F A

P

< n

FRELIMINARY DROFT

CENTRE FOR LATINM AMERICAN MOMETARY STUDIES

GAVIMGE, INVESTHMENT AND UNCERTAIMTY IM

LATIN AMERICA

Fl.avIn RODRIGUEZ

MEXICD CITY, NOVEMBER 1984




TNDEX

Fage

TRETERODUCT TR 3
i SOVINGS INM LATIN AMERICH &
a) BRackground : &

By Imflation and the Financial System 10

11 EATERNAL DEBT, RECESSIOM AMD IMFLATION 15
a) Description of the Model 14

) Fesuwlts of Calouwlations 20

111 INUESTMEMTa RISES aMD RETURNS 24
a) Consumption and Inwvestmant _‘24

by Portfolio Analysis RT3

Y FRISKES aRND THE FINANCIAL SBYSTEM 31
a) Savings and Unsystematiéc risk 1

17 Fixed interest asseds 3

) Stooks it

3y Imstitutional Bavings 43

L COINCL LS TEMNE 45

RIBLIDGRAFHY

AFFENDIX

k3



IMTRODUCTION

The Tinancial crisis that atin Amarica hass =Y=3=1g
sxpariencing since the sarly 1980's has led to a sharp decline in
regiornal  dinvestment rates  to levels comparable only to those

prigr to the Second World War.

Giwven the ismportance that investm=nt has for the present and
future economic development of the regilon, and the barden on
latin Amarican countrigs to service their exiternal debt, the neaed
té increass regional savings and ko rebain the savinogs being

generataed at pressnt inside the countries of origin, avoiding

capital flight, has become greator.

Thiz paper analyses what have been the main factors that
have helpad to incesase domestic savings in the region,  on bobth
macro  and microeconomic lavels, in order to be able to svaluate
them and consider mﬂasuweé that can be adopted to encourags
zavers and investors to increase  their savings and keep them

within the region.

Teoy dioo this, the behaviouwr and determinants of savings in
Latin Amarica are studied. it is argued that savings are
positively related to economic growth and  $0  macrosconomic

stabilisy, and have a negative relation +to inflation and




certainty, and that the intersst rate has not played a major role

in the incentive o save.

The papss alsa argues that saxtszrnal transfers to servicoe
their external debt are the main cause of the prasent uncertainty
in  these eoconomiss, .and one of the main reasons why inflation
cannot be controlled in spite of +the different adiustment
programs that have been implemented in the region. This is

analysed and guantified by means of a2 simple 2conomsiric mnodel.

On the subisct of investment decisions, thie work shows
thétﬁ in accardance  with partfolio theory, a eational Latin
Pime e i can iﬂ;aﬁth wquld have part of his portfolio invested in
foreign assets, or foreign exchange denominatsd assets. It also
demnonstrates that, due to the uncertainty of returns and the risk

irmvoelved in fixed capital investmants, vary few aor nope of those

would be included in his portfolio.

The papgr 1s divided into four parts. The first analyses
thie relationship between, on  the on=2 hand, saijﬂggﬁiﬂﬁkifiﬁ
Ansrica and macrosconomic stabil] nd inflation. In  the
second part,  the influence of nepative external transfers on

—_

current regional inflation is estimated. The third section

ziudies invesitment options in Latin America within the framsworh
—_——

of  portfolio theory, while in the fourth parit, some commants are

madde on  the possibility of improving the financial instruments
r_______.——'———_—_‘———,_




for attracting deposits in the region, and =Some possible
alternative paolicies for increasing savings are suggssted. The

paper closes with conclusions and some final remarks.

A sample of six countries is considersd: thres with  serious

@xteornal  debt problems ~Argentina, Rrazil and Mexico- and thres
e, dp———

with comparatively less problems with the debt service ~Colombia,
gt

Chile and Venszusla-—.

q~-._"_"'—‘(__,_.——-——._____\
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I SAYINGE IM LATIN AMERICA

The importancse  that external  savings have had in the
invastment performance of  the siy sample countriesz can be seen
clearly from Table 1, that shows total gross investment and  its
sourcees of  financing for the periodg 1972-1982, £3 an averags,
axtarnal savings accounted for about 168% of the resources  thad
Tinanced total investmand, varying.betwﬁan 44, 3% in the cassa of
rind le, to proportions of only 4.04 and 4.6% 0 in Venezusla and

Argeantina, respechively.

Mowsver, singe 1982 international credit markets havé b=an
closed to the region leaving the countriss without resources,
becanss interest on the external debt is  being paid out of
tomestic savings.  This means that domestic savings esarmarked for
invastnent must be increased, not only to take the place of what
is not being received from outside, but also %m pay for external

transfers,

Until now it has not bheen possible o achisve this, as can
be seen from Table 2 that shows the main sconomic indicators for
Latin America and the Caribbean. GDF growth has declined sharply

since 1982, with the average growth rate of the eightiss falling



Table No.l
Grozs Capital Formetion and itg Sources of Financing
in Selected Countries
{1972-1982)

{#illions of dollars ab current prices)

-------------------------------------------------------------------------------

External National External Savings/

Courtries  Investment  Savings Savings Inveztment

)
Argent.ina 207,083 7.550 197,513 4.6
Brazil  A%6.614 8419 266,195 18.6
Chile 36,273 i3.408 16,83 4.2
Colombia 45,766 4,697 41,063 in.a
Mezico 34,664 g.150 263,314 16,3
Venezuelz 129,631 5208 124,423 440

SOUACES: Investment: UNO, National Account Yearbook, 1982:
External Savings: ECLA, Anuaric Estadistico de América Labina,
1981,1933, 1584,




{able no,2

Main Economic Indicators of Latin Aperica and the Caribbean

---------------------------------------------------------------------------------------------------------------

Bverazge  Average
1970-79  1580-37 1980 1991 1932 1983 1984 1335 1936 19%7

Real GOP Growth a/ 5.7 2.0 &1 0.2 -t -2, 35 L1 40 43
Per Capita Real GDP Growth a/ 3 ~0,4 8 L% 35 45 L2 6E 47 W1y
Gross Capital Formation b/ 3.9 2.3 2.4 28 .7 6 {1 16 183 106

Consumer Frices Weighted
fverage af 34,8 93,1 54.8 60,7 €6.8 108,27 1319 143.2 22.4 130.%2
Terms of Trade a/ . L3 -2, e 44 -48 A0 38 -RB -4 L2
Tobal Eatarnal Debt ¢f 242,27 295,5 3320 3387 376.9 364 35,4 4184
3.5 WS

Interest Payments of 26,4 33,86 45,8 40.6 44,3 42.0

---------------------------------------------------------------------------------------------------------------

NOTES & a/ Ankwzl changes, in percents
b/ In percentage of GDP;
o/ US$ billions,

SOURCES: INF, Werld Ecoromic Dutlcok and Intermational Financial Statistics, various issues;
World Bank, World Debt Tables, 1987-1932 £dition.




3.7 percentage points relative to that of the ssventies: on the
oinher hand, gross capital formation has fallen by approximatsly
#ix  points  in relation  to GDF singe 1980, This is BVEN Mora
garious 1f it iz borne in mind that a much lower GDF  growth  has

hesn  reglstered in the 1980°s,

The data an Table 2 also shaows the fact that per capita GRP
has declined in the eighties toc a negabive average growkth for the
pariod. Also shown is the considerable surge of inflation in the
reglion during this last period to unpreceden ted levels,
increasing &% points  relative to the average inflation of the

1970 5.

Since the countriss of the reglon are wunable o  incrzasa
donestic savings enowgh o both grow and pay, it im necessary to
find out what have besn the most important determinant of savings
and what are the negative effects that have influenced its

Rehaviour in the past.

