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FOREWORD

Prepared by UNIDO Secretariat's Regional and Country Studies Branch,
Division for Industrial Studies.

This study consists of a series of surveys of the effectiveness
of financial interriediary instit:tions such as banks in collecting
investible funds and chanmnelling them to manufacturing enterprises
in various parts of the developing world. The purpose of the
following section is to introduce the subject of the reiation
between financial intermediation and industrial develépment.

Subsequent sections make a brief presentation of the surveys.

Financial svstems and industrial development

Development economists usually discuss the subject of finance in
terms of saving of adequate amounts of real resources tc achieve
given targets for capital fc-nation. In development planning,'for
instance, it is common to estimate the resource requirements of a
desired growth rate by means of an incremental capital-output
ratio. This ratio determines the investment needed to sustain the
desired growth of the capital stock. To match this investment a
corresponding amount of real resources must be released from
consumption. Thus, financing is basically an act of saving. At the
practical level this approach usually stresses the need for policies
to raise the quantity of resources saved for growth.

While this conception is useful for many purposes it neglects,
however, the fact that real resources have to be transformed into
investment and that this transformation can be done more or less
efficiently. In the present study the focus is .et precisely on

this process of transformation. Here financing 1s understood to
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mean the vrovisior of purchasing power rthar investoars can gnen
advance of production. What matters hkere is not only zhe act of
saving but also the transformation of these savings in a form
suitable to investors.

1/

It is only in the seventies™ that the intermediation
procedure whereby real resources are transformed into lending was
fully recognized by development eccnomists as an important factor in
capital formation. Since then it nrogressively appeared that the
finance of development could be enhanced not only by increasing the
quantity of real resources saved for investment but also by-
improving thg effectiveness of the financial system whereby part of
these resources are channelled to investment.

One could consider that in performing its intermediation
function rhe “inancial system influences the amount of finance put
at the disposal of industry in three respects.

To start with, there is the transformation of saving - mostly
done by households but also by the government, the corporate and the
foreign sectors - into financial assets. These financial assets
constitute a pool of transferable funds from which the financial
instituticns can draw to onward lend. Such :rznsf?fable funds are
crucial for the financing of newly expanding sectors. The first
contribution of the financial system to industridl finance thus is

to offer financial assets actractive enough to compete with other

uses for saving such as hcarding or speculative purchases.

1/ When the publication of two books drew the acttention of
developnent economists to questions which previously had been
discusseu almost exclusivelv among finance specialists. See
MeKinnon, R.I., Money and capital in Economic Development, The
Brookings Institution, Washington D.C., 1973, and Shaw, E.S.,
Financial Deeoeniggﬁin Economic Development, Oxford University
Press, New York, 1973.
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The second aspect is the transformation of financial savings
into lending. In the industria. field investment-funding pasically
requires long-term finance. Thus the financial system contributes
to industrial growth by transforming short-term financial assets
into the long-term form of the loans demanded by industry. This
"maturity tranformation" seeks to reconcile the short-term
preference of the lenders tn the long-term prefereace of the
borrowers under the umbrella of the law of large numbers.

The third aspect is the allocation of investible funds.
Financial savings can be made available to various alternative
uses. Industrial investment is only one of these uses ard it has to
compete with housing credit, commercial credit, govermmeat
borrowing, speculative purchases, etc. In practice there are wide !
inter-country differences in the proportion of totzl financial
savings goiag to long—-term industrial finance.l/ This fact
suggests that there is consideruble room for increasing the finance
made available to industry by imposing appropriate orlen“ations-to
the financial sys:em.~

While acting on the finuncial system, which is oaly a set of
intermediation channels, is not the same thing as increasing the
amount of resources entering into the pipeline, it can attract
additional savings, reduce leakages during the intermediation
process and deploy the transferred funds more effectively.
Improving the financial system is therefore tantamount to raising

the quantitv and quality of investment and hence the rate of -

industrial growth.

1/ See Carrington, J.C., and Edwards, G.T.. Reversing Economic
Decline, The MacMillan Press, London, 198l1. The book documents
the differences among the Federal Republic of Germany, France,
Japan, the United Kingdom and the United States of America.
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Fuvtnermore, it may De noter chat effizient financial systems
are needed not only to fully robilize domesiic resources but also tou
attract as much foreign resources as possibls by identifying tlie
best investment opportunities the country can offer and by creating

a reassuring atmospher~ of financial soundness.

The Surveys

The series comprises four surveys. Two of them offer
bird*s-eye-views of Africa and Latin Ameri:a. The two others review
selected countries: India = to which a complete survey has veen
devoted by virtue of her size and the sophistication of her
financial system - and Bangladesh, Indonesia, Malavsia, Sri Lanka
and Thailand.

The surveys examine the source and type of financing and discuss
the influence of the existing patterns, as well as gaps and
cdeficiencies in the availability and channelling of fimance to
manufacturing enterprises.

Finance is in part providea directly to investors by imitial
savers. In this study, this source of finance is only dealt with in
passing when the surveys discuss self-finance or when the subjects
of company deposits or security markets are touched.

The central theme of th2 surveys is financial incermediation
between lender and borrower.

The surveys examine the three main aspects of intermediation
mentioned in the preceding section - collection, transformation,
alloccation - and address the following guestions: Does the
financial system make the contribution it is capable of making? If
so, wvhat should be done to keep the system in good condition as

developing countries undergo the profound structural changes that




lie ahead of them? If not, how can it be drought inco working
order? It must be admitted that these questions have not been fully
answered. The resources assigned to the task have been dasigned to
provide background ec.rveys, not specific solutions. It is felt,
however, that the diversity of experiences analysed allows for an
evaluation of problems, issues and pclicies that will be useful not
only to the countries surveyed but also to other developing
countries as well as to development finance corporations and aid
agencies.

Every survey contains, of course, its own insight shaped by the
particular circumstances of the region or country reviewed. The
survey .0of India, for instance, offers a detailed financial znalysis
based on more than 2,000 balance sheets of companies in the
manufacturing sector. The analysis is extended to several groups of
companies and covers the financing of fixed assets and the financing
of working capital in addition to the overal! financing pattern.

The African survey, acknowledging that Africa is heavily dependent
on foreign financing, pays a good deal of attentiom to the relatiom
between domestic and international financing. The Latin American
survey presents the sources and uses of funds by indus-rial
enterprises and analyses the main financial =wztios of selected
groups of enterprises in a number of countries of the region. The
survey of Bangladesh, Indonesia, Malaysia, Sri-Lanka and Thailand
stresses the role of policies, such as tax incentives and
accelerated depreciation, designed to generate resources within the
industrial sector itself in the context of insufficient supply on
the part of the financial system.

Underlying the particular insights is a common canvas to which

the substance, if not the format, of all the _sur surveys tends to




conform. A synoptic scrutiny indicates that each survey reviews the
main parts of the structure of the financial system - the financial
institution, the financial instruments and the influence of
background factors on institutions and instruments - in relation to
the major-functions of the financial system - collectrion,

transformation, allocationm.

The structure of the financial system

Schematizing a bit, it may be stated that the analytical focus
shifts from one aspect to another acsording to the degree of

financial sophistication of the region surveye-d.

Financial institutioas

The main financial institutions exercisiag an intermediary
function are the banks and the development finance corporationms
(DFC). The paper dealing with Africa, which is on the lower part of
the sophistication scale, gives emphasis to what corstitutes the
infrastructure of any financial system: the Central Bank and the
commercial banking system. The paper on Bangiadesh, Indonesia,
Malaysia, Sri Lanka and Thailand gives relatively more attention to
the role of DFCs and specialized banks. A cross-section of these
two surveys reveals that the financial structure follows a typical
pattern of change in che course of economic development.

In very poor countries the most importent aspect of financial
intermediation is the policy of the Central Bank in providing credit
to productive enterprises.

Time and savings deposits require not only full convertibility
into the means of payment but also a real return which is attractive

enough to compensate for the time restriction on liquidi:y.
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Provided these conditions are fulfilled, a relative diminution of

coins and currency occurs and the commercial banking sector, broadly

defined to include interest-bearing deposits of all kinds and
possibly intermediate-term bonds sold to firal savers, tends tc gain
importance in the organized capital markets. If banks are to take
their due importance in the financing of industry, it is recommended
that facilities should be made available throughout each country to
acquire claims on banks.

As development proceeds, the rise of demand and time deposits in
gcmmercial banks is supplemented by the emergence of pension funds,
insurance companies, etc.

The banking system usually is the main source of financing in
the industry of developing countries, but its credit is almost
entirely short-term because the banks lack the incentives, the means
and the skills to deal with long-term credits or because they are

prevented from doing so by law or custom.

The purpose of the DFCs is to fill the gap in medium-term and

long-term credit and investment.

Financial instruments

The papers on India and Latin America, regions where a B
diversified institutiona) basis already exists, set the focus on the
instrumental form of the funds provided to industry.

The Latin American survey describes the structure of financing
existing in several countries of the region in terms of the
importance of internally generated funds - reinvested profits plus
c2nital utilization allowances - and funds provided by outside

savers - debt and equity. This pattern is then compared to existing

patterns in more developed countries and is found to be similar as




far as the proportion of financing by banks is concermed. An
attempt is also made to weigh short-term vis-a-vis long-term credit
financing. Here Latin America tends to have a disproportionate
share of short-term fihancing, probably as a result of high and
fluctuating inflation rates.

The Indian survey, taking advantage of a wealthier stock of
data, describes not only the broad financing patterns cof
manufacturing enterprises Luz analyzes more in detail various
financial instruments used to finance industry. This analysis leads
the author to suggest possible improvements.

Sophisticated variants of term loans convertible into equity are
proposed for consideration. The idea is to find ways of
circumscribing the right of conversion which, in the eyes of
borrowers, appears as a major drawback.

Follow-up procedures are judged to be burdensome for the
successful enterprises and ineffectual in the case of non-compliance
of the loan agreement. New procedures are suggested to improve this
situation. |

Underwriting operations as applied in India are found not to be

conducive to an efficient use of resources by rhe borrowers. It is,
notably, suggested to replace underwriting by z loan bearing a
nominal interest.

A combination of participative debentures and convertible
debentures is expected to give well managed, profit-earming
companies considerable flexibility in re-moulding their capital

structure to suit their projected investment programmes.

Company deposits are funds obtained from directors or

shareholders or employees of the company and also from other
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companiee and individuals in the form of interest bearing,
unsecured, short and medium term deposits. To protect depositors
legal curbs are imposed on such deposits. It is found that risks
are lower than average with manufacturing companies and it is
consequently suggested to make a distinction between manufacturing

enterprises and the other companies subject to these curbs.

Background factors

A common feature of the four surveys is the importance given to
background factor: in explaining the performance of finamcial
systems. Background factors include inter-alia inflationm,
depreciation rules, tax incentives, accounting systems, financial
policies, etc. All the mentioned factors are reviewed by the
surveys but one of them is given particular attention. It is the
policy (henceforth called "financial repression”) identified as a
polic§ of low interest rates leading to allocational inefficiency,
decline in domestic saving, market segmentation and
disintermediation.

The Latin American paper concentrates ca the financially
repressive context that emerged in the aftermath of 1973 when
current inflationary pressures tended to increase considerably.
Inflation was fought by imposing maximum interest rates and
controlling the purposes of financial loans. But in real terms the
incerest rates became negative and this, according to the author of
the survey, acted as a disincentive on financial saving and an -
excess of demand for loans was created. Thus, various systems and
methods were successively implemented that aimed at rationing
credit. 1In this context of rationing, the projects for which credit

was obtained were not necessarily those bringing high social benefit




but those which by tradition, age, size, social and political

"connections", etc. came within the "guidelines" for credit
rationing. To make progress, projects outside these guidelines
naturally had to be based on self-financing or on access to
non-institutionalized financial markets. The resultant range of
financial costs according to whether or not subsidized credit had
been obtained necessarily led to a low level of investmeut, a poor

apportionment of resources and a lower rate of economic growth.

The functions of the financial system

Collection

The studies reveal that in virtr-lly all the countries surveved
there is room to mobilize more financial savings than what is
actually done. Admittedly, in poor countries little can be doane in
the short term to enhance the total saving effort However, a
larger proportion of saving could be entrusted to industrial
investors provided primary saving would accrue to a fund of
uncommitted resources available for long-term investment. But this
does not happen because savings tend to be realized in a form which
is not freely transferable to long-term investment uses. The
surveys shed light on this unused potential for industrial finance
by pointing to two aspects of saving encountered in almost all the
countries surveyed.

First the surveys report that as compared to developed economies
only a modest proportion of total saving is held in financial
assets: for instance 39 per cent in Bangladesh, 45 per cent in

Malaysia, 33 per cent in Thailand.




generally of a type which is noc suitable for subsequent long-term
leading. 1t appears that these assets tend to be iun the form of
currency or sight deposits, or in deposits with tue post office or
entrusted to insurance companies. But money and quasi-money are not
suitable for long-term credit, postal savings are offset by
post-office holding of govermmert and foreiga securities, while
insurance companies tend to acquire real estate or existiag
financial assets rather than to support new productive activities.

Time depos-.ts, which in industrialized countries are the main
contribution of households to the pool of investible resourcesz, are
negligible in most developing countries. In any case their maturity
is not much lcnger than that of sight deposits. In the Southern
Cone of Latin America, for instance, time deposits are, in cver 80
per cent of the cases, for periods of less than 30 days.

Noting that a potential exists, the surveys suggest a number of
measures that could he taken to attract more funds into financial
forms suitable for lending to industry. Some of the measures are
indirect ones. Thase include ail the actions tending to increase
the monetization of the economy. It is a well established law that
as the ratio of money to income rises the ratio of all fimancial
savings to income tends to rise mor2 rapidly. In African countries
the community's assets in the form of money and quasi-money are a
remarkably low proportion of GNP as compared to industrialized
countries (typical ratios would be 0.25 for African countries
against 0.60 for industrialized countries). Thus, accelerating
monetization in Africa would have the side-effect of increasing the
source of funds suitable for financing induscry. Anothzr set of

indirect measures relate co maintaining monecary stability. Mcney
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denominated assets are eroded when the general level of prices is
rising. Once serious inflation emerges savings tend to divert from
financial form into land, building and other durable assets tnat are
not readily convertible to momey.

