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| . INTRODUCTION

A new policy debate has arisen in Latin American countries after
international investors' recent re-awakening toopportunities in energing
markets. Two pol ar positions have been defined in this policy debate. On the
one hand, the "integrationists' defend financial integration on the grounds
that free market operation will always produce the best result forthe
devel opi ng econony. On the other, the "isolationists" consider financia
i ntegration dangerous for macroeconomc stability, and prefer a devel opi ng
world w thout market-determned international capital nmovements. The
regul ations that limt international financial integration have been at the
center of this policy debate, as they define the degree of financia
integration and the distance between reality and these two polar positions

The debate is in itself surprising. An international macro-econon st
fromonly five or ten years ago would be extremely puzzled to see that the
external financing problens that some Latin Anerican countries are struggling
with today relate no longer to the lack, but rather to the excess, ofexterna
financing. Colonbia and Chile were denied access to external financial markets
operating on a voluntary basis during the second half ofthe 1980s. Many
anal ysts back then considered that market-based external financing was not to
be resuned anytine soon. But everything changes, and so did the |enders’
perceptions of the risk involved in holding energing market assets. In the
mid-1990s, narket-based external financing, including nedium and |ong-term

debt, direct investnment, and portfolio investnent, have been abundant for both




countries.
In our opinion the polar positions are both to be rejected. Any

devel opi ng econony has the need for international financial integration, not
only because ofthe external financing needs of a rapidly growing econony, but
al so because of the long term advantages that can be derived from financia
devel oprent, including risk diversification and the efficient provision of
financi al services. Despite these advantages, the immediate and conplete
opening up of the capital account inplies very significant potential costs for
the macroecononmic stability of the devel opi ng econony. Several experiences of
the negative effects of excessive spending and external indebtedness pronpted
by private capital flows have already been recorded. Thus, the discussion that
has been focused in terns of the convenience or inconvenience of opening the
capi tal account ehould, we argue, instead be focused onthe particular
strategy for international financial integration.

The approach that has been favored in both Chile and Colonbia is one of
gradual and limted financial integration. Foreign exchange market regulations
and capital account intervention (including regulations) have been used to
limt the secondary effects of international financial integration and to
deter interest-rate arbitrage, destabilizing speculation, bubbles and
overshooting behavior ofasset prices (including the real exchange rate). The
strategies differ in the instrunents ueedand in the enphasis of policies and
obj ectives, but both place particular enphasis on neutralizing the
di sturbances to the current account and domestic pri ces caused by net capital
inflows. The regul ations are not exclusively based on macroecononic policy
considerations. In addition, they also relate to the potential problens
derived from public insurance ofthe liabilities of financial institutions,
and the need for nonitoring and limting their risk taking. Both deposit
i nsurance and exchange rate guarantees may encourage over-internediation of
international funds by banks and an increase in systemc risk, expanding

therefore the vulnerability ofthe banking system*

2 See Le Fort 1994 for adi scussion on this subject.
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Thi s paper describes and anal yzes the policies followed in Chile and
Col onbia regarding their external capital accounts during the 1990s. The
policies are analyzed and assessed in the context of the macroecononic and
financial results obtained in the period. The first section of the paper deals
with the main anal ytical issues relating to international financia
integration, its costs and benefits, its inplications for nonetary and
exchange rate policy, and the main limtations to financial integration. The
second section of the paper describes the experience of regulated financia
integration in Chile during the 19908, including a brief historical review, a
review of the foreign exchange market regulations and the regul ations on
capital novements, and the results in the capital account and at the
macroeconom ¢ |evel. The third section of the paper is devoted to an analysis
of the Col onbi an case, including a review of the main regulations and
intervention schenes in the foreign exchange markets and the regul ations for
different types ofcapital novenents, with special enphasis on their reserve
requi rement system and the results obtained. The last section presents our

concl uding remarks.

1. MAIN | SSUES I N | NTERNATI ONAL FI NANCI AL | NTEGRATI ON

This section analyzes some inportant issues relating to the integration
of the so-called emerging markets with the world s financial markets without
making reference to specific countries. To some extent, this integration is
the result of the change of views of investors regarding the risks represented
by emerging nmarkets, and to sonme extent it is the result of an explicit
financial integration strategy pursued by developing countries during the
1990s. The issues discussed include the benefits and costs of financial
integration, the inplications of integration for nonetary and exchange rate
policy, and the policy instruments used to limt international financia
integration

The limts inposed upon the international integration of financia

markets should not be seen as, thenselves, a nacroeconom ¢ policy objective,
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but rather as instrumental to nore effective nonetary and exchange rate
policies. Gven that these instruments have sone shortecemings, they shoul d be
used only to a certain extent; the need for their use arises mainly as a
result of concern about the effects of abundant external financing on the
external current account and debt positions. This concern in general relates
to the factthat large current account deficits and increasing externa

i ndebt edness erode the country’s creditworthiness, renderingdonestic

macroecononm ¢ stability vulnerable to external financial turbulence.

a.Benefits and Cost6 of Financial Intearation

Benefits
An open capital account has inportant benefits for an econony that is

devel oping an outward-oriented devel opnent strategy, characterized by the
grow h of the sectors in which the country has conparative advantage. In
principle, and perhaps oversinplifying, it can be said that the opening up of
the capital account can be associated with two types of benefits:

(i) Development of the financial services sector: Adevel opi ng econony
may have conparative advantage in the production of financial services; if
that is the case, an export sector woul d develop after the elinination of
restrictions to international financial integration. However, it is also
possi bl e that foreign conpetition may take control of this industry, and the
country may becorme a net inporter of financial services. In any case,
international integration would inply |ower costs and better quality for users
of "financial services. Financial integration then allows for a reduced cost of
capital and nore efficiently provided financial services to help in the
intertemporal stabilization of consumption.

(ii) Integration allows for a greater diversification of the asset
portfolio of domestic econonic agents, by meking the conposition ofdonestic
portfolios independent of the conposition of domestic production. In a
financially closed econony, the conposition of domestic asset portfolios tends

to be closely related to that of domestic output. In a financially integrated
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econony, foreign securities that derive returns from external productive
activities which are independent from those of domestic activities allow for
greater donestic incone stability through greater diversification. Income of
donestic residents becomes nore stable to the extent that their portfolios

i nclude assets that derive their returns from activities more or less

I ndependent from domestic exports. Such diversification nmay be used to
compensate for t he (often great) volatility of national incone that affects
open economes due to the variability of individual export prices

costs

Fi nanci al openness al so, however, poses several costs, sone of which are
only valid during the transition to a fully integrated econony. Anong these
costs can be distinguished:

(i) Iransitional costs: One way of |ooking at the process of financia
integration is that it constitutes away to overcome a stock imnbal ance.
Financial liberalization allows stock adjustments, directing capital towards
regions where the expected profitability of capital is greatest, or to where
opportunities exist for risk diversification at a reasonable cost in terns of
profitability. It is clear that in countries like Chile and Colonbia, the
returns to capital are typically higher than in the devel oped world, a
condition that stinulates foreigners to invest and finance investnents in
them Full integration inplies ajunmp in asset prices within a relatively
short period of time, and a massive inflow offoreign capital that lasts unti
the stock adjustnent is conpleted and risk-adjusted donestic rates of return
converge to the levels offoreign rates. This process, if it takes place in a
short period of time, can be a source of macroecononic inbalances in the form
of rapidgrowth in investment, wealth and consunption, real currency
appreciation, inflationary pressures and a w dening current account deficit.
It can create destabilizing wealth and expenditure effects, resulting in
confusing signals to donmestic consumers with detrimental effects on donestic
savings, exchange rate stability and the stability of the growth process.
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(ii) policy costs: In a financially open econony nonetary policy |oses
its ability to affect domestic macroecononic conditions without nmodifying the
external balance. In general, an increase in the real interest rate directed
at controlling inflationary pressures will also result in an exchange rate
appreciation, both ofthe nomnal and real rates. The appreciation helps in
reducing inflation, but may generate a larger current account deficit. I n
fact, under some conditions, in a financially open econony nonetary
authorities may be forced to choose between the inflationary target orthe
external balance objective. It is true that a tighter fiscal policy may be
used in place of nmonetary restraint under these circunstances; however, rea
world fiscal policies lack the flexibility needed for short- or mediumterm
stabilization, particularly when the fiscal accounts are already in bal ance or
in surplus.