Table 7 shows that the growth of the financial system of tha
sl sample countries, as represented by the growth of their M2
and MI monetary agoregates has been largely associated with  the
growth  in GDF in the last seventesn ysars, and also negatively
related to the increase in inflation. It could be seen that from
1982 to 1987 the averags real growth  of M2 and M3 declined

zharply relative to the previouws period in all countries, edcept



Table No, 3

Real Growth Rates of 8DP, Inflation, and Real
Growth of M2 and M2 in Selected Countries

{Percentages)

fAverage Average
1970 1972 1973 1974 1973-19%7 1978 1979 198¢ 1931  1982-1937

Argenting .
DReal GDP 3.7 4.5 6.0 AR -1 =34 AR 0,7 A3 0,39
BIFE 4,8 5.4 &5 238 266,67 175.% 163.2 100.9 1040  338.27
Duz -2 -04 78,9 334 -2.60 <44 141 -6,7 -2 -3L.20
JALK] L0 -5 195 254 0.87 30 140 -85 -23 -2.91
Brazil
DReal GDF 12,2 10,% 135 9.7 5,19 43 7.2 %l -343 3.87
DIPC 20,3 164 12,8 27,6 /4 8.7 78248 1058 17310
iz -3 2.0 /e 40 3.50 9.0 12,6 -1l -9.2 7.14
D3 nd mede S ONZ 10,20 9.3 9.3 -1.8 8.4 15.51
Chile
DReal GDP 9.0, -L.2 -5,6 1.0 0.16 &2 83 .3 55 .59
PIFC 13,0 77,3 345 %045 226,20 40,1 343 3 147 21.14
Digz $8.1 39.4 280 -20.% -6.63 3.2 247 L4 2.5 0.72
Bh3 3.4 538 23 14 -13.40 6.6 8 17,2 3.2 4,03
Colombia
Pfeal GDF 5.8 7.8 At &0 4,41 g0 3.4 41 23 3.4
BIFC 2.0 .3 28,8 4.4 24,37 1.4 2.6 .6 2% 2,12
Dz 3.9 o 7.7 0,8 501 L7 -1 4.8 A2 310
b3 N te 9.0 -0,& 2,37 W LE 17,7 a¢ 3,62
flexica
PReal 80P 3.4 0.3 . 5% 2,97 6.6 9.2 a3 &0 0,73
DiprC 5.4 00 12,0 2.7 19,97 (L4 180 2.4 MY 23.63
Dz 2,2 12,46 12,8 -23 2.7 13,3 149 8.1 1.8 ~4,2
DH3 0.0 10,3 . -4.8 .87 8.9 4.1 &4 &1 2.2
Yanezuela
DRzal GDF 4.5 30 A7 5.8 8,47 58 L3 2.0 -4.13 0.3
DIFC 4L 4% 41 82 8.7 7.2 12,4 L5 6.1 13,20
oz 132 189 155 231 2314 a0 37 -4 0Z 9,12
D3 4.8 2. &1 163 23,28 9,2 -4,7 -3 -2 0.

-------------------------------------------------------------------------------------------------

SOURCES: Banco Central de la Reptblica Arasentima, Bulletin of Siatistics, varicus issues;
Banco do Brasii, Momthly Bullebin, various issues;
Banco Central de Chile, Monthly Bulletin, varicus izsues:
Banco de 1a Repliblica (Colembia), Mowthly Bullebin, variouz issussy
Banca de Mexico, Economice: Indicabors, various issussy
Banco Central de Venemuela, MWomthly Bullebin , various issues;
International Monetazry Fund, International Financial Statistics, verious issues.



in  the case of HBrazil, whils at the same time inflation

accaleratad and BDF declined.

Thie Table supports those analists who maintain that one of
the great enemies of financial development is inflation, which
mas been endemic in several countries of  the region for many

years {Argenitina, Belivia, Brazil and Chilal.

Ing the causes to which the persistance of inflation is
attributed —in spite of the many adjustment proagrams  that have
bean implemented and are still besing introduced in Latin Amsprica-
are the big spénding policies puﬁsu@d by the B[overnment of thesse
counbries. ‘ The continuous adiustment programs  adopited o

control  intlation only caused more uncegrtainty in the private

szchor, since the appropriate corrective measurses were not taken.

Among the stabilization P o amns implensnted, e
liberalisation euperiences carried throuwugh in Chile and Argentina
petwean 1978 and 1981 are worth mentioning because af the high

<o

HH

bt bthe financial systems of these countries, alithowgh theie

aim was to accelerate their deéevelopment.

Among the most  important measures adopted in these programs
was financial libesralisation through a reduction in reguired
reserves, and market intarest rates. In addition,. restrictive

policies were applised %o domestic credib, lgading to a



congiderapls increase in real interest rates in both countries
during  the pesriod 1979-1981, a= éhmwn in Table 4. Whnat is
interesting for the purpose of this study is o relate  these
increases of  the inktersst rate to changes in the M2 and M3

p

growth rate shown in Tabls 3.

As this table shows, bhank deposits gwew in  Argentina only
during 1979, the same yRar when GIF registered a high rate of
real growth. Conversely, deposits declinsd in  the uthet two
vearas (19H0-1981) of the libsralisation expsriment. In this same
period, Ohile supsrienced a high growth in depositz, but it can
alsn be sesn that during these years thare was & high  rate  of
agrowth of EDP while inflation was hept under control.

Tables 3 also shows that in Argentina, during the yesars 1970
1974, and in Chile during 1971-1272, savings were higher than in
the pariod when the liberaligsation policies were being applied.
This can be interpreted as meaning that savers respond more to
ronomic growth oand macrosconomic stability than to high rates of
intewé%ta zince in the pericds mentioned interest rates were
negative in real terms.  This is supported by the figures for the
other countries in Tables 3 and 4, where it can be clearly ssen
that the real rates of interest were negative for long periods,
bhut  hanlk deposits rose to high }@velg when the BDF was growing

angd inflation was wnder control.



Table No.4

real Retes of Interest 1/
in Selected Courdries

{Percentages)

..................................................................................

Argentina  Bragil Chile Colombiz  Mexica af Mexico b/

1574
1971
1572
1573
1574
1975
1576
1977
1978
1379
1930
1381
1482
1983
1384
1985
1536
1987

NOTES:

-4.80  -3.56 22,70 -2,30 .40 361
-0 L -1340 -4,30 -0.60 d.16
- -040 4L -5, 20 -8.20 2,78
-27.40 g.93 <730 -11.40 =6.70 -2.90

L -9.23 -6 -1A 4 1550 -12.09
-58.20  -3.33 L5 -10.70 -9.10 -5, 43
-64.80 832 -4.50 2,90 -9.80 -6 M
-2Aa -1 0.9 1200 -19.10 -6
540 M 164 -2.60  -tl.00 -5.45
1540 -13.48 0 1530 -8.60  -t1.40 -1.60
-1let -3z -2l -4.40 -{2.30 -0.57

12,30 -8.21 12,350 L -1830 ~2.03
-15, 10 6,07 2020 -2 -24.50 -R6%
-2, it -1.80 63 -40.50 -20.33

-9.43 -84 10,23 423 -2nE0 <1208

1,40
.30
1,10
.10
-3.90
-5.60
-2.90
-2.60
-2.10

-4,50

-1,31

2,16

4,90
a0
1.29
-1,29
-1.41
14,22

-36.14  -27.08 2.7 -2.46 22,93 4,78
-10,79 ~23.%4 3.3 1,76 -35.56 2,13
-3.61  -20.11 7.1 -1.34 -4, 5.4
i~ DORI
1/ Formula yzed: r = --emem-me--- ¥ 100
1+ PGPl

ICPT = Variations in the Consumer Price Index
Argentina: Rate pavable at 90 days; Bullstin of Statisbics;
Brazil i Rate for National Treasury bills; Monbly Bulletin;
Chila : Rats payable at 30-8% days: Monthly Bulletins
Colombia : Savings dsposit rater Annual Report:
Mexice @ a/ Savings account rate; Economic Indicatorss

bf e month deposit rabe; Economic Indicatorsy
Yenezusla; Savings certificate rate; Econemic Report.



The analvsis mads before, in the sense  that fthere is  no
clzar  relationship betwsen real rates of interest and deposits,
1% not corroborated by some empirical works that support the viaw
that the interes elasticity of savings is significant in
developing countries, * bult Siovanini (1283, using the same data
as one of these wonks, cdid npoat find avidence af the
resporsiveness of savings to chapges in the real rates of
interest. He atbributed the success of the findings of  the
mantioned ressarchs  bto the use of data on countries where
financial reforms were experienced, with associated large
oartfalio shifts on the part of the nrivate ssctor, and drastic
sWings In the government budget. When the data Tor & longer
period is 'uamﬁ, the hypothesis tested is rejected. Also, a
Pravious work, the report by Burley, Fatrick and Shaw (1965)
shows skepticism  about  the sffectiveness of high interest rats

policies in increasing private savings.

S, although this section does not ineluda a Tformal
analysis, the data =tudied pPéSEﬁtﬁ mora  stupport for the
hypothasis that fimancial savings in Latin America have responded
more favorabls to sconomic stability than to high real intsrest

Fats, and that inflation has beesn its main deterrent.

b)Y Inflation and the financial Svetem

1. SBee for example the works of Fry (1981} and Balassa (1983)

14



The negative effect of inflation on bank deposits is due to
the largs number of distortions it creates in the functioning of
the financial system and to  the uncertainty it brings to the

grpected reituwrns on economic agents.