More direct measures to encourage financial saviangs would
include the development of institutions collecting fixed-term
deposits. Provided deposit interest rates would rise with the
maturity of deposits these institutioas could attract sd4vers and
have a nositive effect on the supply of long-term runds. This
effect should not, however, be over—emphasized because in the
countries surveyed most asset h&lders, uscd to thke recurrence of
inflationary bursts, seem to have a desire for liquidity which is
insensitive to interest rates. In Latin America it has not been
possible to alter this preference for liquidity even by indexing
me thods with raal rates of over 12 per>cent per yezr.

Funding the DFCs 1s ancther way to increase the supply of
long-term funds. In order to promote investment, official
regulations usually confine the DFC's to the lower end of the
spectrum of lending rates prevailing in the country. The DFCs are
consequently unable to raise significant resources on commercial
terms. Hence the resources are provided by goverrment transfer or
through obligations imposed on the banks to keep part of their
deposits ani loan portfolios as non-interest bearing reserves with
the Central Bank. This flow of resources is then channelled by the
Cantral Bank to the various DFCs.

Additional resources at concessional terms are often made
available from foreign sources (the World Bank, the regional

devclopment banks, special lending institutions of developed




countriss) . Somatimee long-rerm borrowing from Soreign private
sources is also possible.

A common technique for giving the specialized credit agencies
some independence in resource availability is to assign them
rediscount facilities with the Central Bank or with ad hoc trust
funds. The Spanish system of requiring banks to include bonds of
other development institutions in their required reserves is

mentioned as a model that might be more widely adopted.

Transformation

In most of the countries surveyed the shortage of long~term
capital is greater thar that of short-term capital. There is thus a
case for encouraging matursty transformation.

The survey of Africa notes that, since tha Central Bank's
rediscounting policies have to be taken into account by the
commercial banks seeking funds for onward lending to their clients,
Central Banks can influence maturity transformation in countries
where they are net lenders to commercial! banks. As this is the raee
in Africa, lomg-term finance can be encouraged in this region by
specific Central Bank rediscounting policies.

Noting that banking legislation is frequently biased against
long-term lending the African survey suggests that a more passive
but pachaps more effective means »f stimulating maturity
transformation would simply consist of relaxing restrictive
requirements for refinancing by Central Banks and widening banks
regulatory requirements.

Commercial banking legislation overemphasizing liquidity
requirements have been found to inhibit long-rerm assets. A

re—examination of tiais legislation and the introduction of




German—-Tananesa concepts, more oriented towards venrure capital. are
recommended .

Similarly, insurance institutions could commit a lerger share of
cheir resources to long-term investment if they were released from

"liquidicty requirement:" -hat make them captive marksets for
govermment deficit financing.

Even if legislation is not a hinderance financial institutioms
will tend to restrict long-term loans when funded on short-term
deposits becsuse there are interest rate and liquidity risks implied
in the imbalance between the spans of deposits and loans.

The method which is being attempted in Argentina to encourage
the development of .a long-term market in spite of these risks is
outlined in the Latin American paper. To protect finmancial
institutions agaiast the interest risk long—-term loans are indexed
to the cost of short-term money with the help of a new index-linking
me thod which is supposed to be more stable than the method based on
the inflation rate. This new system is based on the determination of
the effective monthly rate paid by the financial institutions on 30
day deposits, weighed according to each institution's share of the
total deposits in the financial system.

The second problem which arises when g bank makes long-term
loans with short-term resources is the risk of a contractiom in
deposits due to a tall in the demand for money as a resulr of a
contraction of the monetary base. As an example of a possible
solution it is reported that che Central Bank of the Republic of
Argentina has recently established a four year rediscounting system

intended to lower the liquidity risk.




Allocation

The pattern of lending to various sectors resulting from the
role assrmed by financial Institutions can affect the financing of
industry to a considevable extent.

In support of this statement it has recently been held that the
role of financial institutions is decisive in explaining why Japan
directs about 30 to 70 per cent of her financial saving to long-term
industrial credit while in the case of the United Kingdom the same
ratio is only about 20 per cent.l The difference, it is said,
is basically due to the fact that in the United Kingdom financial
institutions are much more orienfed to consumer credits and real
estate mortgages. This contrast suggests the theoretical
possibility for the United Kingdom to double or treble the flow of
iong-term industrial credit not by increasing hev saving effort but

by re-designing the modus operandi of her financial institutioums.

The surveys convey a sim’ lar message: there is room for
increasing industrial finance in developing countries by setting new
roles for the fimancial institutionms.

It appears, however, that a significantly fruitful reform would
demand a considerable array of measures, some of them directed at
forces outside the financial system itself.

To start with there is the challenge of creating a stable
money-and-price envirorment. This would be the prerequisite for
attracting savings in time deposits of over, say, one year.
Furthermore, the pattern of interest races offered should be shaped
so that time deposits would be inflation-proof and more rewarding in
real terms than short-time deposits. Laws and customs biased

against long-term loans should be removed. Finally the financial

1/ See Carrington, J.C., and Edwards, G.T., op. cit., P.163,




institutiony, particularly the banks, should be encouraged to

provide industry with term finance.

It is clear that a progrzmme so dscidedly oriented towards
industrialization supposcs that demand for industrial funds will
increase correspondingly with supply. This cannot be taken for
granted. Underdevelopment means that a number of adverse factors
are affecting the level of real investment that an economy could
absorb, particularly in the industrial field. Some of these factors
can be neutralized by cheaper and les: scarce financez but not all
of them. Finance is needed to put together the men, machines aad
other inputs needed to implement a project. But this presupposes
that an attractive project exists and that access to markets and
real factors of production is not constrained by non-financial
rigidities. It would be only in a very outstretched sense that
qualified manpower, market entry, efficient adminiscration, to
mention only a few examples, could be considered as constrain;d by
financial scarcity.

The question of the demand for industrial funds would not matter
so much if there was not a trade-off between welfare (for instance
more housing for the poor) and growth as well as between sectors of
activity (for instance agriculture or energy versus industry). In
non-oil developing countries redeploying funds to industry is likely
to crowd-out other uses. If some harmony between alternative uses
is not respected there is a danger of bringing about social unrest
or economic imbalances damageable to the whole process of capital

accumulation.
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FINANCING OF INDUSTRIAL ENTERPRISES AND FINANCIAL
REPRESSION IN LATIN AMERICA

Introduction

One of the most important objectives of the developing countries is econmomic
growth. The attainment of this objective requires a set of financial policies
so devised that they will not only lead to a maximm accumulation of intermal
savings but also encourage the allocation of these savings in the form of
investments in areas of high social rroductivity. In this way, conditions can
be created favourable to the achievement of the ultimate geal - maximizing the
rate of economic growth. Using these premises, the author has endeavoured,
in the tirst part of this paper, to present the most significant indicators
regarding savings, iavestment, growth, industrial sector perticipation, etc.
fcr the last two decades in Latin America. The depth of this analysis is
necessarily limited by the availability of statisticel data, this Ilizitation
being even more severaly felt when an attempt is made to identify the trinecipal
cources cf finencing for industrial enterprises. Bere, the author could do no
more chan collect the fragmentary infcrmation available for a few vears and a
small number of Latin American countries. What this means is that any attempt
to generalize on how industry is financed in Latin America is not only likely
to be based on many purely arbitrary judgements but also quite possidbly be
negatory.

Although inflation as such is nothing new in Latin America, the high annual
rates experienced today in the economies of these nations are unprecedented.
Accordingly, no analysis of industrial financing policies can overlook the
serious fact of the rapid acceleration of inflation throughout the continent
during the 1970s and its consequences for the development of the 2financial
market. In the non-oil-producing courtries of Latir America the average
annual rate of inflation (measured in terms of cost of living) during the period
1967-1972 was 13.3 per cent, a figure which advanced to levels of 51.5 per cent
in 1976 and 4B.7 per cent in 1979. As indicated in table 1, during the period

1966-1970, 15 of the 24 Latin American countries experienced annual infiation
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LATIN AMERICA:

Table 1

ANNUAL VARIATIONS IN THE CONSUMER PRICE INDEX

(Percentages)
1966-70 1979
Countries with price stabvility El Salvador 1.1
(anmual inflation rates of Paraguay 1.3
below 5 per cent) Dominican Rep. 1.3
Guatemala 1.5
Panama 1.6
Venezuela 1.5
Honduras 1.7
Nicaragua 1.7
Haiti 1.9
Costa Rica 2.6
Guyana 2.6
Mexico 3.7
Trinidad and Tobago 3.9
Barbados 4.2
Ecuador 4.8
Countries with moderatie Jamaica 5.4 EHonduras 5.8
inflation (annual price Bolivia 6.0 Panama 7.9
increases of between 5 and Bahamas 6.2 Bahamas 9.1
15 per cent) Colombia G.2 Dominican Rep. g.1
Peru 9.¢ Costa Rieca 9,2
Ecuador 10.2
Cuatemala 11.5
Venezuela 12.3
Haiti 13.0
Barbados 13.2
Trinidad and
Tobago 14.7
Countries with high inflation Argentina El Salvador 15.9
(anpual price increases of Chile Guyana 17.8
above 15 per cent) Brazil Mexico 18.2
Uruguay Bolivia 19.7
Colombia 24.4
Paraguay 28.1
Jamaica 3.0
Chile 13.4
Nicaragua 47.9
Brazil 52.7
Uruguay 66.8
Peru 66.8
Argentina 152.5

Source: Jorge Del Canto (8), Table 3.01




rates belovw 5 per cent and only four were above the lS5-per-cent mark. 3y 1979

the situation had completely reversed; there were now no countries with rates

below 5 per cent per annum, Whereas 13 had rlready moved beyond an annual rate
of 15 per cent.

As a result of these high rates of inflation and the efforts to regulate
monetary operations through a pclicy of high interest rates (below the in€lation
rate), the development of the financial market was affected, as incentives for
saving disappeared and a boost was given to speculative investments in infla-
tionary areas. As the end resul’ of all these factors, the level and
composition of investment was. adversely affected and the country's capacity
for grovth was weskeied accordingly.

In the light of “nese considerations, the purpose of the svalysis preseated
in the second part of this paper is to explain what is understood by, and what
are the effects of, an economy overating under "fizancial repression” and to
ascertain the extent of that repression in Latin America during the 1570s.

This is followed by an analysis of recen: attexpts at interest rate libersliza-
tion in the tiree countries of the Southern Cone (Argentina, Chile, end Urug:ey)
and the effects of these efforts on the moretization (finencial deepeniag) of
their economies. Tfinally, Argentina's efforts to establish a long-term
financial market are analysed.
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INDUSTRIAL FINANCING IN LATIN AMERICS

The aim of this chapter is to present the principal statistical indicators
regarding the role of savings and investment throughout the economy, as well as
conceraing the sources and uses of funds by industrial enterprises, in those

Latin American co-mtries for which it was possible %o obtain relevant statistics.

Savings. investment and economic growth in Latin America.

Since the Second World War, academic discussiom and political Aecision-
naking have largely concentrated on industrialization strategies bhased on import
substitution. Despite this almost exclusive attenmtion to izdustrialization,
thers have Seen only a faw scattersd efforts to study the specific aspects of
industrial financing in Latia America. Y To a substantial degree, this lack
of resesrch interest may se traced to *he paucity of statistics .z the subject.
Secause of the absence of the most basic data on financing sources and even of
statistics on such subjects as interest rates and loan repayment periods and
purposes, we have only broad generalizations to go on in the entire field of
industrial financing.

As a consequence, in the first part of this paper also, there is no choice
but to resort to this general approach to the gquestion of Latin American
industrial financing. I shall begin by presenting the most important statistics
for the 1360s and 1970s on economic growth and the ratio betwsen gross savings
and investment, on the one hand, and the gross domestic product (GDP), on the
other, in the Latin American countries.

Table 2 shows the growth rates of the per capita gross domestic product.
The table indicates an acceleration of such growth between 1960-196L anc
1970-197h, followed by a reversal of this #rend in 1975-1978. I have made no

1/ The most detailed works om this subject 1ave been prepared by tae Inter-
American Develcpment Bank (2), the United Natioms Zcomomic Commission for Latin
America (23), again oy IDB fcr the capital nmarkets project summarized oy
Antonin Basch and Kybal Miliec (S), and by the Organization of American States (CAS)
in its capital market studies on the aarly 197Cs. The most recent s3tudy, and one
which ian large measur= represeats a revision of this series of isolated studies,
is that by Euga H. Scawarsz (20).




-2

attempt to group the countries according to one or another set of criteria for
the purpose of arriving at some sort of theoretical gemeralization; this seems
tome a usele;s effort in view of the heterogeneity of Latin American countries.
Rather, I hav: thought it far more useful to indicate the situation for ‘each
Latin American country separately. This same principle is also followed in
the other statistical tables.

Table 3 shows the relative importance of gross domestic investment in GDP.
A number of interesting questions arise from a comparison of tables 2 and 3:
for example, how is it that, despite a lower rate of investment, Mexico achieved
higher growth rates than Argentina during the period 1940-1964? Comparison of
Peru and Venezuela reveals a similar situation: in the period 1965-1969 both
countries enjoyed identical rates of growth, whereas in the period 1970-19T4
Peruv pulled ahead of Venezuela (3.9 per cent as against 2.1 per cent), although
Venezuela regularly had a higher rate of investment than Peru - Venezuelsa with
25.7 per cent ard 27.4 per cent in 1965-1569 and 1970-197h, respectively, as
opposed to Peru witk 17.l Der cent and 15.9 per cezt for the same periods.
These facts once again draw attentiorn %o the difficulties inherent iIn an analysis
ot sgch highly aggregated data und to the izpossibility of drawing any kind of

general conclusicr from them.

Table L4 indicates the distridbution of the gross fixed investment in

construction and in machinery and equipment.

Table 5 gives data on the role of gross savings in GDP for the same
periods as in the preceding tables. This table is supplemented by table 6,
vhich analyses financing and investment sources in terms of domestic (public
and private) and external savings. Unfortunately, no conclusion can be drawn
from these two tables as to vhether a positive relationship exists between
GDP levels and/or growth and the rate of gross saving.