(iii) peal costs: Financial integration |eaves the econony exposed to
the turbul ence of international capital markets, adding a risk factor and
volatility to the exchange market which may affect macroeconon ¢ bal ances.
International capital narkets can nmove very rapidly and al most w thout warning
signals, froman optinistic lending phase in which funds are abundant and
relatively cheap, to a pessimistic phase in which funds are not avail abl e and
a sharp adjustnent is forced. The recent case of Mexico and that ofnost Latin

American countries in the 19808 come to mind in this respect.
(iv) Svstenfc risk costs: Econom c agents tend to perceive the existence

of publicly provided insurance to liabilities of financial institutions and
institutional investors, whether or not it has been explicitly offered. This
inplicit or explicit insurance requires regulations that limt risk taking by
those institutions. Pull and unrestricted international financial integration
allows portfolio selection froma wider set of assets, making it nore

difficult to control and nonitor their risk-taking.
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B. Financial Intearation. and Monetary and Exchange Rate Policy

The perceptions offoreign investors of the risk and returns from
investment in the Chilean and Col ombi an economi es have changed significantly

followi ng institutional changes and the success of macroeconomc policy. This

change has resulted im a very significant reduction in the risk prem um
demanded by investors in these countries, which in turn has resulted in
sizable capital inflows that have nodified the degree of integration of the
donmestic financial markets into the corresponding international markets. It
can be said that in economes |ike Chile and Col onbia, the risk-adjusted
mar gi nal efficiency of capital has increased to |evels above those prevailing
in the developed world. As a result, capital tends to nove into these
econom es, reducing the donestic cost of capital and increasing the prices of
donestic assets.

Financial integration inplies that the integrating econony is fully open
to financial arbitrage. Consequently donmestic real interest rates are forced
to reflect the external real interest rate and a country risk premum Any
deviation fromthis requirenment of risk-adjusted international interest rate
equal i zation inplies changes in the opposite direction in the real exchange
rate.3 Hovever, the domestic interest rates required to generate donestic
macroeconom ¢ equi |l i brium nmay be higher than the rates forced by internationa
arbitrage. In these conditions, when domestic interest rates are increased, in
addition to the standard cl osed econony response in terms of a | ower expansion
of domestic expenditure, in the financially open econony, a real appreciation
of the donestic currency takes place. The real exchange rate adjustment shifts
demand towards the rest of the world, alleviating pressure on domestic output

. but also increasing the current account deficit.

The size and duration of the arbitrage effect ofthe donestic interest

rate change on the real exchange rate depend on, anong other factors, the

hori zon of pl anning of arbitrageurs and on the expected duration of the new

3 Throughout this paper we use the Latin American definition ofthe rea
exchange raua(RRﬁ); that is, the RER increases when the donestic currency

depreciates in real terns.
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interest rate differential. The shorter their horizon, the |ower the inpact on
the real exchange rate. It also depends upon the effect on the country risk
preni um of the exchange rate appreciation. If the increase in the country risk
prem um brought about by the real appreciation of the currency is significant,
then the inpact on the exchange rate is nininized.

International arbitrage may inply that the real exchange rate becones
and remains, forsignificant periods of time, out of line with respect to the
authorities' external equilibriumobjective. Consequently, the current account
deficit may exceed, on a nediumtermbasis, what is sustainable over a |onger
term rendering the econony vulnerable to a forced external adjustnent. This
adj ustnent is triggered if external creditors no |onger consider it safe to
continue lending to an addictive borrower. The market's automatic correction
mechanismis the effect ofthe larger current account deficit on the country
risk premumand on expectations of currency depreciation. If larger deficits
make the market participants uneasy, then this by itself should stop oreven
reverse the capital inflows andthus correct the real exchange rate. However,
it seens that market participants are not always very sensitive to this risk
and that they typically only react when it is too late, after the externa
condi tions have worsened so much that a very large and painful domestic
expenditure adjustnment is needed.*

A first policy response to the real appreciation of the currency is to
try to conpensate for the effect of capital inflows on the exchange rate. This
has been done through the intervention of the nonetary authority in the
foreign exchange market. However the purchase of foreign exchange by the

‘ Central Bank has thereby become the main source of domestic liquidity
creation. To limt the effects of exchange market intervention on nonetary
conditions, the Central Banks have used different forms of sterilization,

including the sale ofbills orforcing the tenmporary holding of foreign

4 Experiences of the lack of sensitivity of market participants in the face
of large external indebtedness include the Mexican crisis of the 1990s and the
Chilean financial crisis of the 1980s. In both cases, financing was abundant u
to a(§0|nt at which a large adjustnent was needed. (See Arellano, 1983; Budnevic
and Cfuentes, 1983.)
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currency certificates. However, this sterilization is costly for the Centra
Bank and |osses arise from the international interest rate differential and
the real currency appreciation: the Central Bank acquires assets that yield
the international interest rate and that depreciate in real terns, while
having to issueliabilities that pay the higher domestic interest rate and
keep their real value. As a transitory mechanism sterilized intervention
works; however, on a longer-term basis, its effectiveness is inpaired by the
resulting financial |osses.

A second alternative is to reduce the domestic interest rate. However,
this reduction woul d create an increase in donestic expenditure that woul d put
pressure on the price level, force a real currency appreciation and increase
the current account deficit. An obvious solution is to reduce the interest
rate and at the same time conpensate for the effect on expenditure via a
tighter fiscal policy. An austere fiscal policy directed at controlling the
expansi on of aggregate expenditure, limting both public and private
expendi ture expansion, is a mustforthe final success of any stabilization
effort. However, there are political limts to what fiscal policy can deliver
and thus restrictions or limtations to international financial integration
may be required to preserve nmacroeconomc stability.

It is generally suggested that another way to conpensate for capita
inflows is by opening the econony to capital outflows, allow ng donestic
residents, firms, and financial institutions to hold assets abroad. A though a
valid tool to favor the diversification of domestic portfolios, this is not
effective as a tool to reduce net capital inflows. As domestic residents
increase their holdings of foreign assets, they reduce the demand for donestic
assets that they would otherwi se be exercising. A lower demand for donestic
assets, "“ceteris paribus®, iS reflected in |ower asset prices and higher asset
returns, whi ch act as additional attraction to foreign capital inflows.

Furthermore, facilitating capital outflows reduces the risks faced by foreign
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i nvestors by making easier the exit. (See Lab& and Larrain, 1993.)%
Limtations on international financial integration give additiona

degrees of freedom to monetary and exchange rate policies, allow ng

adj ustnents in donestic interest rates that cannot be arbitraged to the

exchange rate. In practice, these restrictions give roomfor the use of

monetary policy to gradually reduce donestic inflation, while keeping the

current account deficit at reasonable |evels.
The problem created by capital inflows forthe effectiveness of nonetary

policy is better dealtwith byaflexible exchange rate. In this connection
exchange rate stability is costly because it facilitates the internationa
arbitrage ofinterest rates. If the Central Bank tries to actively provide
exchange rate stability, it faces additional cost5 in terns of higher reserve
purchases, and at the end is forced to accept a nore appreciated currency. In
this sense, avoidingrules for official intervention, increasing the width of
t he exchange rate band, and using abasket of currenciesrather than a single
currency to peg the reference rate are nmeasures that increase the

ef fectiveness of nonetary policy, by helping to insulate against excessive
capital inflows. The ex ante volatility of the exchange rate also tends to
deter short-run capital inflows as it renmoves exchange rate "guarantees" and

thus hel ps to support a higher real exchange rate.

LLim Lon Fi nanci al atio

In order to reduce the need for sterilized intervention, severa
limtations to international financial integration have been used. These
restrictions, by limting the possibilities offinancial arbitrage, have given
- some room for the operationofnonetary policy as it seeks toachieve donestic

macro balance. In nmost cases the restrictions to capital transactions

5 Institutional investors and banks are subject to regul ati ons and
supervision of their investnent5 because of the systemc risk and public
insurance probl em These restrictions are not related to the regulation of
capital flows to preserve nacroeconomc stability.

¢ This point is devel oped in 6. Sanhueta, 1995.
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introduce registration procedures for international capital transactions.
These procedures can be inportant sources of information for neasuring the
external accounts, and also for the tax authorities; but they also involve
obvious admnistrative costs.

