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Foreword

THIS PUBLICATION IS ONE OF A SERIES from the North America 20/20
project of The Fraser Institute. Funded by a grant from the Lilly En-
dowment Inc. of Indianapolis, the purpose of the project was to explore
the impact of hemispheric trade relations by fostering research on the
subject throughout North and South America. Under the auspices of the
program, research was undertaken by more than 100 scholars in 9
countries.

This book reflects the collaboration of The Fraser Institute with the
Cato Institute of Washington, D.C., and the Centro de Investigaciones
Sobre la Libre Empresa, A.C. of Mexico City. The papers in the book
were originally presented at a symposium in Mexico City in May 1994,
sponsored by the three organizations. The purpose of that meeting was
to consider current monetary arrangements in the region, as well as to
explore alternative arrangements which might be superior.

The conference and the advice emanating from it predated the Mex-
ican currency crisis but anticipated many of the key issues surrounding
that crisis. The papers dealing with Mexico have been updated to reflect
intervening developments. Other papers have been added to make the
volume more comprehensive. Taken together, they constitute a valu-
able investigation of various aspects of monetary arrangements in the
hemisphere, and offer concrete proposals for avoiding in the future
some of the recent problems.

The book also explores the possibility and desirability of a currency
union in the region and the outlines of a monetary constitution. All told,



the book rounds out the discussion of the topics that are important to
consider in a free trade area, and it makes a fine addition to the other
books that have been published under the auspices of the North Amer-
ica 20/20 program.

The authors of the various papers published here have worked in-
dependently, and their views may not correspond singly or collectively
with those of the members or the trustees of The Fraser Institute. The In-
stitute is pleased to publish this book in the hope that it will thereby has-
ten the discovery of better, more effective monetary arrangements in the
hemisphere.

Michael A. Walker
Executive Director
The Fraser Institute



Editors’ Preface

HIS COLLECTION OF ESSAYS is the intellectual result of papers com-

missioned for the Cato Institute’s 12th annual monetary conference,
“Monetary Arrangements in the Americas after NAFTA,” which was
held in Mexico City in May 1994 and was cosponsored by the Centro de
Investigaciones Sobre la Libre Empresa (CISLE) and The Fraser Insti-
tute. Many of the themes developed at the conference anticipated the
policy debates generated since the collapse of Mexico’s exchange rate
system in December 1994 — particularly proposals for monetary reform,
the focus on monetary accountability, and the demands for greater
monetary integration among the three NAFTA partners.

The book centers on the fundamental issues confronting countries
that experience regional trade liberalization and on the types of mone-
tary and financial polices governments should follow in order to maxi-
mize trade opportunities derived from lower barriers to external
markets. The devastating financial crisis generated by the peso devalua-
tion has placed those issues in the forefront of public policy debates. On
the one hand, a consensus has emerged for the need to fashion initia-
tives that target various items of monetary policy across different bor-
ders, especially foreign exchange rates, as structural complements of
trade liberalization. On the other hand, interpretations of such policy
initiatives differ widely —for instance, whether devaluation should be
wielded to stimulate exports, whether exchange rate stability should be
pursued come what may, and whether a North American monetary union
should be formed to realize benefits from full dollarization of the trade
bloc.
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The peso devaluation and its financial repercussions in the interna-
tional financial system led us to include several new essays (chapters 5,
7-10, and 18), as well as to substantially revise the original set of contri-
butions. We think the final product is representative of the ideas first ex-
pressed at the conference; but we also feel the book sheds valuable new
light on the debates triggered by the peso collapse. For this we thank our
contributors who waited patiently for over a year before seeing their in-
tellectual efforts in print.

Many people have worked hard to make this book a reality. We
would like to express our gratitude to CISLE’s research assis-
tants — Daniel Mufioz, Margarito Cruz, and José Enrique Lé6pez—who
helped to coordinate the essays from the Latin American contributors
and helped update the data in these essays. In addition, we would like
to thank the editorial efforts of Mary O’Grady, former Visiting Fellow at
CISLE and now with the Wall Street Journal as editor of the “ Americas
Column,” as well as lan Vasquez, director of Cato’s Project on Global
Economic Liberty, and Kristin McCahon, Director of Publication Pro-
duction at The Fraser Institute. Their input was essential to the comple-
tion of this project.

We are especially grateful to Ed Crane, president of the Cato Insti-
tute, for making it possible to hold Cato’s annual monetary conference
in Mexico City. The conference represents the second joint project under-
taken by CISLE and Cato in Mexico, and we hope its success provides an
incentive to realize more intellectual joint ventures of this kind.

