest rates were higher depends heavily on
which index is used 1o measure Japanese price inflation, i.c.. the
opportunity cost of holding yen-denominated financial assets. If one
uses the relatively rapidly increasing consumer price index (CPI) 1o
deflate nominal interest rates, Table 4 shows that Japanese real
interest rates were not so high and, on cecasion, were even negative,
However,ifone uses the slowly growing wholesale price index (WPI)
as the relevant detlator, Japanese real interest rates were relatively
high: 4 or S percent on deposits and 6 or 7 pereent on louns,

Elsewhere (McKinnon 1973, 96-97: McKinnon 1979, 234-36). |
have argued that the WPl—which represents claims on a broad basket
of (tradable) goody—is a better deflator than the CPIL which depends
heavily on movements in the prices of domestically produced sery-
ices, which cannot be held directly in asset portfolios. In inflationary
circumstances, the relevant alternative to holding yen-denominated
financial assets is a portfolio of tangible goods (not intangible
services), or foreign exchange assets which are a claim on foreign
goods.* In Tables 5 and 6 Horiuch: recognizes this by using just the
WPLo show that, inthe 19505 and 1960s. real loan rates in Japan were
higher than in the U.S. and U.K. and comparable to those prevailing
in Germany—another high growth country.
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Horiuchi goes on to <how that the Japanese government was far
less successtul than is commonly believed in influencing the domes-
tic Mlow of capital, The relatively small flow of government-directed
cheap credit was largely allocated to " sunset™ or declining industries.
Internationally compentive firms had no trouble bidding for funds at
close 1o the market rate of interest. In summuary. the Japanese
financial system was not sigmificanty repressed in the e of rapid
ceonomic growth,

But neither did the Japanese authoriiies fulty “liberalize™ their
banking system by removing ceilings ondeposit rates of mterest, or
allewing the standard loan vate charged 1o nonbanks to be unre-
stricted. or allowing banks 1o borrow freely abroad. Nor did the
central bank v way abandon its close monitoring of what the
commiervial and savings banks were doing i terms of the safety of
their asset porttolios, hdeed. occause of fiscal surpluses and the
absence ol sieniticant market i government bonds. the Bank of
Japan was deeph molvedindiscornting a farly large proportion of
the commercial bank~ portiolic of private loans -the famous “over-
loan™ situation  m order 1o secure sulficientdy high growth in the
monctary base. This greath facilitated the central bank ™ monitoring
of the quality wnd safery of loans 1o the private sector.

From the Tate 19705 10 the present dme, the Japanese have greatly
liberadized what their commercial banks can do in both foreign and
domestic tinancial markets. The overloan situation has virtually
disappeared. But in assessing the quite different Latin American
eaperiences below wltdoes the carlier Fpanese caperience suggest
for the correct order of Tmancial liberalization?

First. monetary stabilization with a fairly constantdomestic price
level was the principal mode by which high read interest rates and high
real financial growth were secured. The Japanese government was
not often put into a situation of having to permit (decide on) high
nominal interest rates in order to offset high and variable domestic
inflation.

Second. onby after substantial financial deepenmg inthe nonbank
parts of the capital market-—growth m primary securiies trading und
increased intermediation by finance and insurance companies, pen-
sion funds. and so on—-did the authorities substantially foosen up (or
begin thinking about loosening up) on what the commercial banks
could do.
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Third, the domestic banking system was never put in the situation
of being the principal financial mtermediarny for signiticant amounts
of net capital flows from abroad-- with it attendantdirect or indirect
exchange risk. The limited forcign capital coming into Lapan was in
the formof direct investment — or, more conimonly, took the form of

company-to-con ey licensing agrecments,

High Real Interest Rates in T'aiwan

Through it price-level and interest-rate policies since 1960, Taiwan
has promaoted real financial gtowth more consistently than any other
developing country.

Begimning w decade Later than Japan. Tanwan established o
monetary policy that succeeded in chiminating domestic sources of
mflationary prossuie, From 166310 1974, Fanwan's dollar exchange
rate was tived, with consumes price intlation averaging ahout 3.4
percentper searclable 75 and the wholesale price mdexwas virtually
stables Subsequentiy. episodes of magor mtlation i 1974 and again
mLORO-XT withirreoular intation between  were manly due to
unsetted conditions m the internation:| CCORCTIN 1 Pt assocated
with the two oil shocke,

Then fron T9S2 10 1987 the CPLremianned unchangeed, while the
WPLactually tetlabout 10 percent as Tar an ' curreney appreciated
somew hatagamst the US dollar* Henee. in e minds of Taiwanese
savers.the threat of domestic mtlation became negligible, Fven
though hnternational intlation niehthitthe cconomy quite hard on
oceasion.as in 1974 qnd 19808 toreien exchange assets would not
be much ol a refuge in compartson to new lanwan dollars.

o complement this remarkable control over the domesiic price
level Taiwan has run with noninal mterest rates which were and are
high relative 1o Japan and other mdustrial countries. Table 7 shows
that interest rates on one-yearsavings deposit were keptat 9 and 10
pereent in-the 19005 when prices were table., and then raised
som2whng i the mio snlatonary 19708, 10 be lowered agatin in the
later T9ROs when the domestic WP began to fall, The incentives for
Taiwanese savers (o build ap their chums on thie domestic banking
systenmowere well maintained. Indeed. updating Table 2. imnnd- 1988
Tanwan s M /GNP ratio now exceeds unity.and is five times that of
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the “typical™ Latin American country shown in Table 1. The flow of
private loanable funds o support domesiic, and now foreign, invest-
ment has become enormots.