These five tables comprise the survey of the most important aggregate
tigures for Latin America, the socle purpose of their presentation being to
provide a general picture of the countries in question.

.Tables 7, 8 and § refer to the Latin American industrial sector. In
table 7 the relative importance of t:-is ‘ector to the economy of each of the
countries has been presented, over a considerable period. It will be noted
that while in the 1940s industry accounted for litile more thar 18 per cent of

GDP In Latin anerica as e whole, the figure had risen to 25 per cent in the
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Table 2

GRCWTH OF PER CAPITA GROSS DCMESTTC PROTUCT
(Average annual rates)

Comtry 1960=64 1965-63 1970-74 1975-78
Argentina 2.9 2.3 3.0 (=2.1)
Bolivia 2.2 3.6 2.7 3.0
Srazil 1.6 4.6 7.4 3.2
Colombia 1.3 2.8 3.5 2.5
Costa Rica 1.4 3.7 3.5 2.3
Chile 2.6 1.9 1.0 (-0.3)
Zcuader 2.3 2.1 3.0 3.7
T Salvador 3.5 0.8 1.3 1.3
Guatemela 2.1 2.7 3.4 2.5 l
Zaizi (=2.7) (-0.3) 2.2 0.6
Honduras 2.1 1.3 {-0.4) 1.9
Mexico 3.7 3.5 2.8 0.4
Vicaragua 6.9 0.8 2‘.2 (-1.0)
Panama 5.1 4.3 3.0 (-0.3)
Paraguay 2.3 1.5 3.2 i} 5.3
Peru 1.5 1.4 3.9 (-1.7)
Dominican Republie (=-0.6) 4.2 6.6 0.9
Uruguay (-0.4) 1.3 0.3 2.8
Venezuela 3.6 1.1 2.1 3.5
Total 2.5 3.1 3.9 1.2

- . o . v
Sourze: United Nations ’25).
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Table

GROSS DOMESTIC INVESTMENT
(Percentage of GDP)

Comtry 19€0-64 196569 1970-74 1975-77
 irgentiza 20.0 18.8 20.8 21.9
Solivia 14.8 16.2 18.0 2.2
Brazil 22.0 20.0 26.7 2.2
Colombia 19.2 19.6 2.9 19.8
Costa Rica 18.1 19.2 23.5 .4
Caile 17.% 16.1 13.8 6.9
Zeuader 14.2 18.0 21.9 27.5
7 Salvedar 4.1 14.3 16.3 21.5
Guatemala 10.3 12.7 14.3 19.6
daiti 7.8 6.2 9.2 12.6
Eondures 14.3 17.6 19.8 19.9
Yexico 19.2 21.2 n.s 21.2
Ticarsgus 16.8 20.3 20.8 21.5
fspama 18.3 21.3 28.5 29.1
Paraguay 12.2 15.9 16.9 24.5
Para 1.2 17.1 15.9 20.4
Dominican Republic 12.6 1.9 20.4 21.0
Uruguay 15.0 11.5 1.9 13.0
Venezuala 21.9 25.7 274 34.3

Sourse: Inter-imerican Development 3ank (3).




Table L

GROSS FIXED INVESTMENT: COMPCOSITION
(Percentages at constant 1970 prices)

Construction investaent

Investaent in sackisery

Countzy -
| 1260 1965 1970 1975-77 1 1960 1965 1970 1975-77

. Argentiza 56.9 52.9 56.6 50.9 45.1 47.1 43.6  49.1
3olivia 49.9 36.4 7.1 a1.3 ] s0.1 63.6 s2.9 58,7
3razil 52.8 s5.8 51.5 43,9 §  av.2 45.2 48,5 sl.l
Colombia 46.2 48.8 52,3 4.5 | s3is 5.2 47.7  50.5
osta Hes | g3 sz S0l s2.7 18,7 45.8 4.9 47.
fnle 62.3 63.4  56.3 1.6 4 317 36,6 43.7 52.6
scuader 57.2 €.0 56.9 se.a 428 40.9 43,1 41.5
= selmaier 2. 33.1 8.9 418§ sT.2 51.9 s7.1 58.%
Gussemala 40.1 17.0 29.7 5.5 | s9.9 63.0 0.3 4.5
ez 58.1 48.3 52.9 sa.6 ] 4.9 51,7 a7.1 49.4
fmduras |53 467 48.5 2.9 | 468  S3.3 SLS 47l
Mexico 58.2 §3.7 s4.0 53.9 41.3 46.3 46,0 46.1
Ticarsgua 36,7 35.0 39.8 50.4 63.3 65.0. 60.2 49.6
Pacama 62.8 s2.1 50.0 57.7 37.2 47.9 50.9 42.2
Paraguay 45.0 40.7 50.2 42.8 55.0 59.3 49.8 57.2
Peru L 57,1 50.4 47.9 536§ 42,9 49.6 2.1 46.5
Pominican Rep-| (.7 70.9  59.8 6.3 35.3 29.1 0.2 39.7
Uruguay 73.1 66.1 $9.1 62.6 26.9 33.9 %0.9  37.4
Tenezuela 56.0 56.3 57.2 60.6 44.0 43.7 42.8 9.4

Total 54.8 55.8 53.4 s1.7 1 4s.2 4.2 46.6  48.3

Source:

United Jations (25).
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1970s. The enly exceptions to this general treac WErs ~CUALST EOU voacIusliz,
waere the proportions remained about the sazme in the 1670s as they hal been

30 years before. Much of the difficulty of analysing Latin America as a
continent that is homogeneous from the industrial point of view is made clear
in table 8, which shows that Argentioa, 3razil, and Mexice accounted Zor

76.7 per cent of the total gross industrial product generated ia the whole of
L;tin,Amgrica during the period 1972-1$77. Finally, table 9 reflectis the
proportion ¢f dank loans in the total of loaus greated and the relationship ot
this figure to the contribution of the industrial sector to the gross decmestic
product.

Pinancing sources for Latin American indusirial enterprises

Argentina is cone of the fewv Latin American countries which over a prolerged
period of time have published extensive and detailed informaticn on the scurces
from which the cowmtry's private industrial firms obtain their financial
resources exnd hcw they use them., This information is elassified by iadustri
sector and size of companies. It has, therefcre, been ccnsidered useful
examine what relevant csaclusions may be drawn from a study ¢f Argentina and
to “hat degree these conclusiocns may be applicable to other Latin American

countries for which only more fragmentary information is available.

Argentina as a case study

In their study on the period 1955-1965, Itzcovich and Feldman (19) have

broken down Argentina's “otal financial assets and liabilities by economic wmits:

rment, public enterprises, private enterprises, the banking and non-banking
*=.r “cusezolds, and the external sector. Orn the basis of this information,
iv .: pussible to estimate the financial flows measured as net changes ia the
s vel of assets and liabilities. These statistical tables indicate that,
during the period wder review, the country's private enterprises were net
financial dettors. Table 10 shows the annusl increases iz aet indebtedness
along vith the real interest rates charged during the period 1956-1965. What
this table reveals isg that the private enterprises were persistently In debt

throughov. tiis period and that this Indebtedness was iancurred at negative

real Intersst rates, suggestiag a continuous process of subsidies 2nd revenue




Table

GROSS YATIONAL SAVIIGS
(Percentage o4 GDP)

-

Country 1560-64 1965~69 1970-74 1075=77
Acgentina 18.5 15.0 20.2 20.5
Bolivia 6.9 10.2 16.2 17.5

3razil 20,9 21.6 23.7 26.2
Colembia 16.7 17.0 17.3 19.5

Costa Rica 12.5 10.5 12.4 14.0

Caile 12.9 14.6 11l.4 ‘3.3
Ecuader | 12.1 15.0 1T.2. 23.5

ZL Salvador 11.6 10.4 13.3 18.2
Guatemal:z 7.2 9.3 11.7 4.9 [
Jaitl 4.4 1.5 4.6 .4 |
Honduras 12.2 13.2 12.8 9.8

Mex.co 17.1 19.2 18.9 21.5
Sicaragua 13.9 12.5 12.5 13.4

Panaza 12.8 17.5 20.5 20.5
Paraguay 8.9 11.2 14.1 18.2

Peru 20.0 16.7 14.3 13.6
Domiaican Rep 1.1 7.4 13.1 17.1
Uruguay 12.6 13.6 10.1 9.3
Venezuela 29.3 27.0 11.4 37.0

Sourse: Inter-American levelctment Zanic 13).
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INVESTMENT FINANCING

(Percentages at constant 19{0 prices)

\ National saving External saving
Country TO0TAL Publio Private
1965-69  1970-14 1975-77 | 1965-69  1970-14 19511 [1965-69 1970-74  1975-T1 |1965-69 1970-14 197571
Argontina 99.7 99.6 100.8 18.4 8.32/ - 81.6 91.79/ - 0.3 0.4 (-0.8)
Bolivia 69.8 83.9 15.9 3.8% - - 96,2 - - 30,2 16.1 24.1
Brasil 94.71 88.5 91.0 - 29.5 21.15/ - 70.5 78.99/ 5.3 1.5 9.0
Columbla B82.4 86.5 103.6 33.5 26,6 2?.69/ 66.5 73.4 77.49/ 1.6 13.5 (-3.6)
Costa Rica 62.1 58.1 4.3 | 13.5 123 16 | 865 81.7 83.7% | 319 4.9 5.7
Chile 93,2 16.2 4.5 41.2 (-3.8) 1u3.:3/ 52.8 103.8 (-83.2)9/ 6.8 23,8 25.5
Ecuador 68.6 75.8 83.8 | 35.2 42,6  4.4Y | 64.8 5.4 56,67 | 31.4 242 6.2
Bl Salvadoy 83.17 86,8 95.0 - - - - - - 6.} 13.2 5.0
Qs touala 1.2 925 95 | 12 - S TR - 128 1.5 4.3 ¢
Haiti 11.6 18.2 68.17 - - - - - - 2.4 21.8 N
londuras 10.3 13.7 64.0 15.17 14.0 40.;3/ 84.3 86.0 59.83/ 29.1 26.3 35.0
Mcxico 88.9 86.5 89.3 - - - - - - 1.1 13.5 10,7
Nicaragua 64.8 .1 63.0 | 16.6 21.9 31.4Y | 834 8.1 66.6Y | 35.2 28.3 37.0
Panama 9.1 70.2 81.0 14.4 8.9 5.&9/ 85.6 911 96.29/ 20.9 29.8 19.0
Paruguay 64.3 83.6 84.7 16.4 8.5 2.(“ B3.6 91.5 98.09/ 35.1 16.4 15.3
Poru 88,4 88.2 60.4 3 4.0 - 96.9 96.0 - 1.6 11.8 39.6
Dominican Hup, 56.9 12.9 86.0 - - - - - - 43.5 2t 14.0
Uruguay a1, 871.1 83.8 1n.7 - - 88.3 - - 2.3 12.1 16,2
Vonezuala 97.4 112.1 109.4 27.4 29,6 44.(ﬁ/ 12.6 70.4 56.09/ 2.6 (-12.1)  (-9.4)
WAL 92.0 90.9 92.3 - - - - - - 6.0 9.1 17

a/ Mefers to the period 1966-1969
L/ kelors to theperiod 1970-1973

sourcss

United Hationse {Z28).

o/ Yeaur 1975
g/ Average for

the yuars 19Y75-1976
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Table

SAARE OF MANUFACTURING IN THEE GZYERATICR
OF GDP I¥ TATIY AMERICA

Comtry 1940=44 194549  1950=54 1955~59 1960-64 1965-69 1970-74  1975-73
Argentina 23.7 24.6 23.8 26.3 26.9 29.3 31.9 3.1
Bolivia - - 12.7 12.3 11.8 12.9 12.8 13.8
Srazil 16.0 18.7 21.3 23.8 26.9 26.9 29.4 29.6
Colombia ‘11,6 11.6 13.3 15.4 16.6 17.1 18.4 19.3
Costa Rica - 11.4 12.0 12.6 12.9 14.3 15.7 17.3
Caile 21.0 22.5 23.7 24.5 26.3 27.9 28.3 22.5
Zcrador | 18.0 18.7 15.7 15.3 16.0 16.8 17.6 19.8
2 Salvador f -7 121 3.1 13.7 14.3 17.4 17.3 17.2
Guatezala - - 11.3 11.5 12.3 16.1 4.5 4.4
Faiul - - 8.2 8.4 8.9 8.5 10.4% 12,0
Donduras 7.4 7.7 10.2 12.0 4.6 13.5 14.3 17.1
Mexico 17.9 18.6 18.0 19.0 19.8 22.3 3.7 26.6
Yicaragua - 11.4 11.2 12.3 la.4 16.3 19.3 9.0
Panama - 7.3 9.2 10.6 13.5 15.2 15.4 13.9
Paraguay 14.3 14.9 16.6 15.4 16.0 16.7 17.7 18.0
Peru - 13.8 14.5 15.8 17.8 20.2 21.5 2.0
Cominican Rep - - 13.0 13.1 14,9 14.5 16.8 17.5
Uruguay 18.0 18.2 21.9 24.0 23.7 24.0 24.5 26.2
Venezuela 14.2 12.6 11.8 14.6 14.2 14.8 15.3 15.3
Total 18.6 18.3 19.2 20.7 22.0 23.3 25.2 25.3

Sourzss: Jaited Yaticas (25);
Jnitad Maticms (28);
latar-aperican Develorment 2ank (L},
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DISTRIBUTION CF INDUSTRIAL GDP IN LATIN AMERICA

(Percentages)

