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The paper by Michael Mussa and Alexander Swobodavexy complete and up to date
contribution to a major topic in international fimee.

| have two general comments. First, the paperngred principally on issues related to
and steps to be taken at theernational or systemic level And here a basic
consideration, not analysed in the paper, is thatdlisation of capital movements is not
the same as trade liberalisation, both in theaktis well as in practical terfagrom
another perspective, the institutional framewonk)uding supervision and regulation of
financial and assets markets at the internatiaal Ipresents a higher degree of
imperfection that at the national level. From aroaer point of view, although booms
and busts are endemic in all financial marketsemeexperience suggests that these
international swings need to be brought under cedantrol.

Second, the paper deals more va#pital outflows from emerging market economies
and with crisis managementather than wittcrisis prevention. And experience also
shows that by moderating the booroagital inflows) that precede them can busts be
prevented. In short, there is a need for a stroreggrlatory framework at the
international level.

Therefore, further research should consider spegiBasures aimed at increasing, for
both lenders and borrowers, the (private) coshoftsterm international finance, so as to
internalise the externalities that currently existin international capital markets. It

also seems appropriate to concentrate the analysssues arising from "excessive"
capital inflows and onprevention as well as on actions that might be taken by
individual countries, both capital importers and capital exportergad to moderate
the boom - bust pattern of capital flows.

Scope appears to exist to increase risk-awareaedgherefore the cost to foreign
creditors regarding the domestic economies of dgwed) countries. In this regard the
biggest challenge appears to be how to improvegmuatgulation in the creditor
countries, particularly in relation to short-teranix loans as well as on portfolio flofvs



This is important because experience tells astiigaé is an asymmetry in the way
foreign lenders tend to assess risk in emerging aoamies In fact, creditors tend to see
the benefits they may rip from developing economieshe way of high interest rates
(including exchange rate and country risk) anddar &sset (mainly share) prices. And
the challenge here lies in creating means to imgebetter allocation of potential foreign
lenders risk in emerging economies. For example, ¢em exchange rate depreciation be
incorporated in the behavioural pattern of wouldrternational lenders? Similarly, the
elimination of "guarantees" perceived on certaimafficial) assets located in these
countries as well as less bail out by the IMF and@ivernments from industrial countries
should be internalised in the behaviour and decipatterns of creditors.

Responsibility in this area relies with creditor caintries and with international
financial institutions. The improvement and homogenisation of informastandards,
better data on countries aggregate exposure, anelimdepth analysis of country-risk
and exchange rate risk --by rating agencies amdnational financial institutions--may
contribute to a more adequate and realistic appro&the supply of private international
finance to developing economies.

Before considering measures that individual capéaipient countries could apply
towards reducing the boom - bust trend of inteamati capital movements, | would like
to highlight two main conclusions of the paper.

On the one hand, when analysing possible measurasderate the boom - bust
characteristic of international capital movemehtsauthors conclude that.there is no
universally applicable, first-best approachi to deal with the problefn

On the other hand, they say that "...there isaetdf in policies that tend to maintain a
relatively closed capital account, which presumatstyide significant protection against
international financial crises while they substalhfiimpair a country's ability to take
advantage of the efficiency gains from broaderipiagtion in the global financial
system." The paper asserts that "the terntbisftrade off can be made worse by
imprudent measures of capital market opening, tacah be improved by a gradual

and prudent approach” to the opening of the capitalaccount of the balance of
payments’.

Measures that individual capital importers countries could apply towards reducing
the boom - bust trend of international capital movenents

Benefits and costs of financial opening - up



For emerging economies greater financial integnatidh the rest of the world offers
significant opportunities. These include the pasigitof using external savings to
finance investment, the chance to deflect tempdems-of-trade shocks and the ability
to diversify risk and sources of national incomé#.o& this makes it possible to smooth
out trends in consumption and utilise comparatoaatages more fully through a
further integration of the country into the intetinaal economy. Additionallywhen
capital movements are the outcome of well-informedecisions, they contribute to
impose discipline on policy makersespecially in emerging market economies.