The first type of restriction is the use ofdual foreign exchange
markets. One market, the formal, is used for current account transactions and
authorized capital flows, and the other, the informal, is used for other
financial flows. In this scheme, financial arbitrage takes place in the
informal market, permtting this secondary exchange rate to deviate from the
authorities' target rate. Since the formal narket is not subject to arbitrage
the current account is isolated from exchange rate volatility. During the days
of scarce foreign financing, the informal rate reflected a nore depreciated
donmestic currency than the rate in the formal market. The opposite should be
the case under abundant external flows.

The dual exchange rate scheme has one serious shortcomng -- the
existence of leaks that allow for arbitraging the differential between the
exchange rates in the two markets. These |eaks not only render the exchange
restrictions ineffective, creating pressure towards the equalization of the
exchange rates, but also inply significant costs. The |eaks include the over-
and under-invoicing of current account flows, and they tend to increase in
i mportance as the absolute value of the premum becomes larger. The leaks, in
general, result in quasi-fiscal losses and transfer of resources fromthe
Central Bank to those agents that discover ways to buy foreign exchange in one
market and sell it in the other at a premum Additional costs of the |eaks
arethe regulations and admnistrative costs incurred in the effort of

" preventing them

Asecond type of restriction is the inposition ofreserve requirenents
or other more direct neasures that increase the marginal cost ofexterna
financing. The reserve requirenents increase the cost offoreign financing
since they demand the use ofadditional resources to finance the required

deposit in the Central Bank. The reserve requirenents may relate to all forms
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of foreign financial flows; however, in practice, they have not generally
affected direct investment and ot her forms of equity financing, suppliers’
credits on inports, oradvanced export returns.'

In general, the financial cost effects ofthe reserve requirenents tend
to be stronger for short-term financing and therefore work particularly
agai nst short-termarbitrage. In Chile, the required reserves nust all be kept
in the Central Bank for aperiod of one year, dinmnishing the relative
financial burden for |onger-termoperations. In the case of Col onbia, however,
the requirenent 4is variable depending on the maturity of the I|oan; forlonger
maturities the reserve requirement ratio (RR) is lower, inplying
discrimnation against short-term inflows.

Mechani sns |ike the reserve requirements have certain limtations
First, they can be avoided by using vehicles that are not affected by the
requirement; for exanple, accelerated export returns, supplier credits,or
equity investments. There is alimtation, however, on what can be brought in
through these alternative vehicles. The requirements can al so be evaded by not
registering capital flows, although penalties may be inposed on those who
evade the regul ations.

The reserve requirements are effective only under expectations of rea
exchange rate stability, and thus are unable to stop a specul ative attack
created by expectations of exchange rate adjustments. The capital gains that
can be made with a discrete exchange rate junp cannot be sufficiently reduced
by the financial cost ofthe reserve requirement. This inplies that, despite
the reserve requirenent, only exchange rates that are consistent wth market
expectations can be successfully defended. The equilibrium trend ofthe
exchange rate, even if it represents a significant real appreciationofthe
currency, cannot be influenced by such policies. An exchange rate adjustnent
can be spread nore over time, but only to a certain extent. The reserve

requirements as well asthe other restrictionsto financial integration

T An exception to this rule is the reserve requirenent inposed on secondary
ADR inflows in Chile.
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increase financing costs forindividuals and firns, limt business
opportunities for the financial sector, and reduce portfolio diversification
for domest i ¢ agents. They al so affect the equity-debt mx, and create
financial segmentation that tends to favor big over small enterprises, and to
encourage informal means of financing. They are thus not free of private and
soci al costs.

QO her types of restriction6 affectthe ability of donestic firms and
financial institutions to issue debt or stock in international capita
markets. These restrictions can take the formof discretional authorization or
of conditions like a mninmum credit rating, mninum anount issued, or others.
In this respect the purpose of the restrictions e not only related to
limting the external capital inflows but also to screening the conpanies that
are authorized to participate in international capital markets. Since the
actions ofeach firmgenerate externalities to others, in the sense that al
of themare seen as firms belonging to a particular country, sone type of
screening process is required.

Finally, restrictions may be applied to portfolio investors from abroad
in the formof quantitative restrictions on entry into domestic markets, or
mnimum stay (or permanence) requirenments

Restrictions on international financial integration are effective to a
certain extent but could not be considered a cure-all or a way to conpletely
i solate the donestic econony fromthe realities of the international financia
markets. There are always ways to circunvent the restrictions, ways that tend
to be reinforced the larger is the risk-adjusted interest rate differential
Consequently, only to a certain extent is it possible to use these
restrictions to give sone room for nanoeuvre to donestic nonetary policy.
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[11. REGULATED FI NANCI AL | NTEGRATI ON | N CHILE

During the 19908, i nportant policy measures have been taken to regulate
the financial integration of the Chilean econony with international markets
These measures, together with the recognition ofthe Chilean econony in
financial centers, have allowed forincreasing financial integration and for
important changes in the conposition of Chilean capital flows during the
1990s. The foreign exchange narket and capital flows regulations existing in
the Chilean econony are briefly reviewed in this section. In addition the
results derived fromthis strategy are presented.®

The regulations are directed to reducing potential effects on
macroecononm ¢ stability, increasing the effectiveness ofnonetary policy, and
i nposi ng prudential regulations on banks and institutional investors. They
have taken the formof exchange market regulations, capital flows regul ations

and other rel ated policies.

A Brief Nistorv of Requlations
Financial activity, which had been repressed foryearsby negative rea

rates of interest and admnistrative allocation of credit, and with the
majority of financial institutions under government control, entered an

accel erated |iberalization process in the 1970s. After decades offinancia
repression, the supervisory institutions |acked the experience necessary to

i npose prudential regulations effectively. The result was a financial system
with insufficient capitalization, that went into bankruptcy in the early
1980s. A deep recession, beginning at the end of 1981, eroded the sol vency of
financial institutions which were in a very vulnerable position. The trigger
for the crisis was a sharp reduction in external capital inflows and a
deterioration of the terns oftrade, causing a sharp adjustnent in domestic

expenditure. The financial crisis spread throughout the financial system by

t he begi nning of 1983.

_ 8 For a conplete description ofthe regulations and capital account results
in Chile in the 19908, see rerortand Varela, 1995.
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The volatility of international capital flows played a very inportant
role in setting off the erisis.Asignificant proportion of capital flowbs
entering the country in the period prior to the 1982 crisis was internediated
by the financial system The renoval of restrictions to capital inflows, when
domestic interest rates, duly adjusted forexchange risk, widely exceeded
international rates, generated a massive capital inflow which financed a
strong expansi on ofdonestic spending. The external debt problens provoked a
drastic change in the direction of capital flows, forcing an adjustment and
contributing to the deepening ofthe crisis of the financial system

The financial institutions recovered fromthe crisis in the second hal f
of the 1980s. After their experience, a macroeconom c policy characterized by
caution and a concern to control the expansion of expenditure has resulted
during the 19908, in noderate current account deficits. Macroeconom ¢ policy
has defined a target range for the nmediumterm current account deficit of
between 3% and 4% of CGDP. External financing has nmore than exceeded financing
requirements, resulting in significant increases in international reseres as
a result of balance of paynents flows alone, international reserves increased
by al most us$ 10 billion in the period 1990-1995, reaching a |evel of around
uss 14 billion by the end of that period despite the pre-paynent ofpublic
external debt ofabout uss 1.5 billion.

The policy of external financial opening pursued by the Chilean
authorities in the 1990s is characterized by the maintenance of a series of
regul ations which affect the foreign exchange market and the capital account,

and linmt the degree of integration ofexternal and domestic markets.

. Poreign Exchancr rket Recrulations an terventio

During the 19908 the Chilean foreign exchange market has evolved froma
dual market to an increasingly unified market. The formal foreign exchange
market is affected by regulations and access restrictions, while the infornal
foreign exchange market is fully liberalized. Total unification has not been

achieved yet, but the exchange rate differential in both markets is al nost
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non-exi stent -- less than ao05%difference on average in 1995. The dua
exchange market was conceived as a way to isolate the formal market exchange
rate -- the one at which trade flows were carried out -- fromthe volatility
of capital flows, particularly portfolio outflows that nust be carried out
through the informal exchange market. Overtime, however, the duality has |ost
rel evance since the riskof portfolio outflows has al most vanished.