The distortions that inflation oreates in  +the financial

system includs the following:

1 it affects the relative returns on  the different
imztrunants attracting resources, favouring short term  ones o
the detriment of long fsrom ones. Donssguently, the liguidity
lavel of th% financial system increases and its role as  arbitewr

o terms  betwsen borrowing and lending operations becomes more

difficult.

2. It aftfects the different types of financial institutionsg
thoss affaring long term financing are the onss to be affeched
the most, &8 they may have thelr portfolios in fixed interest

loans, pspecially when thers is no historical record of

inflation, and thus incur in greeat losses,

e fas levels of inflation grow, 6o doss bthe variability of
thae monthly inflation rates and the possibilities of aﬁmitﬁage'
among  differsant  types of deposit  instruments increase. Fae

@rample, the incentive to hold currency and demand deposits ig

11



reduned and short ters interest paving deposits increase.

4. Tha shorter deposit terms dreastically reduce the funds
avallable for the financing of long tern investment projects  and

raizme thelr cost, tending to push up the nominal intsrest cabtes.

5. The use of nominal intereszt ratas that include ad justment
feug inflatinn in conjunction with ocredit prachtices. that
ariginated in  times of stable prices gives rise to severe
distortions and to the shortening of terms for credit operations
when assessed in real terns. This arises the risk of default on
the part of debhtors and thersfore increass partfulio risk for

.

financial institutions.

&, Regulations on the investmernt and use of bank's  capital
and on  the lending inkeres rate can  lead to a procsss of
decreasing capitelisation when returns on these assets are
inmsufficient to protect their capital from inflation, increasing

the risk of bankrupioy.

T Institutional savings are seriously atfected when their
peturns are eroded by inflation. For examples, the real value of

an insurance policy or pension fund.

8. I+ the adjustment oaf intersest rates o inflation is  not

marmi hhed thare will be an overall failure nf Financial

3
-



interosdiaries, The risk of inveluntary indexsation iz imminent

under thess CLIrcumsiances.

4, In an open sconomy, assets that will keen their values and
Feal  returns in pacs with inflation will be the ones most sought
attar. Therefore, the demand will rise for assets denominated in
fareliqgn curesncy, for property and for those insterumaents indexed

to intlation.

The above list of the distortions that inflation can cause
in the financial system is not exhaustive, but it does point o

the fact that dinflation affects all assests, and that itz

influsnoe i% stronger an some  than on  others. This depends
partly on  the proitection and suppert given by the government.
_Fmr axample, in most countries that are suffering from high
wntlation, the safest asssts in natiomal currency are indexed
movernment bonds, which explaing why demand for them has grown
considerably to  the detriment of  the rest of private secior
ansets. This can be seen by looking at the growth rate of tobal
rnet  holdings of gmvevnﬁént bonde in relation to the growth of M2

and M3 in the sample countries in Table 5.

This Table shows that only in Chile have investments  in
aoverment bonds diminished, dus to the avowsd policy of reducing
government participation in the economy. On the other bhand, in

Colombia, HMexico and Venezusla, this type of sscuwritiss have

13



Table no.3

Real increments of (M2-M1) and (M3-Mi)
flet flow of government honds
in Selected Countries

(Billion of national currency, 1930 prices)

.....................................................................................................

Srgantina
[M2-M1) 1,26 -1.33 .29 71.24 0.9 ~0.48 -6.84 0. 74 2,00
RiM3-Mn 1,26 -0, 56 .29 -.24 B, 50 -0.22 -1,34 .84 210
DBonds 0,90 .53 2.26 2.7% 3. 16 2.06 0.37 0,40 0,68

Brazii
Doa2-Mty 0,003 -0,0934 L0 0.0804 0.
BH3-M1)  0.2081 -0,033¢  0.3098  0.34R4 0,
lBonds -0.0230  -0.0580 453N 04810 0

1962 0,97 0,2308 -0.4897  G.0348
6270 10519 L4910 005716 Z.8063
4090 0,024 L EE70 0.5112 25547

Chile
Diz-M1) 7,65 N6 4591 W48 -82,09 3B 34L&z 3.k 1.9
[r(K3-41) .60 3L e -30,07 2508 36,39 ER,92 49,98 B6.4%

DBonds fiuil, 7 e td. 16,33 -0.%% -3,2 0.1t -6,92
Celontaz - :

BiM2-n1) -3,56 39,32 w52 -1L30 4.7 8.9 23,731 18147 1998

D{K3-Ht} a7 813 46,20 3,14 2924 3N 39.4% 0 407 1882

[Bonidz 4,33 0,46 - 1,62 .06 1L9l 1,30 21,16 9.62 28
Méﬁice

D2-#1) 4.9 2,26 227 =427 -487 0 3.3 -95.01 -13.66 0 sell
DIM3-ML) 180,200 35,34 20.0% &4 -BB4T 2672 <607 1AL 17%M4
DbBonds 16,05 23,50 32.68 131,33 4858 33,26 103,09 189.94 19%.28

Venszusla
D{M2-M1) 5.02 3,03 1.56 L35 1021 -143 .81 .92 .75
DM3-M1) P UCE ¥ 1.9 el -0.4% 8,73 9.5 -1.8t 7.9 673
DBonds 0,28 0.8 2.41 2,33 1,22 5.9 8,67 9.09 fad.

MOTES: The following was taken as flow of bonds:

Broenting: Circulation of securities instruments issued by the government in national
adrrency (hillions of australes): Bulletin of Statiskicss

Hrazil ¢ Federal domestic floating debt (billions of cruzados)y Monthly Bulleting

Chile 1 Registered, discountable Tressury Pills i the possession of the private
zector (billions of pesos); Monthly Bulleking

Colombia @ Internal debt finamecing through government bondz (billions of pesos); Annual
Farart.;

Méwice 3 Net circulation of Treasury Certificates {billions of pssos)y Economic
Indicatorss

Venezuela: Direct internal authorized public debt {(billions of bolivars)s Economic
Reports

td, 1 No data available.



grown noticeably since 1982, reflecting the need thass counbtries
have of funds from the private sector to finance the service of
their sxbternal debh.

Besides the distortions above mentioned that inflation
creabtes in the opsration of the financial system, the worsh
prob Lem is the impact on the {financing of gross capital
formation, that is the most affected not only by the shortsning
ot the lending period of the banking system, but by the “crowding
aut" af the private sector by the Government. In the countries
studiad the drop in private fixed investment was 2.8 paErcentags

points of thsir averags GDF, betwesn 1980 and L[987.

14



11 EATERNAL DERT, RECESSION ARND TINELATION

The net transtfer of resouwrces from Latin Amsrica and the
Caribbean fTrom 1780 to 1987 dué to the interest payment on  the
gxternal dabit  amounted to USSI07.7 billions, which representsd
approximately Y44 of ihts oustanding debt at 1987, as  shown  in

Tahls 2.

Thiz huge ifranster of resowrcss is the main reason wWhy 1t
Mas not been possible to control inflation in the region  and B0
ovaraome the stagnation. These transfers have also had a

naegative impact in the regiocnal terms of trade duaring  the

@lghties, ™ which declined on average of 2.1%4 during this period.

Thae relationship betwsen inflation and the paymsnt of
interest on the external debt, comee from  the non-interest
curtrsEnt account suerplus that  have to bhe generahsd for this
payment. This swrplus increasss The money base of the debtor
countrizs in spite of the restrictive monestary policiss that they

BPE PURSLLL Mg .

To analye=ea the above mentioned relationship besiween
Z. Rodriguesz (1987) shows the relationship  that #igts bebween

dacline in the ferms of frade; external debt servicing and infla-
tion.



inflavion and thne payvment of interest, a modsl s presented below
hased on Cardoso (1988), and the price equation obtainsd from the

morel i estimated.

a)l Deescription of the model

Gomsider a develeping country sconomy in which the residents
choose betwesn two assets: domestic non-interest bearing money
{pesus) and an  1ntsrest  bearing foreign curFrency (ol dar)
depozit.  Such an  aszet struchture is  repraesentative of Labin
American countries where "money" consists of currency and  bank
deposits with controlled intersest rate, and m%her fimancial
asspts are *mreign assets or domestic assshks the rates of rstuern
on which  are linked to changss in the exchange rate, Im thas
BCOMADMY, the pubhlic sechtor finances its sxpenditurss through Stax
FEvenues, money  creation, issuance ki foreign CUurrancy
denominatad or index-linkad debt instruments, and changsas in its

forsign gxchanpe ressrves position.