Greater financial openness also entails risksrteatl to be considered, however. There
are both permanent and transitional costs. Thedbdegrees of freedom in the
management of monetary policy and the eventuaht@sing effectdhat short term
capital movements can have in a small economyane ©f the permanent costs of
increased financial openness. The risks assoortbdhe adjustmentvolved in
switching from what has traditionally been a closagital account to an open one are
transitional costs.

Additionally, due consideration should be giverihesize of capital movementsin

fact, a very small percentage of total assetshzrk or pension or investment fund in the
industrialised countries may have a significantaetgn the foreign exchange and in the
capital market of small emerging market econonmiesl for those financial institutions,
having little at stake, it may be "rational" notaitocate enough time or resources
towards a rigorous evaluation of the current aridréuevolution of small emerging
market economies. But in that process, what temgsddominate, are "herd" and
"contagion" effects, which although "rational” frahe point of view of the individual
creditors, may prove very harmful to capital importountries. And thaype of

creditors behaviour has very little to do with dis@plining countries with weak
macroeconomic management and/or rewarding those witsound macroeconomic
management

Also, due consideration should be given totihee dimension of capital movements.
Differently from foreign direct investment (FDI)rfgome financial capital movements
time is not measured in terms of years, but of Imenweeks, and sometimes days and
even hours. The very short time period of somea$ileecapital movements adds an
additional challenge to policy makers in debtorrtoes. And this is because the latter
should have a medium and long term time horizortHfeir policy decisions and usually
lack the adequate instruments and/or the necefieailyility required to counterweight
the significant short term effects of some capitavements.

A third element that aggravates the destabilisimtd) @otential harmful effects of huge
and short term capital inflows relatesth@ usual practice of the de facto bail out of
many of the participants in the international financial markets. That bail out has
some systemic and international ratioRaknd although it may contribute to regain
quick access to world capital markets for countimgsroblems, in practice it has
validated, when not stimulated, the undesirableetspof the behaviour of some huge
short-term international financial movements.



Financial opening - up in the nineties

Emerging economies access to external finance,hAtad become extremely limited
after the Latin American debt crisis of the 1980snged dramatically in the 1990s. The
perception of a lower level of country-risk, lowenest rates in industrialised countries
and widespread financial flows to emerging econareignificantly increased the
available supply of external funds during the flvatf of the 1990s. Within this context,
some countries found themselves in a situationhithy after adjusting for country-risk
and for changes in exchange-rate expectationsldimestic rate of return on capital
exceeded the external cost of fuhds

In the past, that situation could either not beralt at all or would take quite a long time
to change, because perceived country-risk andkeofaconfidence in local currencies
limited international arbitrage. In the early 1990swever, the unrestrained openness of
the financial market would have attracted a volwunminflow of short-term finance in a
very short period of time. That would have destabd domestic spending and asset
prices as well as key prices such as the real exgheate and the interest rate itself.

The path that the economy would take if this tremde to continue is well known. Given
the size of these flows, the first stage of thagfar process is aconomic boom asset
prices and wages rise, consumption and investmergase, the currency appreciates and
imports become cheaper. This stage is a difficoét im terms of its macroeconomic
management. The inflationary pressures generatédnrestic markets have to be curbed
and policy-makers have to be on guard in ordeetdoff financial bubbles, which
accentuate the movement of prices away from equifiblevels, and to forestall the
arrival of even greater amounts of short term fyndinancing.

This expansionary phase of the cycle sows the deedssubsequent contractionary
phase however. As the balance-of-payments current atogeficit grows and external
liabilities accumulate, the perceived level of cloyrisk begins to rise, the supply of
external funds starts to shrink, the volume of edEtransfers decreases and, as a result,
prices and expenditure start moving back in theatlion they had come from.