Country 1972 1973 1574 1575 1976 1977
Argentina 20.3 19.7 19.6 18.7 17.0 16.0
Bolivia 0.4 0.3 0.4 0.4 0.4 0.7
Brazil 32.4 4.2 34.8 35.8 37.7 313.8
Colcmbia 4.7 4.8 4.8 4.9 ,5.0 5.3
Costa Rica 0.4 0.4 0.4 0.4 0.4 0.5
Chile 561 4.4 4.0 2.8 2.9 3.8
Ecuador 0.9 0.9 0.9 1.0 1.1 1.4
El Salvador 0.6 0.5 0.5 0.5 0.5 0.6
Guatemala 0.7 0.7 0.7 0.7 0.7 0.8
Haiti 0.1 C.1 0.1 C.1 0.1 0.1
Honduras 0.2 C.2 0.2 Cc.2 0.2 C.3
Mexico 23.7 23.6 23.4 4.0 23.3 2.2
Nicaragua 0.3 0.3 0.3 0.3 0.3 0.3
Panama 0.5 C.4 0.4 0.4 0.4 0.5
Paraguay C.3 0.3 C.3 0.3 0.3 0.3
Peru 3.4 3.4 3.4 1.5 3.5 3.6
Dominican Rep. 0.6 0.6 0.7 0.7 0.7 0.9
Uruguay 1.3 1.2 1.1 1.2 1.2 1.1
Venezuela 4.1 4.0 4.0 4.1 4.3 7.8

Total for
Latin America 100.0 100.0 1G0.0 100.0 100.0 100.0

Source: United Nations (25).
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Table

IYDUSTRIAL FINANCING I LATINY AMERICA:

Percentage share of lcans
o industry in total bank
loans (official and private)

(Percentages)

1970-19T2

Share of
industry in GDP

Countries (1) (2) Ratio of (1) %0 (2}
Argeastina 32.9 33.4 0.98
3olivia 13.3 4.0 &/ 0.95
Brazil 33.1 25.1 1.39
cnile & 40.5 27.9 1.45
Colembia 10.9 19.1 0.57
Costa Rica 1%.0 19.3 g/ g.93
Zcuador 13.3 17.5 1.04
Il Salvader 11.9 12.1 8.62
Guatemala 27.4 15.9 1.72
Honduras 2.9 14,5 1.57
Mexico 25.0 22.9 1.09
Hicaragua 28.1 18.5 1.52
Panama 4.5 15.9 0.28
Paraguay 21.9 16.4 1.34
Pera 37.5 20.3 L1.33
Dominican Rep. 36,4 18.7 1.84
Trinidad-Tobago 3/ 18.8 19.4 0.97
Uruguay &/ 49.5 20,9 &/ 2.37
Yenezusla 3.1 2.2 2.7L
a/ 1969-19T1.

5/ 1967-1978.

2/ 1969-197T1.

4/ Also includes mining.

Souras=:

Zugh 4. Scawar=z (13C);

1ppendix, tables 3A and 7B.
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transfers to the private sector. In other words, the net financial debtor
Dosition of these encerprises indicates thac there was a continuous gap betwWeen
their investment and their savings, which they were able $o0 close by dorrowing
from other sectdrs. Who thenm Zinanced this gap? TFrom the Itzcovich-Feldman
study it appears that it wes the Govermment (through Ziscal debts), the banking
and non-banking system, and the external sector that helped to finance the savings

deficit of these.companies at negative real interest rates.

Since table 10 shows that Argentina's private enterprises persisteatly
benefited, during the period in guestion, from & position of net Zfinancial
indebtedness financed at negative real interest rates, it might now te of
interest to ascertain - limitiag the inquiry in this case to the industrial
enterprises only - the relative importance of this indebtedness in the total
financing of the enterprises. This leads us to an analysis of the sources and
uses of furnds of irdustrial enterprises. Fortumately, in the case of Argentina
a number of empirical studies have been carried out on this subject covering
industrial companies over the period 1355-1965. though, for certaip years,
these studies break down the data accordizg to industrial sector aaé size of
enterprise, Zor the purposes ¢ this paper I shall examine oaly <he Zlow of
fundés for the total menufacturing sector (table 11). From this table it will
be clear that self-financing (comtributisns By tartaers and retained T fits)
accounted for a substantial percentage of total financing - between 3L.L and
S6.7 per cent. The balance is obtained through loans, generally obtained at
negative resl interest rates.

Continuing this line of'inquiry, it is interesting to determine to what
extent this external financing is obtained om a short- or long-term basis. On
this point, table 12, which reflects the financial structure in Argentina and
selected countries, is instructive in that it indicates that in Argeatina
company self-financing (L2 per cent) accounts for very nearly the same
proportion as in such countries as the Federal Republic of Germany (L6 per cent),
France (47.7 per cent), and Italy (43.4 per cent). The major diZZerence is in
the negligible importance of long-term extermal financing in Argeatina

(8 per cent) in comparison with the other countries.

‘This wealness in the Argentine financial system nhas repeatedly crompted tke
Govermment to consider the need to provide fiscal incentives to the share market
as the best way of correcting <his deficiency. There is a widely held and

strong belief that an over-all solution to the problem of industrial financing
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ARGENTINA: NET FINANCIAL INDEBTEDNESS OF PRIVATE ENTERPRISES AND REAL

. _Table 10

Annual increases in the

net financial indebtednessa

of private enterprises 1/
{In millions of dollars

IKTEREBT RATES

Real interest rates 2/

Year at 1960 prices) (Aonuel figures)
1956 -6.04
1957 -12.62
1958 -26.53
1959 . -45,03
1969 ~6.81
1961 ~-4,.81
1962 -11.03
1963 -5.60
1964 -1.04
1965 -15.43

Sources: Y/ Mario 8. Brodersohn (h).

" 2/ Ernesto Gaba (13).
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Table 11

AKGENPINA: SOURCES AND USES OF FUNDS BY PRIVATE INDUGTRIAL ENTERPRISES SET UP A8 LIMITED COMPANTES (SOCIEDADES ANGNIMAS)
1956-196Y

(Percentages)

1956-59 19§0-62 1963~64 1965-66 1967-69

A. ‘Jotal external sources 58.4 40,1 52.9 58.7 42,3

1. Cormercial debts 19.6 14,0 11.6 22.9 4,6

2. Bank debtis 15.9 8.9 10,6 11.3 21,2

3. Financial debts 4.7 6.3 12.8 4.5 12.2

L. Other debts 9.2 6.9 11.1 8.0 1.4

5. Cormissions 9.0 4.0 7.4 12.0 3.0

B. Iunternal sources (contributions by 38,2 56.7 42.0 34,4 43,1
partners and protita) _ '
C. Other 3.4 3.2 5.1 6,9 14.6 N
[}

TOTAL SOURCES (A+B+C) 100,0 100.0 100.0 100.0 109,0

o sui b | s tant ===

A. Financial investment 36.8 37.7 57.3 45.0 50.2

1. Cush assets 3,9 2.5 3,7 2.3 6.7

2. Credits granted 28,1 23.8 37:8 38.2 4.4

3. OLhers 4.8 11.4 15.8 4.5 29,1

B. Hesl net investment 63.2 62.3 42,1 35.0 49.8

1. Net .fixed cupital formation 22,5 11,3 27.5 21.1 35.9

2. Variations in stock 40,7 21.0 15.2 33,9 13.9

C. 10TAL USES (A+B) 100,0 100.0 100.0 100.0 100.0

——————— it e- 3 _—iT —_ — —_—

Source: Mario S. Brodersohn (6).
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can be achieved through iavigoraticn of the share market. Eowever, historical
.experience in developed countries indicates that the share zarket can bYeccme a
relatively important source of financing only at the zore advanced stages of
developmeat, and that it has generally been {he ilavestment and developmeal
banking system that has played a ﬁmdeﬁne;:te.l role in develovment financing.

Harce it is in;iorts_nt t0 modify the guidelines goverzning the activities of the
banking system so as to promote long-term finanning. 3ut how are these changes
to be brought about in a country which has long been in an alwmost cantinual
state of financial rzpression? This question suggests that it would be
interesting to know wiiether the elimination of Zinancial repression through the
lib.ralization of interest rates constitutes per se a frctor that facilitates the
creation of a long-term financial market. I shall defer the answer to this
question until the second part of this paper, in which the situation in Argentina
is analysed in gresaster detail. 3But before grocesedizg to 2 consideration of the
theory and effects of financial repression, I must continue with the analysis of
the situaticn with regard to financing sources in the cother countries of

Latin America.

-

Financing sources for indus<®rial enfertrises in oti.2r sountries of
Latin America

Very few countries can supply data on their industrial fipancing sources.
An interesting recent stiudy om this subject is the one on Uruguay prepared tw
Ricardo Pascale (28). TUsing the results of a sample for the period 1972-1976,

that author developed a table indicating the sources and uses of funds, broken

down by enterprise size (table 13). This table is supplemented by table 1L,
which shows the financing structure according <o company-owned resources (net
worth) and commercial and “inencial indebtedness. It is interesting to compare
the results obtained for Argentina and Uruguay (see tables 1l and 13), since
both studies cover periods of financial repressica. The most significant
conclusions to be drawn frem the Argentine csse and their application to

Uruguey may be summarized as follcows:

(a) In bota cowmtries, Iinternal scurces (sel?-financing) orovided mors
than 50 per cent of total financial recuireme-<s, thus approaching interuational
hi

levels. = Theoretically, this is a surprising result, since, givern the facs

0? a2egative real interest rates, one soould have axpected the incidence of

indebtecness %o be greater; Lowever, these regults ~eveal that 12 2 conters




Table 12
COMPARISON OF THE STRUCTURE OF LIMITED COMPANY FINANCING IN RELECTED COUNTRIES
1965
Federal
Republic United
Argentina of Germany United States France Italy Kingdom
1. Company's own funds h2.0 6.0 58.9 1.1 43.3 57.6
2. long-term debts 8.0 23.0 _16.8 15.3 25.1 1.1
3, Short-term debts 50.0 31.0 2h.3 37.0 31.6 28.3
Total: Own funds plus ™ abilitien 100,0 100.0 100.0 100.0 100.0 100.0

|

o
Hot=: The figures have been obtained from consolidated balance sheets. This explains, in the caie of Argentina, |
the differences with respect to Table 11, which is based on cash flow,

Source: Ernesto Feldman and 8. Itzcovich (10).
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of financial repression there is less monetization (Zinancial deepening, of
~he ecancmy eud consequeatly a diminished lending capacity on the part of the
fipancial system. This in turn prompts the business sector, faced with a

shrinking credit supply, to increase its own funds for fizancing purposes.

(p) Ia the case of Uruguay, the breakdown of companies by size produces
the results that might be expected in a financially repressed, tight-credit
market: the large enterprises are the ones wvith the greatest access 0o
subsidized credit. 2/ In Uruguay, the larger enterprises ebtain about half
of their capital through borrowing and hal? through self-finaacing, whereas in
the smaller companies the ratio is 72 per cent through self-financing and
29 per cexnt through loans. In Argentina, oz the other ﬁand, both large and small

enterprises resort to borrowing in the same proportion (table 15).

(c) One of the most significant characteristics of Argentine is that while
the indebtedness/self-financing ratio is similar to that found in a nuxmber of
Eurovean cowniries (tabis 12), indebtedress tends to be more heavily

concentrated in short-term loans. The seme 5 also true cf Uruguay (table 16).

Ecuador may be regarded as é country which, because of the oil boom, has
characteristics diZferent 2rom those of Argentiza and Uruguay and as one in whiz:k
there has been rapid development and relative price stadbility. The GDP growth
rate increased Zrom 5.5 per cent per anzum in the period 1560-1570 to 8.5 per cent
in the period 1970-1978. The combination of a moderate rate of inflation
(10 per cent in 1979) and maximum interest rates for loans of 14-16 per cent
per annum (including commissions) has enasbled Ecuador to avoid a climaze of
{igancial repression, although here too, as in the case of Argentina and Uruguay,
the high degree of short-term Zinancing (see table 17) continues to pose a

problem, though not to the same extent as in the nations c¢f the Southexm Cone.

1/ In 3reazil (1968) self-financing oy industrial enterprises also
accounted for SO per cent of total funds; ses Scawertz (30).

—~—

2/ Using =conometric methods, Tybout has showr in a study cn Colombia
that in a climate of financial repression <he tightening of credit tends it
favour the larzer companies at the axpense of rmaller ones. This lkind of
discrimination is 1ot oboserred In countries with an unrepressed financial
market, like <he United States.

L
(98]




URUGUAY: BOURCES AND USES OF FUNDS I!i TIIE MANUFACYURING INDUBTRY, 1972-1976

Table 13

(Percentages)

Large enterprises Y/

Mediim-asized enturprises

Bmall enterprises

A. External sources

B. Internal sources

1. Profits, deprecliation
2. Capital contributions

3. Dbepletion of aasets

TOTAlL SOURCES (A+B)

A. Current assets
p. Investuments

C. Hepayment of debra

D, Dividenas

TOTAL USES (A+B+C)

48,5

100'0

35.7
28,2
14.1
22,0

106.0

llote: large enterprisea: employing more than 200 vorkers;
Mediun-sfzed enterprises: ewmploying between 50 and 199 workersy

Small enterprises: employing between 10 and h9 workers.

1/ Not including the food industry,

Source: Ricardo Pascals (28).

100.0

3.1
31,5

6.6
26.8

100.0
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Table 14

URUGUAY: PINANCING BTRUCTURE, 1976 .

(Percertages)

liabilities

Source: Ricardo Pascale (28).

Large enterprises Medium-sized enterprises 6mall enterprines Average
1. Company's own funds 22,5 29.3 45.0 31.2
2. Long-term debts 17.6 13.6 7.6 13.4
3. Short-term debts 59.9 57.1 47.4 55.4
Total: @wn funds plus 100.0 100.0 100.0 100,0

'6!»"



Table 13

ARGENTINA AND URUGUAY: FINANCING BOURCLS ACCORDING TO BIZE 9? INDUSTRIAL ENTERPRIRES

(Percentages)

Large enterprises

Medium-sized enterprises

Small enterprises

Note: In Argentina, size has

of workers employed.

Uruguay:

been defined on the basi

Sources: Argentina: Mario 8. Brodersohn (6).

Ricardo Pascale (28).