In thiz =sconomy the behavior of the real monsy base can be

sxpressed AB the =sum of changes in domestic coredit  and

intarnationsal ressrves.

1é



whers the dobt represent the variable growth rate threouah tims,

(M
iz  the real money base, o iz the real domestic credit and R ara
international ressrves.

+ L)
(2) R = Ma — i~B + B
MA =  (X=PM: nret exports of goods and servicas  without
interast payments.
B = Government Debht
i = [Fapeign interest rate.
Eguation (2] means  that the changes in  international

reserves will come from the difference betwesn net sxports and
the interest payment on  the debht pluz the additional fareign

borrowing dons by ths Government.

The Government budget constraint is:

. -

(Z) AT—-E) + (i*g})R = 0 + ab

.,’
I

Government expendil turse

¥

—
It

Governmant income

g = Euchangs rate

This means that the operational budget deficit plus  the

interest payments on the Goverament debt will have do be financsd

7
5



by domeshic credit or by forelgn borrowing.

From (2, this squation can be rewritten as:

s ‘
(5A AT-6) + (i*e)B = 0 + &f — eM{ + (i*=)R

» 4
From (38 (4 (TG + bl = C + el = M

The opegrational BGovernment budgst deficit plus nelb expord
will bhs agual to nominal money base growth rate. This means that
Tor a zero growbh pate of the money bass, a surplus iz neaded in
the operational Government budget to offset the net swport

‘

surplus.

I+ LAT-6r  +  eNXI/F =  (grhndy  and using the steady state

condition: m = (M/F) = wmpy = 03 where © i3 the sisady state

inflation ratg, thus, equation (4 can be rewrittzn as:z

s
1}
e

(4R {g+ny/m -~ -

Equation t4ar  means that the trend inflation will be squal
to the ditference between the share in real money bhase of the
pperational  budget deficit plus net  exports and the rate of

graowth of real money balancsEs.

Onoes the trend inflation has besn found, 1t is necsssary o

ig



dizcovar  the other factors that determine  the inflation of
domesstic prices in ths short  run. Ef it is  suppossd that
domsstic prices are deterninsed by production costs, compossd of
the wrnitary wage anpd the valus of imported inputs  that  ism

repréasgnied by the exchange rate.

Hages respond to unsmplovoent, that will he represented by
the output gap. If actual output is above potential, wages will
e rising, énd Falling ifT oubtput is below potential. if output
is at full esmplovment, then actual wages will be egqual to  last
period wagégn The wages behaviour is representted by sguation

(&)

e
o
St

We = Woaay™

Wheaere: vy is the oubput gap

ﬁl‘l(.".l‘, W s AP g FEP )R

This last eguation gives the sguation for pricg changes in

the short euns

(7’) Fl e Elﬂyrxﬂ“

ARdding the trend inflation to (7)), and taking logarithms an

19



gquation iz obbtained that can be sasily sshimated:

(7)) p = auy + Az & + axl{g+n)/ml

D) Resulis of calculations

Equation (7a) was estimated hy the least sguars method  foe
thres of the countries in the sample, Chile, Mexico and

Vanezuala. The resulits are zbown in Table &,

As can be swen from this table the eguation esuplains  very
will the benaviour of prices in  these three very different
gronomies. Excluding Chile, all the estimated cosfficients have

the expected signs.

According to this regression, the most important explanatory
variahle in  the price changes in Maxicao is the share of the
operational budgat and current account surplus in the real noney
base -ths "trend inflation-. A 1% increase in bthis variable
Wwill induce a perice increase of 0.82%. But a devaluation of the
grihange  rate of the same magnitude, only affect prices in
D.00%%,  while an increase in economic activiiy induce a peice

ircreass around . 0L19%.

In Venerxuela, on the2 other hand, the variations in the

grchange rates 18 the most important explanatory wvariable of

20



Table No.é
Regression Resuliz

Equations Rearessed: 1) bpo=al +al Dy + a2 De + ad tgtndin
2 bp=hi+ bl Dy +b2Da+ b iginl/n
3 bp=ch+clDy+c2Detcd lgtni/m

] 2
Equation {1} al &l a2 ad R DK, F
Chile 14.99 1,34 0.77 -10.30 0,97 L3 1733
(t.46F  (1.25) (26,70 (-1.2%)
Mexico £.54 049 6120 0,84 1,53 23.7
: .08 (2.7 (1,99
Varerela 0,19 2,26 1.00 0.77 1.80 2.3
(0,84} 4,100 (1.8D
2
Equation (2) . b bl k2 k3 R D.W. F
Chile 108,90 12,39 0,17  106.60 .62 2,57 5.5
(2,35 (340 {43 (3,13
- Mexico 34,70 4,72 0.86  29.30 0,33 1.90 1.9
{(1.400 (.78 (L9t (0.26)
Venazuela -£6, 50 0,42 1L,3 14,40 .43 1,98 L8
219 ) 280 2.24)
2
Equatidn {3} cl ¢l c2 3 R bW, F
Chile 169,90 13,23 .73 173,40 0.60 2,47 5.4
(3,005 (3.48) (1.5 (2.98)
Hexico .60 077 L% OTAS 0 095 200 89
(5.90)  (5.300 {387 . (5.3
Venezuela 0.23 2.28 220 0.77 .79 ER

(1,000 4200 §1,92)

i R e U R R P e

NOTES: "t" values are in parenthesiss
Sampla period was 1970-1987 for Mewice and Venezuela (n=18), and 1970-1333
far Chile (n=1&},



prioe  changes, winile the least influential variable is economic
ackivity. In Chile, on the contrary, the greatest impact on
prives comss  from the inereased sconomic activiby, while the

devaluation of the sxchange rate hazs a lower effect.

The high cosfficients of determination (R®), indicate that
most  of the price variation is explained hy the model, the D.W.
ahow that there is no correlation among  indspendent variables,
and  alfhowgh  the "t" wvaluss corrasponding to the coefficisnt of
aconomic éct1vityg ¥ are not significant at contidence levels
af 0%, ard in  the case nf Yenezusla is no different
statistically from zera, those corresponding to the devaluation

Fata are significant.

Tha cosfficient corresponding to {g+n)/m deserves a sgparate

commant.  This cmafficient; both in Mexico and Yenszuala, has ths

i

Apwoted  sign,  and  in addition is statisticelly szignificant o

8 LT

contidence levels of S04, On the othar  hand, inm  addition o
Raving the opposite sign, the "t" value for Chile is wvary low,
It is interesting to sse that {{hile iz the only couniry mf- L hes
sample  that has had an operational Euﬂpius in the public sector
since the mid seventiss, and that the suwepluses 1t hasz had in the
curerant account net of interest payvments, have been wvery small

and for very few years, which sxplaipns the sign and the "t" value

of the mentioned coefficient.



Biven the above results, fTwo additional specifications ware
asbimated as a test. Dne iz the estimation of the changes in

inflation as a function of bthese same variables:

it

(7hy) An Bl + b:], b -+ b;:: A b h:_r.lf(g-!"nh"mﬂ
The other zgpecification consists in changing (g+m2 sm for the
ratio of  tha surpius  in the current account nst of intsrest

paymant to real monsy bases.

(7o) LF = e b Q1 ¥+ Cmds -+ cx(nfﬁ)

The Pe%ults mbtainéd from these regressions can also be soen
in Tabhle &. One of the most striking differences found  with
“thesse new specifications is in the case of Chile, wherse it can b
sesn that  the """ values for this countery improve cdnsiderably
and that both the coefficient (g+ni/m énd n/m have the axpected
1GNNS, Furthermore, thess becoms ths most imporbtant axplanatory
variables in the regressions. The estimation of equaktion (b}
suggest that a 14 change in “Hrend inflaition" will cause a more
than proporsional changs  in inflation, ik will increass
approdimnataly  1.07%,  and the estimation Bf (7o) says that a

changs of 1% in n/m will incrsase prices in 1.79%.

For Mexico and Yenezuela the "t" values improve when ths
2 R

cogfficient n/m is included, which corroboratss the imporbtance of



the negative 2 tarnal transfers in the surge of inflation in
these countriss. However, the results of the regressions of the
changes in inflation, point, in the cass of Venssuela, to the
unimportance of sconamic activity in determining ity in the case
o3f Maxico, this 2oafficient becomss Fighly significant

statigticaliy, wWwhile trend intlation loses importance.

