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INTRODUCCION DE LOS EDITORES

Este Nimero Especial de Estudios de Economia esta dedicado a explorar
diversas facetas de un tema muy oportuno: la liberalizacién de los flujos
internacionales de capital y sus efectos potenciales sobre los paises en desarrollo.
Ias sucesivas crisis financieras internacionales que los paises en desarrollo han
debido enfrentar desde comienzos de la década de los ochenta han colocado a
este tema en el centro de las discusiones de politica econdmica internacional.
Algunos de los trabajos que se incluyen en este Numero Especial fueron
presentados originalmente en un Panel sobre Liberalizacién de la Cuenta de
Capital y Desarrollo, el cual tuvo lugar en Santiago el 15 de agosto de 1997 en
el marco de la XV Reunién Latinoamericana de la Sociedad Econométrica,
auspiciada por el Departamento de Economia de la Universidad de Chile. Uno
de los Editores Invitados de este Numero Especial (Manuel R. Agosin) oficid
de moderador del Panel. Los participantes fueron Ricardo Ffrench-Davis
(CEPAL, también Editor Invitado), John Williamson (Banco Mundial), Toru
Yanagihara (Universidad de Hosei y Universidad de Naciones Unidas) y Harvey
Rosenblum (Banco de la Reserva Federal de Dallas). El Centro de Economia
Internacional y Desarrollo (CENDES) de la Facultad de Ciencias Econémicas
y Administrativas de la Universidad de Chile fue responsable de la organizacion
del Panel y de la preparacién de este Nimero Especial.

INTRODUCTION BY THE EDITORS

This Special Issue of Estudios de Economia is devoted to a particularly
timely topic: the liberalization of international financial flows and its potential
effects on developing countries. The successive international financial crises
that developing countries have had to face since the beginning of the 1980s
have placed the issue in the forefront of policy and academic discussions in the
area of international finance. Some of the papers in the Special Issue were pre-
sented originally at a Panel on Capital Account Liberalization and Develop-
ment held on August 15, 1997, during the Fifteenth Meeting of the Latin Ameri-
can Chapter of the Econometric Society, held in Santiago and hosted by the
Department of Economics of Universidad de Chile. One of the Invited Editors
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Thematic Introduction

This special volume of Estudios de Economia is devoted to issues of inter-
national finance in emerging economies. Finance was at the heart of the debt
crisis of the 1980s. It was also a leading force in the Tequila crisis, and now it
has played a crucial role in the present crisis of some countries in South-East
and East Asia. In this volume we will leave the papers to speak for themselves.
Here we will only present briefly a discussion of some analytical issues, sketch
some features of the Airs of Crisis blowing from Asia, and explore some rel-
evant policy lessons emerging from recent events.

Introduccién Tematica

Este Niimero Especial de Estudios de Economia estd dedicado a la temdtica
de las finanzas internacionales en las economias emergenies. Las finanzas
estuvieron al centro de la crisis de la deuda en la década de los ochenta. También
fueron la causa principal de la crisis del Tequila a fines de 1994 y ahora estdn
jugando un papel crucial en la crisis que estdn viviendo los paises del Este de
Asia. En este volumen dejaremos que los trabajos hablen por si mismos. Los
objetivos de este trabajo son hacer una presentacion breve de los temas analiticos
involucrados, esbozar algunas de las caracteristicas de los Vientos de Crisis
gue soplan desde el Asia y explorar algunas lecciones relevantes de politica
econdmica que se desprenden de los acontecimientos recientes.

1. SOME ANALYTICAL FEATURES

The discussion on how to deal with international financial markets has been
dominated by dogmatic attachment to the principle that free markets are always
best and by an idealized and simpleminded view of how financial markets oper-
ate. Those who advocate complete freedom of capital movements across bor-
ders draw an analogy with trade in goods: under most circumstances, free trade
can be shown to maximize welfare. If capital movements are merely viewed as
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inter-temporal trade, there would be little difference between international trade
in goods and services and international capital movements. The price for inter-
temporal transactions is, of course, the interest rate. Under certain extreme as-
sumptions, complete freedom of international capital movements would tend to
close national interest rate differentials, much in the same way as free trade in
goods equalizes the prices of goods in different national markets.