To support these high vields o depositors, standard loan rates
werealse kepthigh - -ubouttwo to three pereentage points higher than
the standard interest rate on o one-vear savings deposit—and were
anvwhere between Toand T pereent per vear innormal nonintlation-
ary times. Although seme tinancial repression existed in the form of
preferential mterest rates for exporters (Table 750 these rates were
generally kept positive and substantid moreal terms; nor was this
commitment to finance exporters sutbicient to undermine the central
bank’s control over the monetary base - unlihe the Korean experi-
ence to be discussed below,

In addion. o vigorous curb market remained an important mi-
ginal source ol tinance to those Taiwanese firns tor householdsy that
might be arbitranly rationed from bank credit. Competition among
banks was Tnnited i only because they were state-owned - -ineftect
providing mmphait depostomsurance, To further limit banks trom

Table 7 Interest Rates and Inflation Rates, Taiwan, China, 1950-1984
1<)

End A Banks “Curb Market™  Consumer

of Savmnys Unsecured Fapornt Unsecured Price

Yo Deposiv lL.oan Loan Loan Inflation

Average

TUSG-1962 17.0 200 It.2 d1010 N4

10631973 101 141 7.7 254 34
1974 135 15.5 9.0 293 47.5
1975 12.0 1-4.0 70 264 5.2
jO76 10.7 12.7 7.0 27.6 2.5
1977 9.5 1.3 6.5 25.6 7.0
1078 Y. 11.5 0.5 27.2 5.8
1979 12.5 5.2 10.5 30.1 9.8
1YKO) 12,5 16.2 10.5 31.3 19.0
[UK] 13.0 15.2 11.0 30.1 16.3
JUR2 9.0 7 8.2 7.7 3.3
183 8.5 .2 8.0 6.8 1.8

19r4 8.0 H)LO 1.7 209 1.7

o One-year savings depoaits,
Sources: Cheng (1987); The Central Bank of Chinac Chawan, China), Financial
Statistics Monthlyv. various isstues: Counctl for Econemice Planning and Develop-
ment Clanwan, China, Tamwan Staristical Data Book, 1984, June 1984,
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undertaking unduly risky lending and vying for deposits, the govern-
ment imposed standard—albeit high—ceilings on deposit and loan
rates of interest. This created a large fringe of unsatisfied borrowers
who could then bid for finance at interest rates of 25 percent or moie
(Table 7) in the curb market withonr impatring the safety of the
monelary system,

But even in curb-market lending. the robustness of the meonetary
system remained mportant. The principal financial instrument, the
promissory note tfrom borrower to lender, was the postdated check., If
the check on the state owned bank bounced. the government could
Jail the borrower. In addition, the overall stabitity of the price level
made such contractual arrangements more attractive 1o both borrow-
ersand lenders atlonger terms to maturity than in similar curb-mark et
transactions in other developing countries,

Only in the carly 19805 did the development of more conven-
tonal money -market instruments—such as commercial bills, bank-
ersT acceptances, or negotiable certificates of deposit-—become sig-
mificant. In order to bid for tunds in competition with these money-
marketinstruments with variable interest rates. the commercial banks
were progressively decontrolled and decentralized (Kohsaka 1987).
In the longer term, financing by insurance and trust companies and
new stock issues rose 1o more than marginal importance. Thus, after
almost two decades of remarkable tinancial deepening with price-
fevel stability, only now is Tuiwan finally loosening up its tigh
controls on what its banks can do.

Toseeure the correctorder™ of financial liberalization. how best
might the Taiwanese financial svstem mature further? I'urther
deregulation of the commercial banks is not only welcome but
virtually unavoidable, although their risk-taking activities should
remain limited inorder (o preserve the safety of the monetary system.
However the relative importance of the commercial banks, or other
institutions with pubhely insured deposits, should diminish. New
higher yield and uninsared money-market instruments in the “organ-
ized™ capital market should gradually replace the curb market on the
one hand (it tax Laws are properly enforced) and the use of fixed-rate
demand and savings deposits on the other. Longer term bends and
mortgages should become more commonplace-—- along with new
cquity issues for riskier activities—it the government maintains a
stable price level into the indefinite future.
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Premature Financial Decontroi in Chile

Although measured and carefully delimited financial liberalizations
have worked well in the cases of Japan and Taiwan, more sweeping
attempts at financial decontrol have sometimes come to grief, as in
Turkey, Sri Lanka, and the Southern Cone of Latin America. Tt is
worthwhile tracing out one such experience.

In the fate 1970s, all three countries in the Southern Cone—
Argenting, Chile. and Uruguay-—had substantiadly deregulated their
banking systems before bringing inflatton undcer control and achiev-
ing significant financial deepening. Indeed, all three countries suf-
fered from substantial macrocconomic instability at the time that
interest ceilings on bank deposits and loans were removed—and
hanks were allowed to compete freel. in the capital market.

Only Chile. however, had suffic.2nt riscal controt to make price
stabilization and financial liberalization a fully credible objective of
public policy. Thus the Chilean experience from 1976 to 1982 with
bank supervisionis asomewhat cleaner example of how uncontrolled
interest rates might work when intlation s still very high and ditficualt
1o predict.

Price intlation started off at over 170 percent per vear in 9706,
before Talling to less than 10 pereent in 1981 and then rising again.
Table 8 summarizes some extensive Chilean financial data provided
by Rolf Luders (1985) on the extraordinary pattern of depesitand foan
rates-— both nominal and real--after most commercial banks had
been returned o the private sector by 1976 and otficial interest
ceilings had been removed. Two characteristies stand out.

The firstis the very high real interest rate, caleulated ex posr on
the basis of experienced intlation rather than on ex anre expectations
of it. Forexample, in 1978 the “real™ lending rate on peso loans was
42.2 pereent onan annualized basis-—although lending was typically
much less than a year in duration. The netannualized spread between
peso deposits and loans was about 10.7 percentage points, after taking
out the effects of reserve requirements, To achieve these real yields,
the nomitial peso loan rate was 85.3 pereent. less than a third of what
it had been in the more intlationary year of 1976.

The second striking characteristic of Table 8 1s the large spread
between the apparent interest costs of borrowing in pesos compared
with borrowing from domestic banks i dollars, which, after the
deregulations of the mid-1970s, accounted for almost half of total
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Table 8 Chile: [nterest Rates on 30-Day Bank Deposits and Loans
(% per annum)

1982

1976 1977 1978 1979 1980 1481

Pe.o Deposits:

Nominal 197.9 ui7 628 45 37.4 J0.8 47.8

Real! 8.0 8.5 249 3.4 4.8 2R8.6 224
Peso Loans:

Nominal 350.7 1504 35.3 062.0 47.0 519 6H3.1

Real! 6-1.3 56.8 422 166 1.9 387 5.1

Gross Spread 57.2 33.7 45 121 7.1 12.3 10.7

Net Spread” 8.1 17.4 10.7 74 52 6.3 9.5
Interest Differentials?