Az & concluding  remark, according  to  the rogressions
estimated, the specification of the price sguation of the model
usad sxplains very wall the price wvariations in the seleciad
countries. In the Chilean caéa the resulits of squation 7, wmare
vary dissapointing, but  they improved with the altsrnative
eaéimatimnﬁ; and  reassured  the strong incidence in the price

nehaviour of the share of the nat esxuport suwrplus in the real

maneyY hasaE.

Thus, this analysisl provide analytical support for the
original asserbion made in the ssnse that the net franster of
Fegourcss that 1s  being made by debtor countriss in payment of
the intarest on sxternal debt iz closedly relassd to the surge of

inflation in the region during the eightiss.

T
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IIT INVESTHERMT. RISKS AND RETURNSG

a) Consuvoption and investment

The analysis of the behaviouwr of savings in this chapter  is
bassd on the HMesan Mariance, Risk and Returns approash. The rishk
15 the a very important factor in determining ths form  btaken by
gavings and whethsr  they remain in the domeztic market or are

channallsad abroad,.

Genaerally spesaking, two types ﬁf risk are recognised:

systematic énd unsystematic. Systematic risk in a pmuntry COMes,
—_—

amarig other things, from changes in interest rates, the changes

af the inflation ratse and the sxchange rate, as we2ll as from non

economic disturbances and from external shocks. Qyvstematic rish,

is prasent in "he market and afiects the price of all assets

egually.

Nhen‘tha domestic savings of a country are referred to, they
are generally associated with productive investment, but this is
nat necessarily so in reality. Table 7 shows thaere has besn a
growth in domestic savings, bhut a2 sharp decline in national

zavinogs and investmant in Latin dmerica during the last Tew veRars

Decauss 9T intersst payments on the external debtb.

—



Table Ne.7
Savings ard Investment in Selected Countries

{As % of GDP at current prices)

__________________________________________________________________________________________________

..................................................................................................

Arzenting
bomestic Savings 17.4 13.%2 2.3 21.3 16,2 2.1 14.1 1.2
Mational Savihgs 18,4 15.6 16.% 3.7 9.7 13.9 10,8 &8
Fixed Investment PR 20,3 . 14,2 12,48 11.0 12,2 1z.1
Brasil
Domestic Savirgs 19.8 3.8 19,9 13.3 2.1 23.1 PN -

Mational Savings 16.6 {77 14,5 13,7 16,6 17.9 19,3 -
Fixad Investment 2.0 . 22,2 20,6 171 18,5 18,0 18.1 -—n

Domeztic Savings 12,9 .2 12.8 14.7 1.3 17,9 13.4 18.3

National Savings 41 3.8 5.0 .1 1.1 £.1 1.2 10,0

Fixed Invegtment 16.6 18.6 i4.6 12.0 12.3 4.2 14,6 13,2
Colombia

Domestic Savings 17.2 1.1 1.3 il.4 1.7 15.2 20.5

Mational Savings 16.6 12.3 %6 3.5 1.2 11,6 5.4 .

Fized Invesziment . 14,8 17.7 12,3 17.2 17.0 16,4 13,8 18.2
fexico

Bomeztic Gavings 3.2 3.7 3.4 1.4 .t 8.9 2.9 251

Natioral Savings 20,5 18,9 i8.9 1.2 18.4 221 i7.1 20,2

Fixed Investment 4.2 5.7 22.3 17.8 16.2 21,9 18.5 17.8
Vernezuels

Domestic Savings XN .3 2.9 27.4 25,90 21.4 20, --

Mational Savings 3.9 K) I 8.8 240 2.1 16.4 19,2 --

Fixed Invastment 2.2 24,9 241 19.1 14,3 15.4 19.2 --

Source: Barspdiaran, Edgardo, op. cit.



Tanle B shows  that private consumption per capita nas

cdeclined  sharply in  the selected countries, as has aggregats

consumnption. However, these drops have been less than that  in
nvestment. This is sntirely in keeping with the reduction of

he national disposable incoms during the eighbties. It is likely

o

that, &t leazt @ initially, income lomses were percieved  as
temporary, consegquantly the consumption levels were reduced only
slightly. fm time elapssed and  that perception changed, the
increazed  loss  of wealth might have furtner lowersd consumption

Falative tn cwrrent income.

Az waz ssen in Chapter [1, this loss of income is closely
related tm' the transfers bbeing made to pay intsrest on the
sHhsrnal deht of the .Fagion. Therefore, S -} Péductimn in
marvicing is abtainéd, ar if tihe halance of the debt ?a partially
or’ o botally cancelled, regional  income can he expechted to grow
afain, 'esp@:ially if thisg debt relief is in bturn accompanied by

wvidhle adivstment programmes  that  reduce uncertainty in the

SCORCHTY «

In this context, a debt relief not tied to particular
investment projects could be used mainly to increase consumption
o compensats the previous decline, 1if the debt relief is szeen as
a permanent income growth in the counbtry. This is so, bheoause
the binding constraint on the recovery of oukput in the region

has heen a shortage of foreign exchanges rather than of capital



Table No.8
Private Consumption per Capitaz at Constant Prices in

Selected Countries
(1980-1987)

--------------------------------------------------------------------------------------

Rrgenting 182,30 9,30 87,40 85,80 93,20 84,30 940 %410
Brazil 103,20 95,70 %5.60 93,60 9260 97,50 10%.H0 -

Chile .60 107,30 52,70 88,00 8770 85,20 8RS0 %0,W
Colombia 2980 10030 102,10 103,00 BG3.30 104,50  10L.40 B03.00
Mexico 92,90 104,30 102.%0 52,80 9a90 9LV &S0 8R40

Veneiuela feg,70 97,00 9800 84,20 840 8210 3L30 -

Total Consumpticn per Capita

Argentina 104,00 96,80 87.10  @8.10 9540 95,50 9540 9N20
Brazil 102,76 95,70 9%6.90 53,60 9L.50 9810 10%.80 ---
Chile 32,70 107,30 82,30 78,70 B30 7R.80  8L.30 84.60
Colonbia 99,60 102,60 J04.10 193.80 103,00 182.50 165,50 101,40
Mexica 100,40 {8590 B3.60 %030 91200 %250 24430 31.53

Verezuela 100,60 97,80 93.40 80.20 8440 BZ.80 832 e

--------------------------------------------------------------------------------------

Spurce:r Barandiaran, E., Op. cit.



gaods,  and because  consumphbion  has bhesen restricted to a level

below that consisztent with a return to nore normal conditions.

in other words, it housaholds regard the increase in income
resulting Trom debt relisd as permanant, - consumption is likely to
rise to the praeavious levels, and investment will not incrsase wih
the Joreign exchange liberated. Thaﬁﬁfure, policies must be
designed to sncouwrage houseshold and  corpoarate savings s that
gaph of the income increase  is  wus2d o augment  pressnt
consumption, but alsc a large proportion is  sarmarked  for
increasing  future consumption and hence the aaQinga that can be
used for investment. )

With thiz im mind, an analyais is now made of the investment
options in Latin America and the expectsd refturns and risks that
acompany different asszets in order to use the Mean VYariance and
Returns Approach to study what incentives can be offered to  the
investor. These incentives must nob mnly.encmurage FAVINGS
growth but also try to ensure that current savings remain  inside

the local ftinancial system and are not deposited abroad.

D) Fortfolio finalvesis

Bome of  bhe investosnt options available in Latin Amasrica

are ths following:

I
g~



1) Gross Capital Formation

2y Bovernment bonds indeded to inflation

T Time antd savings deposibts in commarcial banks

4) Treasury bills and time deposits in a foreign countery

=) HBecuritiss (in thoss countriss with a stock exchangs).

Uging the framewark of portfolio theory to analyze the
supected returns on these  assets, it is  seen that when the
depreciation of the exchange rate and the systematic and
ursvstematic risks  of all assets have been taken into account,
the least risky assets with the highest expected returns, arsa
thoze in forsign currenciss or else indexed tao them.

Figure 1 shows some possible distributions of investoars

pottfolios according to the reiurns and risks of the assets.

The ocwewe ED  is the efficiency frontier, where the
portfolios are sfficient conbinations of investment opporfuniti=s
o ths aszgets  avallable on the market. That is to =zay, only
portfolios li® 1n this  ocweve, bacauss  these will  always  be
nreferrad to dindividual assots since they have the gereat
advantage of reducing unsystematic risk through hedging.