Above all, we would like to express our gratitude to Michael
Walker, a champion of free markets and common sense, for The Fraser
Institute’s financial backing and logistical support for the conference
and the book. Michael was instrumental in developing a first-class pro-
gram of speakers and obtaining the contributions of such prominent
policy makers as Michael Wilson and John Crow. We thank him for the
opportunity to publish the proceedings in this volume and for his tire-
less efforts to develop a proper public understanding of the monetary
aspects of hemispheric integration.

Roberto Salinas-Leén James A. Dorn
Mexico City Washington, D.C.



Cuarter 1

Introduction: Stable
Money and a
Market-Liberal Order

James A. Dorn’

Widespread prosperity cannot be engineered from the central plan-
ner’s rulebook. Higher real incomes do not flow from the ink of the
currency printing press. Restricting the free flow of goods and in-
vestment may protect the few, but at enormous cost to the many.

— Lawrence B. Lindsey

The market-liberal revolution

HE TRANSITION FROM THE STATIST MODEL of development to a mar-
ket-liberal model is one of the most important events of the 20th
century. The collapse of communism in Eastern Europe in 1989 and the

1 James A. Dorn is Vice President for Academic Affairs at the Cato Institute
and Professor of Economics at Towson State University. He is a Research
Fellow of the Institute for Humane Studies at George Mason University.



2 Money and Markets in the Americas

abandonment of the ossified Soviet system of central planning sent
shock waves throughout the world —reminding people of the empty
promises of Marxists and the prosperity of markets.

Mexico’s decision to abandon its autarkic development strategy
and open its markets to competitive pressures was yet another indica-
tion of the market-liberal revolution that is occurring throughout the
global economy.

The North American Free Trade Agreement (NAFTA), which be-
came law in early 1994, created the largest trading bloc in the world.
Trade liberalization between Canada, the United States, and Mexico has
the potential to spread to the rest of the hemisphere. The pace of eco-
nomic integration, however, will depend on following a principled ap-
proach to trade policy and adopting institutions that support rather
than hinder the market-liberal order.

Money and markets

Markets depend on private property rights and a rule of law, but they
also depend on sound money. Monetary disequilibrium disrupts trade
and investment and creates conditions for political turmoil. The uncer-
tainty stemming from high and variable inflation, or from sharp swings
in the growth of money and credit, upsets business and personal plan-
ning — since unanticipated changes in the value of money affect relative
prices and profits and make economic calculation more difficult.”
When the future value of money is uncertain, resources have to be
devoted to hedging against changes in the value of money. Mistakes
will be made, and those mistakes can seriously disrupt economic life.
Excessive increases in the quantity of money relative to the demand for
money, for example, can stimulate business and trade until expectations
fall in line with reality. As monetary excesses are corrected, businesses
and financial institutions find that their planned profits turn into losses

2 For a discussion of the theory of monetary disequilibrium, see Dorn (1983)
and Yeager (1986). The pioneering work of Clark Warburton is especially
notable (see Yeager 1981).
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and nonperforming loans. The “highs” of inflation become the “lows”
of recession.”

The stop-go nature of monetary policy, which is characteristic of
discretionary central banks issuing fiat money, means that an excess
supply of money can easily turn into a deficiency. It is uncertainty about
the actions of monetary authorities, and hence the future value of
money, thatendangers the transition from a closed to an open economy.
Without monetary stability, there can be no price stability, no financial
stability, and no exchange rate stability. And without confidence in the
value of money, the soundness of financial institutions, and the ex-
change rate, there can be little confidence in markets and prices. The
temptation then is to revert to government regulation and move away
from market liberalism and toward market socialism.*

The excessive growth of the monetary base in Mexico in 1994 and
the contraction in 1995 are the latest example of stop-go monetary pol-
icy.” Where the Bank of Mexico goes next no one knows, and that is pre-
cisely the problem confronting not only Mexico but many developing
countries. The question is, how can monetary stability be achieved and

3 The costs of business failure, lost opportunities, and financial instability
caused by inflation are often neglected (see Schwartz 1995). According to
Schwartz, “ A regime of monetary and price stability is the route to financial
stability. Such a regime avoids the quantifiable and unquantifiable costs of
price instability in distorting economic performance” (ibid.: 25). Even
moderate inflation can be costly (see Marty and Thornton 1995).