Sone transactions nust be effected through the formal market: in
particular, all foreign portfolio capital inflows nust be processed through
the formal nmarket. Investors and borrowers obtain, in exchange, the right to
access the sane market at the time of servicing the debt or remtting profits
or capital. other capital outflows, including foreign direct investment and
portfolio investment by residents, cannot be carried out through the fornal
market. Finally, there are transactions that can be carried out in either of
the two exchange narkets. These include exports and inports of goods and non-
factor services.

The dual exchange market approach has been gradual ly revised. |ncreasing
confidence has allowed the reduction of exchange restrictions, particularly
those affecting export proceeds. In several steps, the export surrender
requi rements werefirst reduced and then, from June 16, 1995, conpletely
elimnated. The exchange market regulations that remain in place are nostly
related to capital flows, and can be considered conplenmentary to the
regul ation offoreign exchange market flows.

The fornmal foreign exchange market operates under a managed float within
an exchange rate band. Central Bank intervention is directed to maintaining
the nomnal and, through it, the real exchange rate within a range consistent

:mjth a sustainable current account position. In an indexed econony |ike that
of Chile, changes in the nomnal rate only affect the level of the rea
exchange rate for a limted time. It is understood that the real exchange rate
cannot be permanently affected through the nominal rate and that it is

necessary to create adequate conditions in terms of real variables to attain

that result.
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By "external equilibriunt the authorities understand the maintenance of
a deficit in the current account ofthe bal ance of payments, which, while
allowing the use ofareasonable anount ofexternal saving for financing
donestic investment, still ensures that the increase in external debt is
conpatible with the long-term growth of the Chilean econony wthout
introducing a significant source of further external vulnerability for the
country. In practice, this neans a deficit on current account ofthe order of
3sto4% of GDP. Cbviously this target is interpreted as an average since in
any given year the current account deficit nust be pernitted some divergence
from t he average.

Since the market has been at, or close to the nore appreciated end of
the exchange rate band, the Central Bank, as noted above, has accumulated a
significant anount of net international reserves, while a significant portion
ofthe external public debt hasbeen pre-paid. The nonetary inpact of official
intervention in foreign exchange markets has been sterilized through the

i ssuance of Central Bank debt.

C. Requlations On Capital Movements

The regulation of capital movenents differentiates between direct
i nvest ment and debt flows. Direct investment is favored due to the assumed
positive externalities associated with foreign investnent, including access to
international markets and the transfer of managenent techni ques and
technol ogy. As a consequence, the direct investnent regine is fairly liberal,
while the regulations are directed to |imt foreign indebtedness, particularly
that ofa short-term nature. The only inportant restriction for direct
investnent is the one-year mninmumstay. Portfolio investnent through ADRs
placed in New York is linited by credit rating and m ni num amount conditions.

Direct i nvestment inflows®

Direct investnent is subject to a mninum stay of one year for the

9 pecre Law 600 (DL-600), and Chapters XIX and XV of the Central Bank
Forei gn Exchange Regul ations (CBFXR).
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principal. Pprofite, with the single exception of investnent performed through
debt conversions, are not subject to tinme limtations. The rules that allowed
for foreign investment through debt conversions were elimnated in md-1995.
portfolio investment inflows. apRa'?
Procedures rel ating to bonds and American Depositary Recei pts (ADRs) - -

whi ch represent the acquisition by foreigners of stock shares of donestic
conmpanies -- set limts on the right to issue these types of instrument in
ternms of mninumanmount and risk classification. Initially the mninmm anmunt
demanded for the issuing of non-financial firnms' ADRs was US$ 50 million. Ffrom
September 1994 this was reduced to vs$ 25 mllion. At the sane tine it was

deci ded to reduce the issuers' long-termdebt risk rating to BBB or better for
non-financial conpanies, and to BBB+ or better for banking institutions. This
rating has to be granted by three internationally-recognized risk-rating

agenci es.

Beginning in July 1995, the secondary ADR inflows are subject to the 30%
reserve requirement that relates to most forms of foreign indebtedness. In
addi tion, in Novenber 1995, and for those conpanies that have at |east one
previous issue, the mininmmamunt for primary issues of ApbRs (not subject to
the RR) was reduced to uss 10 million. Acondition inposed on the new primary
issues is that all previous issues of the sane conpany become subject to the
same regul ations as the |ast issue.

Other portfolio capital inflows

Regul ations on debt-related capital flows and on deposits of non-
residents are tighter. Instead of mininumstay or credit rating requirenents,

] these types of flows are influenced by a reserve requirenment. The purpose of

“the reserve requirenent is to increase the cost of external financing, and
consequently increase the level of the domestic interest rate at which
international arbitrage results in external inflows. At present, the reserve
requirement ratio is 30%of the value of the loan, bond or deposit, and the

reserve deposit nust be placed at the Central Bank in US dollars.

10 Chapter XXVI of the CBFER
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Loans and gogds"

External |oans and bonds issued abroad are subject to a 30% reserve
requirement, to be kept in the Central Bank for a period of one year,
irrespective of the maturity of the loan orbond. In all cases, the reserve
deposit must be constituted in US dollars; however, an alternative to the
deposit i S the paynent, in advance, ofthe financial cost inplied by the
reserve requirenent. In addition, bonds are subject to regulations sinmlar to
those that affect Abrs. There is a mnimum amount of bonds to be issued, Us$
25 mllion forcorporate bond emissions, and a mnimumrisk rating of BBB for
non-financial issuers and BBB+ for banks.

Deposite and credit lines'?

External credit lines, used mainly to finance trade operations, are also
subject to the 30% reserve requirement which is applied on the average bal ance
of the nonth. Simlar is the case of foreign currency deposits. Foreign
currency deposits and placenents inforeign currency are also subject to the
reserve deposit of 308, applied on the average bal ance of the nonth.

Capital outflows

Wth respect to the acquisition of foreign assets by Chilean residents,
regul ations are rather liberal with the sole exception of prudential
restrictions inposed on banks and institutional investors.

Foreign investnment by the Chilean non-financial orivate sector'

Foreign i nvestnents carried out by individuals and by non-financial
conpanies are not in practice subject to any restrictions. The only limtation
is related to accesstothe formal foreign exchange market, which isnot
always granted. In any case the informal nmarket is readily available at a rate
roughly the same as in the formal market. (The spread between the two markets
averaged less than 0.11 during 1995.) This neasure has greatly facilitated

W Chapter XIV of the CBFXR
2 Chapters 11 and X1l of the CBFXR

3 Chapter XI| ofthe CBFER.
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Chil ean investnent abroad, which has also enjoyed a notable boom since 1990
Chilean investment abroad is concentrated mainly in the financial services
electrical, and transportation and telecomunications sectors.

o i nv n f Chilean institutional investors'

Foreign investments by pension funds, nutual funds and life insurance
conpani es are subject to certain limts as to the amounts and types offoreign
assets that they can hold. These restrictions were recently upgraded by the
Central Bank afterthe approval by Congress of a new capital market |aw.
Pension funds are authorized to hold up to 9% oftheir total funds in foreign
assets, which may include a variety of fixed-inconme assets and conpany shares
the latter are limted to 4.5%of the fund. Life insurance conpanies are
limted to investnents of up to 10%of their funds in foreign assets. The
limt on general insurance conmpanies is 18% of their reserves, and for nutua
funds the limt is 3o of the fund.

oreign NV n v_bank

Regul ations on foreign asset holdings by commercial banks are associated
with the problem of system c risk and deposit insurance affecting the banking
system Foreign financial investnents by comercial banks are limted to 25%
of the bank capital and reserves, and restricted to bills and bonds issued or
guarant eed by foreign governments or Central Banks. Banks are al so authorized
to use foreign currency deposits and credit lines to finance trade within the
Association for Latin Anerican Integration (ALADI). In addition, commercia
banks can acquire stock of foreign banks or establish branches abroad provided
that the donestic banks have a capital adequacy index of 10% ornore. (This
I ndex, based on the Bael e Convention, neasures capital as a proportion of the
value of total assets adjusted by credit risk.) only to the extent that bank
supervi sion can be effective innonitoring the risk of foreign assets is

further liberalization possible in this area

% Chapter XXVI of the CBFER.
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The international perception of the reduction of the risk of Chilean
investment is reflected in several indicators. The investnent grade rating for
Chilean public debt, equivalent to s&p’s (A-), which is given by the most
prestigious i Nternational agencies, is the highest in Latin America and
comparabl e to that of some countries in Sout hern Europe and South East Asi a.