It is assumsd tha:(t the portfolicos within the efficiency
frotbier dominate (i.2. are bhetter than? all those lying outsidea,

guch as in paint X, and that therefore investors will sslect only
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Bhe formee.

Among the Tive typss of asssis under consideration, the only
mres bthat  wouwld be fres of the inherent systenatic risk to be
Found in a country with great sconomic problems would he  those
heid abroad. Thess, thersfors  could LDe bLaken as rigk-free

asuets, whoss returns would be REU. This REL g the interest

ul

rate which sgquates the guﬁply nf, and thes demand for, loanable
Furtdes.

Thus, it investors Ware Lo study all investment
passibilities, they wouwld fTind  that fhe pest combhinatian of
agssts, brﬁnglng them thes greatest returns and the lowsst risks,
wiaeld b ‘thaae linsar combinations failing between points & and

=

3, and in timesz of criszis they would possibly invest only bstwaen
i oand B This is =0, becaduse thess combimations wounld be “the
only ones to guarantee a positive return on their investment in a
crisis. B iz the market portfolio, t;e unanimously desirable
nortfolio containing all securities in exactly the proportions in

which they are supplisd. The raturn on the market portfoalio is

the weighted average return on all asscuritizs in the market.

FPortfolio combinations falling bDetwsen B and © are risky
because in thoss points investors are horrowing at the REU rate
and tnvesting  these funds in  financial market securities,

increasing the sxpected reiurns, but also the risbks. In Mexico

b2
HE



investment hag grown ip this area since 19B4, when the sonstary
authoritiss reduced private ssctor credits to a minimam, Many
investors  converted their assets denominated in dallars into

LEED

il

and lent them at the high domestic market interest rate.

fny combination on the curve AF would be dominat=d by the
curve Al and would not sven be considered, since porbtfolios on AF
hawve lowsr wields but the same risks as those on the A curve.

it i in fact on the AF curve wherse the combinations of assets

)

that include fised investments must be 1Dmkeq far. These cannob
affar RMigher yields dus to  the high cost of inveastmanit,
represanted by the 1endiné intersest rates. Additionally, they
nave 2 hlgh‘total risk, since nobody can reduce systematic- risk
which cannot bs hedging for as it is there in the market and it

is also impossible in tiees of ecofomic crisis to sliminate  the

unsystematic risk that any fixed investment implies.

The investment alternatives can oe seen clearly from Figure 2
antd Tahle %, where assets are classified according to  their
esxpecied retuwrns and risk in Mexico over the last ten years.™ The
chart shows +that investments  in the manuwfacturing ssctor have
been those with the lowest and most  variable  peturns  in bhe

country during thease vears, It alszo shows that all domsstic

.

Z. The risk is measured by ths standard deviation of bthe returns.
Annex | shows the data and formala und in the calculation of  ths
risks and reaturns,

)
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Table No.9

Real Returns and Risks
for Some Financial Instruments
in Mexico and the United States
{1973-1987)

Averags Expacted

Inctrument Returns Risk
Mexico

CETES (Treasury bilis)  -1.2 16.62

"Depasits 30-89 days -3 %91

Deposits 30-175 days -3.8 i

Copercial Paper 1/ BRI

Marwfacturing Ind, 2/ 139 26,31
5. A,

Honey Market 3.5 0.58

Deposite at 30 days 47 0,62

Treasury bills Al 6,23

MOTES: 1/ Data for 1930-1987;
2/ Data for 1975-1936;
The data sources and the estimation of returns
are in Appendix I,



azzats have average negabtive raturns and their associated risks

are highgr than those on forsign assets.

In thess circumsbancs2s, 0 encourage proaductive investmants
it would be necassary 0 increase their vields or lower theire
risks,  #0 that they would enhter as part of a portiolio on the AU
curve (ouerve of the capitsl markei. The instruments that might
be used for this purposs would bhe those that couwld reduce  the
cost of  fised investment and, abpva all, what would help most

would he a stabls macrogconomic snviranmantb.

30




jRY, RISKS AND THE FIMNANGIAL SYSTEM

In the analysis of the previous sections it has been
e=tahlished thnat the systematic risk dus to inflation and
stagnation dampens the .growth of savings, along with high  risks
in the returns on assets and highsr yields abroad. Bince ths
systematic macroeconomic risk can only be reduced by lower
tranzfer made for external debt servicing, and Dy pursuing
ztahilisstion programs  with consistent macroeconomic policies
enabling  to reconcile  the adjustment  with  the raturn to the
growth paths of thess sconomies, thus, attention is focussed hers

oy the reduction of unsystematic risk.

Thie soction discusses some aspects that could be used  to
radue e the unsystematic risk o' financial assets  and,
conseguent iy, lepssen the uncertainty of investors as  to  the

»

expechad returns on them.

a) Bavinos and unsystematic raisk

Az the wnsystematic risk  is inherent in the assets bsing
discussad, the way to reduce it is to offer savers a rangse of
aszats  that is wide and attractive 2nough for the same savers to
reml it out or decrease it through different combinations of

thess investaent options. In  turn, this wmight be a way of

A



building financial portfolios with reduced risk and attractive
profits, snoouraging houssholds:  to reduce hidden savinos and
prezant consunptlon in anticipation of the prospsct of real gain

on their financial  investment which cowld help them to isprove

Fubure ComsumptIon.

In this ranges of assets to be offersd, thaose alrsady
axisting in the financial marksts of the region could bs improved
in s far as rishk reduction and greatetr profitability. Also, tha
introduction of  =am2 new instruamenbs that might help to develop
afdd improve the long term capital macket could be considered.

To heip the analysis of Ffinapcial assets, thay are
classifisgd into  Swo groups: those careving fided intsrest, and

stocks.

1y Figed Interost Aosebs

This type of assets are the most important in Latin Amsrilca,
zince they reorssent approxdimately F0% of - the financial markebs.
Thearefore, their profitability and safety are extremsly important
when ths oroblem of increasing savings is being discussed.  Thesa
sumets, i turn, carm be classified into two grounss the first
consists of the most liguid and masily negotiable, and the second

of less liquid assets with a fised maturity dabs.

ey
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In  the first geroup are  the so—-cal led moreYy market
instruments, such as short term government securities, indexed or
et and privately 1ssued documsnis, zuch as commercial paper, ¢
and banksrs acceptances, which can be fraded on & s@econdary

markat.

In the second group are savings  and  time deposits in

commercial banks and other z2avings institutions.

Among the asssts of  the first  grouws, indexed governmnent
ponds can  be considersed risk-fres  assets  in normal, stable
MAaCFrDRCONOMLC conditions, and therefore, under thesa
tircumﬁtaﬂcéa, do not have o pay high ratuwrns. if the? do, they
will be strong :Dmpatitmwa-agalnat 511 the other azseis sLpp L i ed

by the private sector, which will have to pay much hkighar raturns

o run e risk of being forced out of the markes.

In the latiter case, .the public sector, by forcing wup the.
rate of retuwn offered to savers, increasss ths maﬁkét Figka
This ig 0, bDecadse financial inEti%utimns will have *to demand
highgr vields on  their investment of the funds they attract in
prdar tn remain solvent.  This, in turn, impliesz grsater risks in
the sscovery of loans mads, and as a result  the portfolios of
bhese institutions become more unstable.

4, The commartial paper is a short term promissory note of fered
by Tirms to finance their operations.

4
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Tharsfore, the amount and returns of bonds  izsued by the
Bovernment must be carefully controlled, so as nobt to hava a
regative effect on the gquality of other assets on the financial

market.

Commercial papsr 1s  issued by Tirms on the basis of their
prastige and solvency, and-so one way af increasing confidence in
tham would be to regulate companies issuing them o be listed on
the stock exchangs in such a way that all the necessary financial
information about these firms would be published. In addition,

the 1ssuss are more accepbtable if they are bhacked by a highly

reputabkls bank o by &0 inswrance company.

- The assets of the second group, are less liguid and are also
the most demanded from savers, these assets are the main source
of  funds Tor  savings  and  loan  azsociabtions  and  long  taem
fimancing institutions. Savings and btime deposits are the main
determinants of fthe growbh of fiaancial intermediation nok  only
in  Latin  America but also  in developed countriss such as the

U.B.A., Canada, and Japan.

Thersfore, +the stability and security of the bkanking systen
in persral s extremnsely important, so0 bthat public confidence in

trese azsets is nobt only maintained but  also  increased, since

e an banks  have very high social onsts. A financial panic

4



S

leads o a liguidibty sgueszs and to a substantial decline in real

halances, which cauwses a drop in the ezonomic activity. The

5

o1&l costs of  finantial bankrupbtoy  are  what have led

governnents to taks a keen interest in the safety and soundness

of the banking system.