4 Politicians are all too apt to look for scapegoats, such as “foreign
speculators,” when a financial crisis occurs, instead of accepting
responsibility for failed policies — especially monetary and fiscal policies —
and for failing to deepen market reforms. Milton Friedman (1995: 4) brings
this point out with regard to the peso crisis: “Speculation neither caused nor
accelerated the crisis in Mexico. The only thing it did was to help recognize
the problem.... The collapse is only attributable to deficient policy. The crisis
could have been avoided and should have been avoided by a devaluation of
the peso at least two years before and, at the same time, by the installation of
a monetary policy regime to further reduce inflation.”

5 See Meltzer (1995, especially Figure 3). Data from Haver Analytics show
that Mexico’s monetary base (currency held by the public plus bank
reserves) grew at an average annual rate of 20.4 percent during 1994, an
election year.
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thereby keep Mexico and other Latin American countries on the path to-
ward market liberalization and privatization? Is monetary union the
answer? Or would Mexico be well advised to adopt an Argentine-type
currency board to achieve price stability? What type of monetary consti-
tution is appropriate for the Americas? Those and related questions
about the future of money and markets in the Americas are the focus of
this volume.

The question of monetary union

The papers in Part I deal with the question of monetary union, that is,
does a North American free trade area (FTA) require monetary integra-
tion to realize the full benefits of economic integration? The clear an-
swer is no. But even if monetary union is unnecessary for economic
union, is a common currency area desirable in North America? In prin-
ciple, the use of a common currency would lower transactions costs and
expand market exchange, but the divergence in economic policies, the
difference in economic conditions, and the lack of wage and price flexi-
bility (especially in Mexico) indicate that North America is not an opti-
mum currency area. Moreover, without political consensus, there is
little prospect of a North American monetary union with a
supranational monetary authority.

To achieve monetary stability and safeguard the long-run value of
their currencies, members of NAFTA should adopt policies that pro-
vide for domestic price stability, price liberalization, and deregulation.
A regime of freely floating exchange rates for North American curren-
cies would then discipline those countries that violated the principles of
free trade and sound money that underlie a market-liberal order. Insti-
tutional competition is to be preferred to creating another bureaucracy,
a North American central bank, which may hinder economic integra-
tion. These are the main conclusions from chapters 2-5.

In chapter 2, Alan Walters reiterates the point that a common mar-
ket or FTA does not necessitate a common currency. Likewise, a mone-
tary union does not require a common market. Since a monetary union
eliminates the exchange rate as an adjustment mechanism, a North
American monetary union would require greater wage and price flexi-
bility to avoid prolonged unemployment during balance-of-payments
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crises. The temptation is for policy makers to turn to capital controls and
protectionism to maintain a fixed exchange rate rather than to further
liberalize markets. Moreover, if Canada and Mexico chose to join a dol-
lar bloc, their futures would depend on “Washington shenanigans.”

In chapter 3, Jerry Jordan examines the costs and benefits of mone-
tary union. A successful monetary union is likely if member countries
have a strong commitment to price stability, experience similar eco-
nomic shocks, adopt institutions that provide for competitive markets,
and are politically integrated. In countries or regions that experience
different macroeconomic conditions and face regulatory hurdles to re-
source mobility and price liberalization, as in the case with the North
American countries, any attempt to form a monetary union is doomed
to failure. Instead, Jordan suggests a regime of floating exchange rates
and independent domestic monetary and fiscal policies along with
trade liberalization. Those countries that follow sound monetary and
fiscal policies and adopt market-enhancing institutions will have strong
currencies and attract foreign investment, as opposed to those that do
not. Markets will discipline governments that fail to follow the princi-
ples of a market-liberal order. In the process, there will be a spontaneous
movement toward institutions that promote price stability and increase
the wealth of nations. Competition among national currencies thus en-
sures that economic forces will bring about institutional change in fa-
vour of markets, as opposed to futile attempts to create a common
currency without a common polity.

Rogelio Ramirez de la O, using logic similar to Jordan’s, argues in
chapter 4 that a North American currency area would not at present be
feasible. In particular, Mexico’s labour and capital markets need to be
more competitive and similar to those in the United States before mone-
tary union would be beneficial. His advice is “to avoid creating bureau-
cratic institutions where their justification is not well established.”
Meanwhile, the goals of a monetary union —money of stable value and
exchange rate stability — can be obtained by adhering to “sound macro-
economic policies.”