The reduction in the international perception ofriskinthe Chilean
econony has resulted in a substantial increase in the supply of external fund8
available for the country. Net capital inflow8 have been significant over the
| ast five years, averaging 6.6% of GDP over the period 1990-94, with a nmaxinum
of 9.4% of CGDP in 1990. Wth a current account deficit averaging only 1.5% of
&P, the available external financing has been nore than necessary or desired
and, a8 a result, Central Bank net international reserve8 increased markedly,
by about 10 billion dollars, to a level equivalent to 26% of GDP and nore than
one year of inports by the end of 1995 (see Table 1).

One question that has been asked is whether under these circunmstance8
the existing capital account regulations have been effective. Particularly the
reserve requirement has been under scrutiny. Certainly, if effectiveness
includes stopping capital flows, the regulation8 are not effective since t hey
have continued at a significant pace. However the effectiveness ofregulations
shoul d be neasured only in terns of their objectives, which do met include
drying up the capital account. The first objective is to favor equity over
debt financing and |ong-term financing over short~term financing. The second
is to allow the operation of a tight nonetary policy wthout resulting in
| arge current account inbal ances.

A8 a consequence of the capital account regulations, a significant
change in the conposition of the capital account occurred in the 19908.

Foreign direct investment and longer-term portfolio investnent (associated
mainly with the placement of AbRs) grew im inportance relative to external
i ndebt edness. I ndeed, net foreign investnent plus portfolio investment grew
from about 3% of GDP in 1990 and 1.2% of GDP in 1991, to 2.5% in 1993 and 4%
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in 1994.% In recent years there has al so been a change in the conposition of
external borrowing, with a trend towards nore debt of medi um and | ong term and
a consequent reduction in external short-termfinancing. In fact, in 1990
external short-term debt financing amounted to 4.6% of GDP, while in 1994
short-term financing was equivalent to 2.4% of CDP (see Table 3).

Monetary policy has been tight, with the short-termreal interest rates
averaging 6% per annum while the annual inflation rate has fallen from al nost
30%in 1990 to 9%in 1994. Inflation reduction has been based on the control
of expenditure expansion. Expenditure control has paid off not only in terns
of lowinflation but also in that the current account deficit has averaged
| ess than 2% of GDP over the 1990s. The expenditure control has been achieved
through high interest rates, higher than the standards in the devel oped world.
This result woul d not have been possible if capital account regulations had
not been effective, because under such circunmstances capital inflows woul d
have nmade it inpossible to keep rates above international |evels (see Table
4).

At the sanme time, the econony has been growing at an average rate of
6. 5% per yearduring the 19908, with exports |eading the expansion. It is
possible to conclude that reserve requirenents have beeneffective in limting
the international integration of fixed-income markets. The international
interest rate differential would not have been possible wthout this type of
restriction. Longer-term markets show, ex ante, a simlar spread as short-term
mar kets. The expl anation seens to be that for |onger terms the insurance
prem um against country risk is higher, thus offsetting the lower financial
effect of the reserve requirement.

At the same time an inportant segnent of the Chilean equity narket has
been effectively integrated with international stock markets through the aDRs.

However, the risks associated with the price of each particular stock, or even

5 1f we exclude from total forei gn investnents those performed through
external debt instruments, the change in the conposition is still nore
significant. Net forei gn i nvestments asapercentage of net capital inflows rises
from20%in 1990 to 44% in 1994. The remainder is external borrow ng which falls
from80%to 56% in the same period.
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with an index of them make it very difficult to perform international
financial arbitrage through this nechani sm

It ¢s inportant to note that the reserve requirement cannot be used to
avoid atrend of real appreciation of the domestic currency. Indeed in Chile
the real effective exchange rate ham shown an appreciating trend averaging 4%
per year during the | mmt five years. The currency appreciation trend ham been
an equilibriumtrend, in the sense that it ham been consistent with a
sustainable deficit in the current account of the balance of paynents of |ess
than 2% of CDP. In the face of expectations of currency appreciation, the
reserve requirement is ineffective in stopping capital inflows. The financial
cost inplied by the requirenent, 2 or 3 percentage points per annum can be
easily offset by an expected appreciation of 1% or 2% in the following few
weeks.

Domestic financial indicators show that the capital account regulations
have not resulted in an inpaired financial system. In fact, despite the
regul ations, the financial system and the capital narkets have achieved very
significant developnent in Chile over the last few years. The rapid
devel oprment of the banking system i s shown in the expansion of the total
liabilities of the financial system to the private sector (M7), which have
increased from474 of GDP in 1990 to 674 of GDP in 1995. At the same tine, the
real rate of return on capital of donestic banks ham been kept at a high and
stable | evel . On average, between 1990 and 1994 conmmercial banks earned 209,
inreal terns, on their capital and remervem

The results in the stock market are even nore remarkable. Onaverage,
the stock market index neasured in USS dol|ar terms increased 40% per year in
the period from Decenber 1989 to Decenber 1995. As a consequence, total stock
market capitalization towards the end of 1995 increased to the equival ent of

125% of GDP, conpared with 504 of GDP in 1990.

V. CAPI TAL ACCOUNT AND EXCHANGE raTE POLICY | N COLOMBI A
During the first half of the 19908, the Col onbi an econony was engaged in
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a W de-reaching program of structural reform The program included the opening
ofthe econony to international trade through the elimnation of
admnistrative restrictions to inports and a generalized reduction of tariffs
the subscription to bilateral international trade agreements wth Venezuel a,
Mexico and Chile; the creation of a Mnistry of Foreign Exchange and aForeign
Commer ce Bank; the introduction of measures increasing the flexibility of the
exchange rate; the enhancement of possibilities to acquire external financing
for national agents; the renoval of restrictions on external investment and
the establishment ofnational treatment forforeign investors; the reduction
ofthe overall taxation rate; labor market |iberalization and privatization of
part of the social security system privatization of some public enterprises;

andthe reformof the central bank charter to grant it |egal independence.

A. Exchange Rate Regime and Sterjlization

Since the end of the 19708, Col onbia had used a craw ing peg exchange
rate reginme. The Banco de |a Reptiblica (BR), Colonbia's Central Bank, has nade
a daily announcenent of the rate at which the bank was willing to engage in
foreign exchange transactions. Towards the md-19808, the rate of currency
deval uation had consistently lagged behind inflation rate differentials,
resulting in a sustained real appreciation. The BR response was an
accel eration ofthe devaluation program even above the inflation rate
differential, inproving conpetitiveness at the cost of higher inflation.'

In 1991, the BR was granted political independence through a
constitutional reform The new Central Bank charter formally established a
cormitment to the reduction of inflation. In a context of stubborn
“inflationary pressures and a tendency to currency appreciation, the BR
reforned the exchange rate reginme, introducing exchange certificates (EC),
aimng at a nore flexible and market oriented exchange rate. In this way, the

¥ According to carrasquilla, macroeconomic policy never sought explicitly
the reduction of inflation since it constituted an inportant source of resources
for the public sector, characterizing what he calls an acconmodative exchange

rate policy.
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first formal exchange market ia many years was established.

The scope for using sterilization policy hinges on the cross-border
mobility of capital. Asbenefits, one can nention the recovery of nonetary
control andthe avoidance of excessive internediation through the banking
system wi thout increasing internediation costs, as happens with the reserve
requirenment. Anong the associated costs, it is worth nmentioning that nonetary
sterilization has inplied an increase in interest rates and an increase in the

quasi fiscal deficit.
The intervention mechanism in Colonbia conbined, in the sane

transaction, exchange market intervention and sterilization. The Central Bank
purchased foreign exchange with Ecs, a dollar-denomnated financial instrument
issued by the BR that initially was redeemable at the BR in pesos at ful

value and on denmand. The redenption price, in pesos, of these instrunents was
determned daily by the Central Bank, and corresponded to its |iquidation
price at the maturity date. This price is simlar to the exchange rate and was
called "the representative rate".