Ideally, inflows are gradually reversed and adjwsita in key prices are accomplished
smoothly, without generating any major disequililomiin the economy’s performance.
The most likely and realistic scenario, howevenrns in which capital inflows come to a
halt and may even reverse direction suddenly, Byeiriggering a traumatic adjustmént
In this contextan economy is in a very vulnerable position when tias a high level of
indebtedness and a large current account deficit,ral this is aggravated if its

external financing is mainly short term Increases in international interest rates, a
deterioration in the terms of trade, or simply arade in external and/or domestic
expectations can set off a sudden confidence ¢hatsputs an abrupt halt to the external
transfer of resources. The external debt crisisdhartook Latin America in the 1980s
and the turbulence that arose in internationahfoneg markets in late 1994 and in 1995,



as well as more recently with the Russian crisi&ugust of 1998 clearly illustrate these
risks.

In this latter scenario, the necessary adjustnrmyatives a dangerous mix of high
domestic interest rates, a downswing in domestetgwices and a steep depreciation of
the real exchange rate. These will inevitably cag®us problems in domestic financial
markets and create inflationary pressures. In exigia significant increase in
unemployment and a decline in the level of econaantwity are to be expected as a
consequence of the friction generated in finarenal labour markets, along with a sharp
drop in expenditure. Once again, the Latin Amerieaperience in the early 1980s and
the more recent crisis in Mexico, East Asia andsRusave demonstrated that this
pessimistic scenario is highly probable.

From the standpoint of the internal equilibrium tbke of the domestic real interest rate
and how it influences the mode and speed of a éiahopening-up process is an
important consideration. The level and growth dtdomestic spending has to be
compatible not only with a prudent use of exteselings but also with the level and
growth of the economy's production potential. Tgeserally requires domesiitterest
rates to be higher than the interest rates prewgiiti the main industrialised economfes.
This is why in the 1990s certain countrigsprder to uphold and consolidate
macroeconomic discipline and external equilibriumundertook a prudent, gradual
and selective liberalisation of the capital accoundf the balance of payments

Capital inflows to and outflows from emerging marke economies

In the current functioning of international finaacmarkets, “excessive” capital inflows -
the boom - have been a major cause of balanceyoigras, financial sector problems
and recession in emerging economies. In fabas mainly been the reversion of those
short-term inflows - the bust - which has aggravate the high domestic adjustment
costsin terms of negative economic growth, unemploynaemt a fall in profits and real
wages.

Capital Outflows

As a norm, capital outflows should be fréhis means that all natural persons as well as
the bulk of the enterprises should be able to spemdconsume and invest abroad. The
major exception to this norm applies to financmdtitutions, such as banks, pension
funds and eventually insurance companies, if thpgrate with a de jure or de facto total
or partial government backing or guarantee.

For these financial institutions, prudential coesationssuggest a strategy of gradual
and selective opening upanks typically have an explicit or widely recaggd implicit
government guarantee on most of its domestic amaigio liabilities. If banks located in




emerging markets would like to invest abroad byibgpther banks, special
consideration should be given to banks accountifimancial consolidated balance
sheets in the country of destiny. Additionally,exxial ratings of financial institutions
and, especially, adequate regulatory frameworksapervisory practice in third
countries, together with bilateral agreements betwegulators should be required.
Furthermore, experience suggests that initiallygximum percentage of a bank capital
and reserves should be allowed to be invested dbpeacentage that could be increased
through time as knowledge and experience with lassifn third countries accumulate.

A similar gradual and selective approach towardsmenfunds investment abroad,
regarding countries, financial assets and currenejgpears to be advisable, again due to
the fact that usually there d®ontingent” fiscal resources compromisddhese transfers,
although usually excluded from the traditional aedounting definition of fiscal
spending, as well as from parliamentary discusaimhapproval, de faciacrease

private sector expected wealth and affect their speling decisions This

"imperfection” had a major impact in Latin Amerisdoreign (and domestic) debt crisis
of the early eighties and is a good example obth@ve. A more recent example was
Mexico’s “tequila crisis” of December 1994 and soafi¢he countries in the Asian crisis
of 1997.