8 of sales volumej

Internal + External . Internal External Internal External

Bources _ Bources Bources - Bources Bources Bouices
Argentina (1967-1969) 50.7 49.3 53.9 46.1 50.4 49.6
'Urugu&)’ (1972—1976) 51.5 1‘3.5 62.9 37‘1 72.1 27.!’

in Uruguay, according to the number




Table 16

ARGENTINA AND URUQUAY: COMPARISON OF FINANCING

(Percentages)

ARGENTINA UHUGUAY
(1977) (1976)
1. Company's own funds 56.7 31.2
2. long-term debts 6.5 13.h
3. Short-term aebts 36.8 55.4
Total: Own funds plus debtsa 100.0 100,0
Sources: Argentina: Hernfin Aldabe (1).

Note:

Uruguay : Ricerdo Puscale (28).

The figurea refer to data consolidated from annual balance sheets and inventory

reports, and not to cash flow, as in Tables 10 and 12.
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Table 17
ZCUALOR FTIASCING STRUCTURE OF INCUSTRIAL CORPCRATICHS
(Percentages)
1974 1975 1976
Short-term debts 35.1 37.7 Lo.4
Loag~-term debts 2.7 21.1 21.6
Net worth 43.2 41.3 3T.9
Total: Net worth plus liabilities 100.0 100.0 100.0

Source: Superintendencia de Compadfas (Companies Control Board)

Because of its more moderate inflation and its climate of fizancial repression,
Colombia may be thought of as being midway between Ecuador, on the one hand, and
Argentina and Uruguay (before the liberalization of interest rates), on the other.
Table 18 presents the principal indicators of the financing structurs of industrial
enterprises, oy size, Zor the years 1976 to 1577. The pattern in this case will be
seen %0 resemble that of Urugusy with respect to the effect of entersrise size on
?inancing structures. A ccnclusion previcusly stated Is thus borze out: the
sel’-financing/indebtedness ratio is higher iz small erntertrises tlan in zedium-
sized and large enterprises. The reason for this lies in the fact that in a
restricted credit market larger ccmpanies have aasier access to institutionalized
credit through financial institutions (in Colombia these account for slightly over
30 per cent of total financing needs) than do the smaller firms (somewhat below
20 per cent). In Mexico, where there are special financing programmes for
medium-sized and small-scale industrial enterprises, loans to this group of
enterprises accounted in 979 for less than 4 per cent of total bank loans aad
10 per cent ot loans to the industrial sector.

The analysis of the situation in Argentina, Colcmbia, Ecuador, and
Uruguay clearly shows that not all enterprises enjoy "equal opportunities” with
respect to access to credit in a market financially repressed through negative
real interest rates and other credit regulations. For this reason, when
studying industrial financing attention must be given to the structure of interest
rates and %o other regulations that iahibit the develorment of a competitive

. , .
{lnancial zmarket. That i3 the jurpcse of the second Dart of this paper.
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Table 18

COLOMBIA: STRUCTURE OF INDUSTRIAL ENTERFRISE, FINANCING - 1976-1977
. {Percentuges )
Enterprises classified according to their ansets’

Buwall 1/ Medfum-sized g/ Large 3y
1976 1977 1976 1927 1976 1977

LIABILITIES (1+2+3) 59 60 68 22 62 64
1.~ Coumercial debts 17 17 16 16 14 14
2.~ Finauncial debis 19 17 32 34 28 30

~ Short-term (10) (10) (19) 1) 17) (19)

- long-tern (9) - ¢k} 13) Q1) (11) '

] | B
3.~ Others 3/ 20 23 20 22 20 20 \
NE HORIH 41 40 32 28 38 36
POTAL: LTABILITIES PLUS NET WOHTY 100 100 100 100 100 110
1/ Up to 20 million pesos in assets;
3" From 20 to 100 milliop pesos;
é’ Hore than 100 million pesos;
41 Ineludes debte to workers and employees, unpald tuxes, et..
t_;'gg‘x:«_)s:v Superintendencia de Compaifas (Companies Control Moard)

e ——————————



<hapter II

PINANCIAL REPRESSION AND TEE FINANCING CF
ECONOMIC DZVELQPMENT

In the preceding chapter, an attempt was made to sketck the develomment of
savings and investment in each of the Latin American countries, vhile presenting,
for thoze few ~owntries on wvhich statistics are available, the floxr, sources
and use of funds for industrial enterprises. The sim of that chapter vas o
give an over-all picture of the savings and investment capacity of
Latin American countries and the contribution of the industrial sector to their
economies, and, finally, to assess the structure ‘of industrial sector financing

in certain cowntries.

A good many of the studies on this subjlect conducted during the 1950s and
1960s adopted this type of approach. In general, they all started from the
premise that savings and investment weve determined to a great extent by the
econcmic growsth rate. The interdependence detween savings, investment and
economic £CwWtk began to ze seen in a different context Iz the 1570s, ~shezn tzere
was & resurgence of inflation. That was hecause the widespread high inflaticn
rates of these years anéd the repression of ke financial market resulting f-om
the policy of maximum interes: rates pursued in most of the Latin American
countries began to play an increasizgly important role. This combination of
high inflation rates and maximm interest rstes - the latter, of course, being
lower than the former - created a financial market that was in a constant sta.fe
of disequilibrium, which in turn affected the level of saviang and investment in

these countries.

T™his situation gave rise to the approaches adopted by McKinnon (20) and

Shaw (29) in 1973 with regard to Zinancial repression, which mey be regarded as
1/

the Zeneral prevalence of negative real interest rates. = 0f course, this

shere = is the nominal interest rate and AP/P i3 the arnual increase in thae level
of prices.
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approach does not exclude other forms of financial repression such as the
regulation of the purpcse of. bank loans and restrictions on the movement of

funds into and out of the country. For the purposes of this study I shall confine
myself to the subject of real interest rates.

The effects of financial reoression in industrial financing

The approaches adopted by McKinnon and Shaw can be illustrated by means of
diagram 1, which shows savings and real investment as {unctions of the real
interest' rate. One of the basic assumptions in this model is tbhat investment is -
financed exclusively from sources external to the investor or, vhere this is noz
the case, that the latter maintains a constant relationship betweea his own
self-financing and the extarnal sources for each level of real interest rates.

In other words, this type of analysis can be used for developing economies with
sufficiently developed machinery to attract savings and channel them towards
activities requiring such money.

Diagram 1 shows that in a market with free interest rates the agqudlibrium

-

between saviags (A) and izvesizezt (I) - for a real income rate ¥ - is achieved
vhen the real interest rate is equel %o Tt
Diagram 1
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Savings, real investment

The rate r, represents the combination of a political decision to set a

aominal maximum interest rate and a higher rate of inflaticn. Therefore, r, is

situated below the level of equilibrium r,. What are the consequences of this

state of disequilibrium? The effactr are manifested in the volume of financial
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savings and in the volume and quality of investment. Let us analyse each of
these effects separately, beginning with the effects of a real iaterest rate rg
that is lower than the level of equilibrium r, on the amownt of financial
savings. According to diagram 1, the wvelume of savings originating at a

Feal interest rate r_ is lover (OAo) than that which would be cbtained wunder
conditions of equilibrium (OAe]. In other words, the volume of financial savings
generated in the country is reduced.

The second consequence relates to the total smount of investment. As
nenticned above, vhen the real interest rate i equal to r,, the supply of
savings is resduced, vhich indicates that a smaller volume of investment can be
financed than would be possible in a situation of equilibrium. Therefore, the
economy ends up investing less (OIo) with a real interest rate r, than with an
equilibrium rate r, (OIe). Ia additiom, diagram 1 shows that if the maximm
real interest rate r, is ayplied only to savings and not to loans, the
investors at an investment lovel OIo would te trepared to pay a real interest
rete rp, higher than T, which of course would benefit only the finarcial
intermediaries, who would pay an interest rate T, on savings deposits and would
recover a higher interest rate of T, on loans. Iz order tc avoid this excess
profit at the stage of financial intermediaries, and alsc to supply mocney at
a lover interest rate, the Govermments usually establish that the maximum
interest rate r, should apply to both deposits and loans. In this case, when
the interest rate for loans is T (lower than both T, and 1./, compenies would
be prepared to invest at this rate r, a larger amount represented by 011. The
fact that, with an interest rate To» savings are generated only to an amount of
OA, indicates that financing ;'.s possible only up to 0I;. The diff-vence
between OIl and OIO, therefore, suggests an excess of investment demand or a
savings deficit of I I;. This axcess of demand leads to a rationing of the
limited savings with the aim of equating savings and investment. This rationidg
is not carried cut through the market via the price o7 money, but according

to a series of discretionary criteria.

This policy of credit retioning is usually tased on criteria such as the
quality of the guarantees given by the Investor, the pregtige, size and age
of the company or the "access" to the bank of2icial responsible for granting

1/

the loan = .

1/ One of the most detailed studies of tie different mechanisms used in
rationiag credit was made by Tybout (22) 2or Colombia.




The third consequence ¢of a policy of maxirmm interest rates relates to
the quality of the investment. It is derived from the fact that the policy of
rationing credit generally tends tc increase the dualism of the indusirial !
production structure, whereby only certain enterprises have access to large
amounts of subsidized credit - money which may end up being invested in over-
capitalized and wnder-utilized production activities - while other industrial -
enterprises must first generate their own financial savings (self-financiag),
even for projects vhich are highly profitable from a social point of view,
because of the difficulties they encounter when trying to obtain subsidized
credit.

Diagram 1, therefore, reveals a situation in wvhich the financial market
i3 repressed, because the final volitme of investment is reduced in accordance
with the supply of real savings, which is smaller than that generated with
an "equilibrium" real interest rate. TIn this situation of disequilibrium it

—

may be observed that, compared to a situation of eguilibrium, there is a

graller real demand %or real ~mads (Pinencial deepening), which iz tura reduces

the level of real investment (assuming that all the invesiment is financed

from externsl funds or that there is a constant relationship between self-firancing
and external funds), and also has & negative effect on the composition of the
investment and the degree to vhich the existing capital stock is used.

The liberalization of the interest rate and/or the reduction of the
inflation rate therefore makes it possible to reach a maximm level of savings
and real investment (I_) at the "equilibrium” real interest rate r,. Moreover,
in this gitustion of equilibrium the efficiency of investment is also improved,
which in turn has a multiplier effect on economic growth, and heace on savings
and invesiment aiso. It follows that the political decision to abeolish
maximum interest rates and/or reduce the inflation rate results in the

sizmulianeocus attainment of a maximum level of investment and maximm efficiency.

According to the new approaches to financial repression, the real interest
rate must be positive iz the long term, since in an expanding econcmy the
marginal rate of return on capital i3 also real and positive. In other words,
positive real interest rates promote a greater flow of resl savings, at tke
same time there is no danger that there will be nowher= to channel these savings
<0, 3ince the marzinal rate of retuzn on capital in countries with expandizng

econcmies i3 also real and positive. As diagram 1 demonstrates, the savings




- 28 -

and investment curves cross (at peint r,.) at & positive real interest rate
and rate of return on capital. Therefore, policies aimed at achieving
positive real interest rates in the long run, enable the economy to attain

its level of equilibrium.

In short, the new trends of opinion suggest that the conversion of a
policy of negative real interest rates into one based on positive real rates,
even when the rates of interest are liberalized and/sr tae rate of inflation is

reduced, makes it possidble to attain the following objectives:
(a) Ao increase in the real demand for money (financial deepening);

(o) As a result of the latter, a significant increase in financial saviags,
vhich constitute a large part of the natiornal savings;

(¢) Te increase in saviogs makes it possible to finance a higher level
of investment through the activities of financial intermediaries detween the
savers and the investors;

(4) When real interest rates are negative, the amourt of finarcial
savings 1s lower, thus reducing access via the banks to external funds for
the financing of & given level of investment. This indicates that witn
negative real interest rates self-fipancing is a prerequisite for investrent,
and, in this situation, in which the saver and the investor are one and the
same, investmnet may sometimes be realized which is not necesserily profitbale
from the sociel point of view, although it might well be so from the private
point of view. Within the context of financial repressicn and the stimulation
of self-financing, this investment tends to be of a speculative nature, its
aim being to afford protection ageinst inflation (inflation hedges); hence,
there are investments in land, jewellery, foreign exchange, etc., intended to
protect savings. Consequently, positive real interest rates make it possible
to achieve not only a higher level of real investment, but also to improve
the quality of the investment and the utilization of the existing stock of
capital through offering a greater volume of funds for working capital

1/
loans.=

1/ 0Of course, In stating that an increase In the real interest rate
increases real invesiment, we are referring to an intital stage of
disequilibrium. In terms of diagram 1, this is represented oy the shift from
T tor . From r, onwards, any lancrease in the real interest rate begias *c
educe the real investment.

bs
r




There are only very Zew empirical studies aimed at verifyiag the above

sitive ia a real intersst ro
demand for money, financial savings and the level and composition of real
investment. The necessity for empirical evaluation of the financial

repression approaci becomes clear if ve bear in mind the ixportance of the
assumptions on whici this theory is based. In particular, assigning some
degree of importance to the relation between rates of interest, savings and
investment means to some extent minimizing the influence that the level, and
rate of growth of real income, income distribution and sther such factors can
have on savings and investmexit. All this suggests that before adopting a
literal approach to the interrelation between rates of interest, savings and
investmant, one should first loock at the conclusions reached in the few
empirical studies that heve been conducted on *this subject in Latin /merica.
The results of these studies are not conclusive on this point. Probably

thers i3 a far grester consensus with respect to the existence and direction of
the effacts of financial repression (or negative real interest rates) on tke
real demand for zcney (“inancial deepezing), this teing zeasured ia terzms o7
the ratio hetween the total liabilities of %he Jinancial inmstituzions (whisa
gener:Llly corresponds to the definition of Mz) and the gzross demestic product.
T™e hy*got'hesis in this case is that an increase in the real interest rate

improves this ratio.

On the otber hand, the empisical consensus is far more debatable as regards
the positive relation between a positive real interest rate and the investdent
coefficient (I/GDP). L/ Le?? and Sato (19) demonstrate with respect to
Argentina, Brazil and Costa Rica the positive affects on the level of real
investnent and the growth rate of the GDP produced by a grea.fer real availability
of credit. Fry (11) confirms tiis functionel relation in a comparative
analysis of 6l developing countriaes., Fry (12) also estimates that financial
repression costs around half a percentage point in 2conomic growth for each
percentage point by which the real interest rate on deposits is maintained

helow its equilibrium level.