From June of 1991, the Ecs maturity termwas extended first to three
months and then, in Cctober, to one year. These financial instrunents could be
sold at a discount in the secondary market , and the Central Bank opened a
di scount window to redeemecs at 0.875 of their value, a discount of 12.5%
Forei gn exchange was sold to the BR in exchange for the Ecs at a rate fixed by
the Central Bank, the exchange certificate redenption rate (ER). The ER itself
continued to operate in a crawing peg fashion but now a gap was generated
with respect to the nmarket rate. This gap was fundanentally determ ned by
donmestic interest rates (since the EC8 were substitutes for other peso-
denom nated financial assets) and the expected rate of devaluation of the
official exchange rate (ER). Wen interest rates rose, the gap becane |arger,
and the market rate appreciated, converging to the exchange rate floor which
was 0.875 (ER), the value at which the BR bought back new Ecs.

The nonminal value at time T ofan"EC-dollar" was equal to the officia

exchange rate (ER) at tine T. The narket value of an @ ECdollara with maturity
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date of T+1, which clains the right to 1 dollar, and is bounded by the
discount price at which it can be sold to the BR (the floor), nust be
determned as a function of the expected official exchange rate (ER) at time
T+1, and the opportunity ecost given by the interest rate of peso-denom nated

debt ieeued by the BR. The price in pesos could be witten ae:

_ E(ERr+1\/ ER;)
(1+7r)

Pocdoltar

ER,

The floor price is deternmined by the BR which buys an "EC-dollar" at a

di scount of 12.5% of the official exchange rate (ER):

Pﬂ:dollar = 0 875 ERT

If the foreign-exchange market works efficiently, the EC price ehould
correspond to the market exchange ratewhich depend8 positively on the |evel
of the official exchange rate (ER), 4its rate ofexpected deval uation, and
negatively on the interest rate.

The Ecs tied the BR hands inthe conduct of its monetary policy. If the
BR raised fntereet rates through open narket operations, t he market exchange
rate (the price in pesos of the EC dollar) woul d be pushed to the floor, and
intermediaries would liquidate their EC stocks. As the stock of Ecs in the
market fel |, the monetary stock would rfee elimnating the initial interest
rate rise, unless sterilization with peso-denom nated debt was practised. The
systemoperated practically as a pseudo flotation-band, given that by
arbitrage the market price could never fall below what we have called the

“floor. If the market rate roseabovethe ER agents woul d |ower their stock of
Ecs, which 4is equivalent to buying dollar8 fromthe BR to sell themto the
mar ket .

Back in the crawing-peg years, nonetary sterilization had been

perforned through open-nmarket operations. The introduction of Ecs was done

with the objective of elimnating the need for such sterilization, or
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performng it directly in the exchange market. The system was ofverylimted
effectiveness. Aslong asmarket operators accunulated EC stocks, the flow of
dollars going into the market and hence central bank intervention were
reduced. At the point when the flow of EC |iquidations was equal to the
i ssuance of new certificates, however, the sterilization effect of EC was
nullified. The attenpts at forcing an increase in the EC stock through |onger
maturity for the EC were bound to fail.V

In January of 1994, the EC system was di scontinued, and an exchange rate
band ofziss around a central parity entered into operation. The Central Bank
intervened, within the band, in both the spot and future exchange markets. The
BR announced daily the central parity rate for the next 10 days, and the rate
of devaluation of the central parity was initially set at 11% Parallel to the
band, the BR established a "nmonetary corridor”, that is a band for M which
the BR is conmtted to maintain through operations in its peso-denoni nated
debt. In December 1994, and as the market rate put pressure on the band, the
band's central rate was appreciated by 7% As a conpensation the rate of

subsequent deval uation of the central parity was increased to 13.5%

: — | Publ | bt po

In 1991 a fomal foreign exchange narket was created, substituting for
the previous exchange controls through Iicenses, a nechanism that had existed
since 1967. Resolutions 55 and 57 authorized banks, financial corporations
and to some extent savings funds and conmercial financing corporations, to
operate as authorized dealers in the exchange market. Article 1.2.4.01 of
resolution 57 stipulated that the nmore inportant trade and investnent
operations, including inports, exports, and foreign investment and |oans, nust
be channelled through the formal exchange market.

The authorized dealers in the market could negotiate foreign exchange

proceeds conming fromthe activities required to be in the formal market, but

7 Towards the end of 1992 and the beginning of 1993, the |iquidation of Ecs
forced the monetary authorities totighten their market operations. The open-
market operations were nade through the sale of BR notes.
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also with currency coming fromother activities. Dealers were also authorized
to trade anong thenselves and with the BR The transactions, including the
exchange rates, were to be reported daily to the Banking Superintendent and
the BR Resolution 55 authorized the BRto intervene in the exchange market
through transaction in Bes, certificates that weredenomnated in dollars but
payabl e in pesos. They were freely negotiable and coul d be |iquidated at the
BR before their maturity at a discount rate. It was established that the BR
was not to negotiate dollars with the public, and only to do so by means of
Bes With authorized internediaries or with the government.

Two neasures forced dealers to align their rates with the ER In order
to sell dollars to the BR a donestic agent had to buy Ece through a market
dealer. In order to acquire dollars fromthe BR the agent had to |iquidate
Ecs, obtaining them in the secondary market. As nentioned above, the principal
objective of the new regime was to give nore flexibility to the exchange rate,
avoi ding the inportant costof sterilizedi ntervention. This was the first
step towards a flexible exchange rate, which allows nore flexibility in
monetary policy to stop inflationary pressure.

Before the establishment of the EC regime, the BR had centered its
monetary policy on the sterilization ofthe effects of significant capital
flows comng fromabroad. This produced a consistent financial effort for the
BR since the cost of its domestic debt grew continuously in importance.®
Inflation continued unabated as the BR tried to conpensate for the observed
real appreciation through a more aggressive deval uation cal endar that induced
additional capital inflows. By 1991, there was a w despread perception that
the deval uati on program was not sustainable. The devaluation-intervention-
sterilization cycle was too costly for the BR and the expectations of real
appreciation that ensued generated a nore vigorous capital inflow Exchange
rate flexibility was the only way out ofthis pervasive cycle.

The EC system produced, in the short term an effective sterilized

% Carrasguilla illustrates with the alarming statistic that the domestic
debt of the Bank grew from1l.5%of GDP in 1989 to 72 in 1991.
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intervention. As donestic agents accunulated their EC stocks, the pressure
concentrated on the exchange market until the floor was reached and pressure
on noney creation started. In 1993 though, the ece started to mature, causing
a new inpulse for nonetary creation that needed to be sterilized through debt
i ssues. The Ecs gave sone degree of freedom {n the short-term but by no neans
nmonetary policy independence, as it was not a stable sterilization tool. Wat
appears obvious is that the exchange narket was forced to gradually evolve
towards a managed float. The Ec’s termwas an adaptation period, thought to
create the necessary institutional background for the devel opment of the
market. W can observe that domestic open-market operations were the principal
source of sterilization before, during and after the EC system

Mre recently the exchange reforns contained in the 21st resol ution had
the objective of advancing nore quickly than the 57th resolution in
facilitating transactions with international markets. The reforns were
oriented towards speeding up long-term investment flows and to hold out
specul ative capital. The reforns applied to the capital nmarket were mainly:

a. Sinplification of authorized exchange market operations

b. Extension of the type of operations not subject to being nade through

the formal foreign exchange market.

c. Authorization to nake paynents for exports and inports in Col onbian

pesos.

d. Increase in the possibilities of obtaining |oans abroad.

e. Liberalization ofcapital outflows to foreign markets.