Peso/Doltar deposits 2.9 7.8 0.0 ¥.7 14.0 19.5 -1.2

Peso/Dollar loans 8.9 36.4 8.0 141 17.1 243 5.6
Dollar Deposits:

Nominl 8.4 8.9 11,1 13.5 15,1 17.8 14.6

Real® -18.1 7.9 4.6 -5.8 12.3 7.6 40.0
Dollar Loans:

Nomimnal 139 13.9 16.1 201.7 9.9 R 18.3

Real® -14.3 12.9 9.3 (1 -8.6 11.6 445
Change in

Consumer Prices 174.3 63.5 30.3

1

R0 32 0.5 20.7
All real peso interest rates are calenlated monthly, hased on monthly changes
in the Chilean Consumer Price Indes in Pesos, before being annualized.
Nominal dollar deposit rates are costs of borrow ing abroad: LIBOR plus
average spread charged to Chilean Commercial Fanks.,

Nominal dollar loan rates are interest charged domestic customers by
Chilean Banks,

Tocaleulate interest differential. nominad mterest rates i dollars are lirst
adjusted upswards by the texperienced) rate of exchange devaluation.

* The “real™ interest rate m dollars is:
Chos noninai rate) o+ devaluation ite) I
I+ peso mflation rate
3}

Netspread after effects of compulsory non -interest-bearing reserve require-
ments aganst peso deposits are taken out,

Source: Luders (1985 Taken from Sintesis Monetaria v Financiera, Banco
Central de Chile,

bank loans (Luders 1985). Adjusted downward for the experienced
rate of peso devaluation, this spread was as high as 48.9 percentage
pointsin 1976 and then fell o astilbhigh 8.6 pereentage pomts in 198()
before increasing 1o 24.3 percentage points in 1981, It then fell
sharply with the “surprise™ devaluations of 1982, Indeed., often the
“real™ cost (adjusted for the domestic rate of price inflation less the
rate of exchange devaluationy of borrowing in dollars was negative—
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even though real borrowing costs in pesos remained very high.

At the time, virtually everyone thought this difference was due to
imperfections in financial arbitrage because of the remaining restric-
tions on foreign capital inflows. Indeed, thiy teliet prompted the
authorities 1o loosen capital restrictions even turther in 1980—thus
worsening the overborrowing syadrome. Corbo (1985) analyzes the
unsustainable real appreciation of the Chilean peso, associated with
the baildup of exiernal debtin 1977-81, which led to a sharp decline
in the profitabiluy of the tradable goods sector.

Sadder but wiser, we now understand that these incredibly high
interestrates on peso loans in large part represented the breakdown of
proper financial supervision over the Chilean banking system. Nei-
ther officials in the commercial banks themselves, nor government
regulatory authorities, adequately monitored the creditwortt iness of
a broad spectrun of industrial and agricultural borrowers:

The internal source of ditticulty in Chile was a proliferation of bad loans

within the banking system. The rolling over of these Toans, capitalizing

interestalong the way, created what fealla false " demand tor eredit, which,
when added to the demand that would normally be viable, allowed real
interest rates o reach unprecedenied cand. oo many, incredibley fevels,

(Harberger 1985, 237)

This form of Ponzi game, however, had a peculiarly international
flavor in which Chilean financial intermediaries—not only banks—
incurred exchange risk as they extended bad loans, James Tybout
(1985) and others have shown that the large cconomic groups,
“Grupos,” used their control over domestic banks together with their
overseas contracts to get dollar eredits at relatively low interest rates
to relend at the extremely high interest rates denominated in pesos to
borrowers of dubious creditworthiness.

Because banks were officiatly restricted from directly assuming
foreign exchange exposure, they simply made dollar loans to the
Grupos™ industrial companies, which then did most of the ongoing
lending in pesos. Thus, by assuming the foreign exchange risk
themselves, these Grupos continued to show increases in their nonop-
crating caraing in 1980 and 1981, well after their oper wing carnings
had soured because of the exchange overvaluation and continued high
interest 1 Some were recording unrealized capital gains, from
some v oo us assets, as earnings on their books.

Of ¢ ..o ny Chilean firms need not have known at the time
that they were cigaged in a Ponzi game. Many probably suffered
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partiahy indexed less developed economy with uncontrolled govern-
ment deficits, suppose thata major fiscal reform suddenly makes full
monctary (price-teveD stabilization feasible. Government expendi-
tures, including credit subsidies financed by the central bank, are
reduced and/or tradittonal tax revenues are mereased. The otherwise
quite different experiences of Chile and Korea with inflation and
disiflation in the fate 19705 and carly TOSOs e usetul benchmarks,
Both achieved sufficient miernal fiscal control 1o climimate the need
for the inflation tax as aomeans of public finance. Thus both could
embark on credible programs tor stabilizing their domestic price
fevels iy a precondition tor full-scale cconomic liberalization.
Evenas improved tiscal policy pernnts growth i domestic central
bank credit o be reduced 1 the transition from very high 1o low
inflation, there remain ditticait problems of how o manipulate
previoushy indexed wagesthe exchange rates and iterest rates. As
the ceonomy evolves toward price-fevel stability, the government
mustconsistently manage these ke aominal prices morder to prevent
serious read price misabignments. What are the basic issues’

o Tosecure controbover the real exehanee rate, should aceess o
forcign capital be himited?

« Inorderto disimthive, can “orthodos™ tight money based on
high real mterest rates be ellective?

»  Should monctary policy rely on tiving the nominal exchange
rute and mternational commodity arburage 1o stabilize
domestic prices?

o Isvaditional backward Tooking indesing of wagesoreschange
rates consistent with price level stabtlizanon mothe future?

Toanalyze these fundamental problems ofhow o keep exchange
rates. nterest rites, and waees “eorrecthy T aligned during disintla-
tion. Ishall use a historical case-study approach. The tail=d Chilean
stabilization attempt from 1978 1o TO82 s treated fiest, Then some
kev ditferences with the more suceesstul, but fess drmanding, Korean
stabilization of 1979 10 1983 are pointed out,
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Economic Repression and Liberalization in Chile:
A Brief Review

3y the end of 1973, virtually every measure showed that the Chilean
ceonomy had become massively repressed. In foreign trade, ex-
tremely hich tarifts on the order of 10O percent (Table 9) significantly
understated the actial degree of protection. LExchange controls,
quotas, and outrs _ht prohibitions proliferated over the whole range of
both iniports and exports.