In  turn, this interest of the GovernmeEnt has led o
BHoessive Pegulatioﬁs tnat have a negative incidence on the costs
of  the bhanking systemn. These Pﬁgulatiqnﬁ range  fTrom  the
imposition of high reserve reguirements, bDorrowing and landing
intsrast rates ceillings, to the way in which | institetions can
distribute ftheir investment portfolios among rishky aﬁd riask-frae
asssaty 10 tﬁe different sectors of the economy; and also  fo

control the esntry of new businessss into the system.

These regulations have besen desiohned with the purpose of
using bthem as instruments of short  teen pnonsgtary policy, the
dimtraibution oFf funds among sectors of  the economy and, in
addition, to try  to prevent the instability of Financial

institutions.

The Jjoint result of these regulations has bsen to create a
vary inefficisnt financial intermediation which is reflected in a
wide spread bebtwsen the borrowing and the lending rates. This
digcourages savings, since appraperiate returns are not offered,

az wall as  investment, that requires very high rate of returns




on projects to compensate for the cost of money. ™

leaving the problam of monstary policy aside, one way of
predusing the risks of illioguidity and insolvency in the bnanking

systam with Tfewsr regulations | is by deposit insurance, which

Faduces the i1k of a rmun on banks bt a minimuam. This insurance
o f Far mors guarantess Lo the stability o7 financial
intermadiaries, since they not only provide liquidity in  the

avent of massive withdrawals, but also guarantees the liguidity
necassary to prevent these situations from 2ver arising by giving
tha public the confidence that deposits will be coversd against
any eventuality.

This insurance could "be  provided ei?hev by a privais
sbkitution ar by the Qovarnment. Fresumahly ths government
weale  dnspaire more contfidence than private insurers, ‘since the
latser would nesd o have a considerabls sum of money in reEserve
to undasrweite these insuances. This would mean @ that the
pﬁémiuma would be very nigh, increasing costs to banks. O the
other  hand, government insurance couwld be much lower in price,

gince depasits would be guarantesd simply by its backing.

In the latter case the insurancs premium cowld be chargsod as

9. There iz guite an extensive bibliography on  the problems
cavsed by banking regulations in developing oountriss. Sms for
grample Mokinmon (1973 and Shaw (1973,

)



A bar on deposits only in the event of a run on the bank, definsd
A% bthe withdrawal of a specified amount from deposits. In this
way, the saver iz discouraged from withdrawing deposits without

ample jusbtitication.

However, since irsurancese of  this natuers might  encourages
pbankers to acguire more risky portfoliios  there must be soms
regulation on the maximom  ratio of risky assetd/liabilitiss
allowsd and of the maturity conversion they make, with proper

supervision of these aszsats.

Az financial intermediation per _se is carried out by .the
Danking Ey%t@m in Latin Amesrica, banks have to maks maburity
convaersgion, ® which necesszsarily involves guite a large risk. To
radurs bhis, branks  can  be reguired to use praferably deposits
with the longest terms in theze conversions. Banks can alsa be
redquired  to placs securities backed by their long term assebs on
the sscondary market as callataﬁal.tm obtain new nonay. Thus,
oests are reduced and lvs liguidity improved.

a

Banks must be  allowsd to make long ters loans ab varlable

-~

interest rates so that changes in infTlation do not  affect their
salvency. OFf cowse, in stable economic conditions they would be

alble +to lend at fixed rates, with a small premium ta cover the

. Maturity conversion means  that banks contract shoet  teem
denosits and make long term loans.



izl of normal changes in the interest rate.

I+ liguidity and solvency are controlled in this WaEY .y
POl red Pressryes and inbterest rate ceiling can be reduacsed  to o a
Mir L., Thus, allowing banks to narrow the spread betwsen ths
pDorrowing and landing nates. In thi% way bDanks Can  pay  Savers

greatar ratuens 1n o real teens withowt damaging its own pratits oe

the nesed to increase the rate charged to investors.

Generally speaking, stocks™ are long term financial assess

that are bought and sold on the stock exchangas, 1n both primary

and secondary markeis.

Thae importance of a capital market supplying long term
sERouritiszs is that at the same timg 1t provides a ngw  range of
financial assets in which savers can invest, and it ais& offers
them the opportunity of obtaining liguidity by the sale O0Ff  Lhese
securlities on the secondary market, in addition to higher raturns

tham on bhank deposits.

On the pither hand, 1t is a souwrce of long term financing for

7. Btocks are those assets that do not guarantes tha holder a
Tiwed return, since the dividend on them may vary through adjust-
ment 1n thelr prices in response to supply and demand.



gross capiltal formation, genarally at  lesser cost  than  bank
debts. Basides, Tthe long term capital market, for the sinple
reason that its financing matures on oa long  serm basis, can

wnprave the productivity of capital.

For sxample, if bank financing is on a short or medioam ba2rm
hasis bhecavse of the restrictions  imposed by 1%s liahilitias,
porrpwars  pust have large cash Tlows available in order to omeeb
their credit obligstions. fis the loans mature in a 2 wery short
time _thay must  limit their investment to physical capital with
vary short depreciation periods, winich may be efficient, bDul
whose economic life is generally ver? short, ocorresponding to the
redenptlon ‘perind. Therefore, these investments are less
mrofiﬁéhla tran investment in physical capital with long periods

of usetul lits.

Thess latter investment projects are ignored in favour of
other  short-lived onss because of  the lack of  long taErm
Fimancing. When an entreprensur btakes short or medium baerm bank

debts he must be prepared for a program to repay the debt  that
talls cdue long before his investment has sufficient yields, and
e finds himseld with a medium teerm horizon characterised by waak

cash flows and the uncertainty that is caused by placing a naw

product on the market.

Despite all the advantages that the stock market offers, it

=9



has  fraditionally received little support Trom governmant
policies, Howaver, in almost all countriss, wsing different
institutional esans, governmentzs have promoited the banking systam
ag & souras of financing Shrough the reduction of  ths  liguidity
risk  of  banks hy backing deposits, subsidising long term bank
loans by means  of  ceEnbral  bank rediscounting, the indirect
subsidy of lass costly supervision and regulations than that of
the stock market, and by encouraging financing with debts instead

of z2hare financing.

Qn the other hand, it is rare {for government o want to back
stock market institwbtions that have financial prublaﬁsu In somea
countries, Igmvernment bhodies such as secuwritiss commissions or
shock excharngss can ey o prevent  the  failure of thase

institutions through vigilance and forcsd sergers, but financial

aid o dealers in difficulbty is rarely found.

This means that listed sscurities not th? carry a risk as
financial investments, but have littlse or no governmaEnt suppord.
This makss $them unatirackive to the average saver, which is  why
they have Lo pay high resurns, to compensatse this risk in order
to attract any savings. Thizy  in turn, maeans that the funds
obtaimed by a fiem from bonds placed on this market are nol as
cheap a3 1t iz supposed to. Therefors, Tixgd investments made
with them must be very profitable and safe in ordar bto be

fimancially mound and  to msst obligations., Hence, thea

Ay




possibility of these obligations not being met is much higher.

It rcan be ssen  that for the stoock markst o bhecoms oors
attractive to housesholders it must be given greater support by

povernment policizs. Some suggestions on how o make this market

lese risky for investors are the followling:

17 Establish  inswrance schemes to protzot shareholders who

put thaeir securitiss in the hands of dealers.

Z) Esftahlish an insurance scheme for small shareholders
mimilar  to the one for small deposits in order to offer at l=ast

anual treatmant for both types of investment.

1 For at lsast while the sscurity market develops, bonds
placed an the ztocks exchange must be backed by morigage o othar
real asspis. This would offer savers more protection and nsplpe

more contidence.

4) 1T bank interest iz exempt from tasxation, %he same should

apply to the viwmld gf bonds, to offer egual traasment.

) To guarantes the payment of bhonds snough checking  should
pe made that the firmg issuing them are sufficiently solveant.
Tharefore, at the momsnt of the izsue, they must not only publish

their financial statements, but also the lianilities o capital

44




Fatia must be restricted to within certain limits, for example 1
to 2. Also, a Tixed minimum proportion must be kept of courrent
assets to current liabilities and of assets not given  in

gUuarantee against guaranteed liabilities.