In the final chapter of Part I, Jean-Luc Migué draws on public
choice theory and the political theory of federalism to elaborate on the
case for competing national currencies. He prefers a type of monetary
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federalism to the politically contrived and centrally planned type of
monetary union that proponents of a North American currency area en-
vision. For Migué, a system in which individuals are free to choose
among freely floating national currencies within a free-trade area is
equivalent to “competitive federalism applied to monetary matters.”
Under such a system, policy makers operating within a constitutional
democracy have an incentive “to deliver the kind of performance peo-
ple want.” Currency substitution will tend to force bad policies out and
let good policies in. In the long run, the market will discover the best
monetary arrangement.

Lessons from the peso devaluation

The events leading up to the December 1994 devaluation of the peso and
the ensuing stagflation offer important lessons on how to avoid derail-
ing the transition to a market economy. Successful transition requires
adherence to a consistent set of policies that embody the principles of
sound money, open markets, privatization, and depoliticization of eco-
nomic life. Sound money requires not only credible monetary institu-
tions but rule-bound fiscal and political institutions, so that people have
confidence in the long-run stability of both economic and political life.
The papers in Part II discuss the loss of confidence in Mexico’s policy
makers that stemmed from their failure to curb excessive spending in
1994 and limit monetary growth to a noninflationary path. The mishan-
dling of the peso crisis by the Ernesto Zedillo administration further
eroded confidence, while the $50 billion bailout package, assembled by
the United States and the IMF, merely postponed the day of reckoning
and did little to help ordinary citizens. If Mexico wishes to return to the
path of prosperity, Mexican leaders must reembrace market principles,
not grab at short-run solutions for long-run problems. Moreover,
political reform must accompany economic liberalization. Those are the
key lessons discussed in chapters 6-10.

In chapter 6, Luis Rubio provides an overview of the ideological
transformation of Mexico’s development policy from a state-led devel-
opment strategy to a market-led strategy. Before the 1980s Mexico clung
to the idea that economic autarky and state planning were the best
means for developing economic potential. An authoritarian political re-
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gime was consistent with that development strategy. The failure of or-
thodox development planning led to a revolution in development
economics. In 1985 Mexico began to shift in earnest to a market-liberal
path by privatizing state enterprises, opening markets, and cutting the
size of government.

The move toward economic liberalization, however, threatened to
displace special interest groups who gained from Mexican mercantil-
ism. By 1988 it became clear that lasting economic reform would require
political reform. The Salinas de Gortari administration deepened mar-
ket reforms and initiated political reform, but the reform process in both
cases was too slow. During the 1994 election year, politics took prece-
dence over sound economic policy and led to increased public spending
and excess money creation. By December the devaluation was inevita-
ble as capital fled the country and the Bank of Mexico’s foreign reserves
were insufficient to support the pegged exchange rate. The challenge for
the Zedillo administration is to restore confidence in market-led devel-
opmentand to open the political process to greater competition as well.

In chapter 7, Luis Pazos considers the various events leading to the
December 20, 1994, devaluation of the peso, in which the peso-dollar
band was widened under the crawling peg. He has no doubt that the po-
litical uprising in Chiapas in January 1994 and the murder of Luis
Donaldo Colosio in March contributed to the loss of confidence in the
peso. But the major factor leading to devaluation and to the ensuing eco-
nomic chaos was the failure to pursue sound economic policy. Pazos
blames that failure on “the hubris of many technocrats who believed
they could trick the markets.”

Mexico’s march from stability to stagflation is analyzed in chapter 8
by Roberto Salinas-Le6n. The tragedy is that the peso crisis could have
been avoided if Mexico had stood by “the principles of confidence, fiscal
discipline, and market certainty that had led to the highest foreign in-
vestment boom in Mexico’s modern history.” Instead of restraining the
growth of the monetary base in 1994 and raising short-term interest
rates to stem the capital outflow, the Bank of Mexico increased the an-
nual growth rate of high-powered money from less than 1 percent in
1993 to more than 20 percent in 1994. And part of that increase was due
to the financing of government debt, including off-budget credit ex-
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tended to state development banks. Other policy errors added to the cri-
sis, especially the overreliance on short-term debt to pay for an excess of
imports over exports, the failure to adequately reform the pegged ex-
change rate regime, and the absence of a positive program to extend pri-
vatization and market liberalization and thereby offset the loss of
confidence caused by the devaluation. According to Salinas-Le6n, the
proper role of the central bank should be to achieve price stability, not to
micromanage the exchange rate to achieve a current account surplus.
The major issue of the Mexican fiasco is, not whether Mexico ought to
join a monetary union, “but whether a monetary framework can be
fashioned consistent with the permanence of a sound and stable cur-
rency.”