1/ Onme possitle reason for the low correlation between the reul investzent/
GDP ratio and resl rates of interest could be related to the Zorm ia whichk
investzent 13 derfined in national accounts. Ia this connection, it zay de
obgerved that when <here i3 Zinancial repre=ssion the savers divert their savizgs
towards gpeculative iavestzent (inflation 1edges) a5 protection agaiast inflation,
by investing, Jor exzample, in houses, land, consumer durables, atc. 3Some of %hese
iavestzents may bSe classed as such in national accounts, but for the purnoses af
the theory of financial repression, "inflation 2edges” should be exciuded rom
investments, since <hey are unpraductive from the scocial zoint of view.
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Hazson (18) holds that in Colombia the change f:om a policy of negative o
positive real interest rates in 1567 made for an izcrease in the I/GDP ratic
from 18.7 per cent iz the period 1962-1968 to 2C per cent in the period
1971-1974, while also improving the nmechanisms whereby production resources
vere assigned uy reducing the marginal capital/product ratio from 3.63 in
the perind 1961-1967 to 2.90 in the period 19T70-19T4. Of course, the domestic
saving/GDP rat’o also improved, increasing from 15.9 per cexnt in 1962-1969 to
17.6 per cent im 1971-1974. In Colombia the final result of this process was
a higher snnual rate of economic expansion: from 4.5 pe€r cent per annum
in 1962-1967 it increased to 6.7 per ceat in 1$70-157h.

The studies carried out for Latin Americe by Vogel-Buser (32) and Galbis (16),
however, did not reveal an acceptable relationship betwaen real saviags, r
investment/GDP and real interest rates.

T™e intensity ¢2 fizarncial repressica I Latin America

The treceding section righiighted the effects that are produced on savizgs,
investment and the growth rate by policies simed at repressing the develovment
of financial markets through fixizz maximuzm incerest ra2tes In conditions of 2izn
inflation rates. This brings us %o the analysis of the degrze and intemsity
of financial repression in Latizc America, peasured in terms of negative real
interest rates, aud thence to consideration of the effacts of such repression

on %the monetization (financial deepening) of the ecouomy.

In order to determine the intensity of firancigl repressiom, it is
necessary to estimate two variables statistically: nominal interest rates and
the expected rate of infletion. Of course, estimating these valuas raises a
large number of conceptual and empiricsal questions. Iz the first place, there
is no such thing as a single "interest rate"; it is more a question of the .
structure of rates for both savings and loans. Ia the second place, we are
confronted with the problem of how to calculate the costs (some of them fiscal)
which accompany the interest rates. The third problem Is that of deciding aow
the expected inflation rate should be gauged and determining whet price index
it is appropriate to use. Any empirical analysis of this subjlect, therefore,
involves a number of bteld assumptions which zeed tc be mede befcre one can

estimate an indicator Yor the real interest ~ate. So far the most comrplecze

\

study on this subject “or Latin America is the one sorducted by Galbis (15).
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Table 19 shows the develcpment of real interest rates In 19 lLatin American
coumntries during the period 19€67-1976. The interest rates quoted are the legal
rates accorded on monetary savings instruments; in countries where these
legal restrictions are not observed, the level of financial repression is
distorted. Of course, a more suitable indiecator for measuring financial
repression might have been the interest rate on loans, since the latter relates
to the rate of return on capital. EHowever, owing to the lack of statistics
on such rates, Galbis had to Lase his estimates on the Interest rates on savings
deposits, which constitute the lowest level in the struc.:tm of rates fcr the
liabilities of fipancisl instituticns,éjund on ¢ther interest-bearing deposit
instruments attracting higher rates of interest than the above. Hovever, since
there are more statistics svailable on savings deposits and since the
conclusions are not greatly altered by the use o2 these rates, e shall base
our aralysis on the use of such rates ss an iadicetor of the intenzity of
finsncial repression. T™e rate of inflatior is messured Hv meens of ihe

2/

consumer price index, = E

The results of table 19 show the: iz 13€7 <ie real interest rate on savings
deposits was negative in only six comntries out of the 19 considered: Argentins

Bolivia, Chile, Colombia, Peru and Urugusy.

The situation chenged dramatically when inflation rates began %o accelerate
in 1973. In 1973 and 1974 all the countries had negative real interest rates.
As inflation slowed down in 1975-19T6 the situatinon improved in some countries.
It must again be stressed that table 19 gives only an approximate indication of
finsncial repression, since it is not based on the interest rate for loans, but
on that for savings deposits, the latter representing a lower rate in <he

-

structure of the deposits of a fipnancial institution. In addition, as the rate
of inflation accelerated, various Latin Americapn countries crested financial
instruments and/or new institutions which operated with greater flexibility as
regards interest rates or index-linking. All these different variants teaded

to reduce the intensity of the financial repression shown in table 19.

;/ Excluding, of course, the effects of the inZlation rate on noldiings c¢f
aotes and coins and on sight deposits.

2/ Galbis also messures the expected rate of inlation as 2 weighted
average of past inflation rates. We soal® Dese our apalysis on present Inflaticn,
rather than cn expected rates. The conclusions éo not vary according %o the
indicazcr used,




LATIN AMERICA:

Table 19

REAL INTEREST RATES ON BAVINGS DEPOSITS (ANNUAL PERCENTAGES)

1970

1967 1968 1969 197 1972 1973 1974 1975 1976
Argentina ~16.7 -6.9 0.3 -4.8 -17.1 -25.8 ~27.3 -7.0 ~58.2 ~73.3
Bolivia. -4.7 0.5 4.4 . 5.9 6.2 3.3 ~16.4 -32.4 1.9 4.3
Brazil n.a. n.a. 3.6 3.0 5.7 7.0 7.5 -3.0 n.a. n.a.
Chile -14.9 -18.3 -20.3 -22,7 -13.4 -41.9 -77.3 -64.0 ~ N, n.a.
Colombia -3.8 -1.7  -S.4 ~2.5 ~4.,5 -6.2 -11.6  -12.4 ~10.7 -2.9
Costa Rica 2.9 0.0 1.2 -0.6 0.9 -0,6 -9.7 -19.5 " =9,7 - 2.4
Dominican Rep. 2.7 3.9 3,2 0.2 0.3 -3.6 ~9.6 ~8.0 -9.2 ~3.4
Ecuador 0.1 -0.2 -2.3 0.9 -2.2 -1.8 ~6,2 -14.0 -8.1 0,2 \
El Salyador 2.6 1.4 4.2 1.2 3.5 2.5 -2.4  =-10.2 -11.8 1.6
Guatemala 6.5 5.1 4.7 4.5 7.5 6.5 -6.5 -7.2. -3.6 1.5 o
aiti 5.6 1.2 1.1 2.0 -6.7 -0,2 ~15.0 ~8.6 ~10.1 ‘1.6
Honduras 2.8 1.4 2.2 1.1 1.7 0.6 -1.1 -7.3 -1.9 1.9
Mexico 1.5 7.3 1.0 -0.4 ~0.6 -0.2 -7.1  =16.0 -9.8 -10.4
Nicaragua n.a, n.e. n.a, n.a, n.a, n.4, n.a. -10.0 4.5 0.3
Panama 3.6 3.3 3.1 1.4 2,9 -0.3 -1.8 -12.1 -.05 2.5
Paraguay 4.6 5.4 3.8 8.0 1.9 -2.0 -5.1  -14.5 0.3 2.4
Feru -4.5 -11.8 -1.2 0.0 -1.7 -2.2 -4.6 -11,6 -20.9 -27.7
Uruguay -44,0 -52.9 -11.3 -9.9 -14.2 -39,9 -45.2 -37.6 ~35.0 0.3
Venezuela 2.9 1.6 1.6 1.4 0.2 1.1 -0.1 -3.9 -5,6 -2.9

Source:

n.a.: not avallable

V. Galbis (15), Table hA.
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However, even taking the above coneidirations into account, we could \
conclude that despite the endesvours to adjust the interest rates to the new
inflation situation preveiling in the 1970s, the existence of finan. ial markets
repressed by negative real interest rates continued to be one of the most
influsntial and videspread characteristics of latirz Amsrican economies. :

Experiments in liberalizing interest rates in the Southern Cone of
Latin America

In his ixportant study, Galbis concludes that wmti] 1976 in all the
19 comtries of latin America, although the financial authorities had the
pover to control and regulate the price of money, i.e. interest rates, the
degree to vhich this power was actually used varied from cowntry to country and
even within inddvidual countries over time. In this context, Galbis concludes ‘
"Regarding the application of regulatory pover, if any generalization csn be
made of interest rate policy trernds in Latin Americsn countries in the 1967-76
decade this might be the increasing willingrness of the authorities to experiment
with new forms of policy based both on discretionary actions and indexation ‘
on the cne ha.nd, and lideralization on the other. One has to hasten to add,
however, that this willingness to experinent might have €0 a large extent been
due to the need to cope with new developments like the increasing exposure of
some econamics %0 external financial forces and the accelerating rate of
inflation during the 1970s" (15, page 4).

The purpose of this section is to axia.l;ne the results of policies to
liberalize interest rates in the Southern Cone. coumntries: Argentina, Chile
and Uruguay. Of course, the experiments in financial repression and subsequent
policies simed at gradual or total liberalization of the interest rates were
not limited to these countries. There have also been experiments, though not
as drastic or radical, in other countries such as Col-moia und Brezil. L/ At
all events; owing to the similarities in the exchange, monetary, tarif? and
financial policies of these three cowntries, and the availability of statistics,
we devoted particular attention to these cases.

In Argentina, Chile and Urugusy the situation prior to liberalization was
characterized by the imposition of meximm interest rates (in some cases for
either deposits or loans, and in other cases for both) under conditioms of

increasing inflation rates.

/ Tor a more extensive analysis see Galbis (17) and Hanson (18).
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In Uruguay, financial repression was very intemse, rates cf interest
tovards the end of the sixties being sublect %0 & maximum rate of § per cent
per apmum, while the =ate of inflation oscillated betweez T0-30 per cent per
annum. This repression was maintained, at a different level of intensity,
until November 1977, vhen the maximum rate was set at 90 per cent per annum.
Since the rate of inflation was below this level, this policy iz actual fact
meant liderslizing the interest rate.

In Chile a dual system was used during the period 1967-19TL. On the
one hand, maxizum interest rates far below the rate of inflation vere established
for deposits ir banking institutions, whilst on the other, an index-linking
system was ci'eated, wvhereby positive real interest rates were allowed for
savings and loan imstitutions (SINA®) and certain instruments of the State and
Central Bank of Chile. 2 course, this set-up brought about a patiern of
growth which differed greatly from one financial institution tc the next,
according to their access to savings instruments with positive resl Interest

rates. ALl this strengthened the trexd fowards the liberallizaticn of Interess

lalled
-

w

rates, which was agreed upern in L

Argentina constitutes a similar case to Chile as regards this dualism.
On the one hand, the development 0f certain savings iagstruments wus repressed
£inancially, while on the other, indexed instruments issued by the Bational
Government were c:3ated and the liberalization of fixed-term deposits was
promoted. In June 1977 interest rates were completely liberalized.

In general, these policies to fix maximm interest rates served a number
of aims. In some cases they were. based on the hypothesis that low interest
rates favoured a high level of investment. In other cases it was held that an
increase in interest rates would stimulate a high rate of {nflation. It was
also presumed that it was necessary to subsidize the develspment of certain
sectors or invesiments, for example, the farming and housing sectors, through
negative real interest rates, in view of the belief that these sectors

wouwl.d not be able to survive with positive real interest rates.

In the light of the actral situation in countries such as Argentina, Chile
and Jruguay, wvhere the rate of inflation was increasing annually, all these
hypotheses and assumptions lad <o the conclusior that the negative aspects of
®inpncial repressicn by far outveighed their provable Tositive effects. In
particular, a growing demonetization of the economy was ocserved, which naturally

had an adverse effect on <he Tlow of finencia’ savings and, zence, on the level

and quality of inves<tment.




Consequently, the decisien to abolisk restricticus that ixpeded the
free fixing of the interest rate according tc the demand for and supply of
locanable Aunds was aimed at increasing the monetization of the economy
(financial deepening). As well as liberalizing the interest rates, the
Southern Cone countries tried to create conditions conducive to effective
competition in the financial merket by eliminating the inflexible elements
of the policy for cha.nn_elling loans z2nd by increasing the freedom of financial

institutions for the movement of funds into and ot of the countries. L/

Table 20 shows the charging pattern of the main financial indicators
in Argentina, Ciile and Uruguay, on the basis of the liberalization of
interest rates. The following conclusions may be drswn from this table:

(a) Despite high inflation rates, not only in relaticn to international R
standards, but also to "Latin American inflation", it has been possible
to achieve positive real interest rates in Chile and to make them appreciadly
legss negative in Argentina and Urugusy;

(b) As a result of the above, a significart incresse zay be
ovserved in the real monetary balances (measured iz ter=ms of M,) in each of

these countries;

(¢) The final result of these experiments in the liberalization cof

interest rates was a growing financial deepening, represented by the

index M,/GDE. 2/

l/ 1In addition tc the decision to liberalize the financial market, the
Southern Cone countries adopted a policy aimed at "opening” their economies
to external competition by means of drastic reductions in iusport tariffs.
Consequently, the resl financial opening of these economies should be seen
as the adoption of a new economic philosophy, opposed to the old policies
of import substitution and regulation of the financial market. In general,
we could conclude that in Chile the real opening preceded the financial
opening, wvhile Argentina and Urugusy pursued the opposite course.

2/ For a conceptual distinction betveen monetization and financial
deepening arising from grester financial intermediation, see Chandavarkar.
In this respect, it is suggested that an incresse in the M,/GDP ratioc can
only reflect a greater deepening of the sectors already monetized, rather
than a growing sbsorption of the nos-monetized sector of the economy. Bowever,
for the purposes of the presant analysis, Mz/GDP is a good indicator, since
it represents the flov of loanable funds within the Zinancial system. See
McKianon (21).