These contingent fiscal transfers should includegropriate percentage of implicit,

and certainly explicit banking deposit insurandeesues, as well as of exchange
insurance and other contingent support typicaNgegiby governments to banking system
depositors, creditors and/or borrowers when faeaib@nking sector crisis. Similarly, the
government, even when dealing with reformed andagised social security

capitalisation schemes, usually guarantees minipemnsion funds.

If these contingent transfers were taken into actpublic sector liabilities,
appropriately measured,ould have been growing at a faster rate than whatfficial
statistics show.This transparency in information would have beriefieffects on the
economic authorities' evaluation of the soundnesdssastainability of macroeconomic
policy and the consequent need for the adoptigraper and timely corrective
measures.

Capital inflows

A first distinction should be made between FDI, ethis usually anticyclical and of a
long-term nature, from other sorts of foreign fioiug.

On the other hand, short-term financial as welp@sfolio inflows tend to be procyclical.
But also, and perhaps more importantly, thesewslasually are of enagnitude, time
dimension and speed that may contribute to createma/or amplify macroeconomic
and financial disequilibrium in emerging country emnomies From a more practical
and empirical point of view, it was these flowstthave been associated with the recent



crisis in Mexico, Asia, and Russia and with cregfimoblems of overvaluation of
domestic currency and loss of competitivenessherotmerging markets.

From a macroeconomic perspective, perhaps the dairest way to analyse this is
recognising that the current account of the balaig@yments, as well as the short term
foreign debt, matter, and matter a lot, especiallgmerging markets. Then, by
definition, if the net capital account surplus is "too big"”, ard especially if it is of a
short-term nature, there will most probably be a "apital inflow problem" for

certain countries’.

Although this problem may apply to countries thavéna mismanaged economic policy
or wrong institutional (guarantees and financiglulation and supervision) set upsisit
more probable to affect those countries with stron@nd sound macroeconomic
management

The above is especially relevant if a country fagigaificant short-term "voluntary"
capital inflows. In fact, recent experience sholat in many casesapital importer
country authorities may be "tempted" to rationalise the existence and persistence of
consequent large current account deficits on the gund that they are not being
"originated" in excessive (public) domestic spendig, but on private spending
"financed" by voluntary capital inflows. Even more, it is asserted that the associated
significant current account deficits are a sigadhealthy" economy, with plenty
investment opportunities and with a good credinditag in the international markets.

Macroeconomic response to "excessive" capital inflows

In the first placefiscal policy should be tightened. Here, both the fiscal dé§iaiplus as
well as the rate of growth of fiscal absorptiondkdde looked at, and improved.
However, in practice reduction of fiscal deficitsimcreases in its surplus has limits,
since fiscal policy tends to be quite rigidd there is a scarce availability of adequate
fiscal instruments to compensate for significamdrsierm capital inflows.

Exchange rate policyplays also an important role regarding short-terilows. In
particular, exchange rate flexibility, with its asgated uncertainty of the future value of
the domestic currency, contributes to disincensivert - term capital flows. However,
the_magnitude of capital inflowss a vis the domestic foreign exchange market may
require wild exchange rate fluctuations to disiricenthose flowsAnd given the
elementary development of future and derivativekeisrin developing countries,
frequent and significant exchange rate instabitigy create serious problems to the
tradable sector activit

Thirdly, international reserve policy can also contribute to compensate for the effect o
capital inflows on the domestic currency apprecraind on the widening of the current
account deficit of the balance of payments. Howenesrerve accumulation is usually



associated to an increase in the Central Bank disasi deficitand its efficiency is
therefore limited.