In chapter 9, Jonathan Heath considers the debate over Mexico’s
economic policy in 1994 and who is to blame for the peso crisis. Two
points are of interest: First, Mexico’s reported fiscal deficit for 1994,
which was only 0.3 percent of GDP, did not include “financial interme-
diation,” thatis, the net credit position of state development banks. Had
that information been included, as it was before 1993, the government’s
deficit would have been reported as 4.7 percent of GDP —a significant
amount and a factor in explaining the increase in Mexico’s current ac-
count deficit in 1994. Second, if the Bank of Mexico had not extended
credit to the government and had not allowed an excessive growth of
the monetary base, the crisis might have been averted or at least mini-
mized. The Bank of Mexico gained autonomy in April 1994, but the cen-
tral bank law stipulates only that the government not request funds
directly from the bank; there is no provision against the bank’s inde-
pendently granting credit to the government. The bank’s efforts to
achieve price stability are therefore compromised under the present
law. Heath contends that the lack of information on the real fiscal deficit
in 1994 and the absence of up-to-date information on the growth of the
monetary base made it difficult to determine what policy actions to take
at the time and who or what was responsible for the crisis. In his view,
there is enough blame to spread around; he would not pin the crisis on
any one factor.
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Lee Hoskins and James Coons do pin the peso crisis on a single fac-
tor, the failure of monetary policy. In chapter 10, they use new data to
support the conclusion that “the fundamental cause of the 1994-95 peso
crisis was an inflationary monetary policy...largely driven by electoral
politics.” The Bank of Mexico sought to keep interest rates from rising to
unacceptable levels during an election year and maintain the pegged
exchange rate.

Once domestic and foreign investors anticipated inflation and a de-
valuation, official reserves began to decline. To avoid devaluation, the
central bank should have cut the growth of the monetary base and al-
lowed a sharp increase in interest rates. By failing to do so, the bank
bowed to political pressures and was forced to widen the exchange
band, that is, to devalue the peso. Mexican policy makers were pun-
ished by the international capital markets, as pesos were converted into
dollars. According to Hoskins and Coons, therefore, the main cause of
the peso crisis was not capital outflows but “the underlying instability
of monetary policies.”

To revitalize the Mexican economy, Hoskins and Coons recom-
mend that Mexico not rely on aid but further remove barriers to trade.
They take a market-based approach to solving the peso crisis and see the
bailout plan as simply putting ordinary Mexicans deeper in debt with-
out fixing the fundamental problem. What needs to be done, they argue,
is to provide for (1) price stability; (2) monetary credibility; (3) a freely
floating exchange rate, so policy errors become visible immediately, in-
stead of being concealed behind “the veil of a peso peg”; (4) mar-
ket-driven debt negotiations under a rule of law, so that private
creditors and sovereign debtors can work out mutually beneficial terms
during a debt crisis without putting taxpayers at risk; (5) U.S. with-
drawal from the IMF and World Bank; and (6) “a full embrace of
free-market principles.”

Proposals for monetary reform

How can the value of money best be protected from governmental
abuse? The record of discretionary central banks in a world of fiat mon-
ies is one of persistent inflation. The stop-go nature of monetary policy
and the poor performance of central banks, especially in developing
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countries, offer a challenge to think about alternative monetary ar-
rangements that are more likely to deliver sound money. The papers in
Part Il investigate the importance of stable money for a free-market sys-
tem and consider proposals for monetary reform in the Americas.

In chapter 11, John Crow, a former governor of the Bank of Canada,
argues that, to be credible, central banks must have a clear mandate to
achieve price stability and be held accountable. Giving the bank multi-
ple targets is a mistake that diverts attention from the primary goal of
providing a noninflationary path for nominal GDP growth. If the bank
is prevented by law from financing government deficits and has a single
goal of maintaining price stability, monetary authorities will be ac-
countable because the public will recognize the bank’s failure to achieve
a clearly stated mandate. When independent central banks deliver do-
mestic price stability, financial stability and exchange rate stability will
follow. On the other hand, “if monetary policy does not provide a solid
domestic anchor, the adverse effects from domestic financial uncer-
tainty are more likely to make the exchange rate an additional source of
instability” —a lesson Mexico should now have learned.