The public debt policy, on the other hand, had as objectives: to
diversify internal financial alternatives, to develop the national financia
market, to inprove the external debt tinme profile, and to expand the
possibility for public corporations to engage directly in foreign financing.
Consequently, during 1993 and 1994, |ong-term bonds were issued and placed in
international markets at favorable interest rates, relative to previous

external debt issues. Part of the resources generated were used to prepay

al ready existing debt.
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The bonds issued were not only the central government’s. About 60% were
i ssued by public enterprises, including Ecopetrol, the Financiera Electrica
Nacional (FEN) andthe Bank of Colombia. This, along with the |ow
international interest rates, helped to inprove the liquidity and sol vency of

Col onbi a' s external debt.

e a R a

During the second half of the 19808, the Col ombi an current account
regi stered a sustained surplus. At the beginning ofthe 19908, the authorities
reacted to this surplus with trade |iberalization neasures, consisting mainly
of a reduction of inport tariffs, a mx of sterilized interventions to
neutralize the nonetary effects of capital inflows, and reserve requirenents
tolimt the attractiveness of those inflows. A capital account |iberalization
in conjunction with tax forgiveness allowed capital repatriation. Asaresult,
the current account went into deficit and a surplus in the capital account was
created, which increased further in 1992 and 1993, due to relatively |ow
international interest rates. Net international reservesgrew rapidly in 1991
and 1992, but the increase slowed down in 1993 as a result of a reduction in
sterilized foreign exchange intervention.

In 1993, the BR reformed t he exchange ordinance, aimng at making
foreign exchange transactions moreflexible but at the same time maintaining
some control over speculative capital novenents

In 1993, Article 30 of the 21st resolution ofthe BR established a 47%
reserve requirement (RR) on the value ofany credit in foreign exchange
obtained by a resident that had a total repaynent period of up to 18 nonths.
The deposits associated with the RR were considered as exchange operations and
were to be made through exchange market intermediaries. once the RR was
deposited, the BR issued a certificate in exchange that corresponded to the
percentage of the RR multiplied by the amunt ofthe |oan. The remaining part
of the loan could enter freely. The certificate was denonminated in dollars,

was non-negotiable, had a maturity ofone year, andwas redeemable at its



31
nonminal value in pesos at the ER It was called a "Financial Foreign Currency
Title" (FFCT, Titulo en Divisas por Financiacionee). The BR coul d, if
consi dered necessary, acquire the titles before their maturity, applying a
di scount of 13sovertheir nomnal value at the ERofem ssion dayif the
buyback was performed inmediately. If redenption was made on a |ater date, the
correopondfng ERhadto be appli ed.

In 1994, the reserve requirements were nodified allow ng forvariable RR
according to the maturity of the loan. The 7th resolution of 1994 established
reserve requirenments for operations ofless than 36 nonths, the BR giving in
exchange Frers wWith differentiated maturities and rates, with the foll ow ng

alternatives to be chosen fromby the agents:

Certificate Reserve
Maturit Requi r enent
(Mont hs Rat es

12 93%
18 64%
24 50%

Certificates could be partitioned to the agents' preference, and the BR
could only buy back those with maturity of 12 months, applying a 55% di scount
over the ER of the issuance day. Finally the 22nd resolution of 1994
established a new RR schedule extended to maturities of up to 5 years (1,800
days)ascan be seen in Annex 1. This shows that in Colonbia there is
discrimnation against short-run capital inflows; the shorter the maturity,
the higher the RR The RRis applied for the duration of the operation.

Col ombi an authorities have attenpted to generate a reserve requirement which
elimnates arbitrage possibilities. The RR has been regulated so as to close
the arbitrage gap. (Annex 2 proves that under the assunption of flat term
structures ofinterest rates and expectations of devaluations, the reserve
requi rement which elimnates arbitrage increases as the maturity increases.)
The objective was clearly to increase the cost of short-term capital inflows,

in parallel with the liberalization of the capital account.
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It is important to nention that this systemdiffer8 fromthat used in
Chile where the RR has been oriented toward8 closing the gap of interest rate

arbitrage only for operation8 of up to one year. Forlonger maturities, the

greater uncertainty and risk may act as deterrent to longer-term arbitrage

D. The capital Account and Macroecononmic8

During the 19908, Col onbia has experienced significant accunul ation of
i nternational reserves, especially at the beginning of the decade. Recently
this behavior has dimnished as a consequence of the novenent of the current
account froma significant surplus to a deficit. W interpret this behavior as
a result of the international trade |iberalization which led to an inport boom
and to a sudden adjustnent of the stock of durable consunption goods. W
reject the hypothesis that this behavior was driven bycapital inflows.

The surplus in the capital account, which at the beginning of the 19908
showed a noderate surplus, start to increase significantly in the last two
years. our interpretation is that the current account deficit has caused the
surplus in the capital account

Wth respect to the conposition of the capital account, there is a
stable trend toward8 an increase in PDI. Annual FDI has accounted for between
1 and 2% of GDP.

Capital flows not related to FDI evidenced greater volatility and a
steeper trend growth. Debt flows have increased from1l to 5% of CGDP. Short-
term financing has oscillated around zero. Sone years show an increase in
short-run indebtedness and others show repaynent of debts. Col onbia has been
nore successful than Chile in controlling short run capital inflows. In Chile,
short-run capital flows represented, on average, 3% of GDP.

In any event it is inportant to recall that the RR theoretically may not
affect the real exchange rate path. Wthout an RR it is quite possible to
obtain the sane real exchange rate path but with higher public debt and higher
| osses by the Central Bank. Sone author8 have argued that the RRis

i neffective. However, the question is how can an authority naintain higher
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interest rates than the rest of the world without increasing public debt to
infinity and without a deep msalignnent in the real exchange rate? ifthe RR
were ineffective, nmarket interest rates should be | ower than they are or
public debt woul d be very high. That capital controls have been effective is
indicated by the fact that even under high domestic interest rates and | ow
private disposable incone, due tothe fiscal surplus and to inflation, there
are no big capital inflows into Colonmbia. Both Chile and Col onbia have nanaged
to keep high interest rates without an expl osive path of public debt.

Moreover, real exchange rates have been aligned with fundanentals. This showe
the effectiveness ofcapital controls.

Wth respect to macroecononic perfornmance during the last 5 years, the
fiscal sector shows bal ance, and in sone years there are even surpluses.
Despite this fact, inflation has stayed around levels of 20 to 25% a year,
showing anot her case of chronic inflation. Despite steady inflation and a
craw ing peg system wWith no intervention in the foreign exchange market, there
has not been undue pressure in the foreign exchange market. This also

indi cates the effectiveness of capital controls.
The Col onbi an econony hae maintained a noderate growh record during the

nfnetiea, with a late tendency to acceleration during 1993 and 1994

V. CONCLUDING REMARKS
In this paper, two successful macroeconom ¢ experiences of Latin
Anerican countries during the 1990s have been reviewed. Both countries, Chile

and Col onbia, have registered an inpressive performance conpared to their
_historical record and to the contenporary retaults of other countries in the
region. They have been able to grow on a sustained basis, Chile at an average
rate close to 7% per year, Colonbia at around 5%, and have kept their
respective external current account deficit at reasonable |evels, Chile bel ow
2% of CGDP and Col onbia around 3% The main difference in terms of
macroecononm ¢ perfornmance is that while Chile has succeeded in gradually but

consistently reducing the inflation rate to single digits, Col onbia maintains
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the trends of the past with a noderate inflation rate between 20 and 25
percent per annum

The capital account regul ations used by both countries can take part of
the credit for the successful nmacroeconom c perfornmance. O course, consistent
macr oeconom ¢ policies and the right microeconomic incentives are the main
reasons behind this success; however, the macro policies would not have been
possible wthout effective capital account regulations

The two pol ar views in the policy debate on international financia
integration coincide in their assunptions that reserve requirements and ot her
qual i fied capital account regulations, like the ones used in Chile and
Col onbia, are ineffective. Some critics argue that the reserve requirements
have been unable to nodify the appreciating trend of the currency,' and thus
have been ineffective in favoring a gradual sectoral adjustnent process.

G hers argue that the regulations have been unable to stop excessive capital
inflows and reserve accumulation, thus 'defending the inposition of
quantitative limts on capital flows. W find both types of criticism

unf ounded.