Fourthly, to contribute to moderate capital inflomenetary policy should be relaxed so
as to lower domestic interest rates and reducevdiilge between the latter and
international rates. However, control of aggreghmestic spending aimed at reducing
both inflation and the current account deficitloé bhalance of payments usually requires
higher internal than international interest ratasrthermore, from a more structural
perspective, capital - labour ratios in emergingkets as well as its "natural" excess
demand for investment also indicate the need figh*hmarginal productivity of capital
and interest rates in those countries. Thereforkess fiscal policy is extremely tight,
there is almost no room for monetary policy to cimite to moderate capital inflows to
emerging markets economies

From a financial and especiallypanking sector perspectivesignificant short-term
capital inflows are also a matter of concern. Tusurs because most short-term foreign
debt is transmitted to the domestic economy thrdbgtbanking system. If the latter is
not properly supervised and regulated, the incremgs liabilities tends to be transferred
in the form of excessive and too risky (relatechaamtrated and/or mismatched) credit to
the domestic economyhe outcome, in addition to the weakening oftiheking sector,

is to generate macroeconomic disequilibrium. And titcurs not only because of the
increase in overall spending but also due to tl@@ay's vulnerability to foreign sector
and exchange rate developments, considering thusr wonditions of overabundant
liquidity, lax credit standards tend to be the nanrthe financial sector resource
allocation.

From another perspective, significant short-terpitehinflows may disrupt monetary
policy, by the monetization of foreign debt, with the sequent increase in money
supply and/or lowering in domestic interest raidss stimulates domestic spending over
and above what was initially contemplated in thenetary and fiscal programming.

Capital inflows may disrupt also the working of floeeign exchange marketsspecially
given their size, speed and short - term natureeg&sive capital inflows appreciate the
domestic currency, generating a short term "equulib" exchange rate of a very unstable
and unsustainable nature when compared to thertongquilibrium value of the real
exchange rate. This appreciation tends to triggefaxation of monetary and fiscal
policy, due to its effect on reducing (temporariigmestic inflation, while at the same
time it stimulates a bigger balance of paymentseturaccount deficit.

Excessive capital inflows may also disrupt the fionméng of domestic financial markets
As mentioned, emerging markets high level of doroestl interest rates, especially if
foreign creditors do not have a proper evaluatiocoantry-risk and/or exchange rate
change risk, tend to attract massive external @ir@mnflows, much of which is usually
intermediated by the domestic banking system. Utldese conditions domestic
spending increases, putting pressure on the (teangappreciation of the currency,
widening the current account deficit, while at faene timelomestic bankers tend to




relax their credit standards and lending policiesthus deteriorating the quality of
their loan portfolio.

Non-bank financial marketen the other hand, are usually less developedttie
banking sector and lack adequate deepening anditigyuas well as regulation and
supervision When an important part of net short term cajpittdbws are directed to the
stock exchange and/or other (non tradable) stockets like land and urban property, it
usually translates in an inflated price of thesetss i.e.stockmarket and property

price bubbles This further stimulate domestic spending, dug@trceived although
unrealised) wealth effects, leading to a highereniraccount deficit and increasing the
odds of a currency crush even if the banking saststrong. But the higher asset prices
also distorts, by biasing upwards, banks collateslation, and so theglso contribute

to bank's loan portfolio weakness

In short, because of thesize and short-term nature capital inflows may contribute
to createand/or amplify macroeconomic and financial disequilibriumin developing
countriesgeven when their economies are well managed

The opening - up of the capital account of the balance of payments

The above analysis suggests that ef/emcroeconomic policies are well designed and
properly implemented, and even if countries have smd banking systems and
regulatory bodies, when facing significant short-tem capital inflows they may incur
in a major riskL. This is because they may easily engage in exaedsimestic
spending, increased current account deficits agrfgiant build up of short term foreign
debt, all of which contributes to generate macraeauic disequilibrium and increases
the country's vulnerability, thus becoming much ensubject to foreign sector volatility.
Under those circumstancesuntries should, for macroeconomic reason$ attempt to
regulate capital inflows, whatever the state of thebanking system

If the financial and specifically the domestic bemgksystem are weak, this will add
another problem to policy makers, with quite prdbabacroeconomic impact. The
improvement of the functioning, regulation and sufson of financial markets should
address this issue. However, given that that thkes if most short-term capital inflows
are intermediated by the domestic financial (bagksector then there & additional
argument, due to financial prudential consideratiofts, regulating capital inflows=.