Table 10 sEFows the basic macrocconomic and financial statistics
tor the Chilean cconomy from 1970 1o 1982, Reaching almost 25
perceat of GNP n 1973, the government budget deficit was out of
controb and had become fully monctized. But this understated the
extent o which the central bank - -cither directly or indirectly—wis
forced to provide subsidized credit lines 1o a wide variety of enter-
prises and goverment agencies throughout the country,

Table 9 Profile of the Chitean Turiff Reform
Average noennal Maximum nominal
tarit rate taritt rate
(pereentages) (percentages)!
1073 July-December 0.4 SO0+
1974 January- June 80 160
July-December 67 140
1975 Fanuary June 52 120
July-December 44 ()
1976 January-June KH] 70
Julyv-December R} 6()
1077 January -June 24 50
July-Becember 18 35
1978 Januarv-June I5 20
July-December 12 15
1979 June 30 onwards 10° 10
1980 10 10
1981 10 10

1082 10 10

b With o few exceptions for some (but not all) automotive vehicles. Small cars

may be imported at the standard taritf rates,
* Of the 4301 commadities or tarift lines that are classified for customs
purposes, oniy 12 are exempt frem any dutics.

Source: Central Bank of Chile.
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Table 10 Chile: Macroeconomic Ovecview, 1970-82

foTd fals 19h qut RTRE S R A AT L Y 1982

Production
eGP Creat chanpe 2 G (VI Y i Yy %2 b A AL B}
2 Unemploviment Kate v AR 1 N s [ [N (RN Py (R iy 204
3 Gross Donesti

I estment Rute o GEIY 167 Su 212 1 12K 114 173 () MR w7 9.9
Chr Gross Satonal Savings

Rate o GDPy (AN AR 207 79 (BN K 126 12 149 o6 0
Balanee of Payments
(5 Eapor tFORMMUSS, 12 15 DS 1A% 206 RS 24000 8835 47 X3 3706
o dmports FORAINE NS 036 138 1793 15200 1473 2081 2KRe LD S409 6513 3643
{7 Current v ount

Bafanice AINMUSS) xl PACA R | I4K SS1CLOSK SLIR9 1971 4733 2304
o Changes i Resetves

Balances m A fihons

ot Us$y 14 -1 IR ) 414 13 Tid LINT 2 10 -1.165
oh Totl Foregn Detn
{Mihons o USS) TI23 4048 774 4RS 47200 S2010 66064 KIR3 TLOSS 15542 17,153

Fiseal
(101 Pubbic Seaton

Fapenditures < GDPY A0t nit R B U R 70 M7 RS TR U | M3 356 433
e Fecal Dehat e Gy MYAERE I A [T 2h 23 1.8 [0 Y P A N S I} 24
(12 Toral Change i

Monetany Base s Gy 200 220 7.5 72 80 AR LR 28 3 00 -0.02
Money o Prices
MG ey 1o 223 1 s k7 10 e 174 103 234 47
b Annaal Reab Lending

Interest Rates €004 Ao 60 30y 160 o3 S0k AN

1
ta

o6 119 387 351
ES ) Annual Change in

CPEe WSO 3759 3407 1743 6)S 0 M3 Ky 312 Y5 207
e Annual Changre i

WPty VT L4700 8707 4109 1515 650 IO SK3 KD 1y g
U7 Real Wage Rate!

Index (F970: 10y 10040 HOR 62 644 #2149 K62 hRIUIE. ¥ uesS 106 1071
(1%) Real Exchange Rate!

Tndex (197321001 nn 098 ENU 1000 K6 K36 v 7um (LR B () 879

(1 Terms of Trade!

Index i 1900 [0, [ERN]] 14N 137 A N7 7 N Hi 14 /o nl

In 1970 and 1973, impor values are expressed CLF millions of dollaes.
T Nommal (30-80 daysy pe - loan rates, detlated by otticial CPLL
Dotlars/Pesos
Export prices/Impont prives

Source:s Luders (L9, World Bank Report (19840, Lconon. and Social Indicator s, and
Monthiv Buldletn, Banco Central de Chile, varions issues
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Chile had a long history of using the central bank, and a large
state-owned commercial bank (The Bank of Chile), to provide credit
subsidies for “development™ purposes to enterprises threughout the
<ountry. But under Salvador Allende’s Socialist government from
1970-73. worker collectives seized operating control over most
industrial enterprises a some laree farms. Because WIRECS TOSC
sharply relative te the (0 nineeiv frozen) output prices, these enter-
prises began to run with large negative cash flows- —which were then
covered by new and extended credit lines from the banking svsten,

The result was massive inflation in the mid-1970s, partially
repressed in 1973 by price controls but subsequently becoming open
inflation with theirremoval. Because of the inflation, interest rate re-
strictions, and heavy reserve requirements (mere than 80 percent) on
depositcollecting banks. the financial sysiem operated with negative
read rates of interest from 1973 into 1975, The domestic flow of
foanable funds in any open. organized capital narket was virtually
nonexistent. Iy view of this economic chaos, as well as for political
reasons, foreien capital cother than short-term trade credit) was
completely unavailable o tie Chilean economy.,

In 1974 however there began a remarkable series of liberahzing
reforms and moves 1o ard monetary and fiscal stabilization—the
results of which are immediately evident upon elancmg at Tables 9
and 10, Government expenditures were cut, income taxes were ra-
tonalized, and commodity taes were consolidated through the
imposition ol uniform 20 percent value added tax. By 1978, the
fiscal deticit was neghigible and surphuses developed in e next
three vears,

Equally important, the government undertook additional draco-
nian measures to liberalize the domestic tinancial system. It phased
out automatic official credit lines to prop up tailing industrial and
agricultural enterprises. Reserve requirements on deposit taxing
banks were greatly reduced. and by 1976 tormal interest ceilings on
deposits and loans were eliminated. Commercial banks, the principal
financial intermediaries, were sold back 1o the private sector—-thus
ereating a vigorous competitive market tor deposits and loans. Inter-
estrates rose sharply from negative to very high positive levels, and
thus encouraged high real financial growth (Table 10),

With the benefit of hindsignt, however, we now know that
interest rates became unduly highin real terms (Table 8). This created
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severe adverse risk seiection among nonbank borrowers and substan-
tial moral hazard among the banks themselves—as discussed above
(page 25). This fatlure to exercise proper supervisory control over the
banking svstem was not. at the time, recognized as such but became
an important copuibutie factor to the ultimate breakdown of Chile’s
otherwise well-desiened program of economic Hveralization-—as we
shall sce.