Finally, it =houkd be added that it the financial policy of
& country  provides predominantly  one  type of as=zets to the
detrimant of the resty, or 1f, when there are many choloss
avallable, it gives more support to some than o obha2es, it is
vary likaely to be pushing savers who wish to diversify their
portifolins  to do so by investing on their own acdoount in non-
financial assets or 1N aasetslmutside the cmunt#yu

Thus, the most  approoriate policy wowld be of aqual
TreatmEnt Foyr atl financial - investments, | since  thsy ars
complemantary, in the sense that a weak developmant of the stock
market ocouwld mean, on the side of the demand for financial

assets, less growth in the fikxed intersst market.

£ Instrtulbional Savinos

According to the life-cyeoles hypothesis and o studiss  made
in saveral developed countries,®™ most households try to bhalance

their consumption during their lifetime, saving in ftheir working

2, Hee for axample the studies of Ando and Modigliani (1@&i),
Fang and Dicks Mireaux {(1782) and Soderstrom (1982).




vears and wsing accunulated funds during reticemant, in addition
toy maving  Tor certalpn precautionary reasons. This is dons oy
m=ane of social security, private pension funds and orivate life

insurance,

Fecause of the <isportancs of  this  bype ol savings Tar
fovseholds and the nesed that ths countriss of the region have To
ingrease  1it, cegulation o ensure thgt it im not eroded by
intlation or will net be lost  throwgh  the bankrupteoy  of  the

institutions where it is deposited must be a priority.

In this regard, the investmenis of these institutions must

be regulated, & watch being kept that their portfolics are not

Fa

full of high-risk assels. In Mexica, insurance companies ware
darzgulated im 1984, being allowed to invest funds frealy. The
consequance  was  that thay invested a high proportion of thair
portfolios in high-risk assets on the stock exchangs, which weare
those bringing the greatest  relbuwrns. When  the stock market
crashed in 1987, these @arnings werse lost, with ths result that

a large numbsr  of  inswrancse  companies  are  on the wvergs  of

Eankrupt:y.

Dne of the mnost seriowus problems with pension funds and
inswrance companies is that they guarantss  the policyholder a
nominal, net real, valus. Therefore, to sncourage this type of

savings, policvholders must be guarantsed a real vallle,
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mspecially  in countriss with 53 long history of inflation. This
could be done by using part of the premium or conteibution paid
by the policvholder or member af the pansion plan to buy short
Term insurancs. Thiz insurance would cover the additional valus
represented by the rise in  the cost of living over the aame
period, and thus indexation iz achieved. The way %o finance this
insurarece wWwithow: putting additional  financial  burden on bthe
patrties could be by following the practice of zoma insuranca
companiss of  charging a premium  that exceeds the cost  of
providing insurance during the first few years. Thus, instead of
reducing  the sums paid as premiums or paying the policyholder a
pondzs on the amount of money accumalated, as is generally  done,

the short term policy would bes pald.
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COMEL IS T O4E

This paper has found esvidence that in the last seventeen
years, the growth of savings in Latin America has  been  mora
positive eelated to macrosconomic stability and BDF growth than
ta the rzal interest rate. Llsing a sample of thra2e debtor
countrisgs of bLatin America, it was also found that thers is a
close relationship betwsen the surge Of inflation in  the reglon
and  the transfer of respurces to pay the service of their
sutarnal debt, These btransfers have also reprasenited a real
Burden  for the countries that has meant economic stagnation and
a drop an téa standard of living of their population and in their

caprtal formation.

Tharafore, the most urgent problem Tor these countries is
how +to limit fthase sxternal payments in order bto g2t back on the
path towards growth. The sescond problem that has to  be fameﬁ,
aftter saolving the first, iz how o achisve a bhalance =0 that tha
liberated respurces are not channsled to consumption but ars ussd
largely for productive investment. There is a serious risk that
it some debt relief is aobtained, 1t will be used Lo increase
consumpition, which has fallen substantially in the last de=cads.
Without conslderable ard sustained increazgss in regional

investment, any growth in income will not last very long.




The Mean Variance, Risk and Returns approach  was  dssd do
show that given the high macrosconomic svstematic risk a rational
Latin  American  investor  would have a part of nhis portfolio
investad in foreign azsebs. It was also shown, using data for
Medico, that dus o the uncertainty of returns and tThe risk
involved in fixed investment in manufacturing sector, vary fTew or
nonse of thess would he includesd in thiz portfolio, unless  sone
maazuwraes are taken by the authorities o reducs macrosconomic
instability, and the unsystematic risk of this bypa af

nvastmeEnt.

Some icleas have bsen proposed here as 0 what can be done o
ﬁtrengthen_ltha financial saystems of the region and to try to
increaze public confidence in them. | Some incentives have been
suggeshted that could be offered Lo the public so Lthat part of any
inzraase  in 2arninogs would be earmarked for future consumpbion.
What 1= stressed most, howaver, 13 the fact that without
macrosconomic  stability it will pot be possible to incrzass
reglonal savings and investment and 1t will be very difficult to

persuade economic agsnts to kesp thelr savings in local assets.




Appendix 1

Real Returns and Risks

HEXICADQ UHITETD STHTES

’ Treasury 5.T. L.T. Comnercial Aanufacturing Honey Troasury 5.T.
Bills Deposits 1/ Deposits 24 Paper Industry 3¢ Harket 47 Bills Deopos=its 57
r R v R r R r R - R r R v R’ v 13
1978 -4.0 0.7¢ -5.5 -4.7 0.07 n.d. n.d. 2-1 28,33 n.3 1.01 -0.4 0.92 1.9 0.14
1979 -0.2 0.10 -1.7 1.18 -1.2 0.868 n.d. n.d. 9.6 61.28 -0.1 1.239 -1.1 1.43 1.1 6.32
19340 1.1 0.54 -0.9 1.77 -0.2 1.33 2.2 1.16 4.1 35.82 -0.1 120 -1.9 Zz.08 4.2 0.12
1931 4.1 2.89 -2.1 0.93 3.0 4.7 ‘B2 B.23 -B.2 3.63 5.5 0.39 3.9 0.16 1.3 0.33
19z ~-G.32  0.01 ~5.7 D.06 ~-4.0 00 ~-1.7 0.p9 -25.5 14.91 5.7 1.53 4.6  0.39 2.2 0.09
1983 -23.8 50.89 -23.3 33.11 ~23.3 3J8.06 -21.8 59.65 -41.8 B6.53 5.7 5.6  0.84 6.0 N.8%
1934 ~-9.9 7.48 ~12.0 4.79 -12.5 7.49 -9.9 10.0& -2B.6 17.96 5.7 5.4 B.75 3.7 0.04
1355 0.4 27.06 9.8 .82 8.0 14.02 0.9 17.2r -14.8 a.09 4.9 D.03 4.0 0.19 3.9 0. 0%
1336 0.4 2.1 .27 4.8 7.499 8.6 11.37 -23.9 11.15 4.8 0. 17 4.1 n.22 3.4 a.01
1387 0.5 L3 5.9 0.33 -B.2 1.93 -3.3 D.75 n.d. viod. 2.9 0.03 2.3 0.0l 3.2 D.002
HEDIRA -1.2 ~5.1 -3.8 -1.1 -13.9 3.5 2.7 3.1
n.sTn 9.5 15.62 7.6 93.91 8.7 11.01 10.1 16.83 16.1 25.91 2.1 0.58 2.6 0.B2 1.4 0.25

HOTES: 1/ S.T.DEPOSITS = tinme deposits at 30 to 69 days;
2/ L.T.DEPDSITS = time deposits at 90 to IPS days;
37 HAHUFACTURINHG IHP. = The moninal return of the manufacturing industry wpas cslculsted as the ratio of the capital income
over the capital =tock of the sector nminus the average corporation tax rate of the period;
47 H. HARKET = average rate of the U.S. #oney narkety
54 S.T.DEPQSITS = tine deposits at 3 days in NewYork;

The Formulas used Here:
£i /1003 - <pA100> no. of occcurrencess of ¢

r = real return = - % 100 3 Plry =,
1+ Cps100> total no. of ococurrences

'

* 2

R = risk = PCr) % Cr - 3 3 Risk of Instrument = Standard Desviation of (R).

SOURCES: Internstional Honetary Fund, Interpational Financial Statistics. several issues:
Bank of Mexico, EconoMics Indicators;
Bank of Hewxice, Capital Stock 1960-1958%5;
Institute MHavional de Estadistica, Geografia ¢ Infernatica, Sistema de Cuentas Macionales de Héxico, several issues.
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