In synthesis, well-managed emerging economies dhmarisider grudent approach to
financial opening-up. This can be done by reducing the speed at wtoahegtic agents
can get indebted abroad and/or by increasing teeatshort term foreign financing In

this way the economy can slow the pace of oveoadlifn indebtedness while at the same
time reduces its vulnerability to foreign financsdlocks. The latter occurs by changing
the composition of the capital account of its baéanf payments, with incentives being
given to risk capital (FDI) as compared to extenteht, and to long term foreign debt as
compared to short-term foreign debt.



In view of the above, the adequate course of a@idhe individual capital importer
country level should bdirst of all, to design and implement appropriate fiscal,
monetary, exchange-rate and international reserveddicies as well as financial
sector policies.

If, in that context, short-term foreign financinguertheless continues to flow into the
country, it is essential to slow down that prodessrder to prevent an “excessive”
foreign exchange inflow from undermining domestigber inflation) or external (larger
current account deficits) equilibrium. Under thasaditionsthe correct course of

action is to move towards greater financial integrdon with the rest of the world, but
to do soprudently, gradually, selectively and with a sequete and at a pace in
keeping with the objective of overall macroeconomiequilibrium.

It may be interesting to briefly describe the tgbgolicies implemented by Chile in mid
1991 since its liberalisation and opening-up ofdapital account of its balance of
payments was carried forward within the abovemeetiostrategy.

A variety of mechanisms were employed in the im@etation of this policy. On the one
hand, during the first half of the 199€&pital outflows were significantly liberalised.
Exporters were allowed to dispose of the wholéefrtforeign-exchange earnings and
were freed of any obligation to bring them into toeintry. But liberalisation measures
were adopted in a variety of other areas as welleikample, the minimum amount of
time that must elapse before capital brought ineodountry by non-residents is eligible
for repatriation was reduced from three years ® ygar. The issuance of bonds and
equities abroad (American Depository Receipts, DRA) was authorised, with the
requirements in this respect gradually being releatime went by. In addition, all
restrictions on outflows of investment funds orafing from external debt swaps (a
mechanism linked to the debt crisis of the earl§Qs) were lifted. And liberalisation
measures were implemented regarding the prepayohemternal debts and the
minimum percentage of external credit that hasctmapany any FDI.

A complementary measure regarding capital outflaf$he utmost importance, was the
complete liberalisation of foreign investments mageChilean individuals and firms
which made it possible for investors to diverskgit risks more fully. Steps were also
taken to encourage national (especially institiipmvestors to increase the
international diversification of their portfolio¥fhe capital outflow liberalisation of
banks, pension funds, insurance companies and hfutws was also pursued, although
at a gradual pace, partly due to legal restrictanms partly because of prudential
considerations having to do with levels of systensk and contingent fiscal liabilities.

The liberalisation of capital inflows was carried brward on a gradual, selective
basis and was combined with efforts to discouragéose of shorter-term nature

This type of liberalisation entailed the implemeita of certain specific controls on
capital inflows. Steps were also taken to scregitalanflows more carefully in order to
reduce the economy’s exposure to the volatilitpasded with short-term financial
flows, to give monetary policy-makers more autonang to check the formation of



bubbles in the stock market. These measures wiemedied to make it more expensive for
foreign financing (especially short-term fundsktter the country, to limit the total
volume of external inflows and to improve the “qtydland lengthen the maturities of
Chile’s external liabilities.

First, a_one-year time requirement for the repadmeof FDI capitalacted as a
disincentive for inflows into equity markets, sirffeeds liquidity was constrained. That
helped to prevent a price bubble on the stock exgghidt should be reiterated that the
reduction of the time requirement for repatriatadr=DI from three years to one year
constituted a step towards capital account libeatibn in relation to the pre-existing
situation.