Reforms were equally renmin able in the foreign trade sector.
Nomtanift barriers had been prety well eliminated by 1977: Table 9
shows how tarifts averaging over 90 percent in 1973 were scaled
down to a flat 10 percent across all imported commodities by mid
1979—-a reform which fasted through 1982,

Gitven the severe distortions that had developed in the Chilean
cconomy by 1973 these new policies tor frecing international trade
and chminating domestic financial repression seemed to be remarka-
biy well ordered inatextbook ™ sense. They were widely applauded
by almostall ceononnists who were then festhand observers. Thus the
numerous banking flures and severe downturn of the ccononty from
late TURT 1o TO8A Teav g the ceor iy with o huge debt overhang
refative to the size of it shrunken GNP are distressing not only 1o
Chileans but 1o ccononnists.

Granted. much of Chile’s cconomic decline was due to adverse
world cconomic conditions i the carly T980s: the unespected
deterioration in the terms of tade of nonoil orimary products, the
sharp mercine ininernatonal real interest rates, and the unespected
appreciation ol the dollar which further contributed 1o the real cost of
servicing Chile’s esternal deot.

Neverthelessa caretul assessment of the monetary stabilization
program, where price inflation was successfully reduced from several
hundred pereent per vear inthe mid- 1970 to almost zero by late 1981,
15 inorder. Did the authorities make any substantial technical errors
i the administration of their foreign exchange and domestic financial
policies? With the benefitof hindsight, what should they have done
differently to support their gencral goal of liberalization!

Vittorio Corbo has developed the now generally aceepted view of
where Chitean financad policy went astray (Corbo 1985, 1986), In
ordertocurbdomestic price inflation, beginning incarly 1978 the rate
of depreciationin the nominal exchange rate was deliberately reduced
below the differential between inflation i Chilean prices and that
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Table 11 Chile: Measures of International Competitiveness
(197911 = 1.O)
PAPN PX/PN PT/PN PI/W PX/PM Nominal
Exchange Rate*
th 2 th h 5 o)
1975
I 1.0 |66} 1.652 2108 LO14 257
1 1661 1,089 1.677 2461 L.OES 4.36
m 1703 1.707 1.703 2.208 1.002 6.03
iv 1752 b 777 1765 2208 1014 750
1976
I 1.732 1774 1753 2008 1.024 10,48
1 1.529 1522 1.520 [IVAR] (LYY 12.43
m 1340 1.370 1.355 Loy 1022 1391
v Lsd 1.277 1.230 1427 La79 16.55
1077
I | 090 1181 123 1.251 1.050 18.43
1l 0.49(14 0.4990 0.046 1117 LOvs 19.44
i 0910 0,940 0425 105 £.033 222
v 054 () 06X 0961 WA 1015 2599
107%
[ 0l 0967 0.992 1100 0.952 20.11
i 1.6 0907 0.96(, 1078 [{R.UX) 3125
i (0999 U875 (LY3S 1.047 (LK76 2.0
v 089499 {897 01.047 1.06S (1.§U8 33.5%
]Q7U
i (LYR7 0924 0,955 1.003 {).436 72
1l 1.(HK) 1 (KX) 1OKKY 1600 1000 36.26
1) 1082 LIS [HRM 1051 1008 349,00
v .98 Lo (KN 1.03x2 1121 3.0
1980
1 (93 INEE 1.025 1.020) L9 3900
1 04925 1.2 LA (.86} 1178 oo
I 0917 L7 (1.9660 0,832 110w 3.0
v 0874 .916 0893 0.710 LANS 3940
1951
) (LR 84 (.85 0087 (Loas 39.(H)
Hl 0.786 0.775 .750 063 (LUSH .00
11 0.744 0.709 0.726 05379 [VOAR] RUALS
A% 0723 (1L08] 0.702 (1.509 0942 3900
1982
| 0.646 0,000 0.6n40 0.8 (1871 39.00
H 0.713 0.611 (L0600 0.5.40 (1837 40,34
n 037 0837 0886 (1755 DX SO.01
v 1,360 0.803 [RIN] a3 0754 69,28
* The nomal exchange rate s the number oF units of domestic currency required to purchase one

LS. dollar.

PN Poce mdex tor nontradables obtned trom the Cortazar Marshall CPEbased on the equation
estinated in Corbo (19820

PM Import pnce mdey in pesos, obtaimed as a Dt mdes of the exchanye-rate -adjusted mdustrial
companents of the wholesale prive idex tor Argentina, Brazil, Japan, Germany,and the United
States, sy the structure of imports from each of those countnes as awerghting, hase. The mdey s
abo adjusted tor averape custome duties

PX - Export price indes i pesos, measuted as a Divisea mdes of magor Chitean experts excluding copper.

W Nommal manutactunny waye rate

PT Geometre average of PX and PA sath werghts of 030 tor cach

Source: Corbo (1983, 895)
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What was needed was a “forward-looking™ monetary policy that
would stabilize the domestic price level and price expectations. while
atthe same time prevent further appreciation in the real exchange rate,
At the beginaing of 1978, some substantial change in monetary and
exchange rate policies was warranted 1o break the cconomy’'s infla-
tionary momentum. ‘The highly desirable fiscal reforms by them-
selves were not sufficient to establish monetary control.

The Domestic Monetarist Solution

Oz school of thought-—actively advocated in Chile in 1977-78—
wits the standard Friedman-Meltzer approach of “domestic monetar-
ism.” To secure control over the domestic monetary base, get rid of
capital account restrictions and float the exchange rate. Then target
some domestic monetary aggregate such as M,or M to grow at a
smooth raze cansistent with future price-level stability and/or some
deliberate pace of disintlation. A credible announcement effect
would then directly reduce privite inflationary expectations.