Although NAFTA liberalizes trade in goods, it falls short of fully
liberalizing financial services. In chapter 12, George Selgin explains
why and makes a case for real free trade in banking. U.S. and Canadian
banks can now enter the Mexican market, and Mexican and U.S. inves-
tors can acquire ownership of Canadian banks. There are still limits to
foreign ownership of Mexico’s largest banks, but the real limits to free
trade in banking are (1) the prohibition against U.S. banks” establishing
branches in Mexico and Canada and (2) the doctrine of “national treat-
ment,” which requires that Mexican and Canadian banks operating in
the United States be subject to U.S. banking regulations rather than
more lenient home-country regulations. By adhering to the principle of
national treatment, NAFTA “precludes competition among national
regulatory authorities, allowing inefficient and burdensome regula-
tions to persist.” Real free trade in banking, argues Selgin, would allow
consumers to choose the ownership mix and regulatory regime they
prefer, as well as generate a safer and sounder banking system in North
America.
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Juan Andrés Fontaine accepts the monetarist view of inflation but
rejects arigid monetary rule. In chapter 13, he draws on the Latin Amer-
ican experience with inflation, especially the Chilean experience, to
show that nearly everyone now agrees that inflation is primarily a mon-
etary phenomenon and that to stop inflation it is necessary to constrain
the monetary and fiscal powers of government and practice free-market
principles. After rejecting fixed-quantity rules (such as a constant
money-growth rule) and fixed-price rules (such as a fixed exchange rate
rule), Fontaine settles on what he calls a “flexible feedback rule” or
“bounded discretion.” He would tie the hands of central bankers but
not tight enough to forestall “rational discretion.” His independent cen-
tral bankers are rule bound, but the rules allow some flexibility to adjust
to particular events in the search for stable money.

Chile has had an independent central bank since 1980, but that inde-
pendence, plus the commitment to price stability, was strengthened by
the Central Bank Law of 1989. By following a feedback rule, the bank
has been able to reduce inflation from historic averages of 30 percent per
year to single digits. The feedback rule relies on real interest-rate target-
ing to achieve a desired path for real GDP as an intermediate target of
monetary policy —with the ultimate goal being zero expected inflation.
Although there are difficulties in implementing such a rule, Fontaine
contends that “political independence, well-defined objectives, and
transparent criteria for policy have provided a good framework for
monetary stability.”

Fontaine also considers the case for free banking and competing
private currencies, which F. A. Hayek (1978) proposed as an alternative
to government fiat money. He finds “the privatization of central bank-
ing...a very appealing idea.” But he is hesitant “to leap into this un-
known water” without further study. Nevertheless, he recommends
three reforms to increase monetary freedom: (1) “abolish exchange con-
trols and authorize the free circulation of foreign monies for the pay-
ment of goods and services, including taxes”; (2) “minimize central
bank regulations on the private issuing of money substitutes”; and (3)
follow Chile’s example by allowing “the issuing of CPI-indexed securi-
ties and deposits.”
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In chapter 14, Steve Hanke and Kurt Schuler propose a currency
board system as a proven way for developing countries to achieve mon-
etary stability and promote economic growth. With a currency board,
the domestic currency is fully convertible at a fixed exchange rate into
the reserve currency. There is no scope for discretion or for financing fis-
cal deficits. A currency board imparts confidence and credibility to the
home-country currency by directly linking it to a stable currency like the
dollar. Aslongas U.S. monetary policy keeps inflation low, the value of
the board’s currency will be stable, and interest rates will converge to-
ward those in the United States. Argentina adopted a currency
board-like system in April 1991 and has brought inflation down from
2,000 percent to less than 10 percent. Hanke and Schuler think other
Latin American countries could achieve greater price stability if they
got rid of their failed central banks and shifted to a currency board ar-
rangement.

Currency boards, however, are no panacea. John Greenwood, who
was instrumental in designing the Hong Kong currency board, notes, in
his comment on the Hanke-Schuler paper, “Simple currency board ar-
rangements are not immune from corrupting influences; their mandate
and their instruments can be transformed over time.” To prevent the
politicization of money, he emphasizes the importance of “a strong
monetary constitution” and a sound public understanding of the social
benefits of a currency board.