ARGENTINA, CHILE AND URUGUAY:

Table 20

DEVELOPMENT OF SELECTED INDICATORS
AND THE LIBERALIZATION OF INTEREST RATES

Argentina Chile Uruguay
41975 1916 19TT 1978 1979 1980) 1975 1976 1977 1978 1979 1900 | 1975 1976 197719718 19
Cost of living index Y 182.8 Akhh.1+ 176.0 175.5 159.5 B87.6{ 3h0.7 17h.3 63.4 30.3 238.9 n.a. | B81.5 50.7 57.3 k.5 46.0
Beal interest rates 2/ -T2k -65.1 -9.2 -1k, -9.5 -=4.51 -16.9 8.6 18.71 25.0 4,8 n.a.|n.a. -23.% .2.2 -3.3 -20.1
Boul growth rate of Mg 3/ -52.3 -78.1 k1.6 20.4 1h.9 s7.0|-56.7 -18.5 27.8 38.9 14.1 n.a.|n.a. 39.1 13.7 23.8 8.3
Monetization (M2/GDP) 13.5 a.i 12.2 17.53  19.2 2h.9 8.2 10.4 au.h 16.6 18.8 20.9
¥

Source: Chile and Uruguay, see Galbis (17). For Argentina the figures represent our own estimations.
1/ For Chile the variation is calculated on an annual December/December basis. For Argentina and Uruguay the figures represent X

annual averages, w
2/ Estimated frcm fixed 30-day deposits. Etfective ennual ratcs. Deflator: cost of living index. T\
3/ Annual December/December rate. Deflator: cost of living inlex. For Argentina annual average.
n.a.: Not available.
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In Argentina in the early 2fifties this ccefficient of meonetization
fluctuated around the 50 per cent mark. From that time onwards the
combination of high inflaticn rates and maximm interest rates had the
effect of reducing this figure wntil it reached 8.7 per cent of the GDP in -
1976. With the financial reform approved in June 1977 the coe?ficient of
mopetization increased wmtil it reached 24L.9 per cent in 1980. A similar
process may ve observed in Chiile, where this coefficient rose frecm
8.2 per cent in 1975 to 20.9 per ceat in 1980.

Table 21 shows that after the liberalization of interest rates this
monetization index approached intermational levels, although Argentina and
Chile contimued to maintain inflation rates far higher than ia those cowmtries.
Moreover, this low coefficient of fina.ncial deevening should be attributed
far more to misguided policies of financial repression than to a lover
level of econcmic development. For example, the financial reforms in

Singapore have produced monetization levels similar %¢ or higher than

—

those in developed countries, although that Asiarz cowmtry has a lower level

0f per capita inccme.

To sum up, the exgeriments Iz literalizing iInterest rstes in the
Southern Cone countries have made it possible to fransform the structuire
and development of their financial markets. In particular, their state of
financial repression has been replaced by & far more competitive systen,
as regards not only the ‘ree deterhimtion of interest rates but also the
alimination of inflexibility in the selection of the lending portfolios of
financial iustitutions and their freedom to move funds izto and out of the
¢ountries. The final result of this process was a reversal of the trends
tovards the demonetization of their economies. Thus, although the inflation
rate in these countries continues to be very high, even where inflation
is decelerating, appreciable increases could be observed in the demand for
real money as the result of raising the real interest rate %o equilibrium
levels. The incresase in the real demand for money, resulting from

greater financial saving, increased the financial system's real lending

capacity.




Table 21

MONETIZATION INDEX: My /GDP IN SELECTED COUNTRIFS

1970

1975 1980
LATIN AMERICAN COUNTRIES
Argentina 23,17 13.5 24.9
Bra'&il 20-5 16.‘{ n.d-
Chile 9.3 8.2 20.9
Colonbiﬂ 23.5 l‘l.d. n-»do
DEVELOPED COUNTRIES
Germany, Fod. Rep. of 58.3 2.7 70,7 2
Belgium 56.6 55.8 n. .,
France 53.8 67.5 H IV
S\Jeden 60.“ Ne Ne o
UK 51.0 55.8 n. i
USA 63.6 72.6 nl []
ASIAN COUNTRIES WHICH HAVE REFORMED
THEIR FINANCIAL BYSTDJB
Korea 32,5 32.3 33.4 2/
Singapore 20.1 66.8 5.0 al

Source: Argentina: own estimation. Chile: Arsenio Molin. (22).

The remaining countries: McKinnon (21)
a/ Corresponds to 1977.

n.a.: Not available.

-gg-
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3earing in mind these positive results, it would remain ¢to analyse
%0 what extent the greater real offer of loancble funds made it possible
%0 raise the level of investment and improve the quality of investment,
correcting the old trend towards speculative investment, and alsoc to promote ,
greater use of the existing stock of capital. Unfortunately, not only has
research 1ot been undertaken into these subjects bdut also their analysis
will not be at all simple since policies to elimingte financial represaion
have been adopted at the same time as policies of real opening to external
competition which, naturally, also affected decisions in regard to private
. investment. Consequently, analysis of financial liberalization in the
countries of the Southern Cone of Latin Americs does not allow ome o draw
conclus’ons on the interdependence of real positive interest rates, real
investment and the economic growth rate. We have been able to evaluate
only its impact in establishing financial saviay; and in the increas.i xoneti-
zation of their economies (i.e. financial deemening), which as we have seen

has been sigrnificart. {

In spite of the above consideraticus, we zould tentatively coznclude \

that the growiag remornetization of the ecoromy kas not been matched by a

greaéer demand for invegtment. This may be the result of very high rexl
positive rates of interest as compared with what is reasonable by inter-
national standards and because of an expected future reduction in these rites.
Ancther factor vhich may also have restricted demand for investment is the
lack of a long-term lending market. The develorment of loag-term lending
instruments makes it possible to eliminate elements of uncertainty in
decision-making on fixed capital investaent.

Monetization of the economy and long-term financing

The main characteristic of experiments in the liberalization of interes:

rates in the Southern Cone countriés has deen their growing monetization.

even in the presence of high inflation rates. However, such increased q
mopnetization nas not permitt;d the establishmen® of a long-term financial

market; on the contrary, this market concentiates on short-term operations.

Time deposgits in pa.r:izx;la: are, in over 80 per ceat of cases, for periods

of less than 30 days. = I¢f has not been possible to alter this <rend

tovards short-term operations even by indexing methods with resl positive

1/ Iz Chile a slight increase iz depogits for over one year can de
observed. They represented 2 per cent of %otal interest-bearing dezosits
in 1976 and I per zezt in 1978.
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1/

rates of over 12 per cent per anaum. = (f course, there are a number

of factors which may push savers towards short-term operastions; among

them we might mention that past experiences of abrupt chaﬁges in tk

rate of inflation and in the rules governing the finsncial markest tend .
+0 favour short-term operations as against inflexible long-term deposits.

It is also possible iiat sipce these countries simultaneously applied a
policy of fixed exchange rates (in the sense that their development over

s number of months was fixed in advance), vhich were in scme cases not
campatible with the expected inflation rate, persons sa¥ving in pesos hoped
at some point to obtain a greater rate of retwn if they made the right
decision to transfer their savings in pesos intc savings iz foreign currency
before a major devaluation. 3/ That may be the case with Argentina, where
the fixed exchange rate policy, which was out of step with the evoluticn

of internal/external prices, gave rise to a comntirued devaluation of the
currency in 1979-1580, as a result of which the Goverzment had to devalue
oy 52 per cent within *wc mont (Fedbruary-Marca 1581). Zowever, whatever
the reason, the fect is that financial savizng is ccrcentrated In depesits
for periods under 20 days. 3/ The result is <hat in order %o avoid interest
rate and liq_uidify risks, financial institutions alsc develop a policy ¢ 2
loans for periods up to 3C days. &/ Accordingly, the only long-terz loans

are theose cbtained on the intermaticnal finarcial market.

1/ In the case of Argentina this return i. exempt from income tax.

2/ In general this type of policy led to severe imbalances on current
account in the . .lance of payments, which were cumpensated by the infux of
short-term capital attracted by the difference bLetween intarmal and external
interest rates. However, when the intermal rate ¢f interest incliudes the
expected rate of devaluation, influenced by the imbalance on current account
of the balance of payments, and not the actual rate of devaluation, the
influx of external capital tends to slow down and the countiy starts .0 lose
international reserves, which further stimulates expectations of devaluatiom.

3/ It would be possible to encourage the long-term plecemezt of Zunds
by establishing a secondary market for fipancial instruments in orde: to give
them greater liquidity. An example is the Zuro-~bond market.

5/ The argument that loans for up %o 230 deys represent constantly
revolving funds is znot valid because renewal of the lcan devends on the
decision of the Zinancial instituticn.
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In this context, there are three options for the creaticn of a long-
term fipnancial market. The first is to a certain extent obvious: o
achieve price stability as a wey of eliminating financial repression and
thereby laying the foundaticns for a long-term financial market. An
interesting example of a country with a certain degree of price stability
over the period 1266~19T72 is Mexicc. Table 22 shows the situation in this
country, vhich operated without financial repression until 1971. It shows
that fipancial penetration was increased in the presence of real positive
rates of interest. Naturally, this picture changed with the post-1373
acceleration of inflation. In 1973, real interest rates on deposits being
negative, a drop from 3L per cent to 32 per cent can be noted in the index
of financial penetration, a process that was accentuated over the following
years, as can be seen frcm the World Bank figures iz table 22. In adéitiom,
as the real interest rate on loans reached 15 per cent per annum, this
suggests that the marginal product of capital might be estimated at scme
15 per cent. Therefore. wiih the acceleraticu of inflatior iz 1973, the
real rate was reduced to less thaz § Dfer cent, thersby aighlighiing the |
two main characteristics of an econcxmy operzting under financial'repression:
(1) rationing of credit by means not direcily connected with its price,
and (2) subsidies to the sector bemefiting from this credit and the
encoursgement of jnvestments that are not socially desirable by the

generation of rates of marginal product of capital of less than 15 per cent.

In view of these characteristics of the Mexican financial market it
was possible to develop a capital market operating on longer terms than is
usual in other Latin American couptries. It will be roted from table 23
that LO per cemt of the total loan portfolic was for periods of over one

year.

) o =f .
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Table 22

MEXICC: FINANCIAL PENZTRATION ANT REAL INTEREST RATES

SOURCE: Spellman and Dieli SOURCE: World Bank

Financial pene- Real interest Financial pene-
man TR T g st saeress | JSELTT i ree
deposits to NNP a high nomipnal bearing deposits
(%) L/ Deposits 2/ Loans 3/ | rate interest to NNP L/
1965 23 ~2.02 13.09 - -
1967 26 3.15. 14,70 - -
1968 26 L.2u 15.03 - -
1969 29 2.97 12.80 6.2 -
1870 31 3.33 13.27 5.7 27
1971 33 3.67 14,42 L.k 29
1972 o 1.90 12.43 3.8 30
1573 22 -5.17 5.36 -2.3 27
197k - - - -5.9 2k
1975 - - - -2.6 25
1976 - - - -3.4 18

Source: Lewis J. Spellman and Robert F. Dieli (31}, Tables 1 and b
for the firs:t three columms; World Bank (32), pp. T4-TS Zor
the last two columms.

1/ Includes all types of savings instruments. NNP is net national product.

2/ Tris is a weighted average of all deposits and fipancial intermediaries,
including sight derosits with a aominal rate of interest equal to zero.

3/ This ls given by the relation between income from interest on loans pl
commission divided by total loans. This rate excecda the regulation ceiling of
12 per cent per annum.

L4/ Includes savings and time deposits.
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Table 23

MEXTICC: PERCENTAGE BREAKDOWN OF TCTAL LOAN PORTFOLIO
BY MATURITY PERIOD, 196C-19T3

Dercentage of loans of
all private financial

MATURITY PERIOD intermediaries
30-day loans 0.14
90=-day loans 9.19

180-day loans 27.01

.360-day loans k.21

Loans for bo.88

ovar 360 days

Source: Spellman Lewis J. and Robert F. Dieli,
(31), +able 3a.

In Argentina, Zowever, it can he noted that the Incresse in fizaancial
reprassion, by reducizng 2izencial deepering, proxpted enterprises to greater
self-finencing and alsu led <o an Increesizg stare of shert-tarm lcans Is
total external fimancing. In 1977 "enterprises were self-financing

60 per cent of their activities, suppliers scmewhat over 10 per ceat snd

1/

the financial system some 25 per cent”. = The debit structure by maturity
period was as follows: 2/
Percentage of total
PERIOD debt
Up to 180 days 73.2
180-365 days 3.
1-2 years
Over 2 years 5.1
100.0
1/ Aldabe, Zeradnm, {(l;, 3. 3k.
2/ Ivid.




The greater part of the debt for pericds cover Iwo years originates

from loans Zrom outside the country.

The second option for establisning a long-term financial market would
be to change savers' habits in order to promote new guidelines enccuraging
long-term saving. Zxperience along these lines in Argentina and Chile,
even in a context of total freedom of interest rates, has nct been satis-

factory.

It is of interest to quot~ as an example the Netional Development ZBank,

which is the official institution in Argertina whose purpose basically i

4
(7]

to finance the industrial]l sector in the medium and long term. A dbreax-

1/

down of the Bank's resources is given below: =~ .

PERCZNTAGE QOF TOTAL LIABITITIES

f

=M SULY 1974 JULY 1978 l

Central ZRank 68 2 \
Deposits - 18
ternal cbligaticns 18 11
External cobligations : g L1
Capital, reserves and profits 7 28

100 100

With the liberalization cf interest rates, the proportion of these
gight and interest-bearing depesits increased significantly. However,
ithin the deposit breakdown 43 per cent represent interest-bearing time
depcsits, further broken down es follows: S5 per cent up to 30 deys,
18 per cenmt fer 90 days, 13 per cent for 180 days and the remainder for
per. ds between those indicated. With this attraction structure it is
necegsary tc provide long-term loans of 3-4 years, 80 per cent of which
ar= intended for investment in Zixed assets and the remaining 20 per cent

fer working capital.