Inmy view . this strategy could well have proved more devastat-
ing to the Chilcan cconomy than what actuatly happened. Because of
the Fast pace of tinancial tansformation (the demand for real cash
balances was rapidly increasing as intlation diminished ), the authori-
ties could notaccurately estimate what the “correct” rate of growthin
domestic nominal M and Mo should ber cAnrd Table 10 shows that
the ratio of M 1o GNP was indeed unstable.) This unpredictable
growth in monctary agoregates is characteristic of any e nomy that
IS moving from o state of repression to w more liberalize | fin neial
system. Suppose the governnzent directly tightened control over the
monetary base and successiully reduced inflationary expectations.
With an open capital account in the balance of pavments, & massive
shiftin internationi porttolio preferences in favor of the Chilean peso
would have occurred anyway - -perhaps even carlier. The problem of
excessive capital intlows would stil! remain,

Because asset markets adjust much faster than goods markets, in
1978 floating Chilean peso would have appreciated sharply—ceven
i nominal terms. Ahthough price inflation might then have fallen
more tapidly in 1978 (despite the presence of hackward-tooking wage
indexing), the gross overvaluation of the peso would have occurred
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much sooner and crushed the protitability of the Chilean export and
import-competing sectors even before the tartll reductions were
completed i mid- 1979,

Tnsunmmany Cadoping afloating exchange rate inthe 19705 would
not Iinve sohved the fundamental problen ot avording excessive
capital intTow s and real curreney appreciation inthe course ol moving
the increasingly open Chrlean economiy trontvery ngh mthation to a
stable price level Fven the much milder U850 price disimthation of
FUSO N2 Ted o asharp apprecianion of the Hoating dollar along with

adepression e American traduble goods mdustrres,

The FExchange Rate as the Forward Signal

In Febroary 19750 0 successtul monetary stabihizanon clearly re-
quired an unimbreuous sienal aroand which private expectations
could castly coalesee that price mthaion would be reduced to the
mternational Teveld e the near tatnre. Quite plausibly Cthe authorities
decided o use the dotfar exchanee rate as the mitermediate target tor
Chilean monctany pohicy  bothras asivnal tor s hat they intended the
rate of dismtlation o beoand partly as o toramy vanable through
mternationat compodny arhitrage tor achievimee it

The sweepmy tade hberahizanon vave the authores contidence
(false. as it tarned oaty that domesae price mthinon would quickly
converee Lo the mternatonal fevel b the exchange rate was fined.
Because tiscal polioy wassuch thatthe contral bark could subordinate
monctany policy 1o achieve any reasonable target for the nominal
exchange rates such o policy was credible and seemed potentially
eftective mstabihizing the prce level

This was the ronale for announcing and ssidely publicizing an
active tonward doswnward coanel or “tablita™ Yor adjusting the ex-
change rate on o dinly o weekdy basis by very small amounts, The
numbers comg into the preannouneed abhta weie mevitably some-
whatarbitrary: 24 percentdeprectationin 1978 and 14 percentin 1979
atter which the nomimal exchange rate would be fined indetiniely.
The announcement effect was designed to allors private contracts de-
nominated i pesos to anticipate the cessation ol mtlation,

Table T shows these decelerating movements i the noninal
exchange rate converging in mid-1979 1o a fixed exchange rate,
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which was sustained through June 1982, This tablita system broke
down with the exchange devaluations of 1982 in the midst of general
eeonomic decline.

The Indexing Problem

This movement 1o an active downward crawl—or “forward™ stabili-
zation—in the nominat exchange rate by the Chilean government was
not itsell i policy mistake as is ofien suggested. Rather the absence
ol suttably supportive capital-market and labor-market policies—as
wellas external stress - eventually caused the stabilization policy o
fail.

Consider the Tabor market first. Corbo correctly emphasizes the
inconsistency between the forward-looking mdesing of the nominal
exchange rate, and the backward-looking mdexing of money wages
which is often found in high-inflation cconomies.  Chilean Wages
were linked to the pasy rate of inflation, which was very high relative
to that anticipated in the future. Thus, as internationad compeltition
from newly liberalized forcign trade wnd the ever-slower downward
crawl i the nominal exchange rate slowed price inflation in the
tradables industries. growth in money wages continued at a much
taster pace. Indeed. from carly 1978 10 carly 1982, Corbo’s data in
Table P show that the ratio of tradables prices to wages fell more than
S0 pereent,

[Inretrospectatseems as ifmoney wages in February 1978 should
have been put on the same torward-looking tablita as the exchange
rate. Similarly. all other prices which were indexed 1o ongoing
inflation, such as charges for the use of public wilities., should have
been put on the siwme tabhina.

Putting wages on the some torward-looking indexing procedure
need not have eliminated the overvaluation problen entirely. Al-
though wages would be fixed in terms of the prices of tradable goods,
the price of nontradables could continae to cdge upwards, However,
because wages are quite dominant in determining the cost of non-
tradable services, the sharp fall from 1978 to 1981 shown in column
(3) of Table 11 would not have occurred.

Nevertheless, if the economy tended to absorb large amounts of
foreign financial capital when the exchange rate was pegged by the



Financial Liberalization and Econoinic Development 37

tablita, the domestic money supply would expand unduly and this
inflationary: pressure would atfect the prices of nontradables more
than tradables. In the presence of massive capital mflows, even
“eorrect” wage mdexation would not fully resolve the problem of
avolding exchangee overnyaluaton,

Dsummary s now connmonly aceepted that better synchroni-
sation of those mdexanon procedures under government control in
February 1978 woula surely have prevented much ol the gross
overvaluation ot the peso that we Luer observed. But why use the
downward cravw hing tabbi rather than moving divecthy 1o a fised
exchinge rae?!

In the extreme case where the vovernment controlled alb nominal
prices m the cconomy . mtlation could be halted immediately by
decrees The authonties could simply promudeate o Ged exchange
rate as well as tvall other nonunal prices under therr control, No
torward -looking bl would be necessary other than the announcee-
mentthat the nonmal exchianee e would renain fived indetinitely.
[nettect the tabht could be completely trancated with no continued
mtlationary momentum o domestie prces,

In the newhy Tberahized Chilean cconomy ol carly 1978, how-
cver the move o tree trade was desiened (o restructure relative
prices. Thus ¢oveneral treeze of nommal prices of all coods and
services would have been out of keepmg with the very nature of the
reforms  unithe wagesowhich were being controlled by the covern-
ment anywas. Without such o venerad freesze theretore, one could
expect some price mhon to contimue even il wages were put on the
same tabhita as the exchanee rate,

In general the sreater the forsard contracting in pesos i private
transactions. the stronger the case tor stretching out the tablita for
some ionths. Assunming the Chilean govermment was unwilling to
undertake aoceneral price treeze, the active torward crawl toward
lixed exchange rate within twvo vews does not seem wrong - even
withthe benehtotondsiehe provided that other controtled pricesin
the cconomy were also o the same tablita,

Scaling Down Nominal Interest Rates in Line with the Tablita

In February 1978, should more comprehensive financial measures in
the capital markets have been taken to assist with the macroecononiic
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stabilization of the Chilean price level? Except to advocate more
stringent (unspecified) controls on foreign capital inflows, authors
writing on the experiences of the Southern Cone do not seem to have
fully come 10 grips with this financial issue.