Jack Carr and Kam Hon Chu provide a detailed discussion of the
idea of a monetary constitution in chapter 15. They examine alternative
monetary rules and argue that the best rule would be a simple quantity
rule that fixed the growth of a monetary aggregate with the objective of
providing long-run price stability. The problem is how to enforce sucha
rule or any rule that binds the central bank. Central banks dislike being
rule bound, and politicians like to have some control over monetary af-
fairs. In Canada, for example, the central bank announces inflation tar-
gets, but there is no legal mandate for price stability as the sole objective
of monetary policy. Moreover, the targets can be changed by a govern-
ment directive —so there is no enforceable monetary rule. To be credi-
ble, the monetary rule would have to be incorporated into constitutional
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law, and other changes in the economic constitution may be necessary
(for example, a balanced-budget amendment).

Regardless of the specific rule chosen, the Americas would benefit
from adopting monetary constitutions that depoliticize money and pro-
vide a stable framework in which markets can function efficiently to sat-
isfy consumers' preferences. As Carr and Chu point out, “A monetary
constitution which takes the form of rules establishing and limiting the
power of the central bank appears to be the best way to achieve both
monetary and financial system stability.”

In addition, they note that financial stability can be enhanced by
eliminating or significantly reforming deposit insurance, an institution
that increases risk taking and penalizes prudence at the taxpayers” ex-
pense.

Future policy directions

The full benefits from trade liberalization under NAFTA depend on ad-
herence to market-liberal principles—to private property rights and
freedom of contract protected by a legal framework based on a constitu-
tion of liberty and a monetary constitution that prevents the state from
eroding the value of money. How bright the future is under NAFTA
will depend on whether policy makers take a principled approach to
free trade or take the path of least resistance and fall into the trap of
managed trade and market intervention.

The papers in Part IV examine the future role of the dollar in the
global economy, the steps that still need to be taken to realize the
long-run potential of NAFTA, the problem of stabilizing the peso and
restoring economic growth, and the question of how best to expand
trade liberalization in the Americas.

In chapter 16, Lawrence B. Lindsey, a member of the Federal Re-
serve Board, emphasizes that the future of the dollar will depend cru-
cially on whether U.S. policy makers adhere to the goals of price
stability and market liberalization. Erratic monetary policy, financial in-
stability, and protectionist policies that block the free flow of goods and
capital would weaken the status of the dollar as an international cur-
rency. Competition among the major currencies dictates that policy
makers keep an eye on international capital markets when choosing
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among policy options. Countries that fail to meet the market test will
find their currencies losing out to countries that follow credible policies.

A loss of confidence in U.S. economic policy will result in a loss of
confidence in the dollar and a loss of seigniorage (that is, the profits
from money creation). As the supplier of the world’s major interna-
tional currency, the United States has an important stake in expanding
world trade. As Lindsey writes, “The more vibrant the international
economic order, the more demand for the country's currency, and the
more benefits which flow to the issuer.”

The voluntary dollarization of Latin America is an indication of the
relative strength of the dollar as a store of value, a unit of account, and a
medium of exchange. Currency competition will help discipline policy
makers in Latin America to lower inflation and keep markets open. Ac-
cording to Lindsey, “Dollarization is a transfer of power from political
decision makers to the individual citizens and market participants of
the hemisphere’s countries.” Institutions that promote U.S. monetary
stability can therefore benefit both the United States and those countries
that allow citizens to freely hold and exchange U.S. dollars.

Michael Wilson, former Canadian minister for international trade,
was actively involved in the Canada-U.S. Free Trade Agreement and
was responsible for the NAFTA negotiations. In chapter 17, he argues
that the competitive forces unleashed by market liberalization in North
America will produce better goods and better money — provided Can-
ada, the United States, and Mexico are consistent in following free-mar-
ket principles. Moreover, he points out that “the benefits of trade
liberalization come fast and best to those firms and workers prepared to
adjust and take advantage of opportunities that free trade offers.”

Wilson recognizes the shortcomings of NAFTA and the need for
further liberalization, especially in financial services. He thinks that a
monetary union is neither economically nor politically feasible and that
the best way to achieve sound money and stable exchange rates in
North America is by having each country pursue price stability as the
primary goal of monetary policy.

A rules-based approach to trade liberalization in the hemisphere
appeals to Wilson. He believes it is best to work within the NAFTA
framework rather than negotiate separate bilateral trade agreements.
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And he accepts the idea that “adherence to NAFTA is only feasible for
those countries that have made a major and sustained commitment to
market-based economic reform.”