Several benefits are claimed for free international capital movements (see
Eatwell, in this volume). From the point of view of recipient developing coun-
tries, it is claimed that access to international saving allows domestic investors
to tap new sources of funding and, to the extent that firms face financing con-
straints to investment, it will increase the investment rate.! Second, the cost of
borrowing will probably decline, as interest rates in international financial mar-
kets tend to be considerably lower than domestic rates. This, it is claimed, will
raise investment rates and growth. Third, international finance can assist a country
in smoothing its inter-temporal pattern of consumption. When a country is open
to international financial flows, it becomes unnecessary to finance entirely an
increase in investment with a rise in domestic saving (and, hence, a decline in
consumption). It can resort to foreign saving, which it can repay out of the
proceeds of higher incomes in the future.

While some of these benefits could well arise from capital account liberal-
ization, it should be noted that they are neither automatic nor the only necessary
outcome. In the first place, for investment and growth rates to rise, foreign
resources must be invested rather than consumed. Furthermore, in order to en-
sure that future outflows of interest (or dividends) and amortization of debt (or
repatriation of capital), the increase in investment must take place in the trad-
able sector (see ECLAC, 1995, chapter X, for an elaboration of these argu-
ments).

Recent events in the developing world, and particularly in Latin America, are
a good testing ground for the hypothesis that opening up to foreign capital en-
hances investment and growth. Since the mid-1980s, in the hope of attracting
foreign capital, most Latin American countries have liberalized very significantly
(in some cases completely) their capital accounts. At the same time, exogenous
factors - especially the sharp decline in interest rates in the United States and the
new “emerging markets” fad among institutional investors in developed coun-
tries - caused a surge of foreign capital inflow into most Latin American countries
(Calvo, Leiderman, and Reinbhart, 1993). Whereas Latin American countries had
suffered a drought of foreign capital in the 1980s, seriously undermining their
growth efforts, during the 1990s they have experienced the opposite problem:
being awash in a sea of foreign capital that cannot be productively absorbed in the
form of higher investment. Foreign capital inflows have reached between 5 and
10 per cent of GDP in a number of countries (Argentina, Brazil, Chile, and Mexico).
After a short hiatus following the Mexican crisis of December 1994, foreign capi-
tal inflows resumed strongly in 1996 and 1997.

Several authors have found that firms face significant liquidity constraints in financing
investment expenditures (see Fazzari, Hubbard, and Petersen, 1988 ; Agosin, Crespi, and
Letelier, 1997). However, opening up the economy to foreign capital is unlikely to change
the situation except for large firms from countries that are considered creditworthy.
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Has this surge in capital inflow led to a generalized increase in investment
rates? The answer is an emphatic “no”. Recent evidence shows beyond doubt
that the unrestricted opening to international financial markets does not lead to
a rise in investment and that, instead, it tends to depress domestic saving. For
investment to rise without adversely affecting domestic saving, more active
policies toward foreign capital inflows are needed.

It is useful to compare two paradigmatic cases: Chile, where investment has
risen systematically during the 1990s and where the authorities have adopted a
pragmatic approach towards the management of capital inflow; and Mexico,
where capital account liberalization has been almost unrestricted but whose
investment rate has stagnated. In Mexico, the main effect of capital inflow has
been an increase in consumption and a decline in domestic saving.

In Chile. about 60 per cent of all inflows have taken the form of foreign
direct investment (FDI). Since 1991, the Chilean monetary authorities have at-
tempted to discourage short-term and portfolio inflows (viewed as speculative
and easily reversible) through the imposition of reserve requirements on for-
eign credits and foreign financial investments (see Agosin and Ffrench-Davis,
in this volume). In addition, rather than using a nominal anchor, exchange rate
policy has attempted to keep the price for the US dollar within a “crawling
band”, with a central rate fixed by reference to the price of a basket of curren-
cies. The rate of crawl has depended on the inflation differential between Chile
and its major trading partners. The band, which has been increasingly widened
(it now stands at 12.5 per cent around the central rate), and dirty floating within
it. has been meant to create exchange rate uncertainty so as to discourage specu-
lative capital inflows. The third aspect of inflow management has been a policy
of vigorous sterilised intervention in foreign exchange markets. Finally, bank-
ing supervision, which includes a requirement of matching assets and liabilities
denominated in foreign currencies, has prevented excessive borrowing in for-
eign exchange to lend in domestic currency.