Second, the speed at which Chilean firms couldioliitaancing on foreign markets was
reducedThis was because of the minimum amounts and oestaer requirements
related to international rating agencies that loaoket met before a firm could place bonds
or equities on foreign markets. These requiremeartied, depending on the credit
standing of the firms or the ratings of the insteums they wished to place on
international markets. This measure contributeldna the number of firms and the
speed with which they could obtain financing orernational markets and thereby
helped to avoid excessive inflows of foreign exd®rAnother advantage of this
strategy —considering the fact that before 199Chiean firms were trading on
international bond or equity markets— was thatsbleency and stature of the first
companies to venture into these markets createdidye externality for those that came
after them. A disadvantage of this measure is thairactice, it favours large firms rather
than small businesses or individuals.

Third, a non-interest-bearing reserve requiremeas @stablished, covering the first year
that foreign credits and other forms of externahfice were held in the country,
regardless of their effective duratioFhis is a "market friendly" direct and flexibfavay

of raising the cost of bringing in short-term captf And it gave monetary policy more
scope and autonomy so that, ideally, all economénts would face the same interest
rate set by the Central Bank with a view to doneesgjuilibrium. This requirement was
also intended to curb the volatility inherent irtrerely short term foreign financing and
reduce opportunities for interest-rate arbitrage.

From a more general standpoint, this package augiaselective foreign financial
liberalisation policies made it possible to chatigestructure or composition of external
claims on Chilelt induced an increase in the share of risk cagifBll) relative to
external borrowing and, within the latter, the €haf long-term indebtedness relative to
short-term debt. This helped to reduce the econsmyinerability to the vagaries of the
world economy, to the procyclical behaviour usuétlynd among external creditors and
to changes in the expectations of internationahenuc agents.

Between 1992-1996 GDP grew at an average annaabf& 6%. Gross fixed capital
formation increased at an annual rate of 16.3%rlyeaice as fast as GDP growth). The
fiscal surplus amounted to 2.2% of GDP and fisaalrg) totalled 5.2% of GDP. The real



annual interest rate on bank loans for terms of/éenh 90 days and one year averaged
8.9%. Annual inflation averaged 9.7% (Chile’s lotvegan rate for any five-year period
in over fifty years), going from 27.3% in 1990,ahgh a descending trend quite similar
to the Central Bank’s yearly inflation targets,aleiag 6.6% by the end of 1996. The
Chilean peso appreciated at a real annual ratetéé 4the smallest appreciation rate
among all major Latin American countries duringtthariod) while exports grew by
10.5% per year in real terms. The average anndigitden the current account of the
balance of payments amounted to 3.7% of GDP. Bdtbund and outbound FDI hit
record levels. Net international reserves wereedent to 23% of GDP and to one
year’s worth of merchandise imports. The exterefitdotalled an average of 39.1% of
GDP (16.1% of GDP, net of international reserveshg and medium term debt
represented 93.4% of the accumulated debt durmg@éehiod, with short-term debt
contributing to only 6.6% of that total.

| would like to make two final comments. Firstigtoften said the Chile’s strong
macroeconomic performance during the early 199Gschigfly attributable to its high
domestic savings rate rather than to its macroaoanstrategy. It should be noted,
however that domestic saving is not a constangpeddent of macroeconomic strategy
in general or of external finance strategies iripalar. Empirical studies and experience
suggest that “naive” policies regarding foreigrianfs usually lead to a situation in
which external savings end up financing excesswperditure on domestic consumption
and reducing domestic saving.

Second, it is interesting to mention that althodghng the nineties there were other
countries that implemented more "liberal" or aggnes financial opening-up policies,
their domestic interest rates were higher thaneZhdnd the spreads between them and
international interest rates were wider. This app#y paradoxical situation is chiefly
explained by the fact that these countries haddrmitgvels of country- and/or devaluation
risk than Chile. Thus, it is not a foregone conidaoghat just because a country carries
out a complete and quick financial liberalisationgramme it is necessarily going to
insert itself in a permanent place in internatiaregital markets. In sum, the extent to
which a country is “more fully integrated” into tirgernational economy does not
depend so much on how “liberal” it is. But rathertbe quantity, cost, quality and
continuity of the capital transfers actually avhiato it, all of which is usually linked to
how much confidence the rest of the world has énglospects and management of that

economy.
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