Clearly, everyone now agrees that Mmoney wages
other significant prices which the government controlled—should

along with

have been put on the same forward-looking tablita as the exchange
rate. But does it then make sense to leave extremety high nominal
interest rates—over 80 percent in 1978 —on peso loans in place when
the governmentis planning such a fast convergencee to price stability?
Politically, Chilean workers would be Tess likely 1o accept a scaling
down of their nominal claims when nominal interest rates remained
sohigh. Perhaps astandard nominal interest rate on pesotoans, whose
term structure was indexed to the tablita, should have been promul-
gated at the same tme that the new exchange rate policy was
announced in February 1978, The authorities could aim to Keep the
standard Toan rate between S and 12 pereent in rec! terms., with real
depositrates 210 3 pereentage points below this level, Real interest
rates in Chile would then have been more in line with the successtul
Taiwanese experience discussed above,

With the benetitol hindsight, we are beginning 1o understand that
full liberalization of the banks durig ahigh and variable inflation is
not warranted. Unduly high real interest rates will likely prevail in
such circumstances, leading to adverse risk selection—both in the
quality of the nonbank berrowers who come forward and in the banks’
own behavior.” These problems with prudential control over bank
loan portfolios become magnified in stressful periods when the
central bank is trying—-one way or another-—10 impose “tight" money
in orcder to disinflate successtuliv.

The Korean Experience: 1979-83

Are there precedents of other governments scaling down domestic
nominal interest rates in the course of a major disinflation? The
Korean government's successtul price-level stabilization of 1979 1o
1983 provides one such example. The relevant interest-rate data are
provided in Table 12.”

Although much less than Chile, Korea suffered from inflation
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averaging over 20 percent during 1979-8 1. Inreal terms, its standard
nominal loan rate of 20 percent tmade somewhat greater by the use
of compensating won balances) was slightly negative.

Then, with @ big fiscal improvement and monetary stringency,
Korea's internal inflation rate was driven down to about 7 percent in
1982 and only 3 pereent in 1983, The Korean authorities anticipated
declining inflation by quickly reducing the standard loan rate in stages
to 10 percent by mid-1982. Nevertheless, the loan rate: became
positive in read terms- see the far right-hand columin of Table 12
Over the same interval, the standard short-terny interest rate on won
deposits was reduced from 14410 6.0 pereent.

It should :iiso be noted that the Bank of Korea did notattiempt to
use its exchange rate as the torcing variable for domestic price-level
stabilization- - unlike Chae. Indeed, Table F3 shows that, trom 1980
to 1983, the won depreciated a bii faster than the reductien in the
domestic intlation rate.

In part because the Korean foreign trade sector was not s fully
liberalized as the Chilean, the Korean government did not beiieve that
international commaodity arbitrage could be used o stabilize the
domestic price level. stead. the nomimal exchange rate was man-
aged by an informal downwasd crawl to adjustpassively o declining
domestic inflation. Thus, as price-level stabitity was secured, the
syndrome of exchange overviluation was avoided.

This scaling down of domestic interest rates as inflation slowed,
while maintaining the rate of downward crawl in the won against the
dollar to retlect the flation differential between Korea and the
United States, prevented undue incentives to move foreign capital
into the Korean cconomy. Even so, the Korean government main-
tained substantial controls on the capital account to prevent a further
untoward buildup of international indebtedness during the liberahiza-
Hon process.

A Rationale for Interest-Rate Management

Inthe course of amajor disintlation, why should interestrates on bank
assets and labilities be reduced by deliberate public policy? Shouldn’t
nominal interest rates be bid down by the market, be allowed to fall
naturally, as inflation recedes?
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Table 12 Korea: Nominal and Real Interest Rates
——— —
Curh market Yields o Yields on Hank lending
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First, the question of correct macrocconomic signaling. 11 any
individual sees very high nominal interest rates above recorded
mflation. he could mterpret this as asignal that most other people in
the cconomy expected inflation (o continue and the stabilization
program to {ail--ceven though the high nominal rates could be
explained ex post on other grounds. Indeced. if enough firms borrow
heavily at very high nominal rates of interest, it becomes more
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probable that the government will keep the inflition rate high in the
future in order to bail them out. This reinforees private fears thal
inflation will not wind down.

Second, when inflationary expectations are still high and uncer-
tain. the problem of adverse risk selection at the encroeconomice level
in the Sughitz-Weiss sense is particularly acute (Stiglitz and Weiss
108 1), In contracting at any nonunai interest rate substantially above

Table 13 Korea: Exchange Rates and International Competitiveness,
1978-85 thndhoes o8 inn
s Dollat Frtective Exchange Rates

Year and Quarter per Won Nonunal Real'
1978

A 1251 177 Y48
[u79

| 1251 120.2 9.6

1 1251 1238 1071

It 125.1 1234 107.2

1y 125.1 127.5 i12.2
1980:

| 106.2 1104 103.7

il ‘ 102.0 102.8 1H).6

i Y8.8 97.1 98,1

% 93.1 9.6 96.5
1981:

I 93.1 88.3 Y6.0)

11 90.8 90.0 1001

1 89.0 92.2 1058

v 88.3 89.9 2.3
1982:

I 85.3 §9.2 102.0

I 83.2 88.9 19

[ 81.7 89.9 103.1

v 81.4 89.8 102.5
1983:

| 80.4 85.5 99.4

11 78.7 84.3 97.2

I 77.2 83.8 6.1

v 762 819 Y16
1984:

[ 76.2 81.5 932

1 75.9 81.3 925

i 748 82.7 940

v 7349 82.7 PAR}
1985:

| 722 832 442

' Anincrease indicates apprectation

Trade-weighted

" Adjusted by relative movements i consumer prices

Sowree Bipi Aghevhand Jorge Marquesz-Ruarte, “A Case of Successtul Adjustment: Korea's
Experience Durmyg, T950-84 7 INE Occastonal Paper 39 Aupust 1985 Korean Authorities and
Fund Statt estimates,
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the “normal™ 1010 20 percent range approximating average real rates
of return, the borrower must bet on what the future inflation rate will
be-—and also determine the riskiness of his own project. He will then
aceepta riskier project in the hones of i favorable high vield in case
inflation doesn™t bail himy out and be has 1o delauls anvway,