To the extent that short-term and portfolio flows have not been dominant in
total capital inflows, as they have been in other countries, including Mexico, it
can be said that Chilean policies have been successful in preventing the ex-
cesses that are associated with financial capital inflows. This is not to say that
these two types of inflows have not been present. In effect, the interest of inves-
tors (both real and financial) in Chile has been so strong that large portfolio and
credit flows have taken place even in spite of the reserve requirement system. In
fact, in spite of the authorities’ desire to maintain the exchange rate within a
band (that moves upwards in nominal terms through time), they have been forced
to revalue the central rate on a couple of occasions, and the market exchange
rate has stuck to the floor of the band. The real exchange rate has in fact appre-
ciated considerably over the past six years, particularly in 1996-97. Therefore,
there is a need to reassess the entire system and to strengthen it (Agosin and
Efrench-Davis. in this volume). Nonetheless, portfolio capital and interest-
arbitraging inflows have been modest in comparison with those of other coun-
tries in the region. During the 1990s, investment rates have risen from 22 per
cent of GDP to about 28 per cent.

Mexico, on the other hand, beginning in the late 1980s, completely liberal-
ized the capital account of its balance of payments. Portfolio inflows and cred-
its in foreign exchange to Mexican banks bulged. Total capital inflows reached
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about 8 per cent of GDP in 1992 and 1993, of which over two thirds were
portfolio inflows. International investment banks “discovered” Mexican assets
(mostly stocks, money market instruments, and government debt) and rushed
to take positions in them. At the same time, a poorly regulated banking system
borrowed heavily in international capital markets to onlend to real estate devel-
opers and speculators in financial assets. Domestic interest rates in Mexico were
much higher than in the United States, and the nominal exchange rate was in
effect fixed, with generalized expectations that the peso would appreciate in
real terms (Gurria, 1995). These expectations were indeed validated by the
market, and there also ensued very sharp real estate and stock market booms.
The appreciation of the exchange rate made real investments in the tradable sec-
tors less attractive and, at the same time, increased real wages, fueling a con-
sumption boom. The latter was also stoked by the wealth effects of higher stock
market valuations and increases in the prices of real estate. As a consequence,
investment stagnated and domestic saving was “crowded out” by foreign saving.

Of course, crowding out is not an inevitable outcome of capital inflows. It
happens when capital inflow is too large, it comes in at a too fast a pace to be
productively absorbed by the domestic economy, and it takes forms which are
bound to divert resources to consumption rather than increase investment,

The end of the Mexican story is well-known and is a graphic illustration of
the behavior of international financial markets: once sentiment began to change,
foreign and domestic financial capital rushed for the door, causing a steep re-
versal in Mexico’s fortunes and in the financial markets’ perceptions of what
were in fact the economy’s “fundamentals”. This in fact means that there exist
multiple “equilibria”: one with large inflows and another with large outflows.

Calvo and Mendoza’s (1996) model for analyzing the Mexican peso crisis
is broadly congruent with Eatwell’s perception: they claim that, since the assets
of firms from a particular developing countries are normally a small proportion
of international investors’ portfolios, it may not pay for them to go to the trouble
of obtaining information about the country and its companies, which is, of course,
very costly. Therefore, they tend to go on “signals™. In the case of Mexico, the
“signals” encouraging inflows were the pro-market reforms undertaken in the
second half of the 1980s and the prospect that Mexico would join the United
States and Canada in NAFTA. On the other hand, the signals of 1993-1994
leading to a reversal in the direction of financial flows were the notions that
current account deficits had become “unsustainable” and that the exchange rate
had appreciated “excessively”. Of course, the large current account deficits and
the appreciating exchange rate had been partly a consequence of the exogenous
(and collective) behaviour of foreign investors in the first place. As Eatwell
rightly points out, this is a clear example of investors’ herding behavior: very
large inflows of financial capital give way to very large outflows.

The price that Mexico paid for financial openness was very high: there was a
contraction of 7 per cent in Mexico’s GDP in 1995, and inflation soared to over
50 per cent. The volatile and self-fulfilling behavior of foreign portfolio capital
(and also of domestic capital with the option of investing abroad) provides a vivid
lesson of the perils of unregulated liberalization of the capital account.

There can be little doubt that a capital-scarce country stands to gain if it can
attract stable foreign capital to its economy. But foreign capital is not a single
entity. Different types of capital behave very differently and have very different
