The fact that the appreciating trend of the Chilean currency has
continued at about the same rate after the reserve requirement was introduced
Is not an indication of the ineffectiveness of this tool. The reserve
requirement allows for keeping an interest rate differential &a favor of the
emer gi ng econony, W thout having to generate an expectation of currency
depreciation to fulfil the arbitrage condition. That is to say, the RRis
successful if a once and for all currency appreciation followed by a
depreciating trend is avoi ded. An appreciating trend could be the result nore

“of financial pressures than of a trend in the equilibrium exchange rate; and
more than indicating weaknesses ofthe RR itself, by being sustained, shows
the strength ofthe existing capital account regulations, and anong them of

the RR
The effectiveness of the RRis also shown in the change of the

9 See, for exanple, S. valdés (1995).
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conposition ofnet capital inflows. Increasingly, external financing has been
moving from debt into direct investnent and equity-based portfolio investment
This inplies a more flexible structure of financing, favoring risk-sharing
bet ween domestic and external partners. It also allows the attainnment of
externalities associated with direct investment, in the formof international
mar ket access for exports and the inward transfer oftechnol ogy and
management. At the sane time, nedium and |ong-term forms of debt have gai ned
ground and represent increasing proportions of total debt financing

Wiile there could be leaks in the RR and other regul ations, they do not
seem {0 be of macroeconom c significance. If the |eaks were severe, short-term
external financing would be of great inportance, but that is not the case
either in Colonmbia or in Chile. There are periods, however, when short-term
financing is more abundant. These are periods in which the expectations of
currency appreciation are exacerbated. Confronting even a small expected
appreciation in a short period of tine is an inpossible task forthe RR The
gains inplied by the change in the value of the currency in a few nonths,
cannot be conpensated by the financial cost inplied by the RR

This opens the possibility of using stronger restrictions on capita
flows, quantitative limts for exanple. In our opinion, quantitative |imts
not only create very significant mcroeconomc costs and slow econonmi ¢ and
financial devel opnent, but also most likely would be ineffective. Quantitative
controls woul d create adual exchange market. Oficially-authorized
transactions would take place at the official rate, and unauthorized capita
flows woul d be carried out at the parallel market rate, in this case a nore
appreciated one. \Wen the exchange rate differential becones significant, the
incentives for arbitraging between the two exchange narkets would increase
allowing sone private operators to make a bundle by buying foreign currency
cheap in the informal nmarket, and selling it at a high price in the fornal
Consider for instance an exporter who would sell and even over-invoice his
proceeds in the official market, but would try to finance every inport in the
paral l el market. The Central Bank would be forcedto accumul ate reserves
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purchased at a transitory high exchange rate, and big | osses would eventual |y
accrue when the rate had to be adjusted.

Overall, the RR and other capital account regulations, with their
limtations, have fulfilled a very inportant role in these two successful.
experiences. Perhapa the problem ofthe critics is what they expect that the
regul ati ons can provide. They shouldn't ask for nore than supporting the
effort to keep the current account deficit within reasonable bounds and at

sustainable levels, while the donmestic macroeconom c targets of growh and

price stability are'attained.
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Annex 1: Colombia: Certificate Maturity and Reserve Requirement Rate.

(Reserve Deposit kept for the period of the investment)

Certificate
Maturity
(Days)

1-30
31-60
61-90
91-120
121-150
151-180
191-210
21 1-240
241-270
27 1-300
301-330
33 1-360
361-390
391-420
421-450

451-480
481-510
511-540
541-570
57 1-600
601-630
631-660
661-690
691-720
721-750
751-780
781-810
81 1-840
841-870
87 1-900
901-930
931-960

Reserve
Requirement
Rate

140.0%
137.2
134.5
131.8
129.2
126.6
1241
121.6
119.2
116.8
1145
112.2
110.0
107.8
105.7
103.6
101.5
99.5
97.5
95.6
93.7
91.8
90.0
88.2
86.4
84.7
83.0
81.4
79.7
78.2
76.6
75.1

Certificate
Maturity
(Days)

961-990
991-1020
1021-1050
1051-1080
1081-1110
1111-1140
1141-1 170
1171-1200
1201-1230
1231-1260
1261-1290
1291-1320
1321-1350
1351-1380
1381-1410
141 1-1440
1441-1470
1471-1500
1501-1530
1531-1560
1561-1590
1591-1620
1621-1650
1651-1680
1681-1710
171 1-1741
1741-1770
1771-1800

Reserve
Requirement
Rate

73.6
72.1
70.7
69.3
67.9
66.5
65.2
63.9
62.7
61.4
60.2
59.0
57.8
56.7
55.5
54.4
53.3
52.3
51.2
50.2
49.2
48.2
47.3
46.3
45.4
44.5
43.6
42.8
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Annex 2: International Arbitrage and Reserve Reqguirement

1.- Investment and Required Reserves for an Equivalent Period of one Year

ey 1+ i)l =€)
69 (l+z*)-—(l+é) +&

Consider the arbitrage condition that equates the rate of return of domestic and
internationa financia investment, in this case for an investment with one year maturity and
where the reserve requirement should be kept at the Centra Bank for the same period. In
equation(1), i* isthe external interest rate, i the domestic interest rate,e  is the reserve
requirement ratio (RR from now on), andg is the expected depreciation of the domestic
currency. The solution for the RR that fulfills this arbitrage condition, depends on the
international interest rate diierential, on the expected rate of currency depreciation, and on
the level of domestic and externa interest rate according to the following expression:

e_(i*-i)+é(l+i",‘)
é-i

2.-  Investment and RR for an Equivaent Period of X Months

(2)

For an investment of X periods, and when the requirement is kept for the maturity
of the operation, it is possible to obtain an expression similar to (1). The only diierence, is
that the relevant rates are the compound rate for the period in question.

po (1+D)B0-e)

@ 4 (1+8)%

where we can obtain equivaently to (2);

, a+in*a+)% - q+n%
Z) &= 7 %
(1+ &)™ = (1+1i)
It can be shown that the necessary condition for the RR to increase with the
maturity of the operation, i.e. the partia derivative of & with respect to x to be positive, is

fulfilled whenever the domestic interest rate exceeds the externa rate adjusted by exchange
rate expectations.
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Table 1
Balance of Payments

Chile & Colombia 1990-94
(In Percent of GDP)

(8) Baance of Payments surplus over dollar GDP

(b) Capital Account surplus over dollar GDP

(c) Current Account surplus over dollar GDP

Source: Authors caleulations based on data of the Banco Central de Chile, Banco de |a Repiblica de Colombia,
IMP and DANE, Colombia
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Table 2
BOP Capital Account

Chile & Colombia 1990-94
(In Percent of GDP)

(@) Capital Account surplus, except Net Foreign Diit Investment over Dollar GDP.
(b) Net Foreign Direct Investment over dollar GDP

Source: Authors ealeulations based 00 data of the Banco Central de Chile, Banco dels
Repéiblica de Colombia IMF and DANE, Colombia,
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Table 3

Time Structure of Capital
Flows

Chile & Colombia 1990-94
(In Percent of GDP)

(a)Non Investment medium- aod long-term net capital flows over dollar GDP.
(b)Non Investment short-term net capital flows over dollar GDP.

Source: Authors calculations based on data of the Banco Central de

Chile, Banco de |a Repiiblica de Colombia, IMF and DANE,
Colombia.



Table 4

Summarized macroeconomic performance
Chile & Colombia 1990-94

(Indices, Percent Change and Percent of GDP)

112.8 33 27.3 0.8 9.4
106.4 73 18.7 1.5 5.4
97.6 11.0 12.7 2.2 5.2
96.9 6.3 12.2 19 6.4
94.3 4.2 8.9 | 17 6.3

101.0 4.2 29.9 -0.3 44
98.0 2.0 26.8 0.2 4.8
92.0 3.8 25.1 ~ <03 0.0
91.0 52 226 0.3 24
90.0 5.6 22.6 2.6 4.7

Source: Authors caleulations basal on data of the Baneo Central de Chile, Banco de 1a Repiblica de Colombia,
IMF and DANE, Colombia.

J/ Index base Dec. 1989 = 100, an increase in the index denotes a depreciation of the domestic
currency.
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Table s

Savings and

Investment

Chile & Colombia 1990-94
(In Percent of GDP)

26.3 24.2 2.0
24.5 24.0 0.4
26.8 24.7 2.0
28.8 23.9 4.8
26.8 25.3 1.4

18.5 18.9 -1.5 -0.4

15.9 18.6 -6.3 -2.7

17.2 17.0 -2.2 0.2

20.4 v 4.5
4.3

(@) Total Investment (gross X formation aud inventory accumulation) over GDP.
() National Savings over GDP

(c) External Savings, or current account deficit over GDP.
(c") Non-domestic savings, defined as the ration of investment iver GDP minus domestic saving over GDP.

Source: Authors calculations based oo data of the Banco Central de Chile. Banco de laRepiiblica de Colombia,
IMF and DANE, Colombia