</ Aldave, Jormén, (1), table 20.
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The aim of the third opticn is To chenge the zabiis not of savers

but of Zizancial institutions ané eliminate the restrictions which impede
locng-term loans in the preseance of a siructure that atiracts short-terz
deposits. What are the restrictiions that impede long-term loans when (e
body is funded iz the short term? There are clearly twe. The first is

the risk in respect of interest rates resulting frcm shert-term financiag
for long-term lcans. The seconé is the liquidity risk which the ixbalance
between attraction and placement implies. L/ Argentina has tried tc create
conditions to meet each of these restrictions. It therefore seems to us

to be extremely useful to outlipne these mechanisms, which are still at the

development stage.

{a) The interest rate risk and lcrg-term loans

FJ

Financial institutions would rur 2o interest rate risk il they could

b
.
f
&

i long-terz loans according to the cost of zcomey atiracted iz
the short tera, i.e. fix the interest on lcans et the same intervels as

the interest rate tall to the saver. Tais iz fz¢t zZas Deen the essencs

o a3 » . - i s : - . . s
¢cf <he system 2stadilsiec In sATrgenIlinie. ~< 1§ lasex CL T2¢ CeLerzizalicrhn
S - £ e i — . 3 A e = os iaT < FRpE
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30=Gay deposits, weighted esccording to each iamstituticr's skpere of the total

deposits in the financial system.

To operate this new system, the Central 3Bank cerries cut & deily survey
among financiai irstizutions in order to uscerzain the effective monthly

interest rate paid to savers on 30-day deposits and the amcunts attracted at

2/

these rates. — In addition, the sample has been subdivided izto tpree

categories of banks, by size. The Central Bank then publishes daily <he

weighted average of this etffective monthly rate, which Is kXnown as ke
3/

L4 JE -t
pilot razte . =

1/ WNaturally, a waey of avoidizg such mismatching between atiractiag of
short~term deposits and gZranting lcng-term loans would be to diversify the
loan tortfolic of <he banks making investments ir asse=s with 2igh liquidity
anc¢ lower nrofic. Zowever, in the long run this would a2ffect <he cost of the
-ong-tera luan zoney.

2/ Izfcrmaticn is alsc ottained or 50-day, 30-day and 130-day deposi<s.
f£faraent 2rom the

/ 3
sperative ccncett Tixed By each bark, 2s

ali o the saver rarraesents aand act - what 15 cttalzned from first 2lass
anterzrises. or 2 Zetalled arglysiz of <he statistical criteriz 2 zhe
samzles see Yarna Z. 4de Dieguez (%) There Iz 2135c an iadex in Mexizo wpiz:
meagures the averaze 225753 2F izterest sald on deTosiis.




On the basis cf the effective monthly rate on 33-day deposits (pilot
rate) an index is established which increases daily in accordance with the
daily rate of interest equivalent to the 30-day pilot rate. Thus, given an
initial value of I, = 100 for the 2irst day, the second day would have the
value:

I, = 100 (1 +'il)

where il is the daily rate equivalent <c ‘he effective 30-day monthly rate
vhich the Central Bank published as the first day's pilot rate. The index
for the third day would bde:

I, = 100 (2 + ii) (1 + 12)

vhere 12 is the daily rate equivalent %tc¢ the pilot rate for the second day
published by the Central Bank, and so omn. For holidays, the pilot rate from

the working day immediately §receding is repeated.

As this is a daily t2 izdex i+ Is possible to Iix loans and deposits
in fterms c¢f the future develomment of the index, relating dack to the base g
two or three days prior to completing the operstion. In addition, the index
asy be used to calculate the present value of debts which do nct correspond
to complete monthly periods, a method vhich cannot be used with indices
publisted moathly.

This method of index-linking has proved to be more stable than the
method based on the inflation rate, although in the long term the two should
converge. This will be seen from table 2L, which shows the momthly interest
rate obtained from the implicit index of the pilot rate in column 1 and the
monthly rate of variatiocn of the wholesale price index in columm 2. Tkis
table shows that the interest rate index gives a smoother adjustment than
the price index, thereby more adequately reflecting the effect which Totb
the expected inflation rate and suprply and demand for loanable fupnds have

on the short~-term interest rate.

By using this method, Zinancial inostituticns do noct run any time risk
with regard <o the rate resulting Zrom zatchizng the cost of money dborroved
and money lent since the "pilot rate” fixed oy the Central 3Bank rerresents
“he realities of the market., Wnez zhe market is competitive, deviations iz

the iaterest rates paid Ty barks to savers tend tc De mirnor.
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Table 24

ARCENTINA: DEVELOPMENT CF THE "PIIOT RATE™ OF INTEREST AND
WHOLESALZE PRICES

Yonthly "pilot rate” of
PERIOD iaterest for 3C-day Yontnly variation of
deposits vholesale zrices Real Intersst rate

198¢c

January 5.77 4.3 l.ar
February 5.21 4.1 1.97
March 4,84 3.8 1.00
April 4,49 3.9 0.56
May 4,51 5.3 ~0.75
June 5.30 .3 -1.36
Suly 5.02 , 2.3 3.03
Avgust 5.08 3.0 2.02
Septecber 4.34 2.8 1.50
October 4.29 5.5 1.15
Yovenber 4.61 2.5 2.06
December 5.37 0.9 4,43
1981

January 5.63 2.4 3.15
February 6.49 5.1 1.32
Marsh 8.09 4.6 3.34

Source: Miscellaneous tublications and eirculars of -he Central 3ank of <he Republic

of Argentiza.




To a certain extent the pilct rate system of the Central Bank
resembles the EuromarketAsystem based on the LIBOR rate, as this xnarket
is based on a systematic adjustment of its operatioﬁ;. In 1976,.
€9 per cent of time deposits on the Zurcmarket were for less than 180 days,
while 98 per cent of loans were for more than three years.

(b) The liguidity risk

"The second pfoblem wvhich arises when a bank makss long-term placements
with short-term resources {s the risk of a contractiocn in deposits due to
a fall in the demand for money as a result of a contraction of the monetary
base. In this case its problem is not the interest rate for loans because
this interest rate floats according to the cost of attraction (or the pilot
rate), as ve sav in the preceding section. In a context of illiquidity the
bank has to contract its volume of operations, i.e. its loan portfolio,
but-this is only possible if it concentrates on sktort-term loans. On the
other hand, with a portfolioc concentrated ¢n long-term loens, a bank
ancounters serious problems in Dalancing the operative level of deposiis and

loarns.

In this respect the Central Bank of the Republic of Argentina heas
recently established a long-term (four years) rediscounting system related
to long-term loans by banks. The interest rate in this rediscounting
system is also based on the pilot rate. The Central Bank is attempting
by this means t¢ eliminate the liquidity risk.
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Chapter III

CONCLUSIONS

A study on the financing of industrial enterprises csn be carried out
along two lines. Ome way may be %o focus analysis on the description of
the different financial policy mechanisms and ingtruments developed in each
country wvith the aim of assessing whether these experiments have been
successful encugh to warrant their application in other countries. Without
going into the question vhether this approach is valid as an analytical
strategy, it is odbvious that such studies are genersily based on the
assumption of a capital market in which the financial system perfectly
transfers the reséurces attracted from savers tc investors in projects which
have an equal rate of marginal retura. Such formulas tend to distract
attentior from the mechanisms which are used for the transfer of financial
resources to such matters as savings promotion. Since the acceleration
of inflation in the 1573s this ﬁpprsach bas lost a zreat Jeal of what
interesgt i% may have had. though izflation Is 2ot a aew factor in
Latin America, it is certain that current izfletion rates are unprecedented.
In this context of increased inflationary pressure it is being more and
more clearly recognized that the resulting imperfections of the firancial
parkets are becoming ‘icreasingly obvious and indefengible. In most
Latin fmerican countries disordcred and confused financial systems are
emerging as a result of growing and erratic govermment intervention in these
markets. .

Monetary authorities assumed that the best way to attenuate the
inflationary explosion that occurred after 1973 was through increased
intervention and regulation of the firancial market by imposing maximum
interest rates and comtrolling the purposes of financial loans. The resul:
of thegs political decisions was foreseeable: negative real interest rates
acted as & disincentive on finsncial saving and an excess of demand for lcoans
was created. Thus, various systems and methods were successively ixple-
mented that aimed at rationing credit along lines different from those
prevailing in a system of free competition. Ia this Zinancially repressive
contaxt, <he projects for which credit was obtained were nct necessarily
those bringing high social benefit but those which by tradition, age, size,
social and political "connections”, etc. came within the "guidelines" Zor

credit rationing. To make progress, projects outside these guidelines
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aaturally had to be based on self-financing or on access %0 zon-iastituticna-
lized financial markets. The resultant range of Zinancial costs according

to whether or not subsidized credit haé been cbtained necessarily led to

a lov level of investment, a poor spporticnment cof rescurces and a lover

rate of economic growth.

For these reasons, in uprdertaking this study on the financing of
Private enterprises, it seemed tc be much more appropriate to start Sy
recognizing present realities in Latin America, emphasizing the state of
disorientaticn and confusicn through which the financial systems are passing.
Accordingly, in the first part of this study, after presenting the reader with
the main aspects of saving, investment, the share of the industrial sector
and growth patterns for each Latin Americaﬁ cowmntry, an attempt was made on

the basis of avuilaﬁlenémpirical studies to answer questions more directly
relsted to the financial structure of the industrial enterprises. What is
the share of self-financing in the industrial erterprises of Latin America
and how does this relate to axisting patierms in more developed countries?
What is the weight of short-term vis-d-vis lcag-term credit financing?

Eow dces the size of the enterprise affect sccess 0 credit? Unfortunately
in view of the lack of statistics that has for many years been characteristic
of this field of research, replies to these guestions had %o be based on
only a small number of empirical studies. In any event, the replies to the
questions were those to be expected in highly fragmented and repressed
financial markets.

.In Latin American countries the share of sell-financing tends to be
fairly close to that observed in the developed countries. On the one hand,
the existence of negative real interest rates encourages bank iniebtedness
for the purpose of obtaining the subsidy which these rates imply and on the
other hand the disincentive toc financial saving which it generates finally
csuses the real ot;er of credit from the financial system to contract (the
other side of the coin with regard to interest deposits) and necessarily
leads to greater self-financing by enterprigses. It is very likely that these
two opporing forces neutral:ize one anctier and <hat the final result is a
self-finanring/financial debts relationship that is comparable %o that found
in countrias with more sopnisticated fizancial markets. IJowever, the above
relationship is not unconnected tc the size of the enterprises, since, as
was to be expected, large entarprises hLave greater access to vank credist

than small enterprises, whick 2bliges the latter <o rely %0 a greeter axtent
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on salfafinancing. Naturally, this difference in access in a context of

subsidization resuiting from the presence of negative real interest rates

has considerable influence ca the digtridution of income.

Although lLatin American countries are comparable to other free enter-
prise countries as Zar as the proportiom of financing by banks is concerned,
the same does not apply to the long-term financial market. In fact, &
disproportionate share of short-term financing can be observed in the
Latin American courtries. It must once mors be pointed out that high and
fluctuating inflation rates and the consequent financial repression

fundamentally encourage the trend tcwards short-ter: fiiancing.

These considerations as a whcle finally led to a study of the intemsity
of financial repression in Latin America. The presence of negative real
interest rates was used as an indicator for this purpose. Fortunately,
the work of Galbis (15) made it possibdle to quantify this phencmenon and
observe how it progressed over time with the acceleration of the inflation
rate. JNaturally, e&s fictancial repression grew there was Zurther reducticn
in the size of the financisl market, measured Sy “he ra%ig £2/GDP, and the

level and ccxmpesition of investment were further affectad.

This process led the countries whose internal and external balances
wvere most affected to experiment with different methods in order %o escape
the effects of financial repression- Thus in the initial stage various
instruments for index-linking or partial liberalization of interest rates
werz introduced which merely contributed to facilitating greater relative
growth of the instruments and of the financial bodies which were able to
benefit from the sdvantages represented by the greater freedom to fix
interest rates. Within a few years, this unsatisfactory state of disorienta-
tion led the countries in the Southerm Cone of Latin America (Argentina,
Chile and Uruguay), i.e.- those with the greatest tradition of inflation,
to undertake ambitious reforms of their financial systems, introducing
total freedom to determine interest rates for the purpose. The reaction
in these countries was alsc foreseeable: lthough their inflation rates
wvere higher than in the rest of Latin Americe, real Interes: r;tes for
savers were more positive, thereby making possible growing financial

deepening.

However, what also emerges frcm the analysis of these countriesg is
that the existence of positive real interest rates is a necessary condition,

vhough not sufficient in i<self, for the creaticn of a lonz-terz financia.
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market. The experience of Argentina serves as ean exazmple in this respect,
as it draws attention to the Zgct thatl »igh and fluctuating rates of
inflatior continue +o have much uvcre effect on the short-terz expectations
of the saver than does the existence of positive real interest rates. For
this resscn there is probably no other alternative in these countries than
to accept the reality of the tendency towards shori-term investment by
savers (at least until price stability is schieved) and to promote appropriate
finapcial instruments that enable financial institutions with short-terma
deposits to finance long-term loans. In crder to overcome the natwral
resistance of banking institutions, it would be necessary to cover two types
of risk arising wvhen long-term loans are Zinanced with short«term rescurces:
those related to the interest rate and to liquidity, respectively.
Accordingly, the fiznal section of the paper outlined the method which is
being attempted in Argentina to facilitate the development of a long-term
loan market in spite of high inflation rates. It is still too early %o
assess the results achieved with thls system dbut everything seexms L3 suggest
that a good beginning has beez zade. This zaper ccncludes with the description
of the Argentine gystem tased on the elsboration, on the basis of daily surveys
carried cut by the Cez<iral 3ank, of izterest rates peid %y financisl institutisns
on 30-day deposits. The Central Bank publishes daily the effective nonthly
rate ol interest, knowrt as the "pilot rate", which is the average of the rates
revealed by the surveys, weighted by the deposit amounts received daily by
each bank at this rate. The pilot rate can be used oy the banks to fix the
base for indexing their loans (plus an sdditional spread), thereby eliminating
the interest rate risk. In turn, in order tc offset the liquidity risk,
the Central Bank pericdically sells rediscounted bills to financial institutions
on a long-term basis at interest rates which are alsc readjusted in line

ith the pilot rate.
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