Butthe Suelitz-Werss model has o natural clicck on adverse risk
scicction. The fimancial instiation will charge afess-than-market
clearing rate of terest and sunply ration observationally equivalent
borrowers. Or il more information becomes available. risk-averse
lenders will cravitate towards those borrowers w ho appearto be sater
with more collateral or equity participation,

However this natural wendeney towards pradence among non-
bank lenders may be serioushy undermined in the cise of banks,
custodians ol the money sepnly, who receive rde factod deposit
insurance from the povernnent This insurance leads 10 SCTiots
problems of moial hazard where, unless closely sapervised, private
banks may well undertake ven rishy and seemingly high vield
lending onthe presamption that ads erse outeomes feading to major
losses will have to be covered by the monetiey authory - while net
profits from favorable outcomes will still acerte (o the ownees (hank
sharcholdersi Tnsured tmancial intermediaries will exhibit nore
risky behavior than the uninsured. T this ciase, mass tnsolvencies in
the Chilean bankine system in T982-83 Jed 1o 2 remtionalization of
the banks i order te s rotect domestic depositors as well as foreign
creditors,

Fveninthe highly developed capital market of the United States,
federal deposit msurance is ¢ reating severe probrems for hank super-
visors in curbing undue risk takmg by commercial banks as well as
savings and loan instiiutions (see Kane 1985). In 4 developing
country without an equities market or well-developed accounting
standards, and where private (but insured) banks are the principal
lenders, the prebability of capital-market equilibrium with very
high™real™ (hut phonyyinterest rates and undue adverse risk selection
is much greater (Cho 1986,

Although government supervisory control over private banks can
prevent undne risk taking at falsely high real rates of interest. this
supervision does not guarantee that the government itself won exert
pressure to make bad loans! The price-level stabilization ol 1980-84
was very sueeesstul, but the Korean government's pressure on the
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banks in the 1970s was less benign. Because of its determination to
support the development of domestic heavy industry and Korean
contractors undertaking major construction projects in the Middle
Fast and elsewhere, the Korean government cocreed the banks into
making rishy long-term loans—many of which are now nonper-
forming. In the TOSOs, the Bank of Korea still provides subsidized
credit Tines cofficial discounting at below-market interest rates) 1o
various commercial banks m order that they themselves can avoid
bankruptey o Leeping these old 19705 Toans on their banks, As of
TOSS. this bad-loan syndrome continued to hinder the full liberaliza-
tion of the Korean financial system despite the suceesstul monetary
stabilization.

Implementing Tight Money in the Transition from High to
Low Inflation

Inretrospect. itseems clear that Chile should have tightened up more
i the domestie flow of hank credit anclusive of that financed by
foreign borrowing) while changing to forward locking wage index-
mg—and relied less on the exchange rate as a lever for securing the
price level Because ol acute potential problems with adverse risk
selection, orthodoy tight money relving on very high nonnmal (and
realy interest rates could not work,

The Korcans mphicily recognized this in biinging about their
suceesstul price-level stabilization. Nominal isterest rates were
scaled down consistent with keeping real rates positive - albeit below
market-clearing levels. Although the Bank of Korea also reduced
reserve requirements s fiscal policy improved. central bank credit
was rationed to the commercial banks - and foreign capital inflows
were limited--norder to secare the desired deflation without signifi-
cantexchange-rate overvaluation. (Growth in money wages was also
scaled down by the Korean government.)

Thatis, tight money was imposed while real rates of interest were
Kept positive and fairly constant by decree.™ This meant that, in order
to disinflate, the Korean banking system as a whole rationed eredit 1o
the private sector. However, because the Korean government’'s fiscal
deficits were simultancously reduced (as was also the case in Chile),
the real flow of loanable funds to the private sector actually increased,
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thus relieving the supply constraint on domestic output. No net credit
squeeze on the private sector was necessary once the Korean govern-
ment. and its various special agencies, stopped directing the flow of
bank credit to itself.

Given the equally good and perhaps even more favorable fiscal
conditions existing in Chile. it scems——with the benetit of hindsight,
of course—that in February 1978 the Chileans should have followed
an internal mierest rate, wage rate, and bank credit policy more like
Korea's of TOST-83 Then some of the burden of bringing about
disinflation could have been taken off nominal exchange-rate policy,
and controls oncapital inflows during the price-level stabilization
would have prevented such severe overvaluation of Chile's real

exchange rate.

A Concluding Note

Despite the difficulties enumerated above, the potential gains from
steeesiully stabilizing the domestic price level while retuning
competitiveness in foreign trade are enormous,

Korew's GNP growth and financial development sinee the suc-
cesstul TOST-8-4 stabilization have been truly remarkable. The rapid
deepening of financial flows within the Korean economy has made
possible large netrepayments o toreign debt through trade surpluses,
Not only have bank deposits continued to increase sharply relative to
GNP, but there has been i considerable lengthening of the term
structure of corporate finance. Substantial new issues of corporate
bonds have been floated domestically-—an indication ol financial
maturity that occurs only i people believe that the domestic price
fevel will remain fairly stable into the indetinite future,

The Chilean financial collapse of 1982-83, and the orgy of
Chile s foreign borrowing in the preceding three vears, caused a sharp
downturn in real output and left the economy with a huge external
debt. which will be difficult to service in the years 1o come. Never-
theless, the liberalization process was only mterrupted—albeit se-
verely. Instead of reverting o protectionism, Chile retained its open
stance in both Toreign and domestic trade. With the subsequent
devaluation of its currency made aecessary by the cumulative over-
valuation prior to the crash, exports are now growing rapidly, and
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growth in GNP has recovered. The modest ongoing inflation, in part
a consequence of the devaluation, still inhibits the lengthening of the
term structure of internal finance, as in Korea: but bank deposits as a
share of GNP are agoin increasing, while the government continues
to sort out the bad load porttolios of most of the major banks. Chile’s
cconomic position as of 988 scems to he at feast as good, or better,
than that ot all the other major Latin American countries, none of
which has suceeeded in implementing such thoronghgoing trade,
fiscal. and financial reforms,

Finance and trade liberahization, with borrowing and lending at
substantial real rates of interest made possible by astable price level,
is noteasy and is full of potentiad pittalls. Nevertheless,itremains the
only game in town as far as successtul cconomic development is
concerned. That, of course, was the main message of my 1973 book,
Monev and Capital in Fcononie Development. 1Uis perhaps asign of
advancing age. however, that T am now more inclined to emphasize
the pitfalls.
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