When Mexico devalued the peso in December 1994, it was an ad-
mission of failure not only for macroeconomic policy but for the crawl-
ing peg exchange rate regime. Fixed but adjustable exchange rates are
an instrument of government intervention and are contrary to mar-
ket-liberal principles. When exchange rates are neither permanently
fixed nor freely floating, the price of foreign exchange is bound to be-
come politicized. The adjustable peg meant that Mexico's misguided
monetary and fiscal policies in 1994 were prevented from immediately
showing up in a depreciation of the peso. When the devaluation came
about, the underlying pressures that had been suppressed came to the
fore, and there was a much sharper fall of the peso than would have oc-
curred with a floating-rate system in which there is a continuous adjust-
ment process.

Although the peso was allowed to float after the devaluation, the
float is a “dirty” float, and the exchange rate has continued to slide be-
cause of the lack of a solid anchor for the peso. There is still no credible,
long-run commitment to price stability as the primary aim of monetary
policy or to any clear-cut monetary rule; there is no effective monetary
constitution in Mexico.

That is why, in chapter 18, Roberto Salinas-Leén advocates a cur-
rency board for Mexico. He draws on arguments used by Hanke and
Schuler to make a case for moving to a fixed exchange rate regime that
would restore credibility and confidence to the peso and encourage in-
vestment and growth. With greater price stability, interest rates would
fall, and the precarious state of Mexico’s banking system would im-
prove. The beauty of a currency board for Mexico, in Salinas-Ledén’s
view, is that it “rules out discretionary monetary policy,” which has
been Mexico’s Achilles heel.

Salinas-Ledn recognizes that the currency board route is not the
only route to price stability. If the Bank of Mexico followed in the foot-
steps of New Zealand and were made accountable for a single mandate
of price stability, then it is possible that a regime of floating rates and
rule-bound monetary policy would lead to the same confidence a cur-
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rency board would produce. In such a case, “the political choice be-
tween a board and a floating regime would constitute a distinction
without a difference.”

While Mexico’s ruling elite clings to the status quo and is reluctant
to give up control of the exchange rate, the Mexican people desire a sta-
ble monetary regime. They “know all too well,” writes Salinas-Leé6n,
“that the peso desperately requires transparency, simplicity, and com-
plete depoliticization.” If so, prospects for real monetary reform may be
better than they appear at first glance.

In the final chapter, Edward Hudgins makes the case for expanding
NAFTA to all countries in the hemisphere that want to adopt mar-
ket-liberal principles. The further liberalization of trade and economic
integration of the hemisphere will have long-lasting benefits and, in
Hudgins’ view, “will drive monetary considerations.” He holds that in-
dividuals have a right to free trade —to noninterference in the use of
their property rights, as long as they respect the equal rights of others.
Thus, free-trade areas ought to be formed whenever possible.

Trade liberalization reduces the power of government and should
be encouraged from a market-liberal perspective, even if there is some
trade diversion. The natural course of trade is to expand, when free to
do so. The challenge is for governments to open markets and for the
United States to “be a trade entrepreneur and seek out countries that are
engaging in market reforms . . . and offer them free trade areas,” writes
Hudgins. What America should not do is to export its failed regulatory
policies to developing countries seeking to dismantle their statist re-
gimes in favour of a market-liberal order. A market-based approach to
regulation, Hudgins contends, would offer developing countries more
scope for growth and prosperity than adopting the command-and-con-
trol approach that has characterized the regulatory regime in developed
countries.

Latin American countries should consider institutional changes, in-
cluding a system of tort law, that help safeguard the life, liberty, and
property of their citizens —without creating another layer of bureau-
cracy to further politicize economic life, notes Hudgins. Moreover, lead-
ers should “oppose attempts to impose American regulatory burdens
on their economies as the price for freer trade.” In his view, “regulatory
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competition in this hemisphere would be good for Latin American
countries and the United States as well.” Most important to Hudgins,
however, is that all countries in the hemisphere remove remaining bar-
riers to free trade so that individuals can enjoy greater economic free-
dom and the opportunity to achieve a higher living standard.

Conclusion

The liberalization of trade under NAFTA will provide new opportuni-
ties to expand markets in the Americas. Increased competition is good
for trade and good for consumers. Increased competition is also good
for institutional change: those institutions that are consistent with a
market-liberal order will tend to crowd out those that are not. The pri-
vatization of state assets, the opening of capital markets, the recognition
of the futility of exchange rate pegging, and the move toward more sta-
ble monetary and fiscal regimes are the results of market-led develop-
ment replacing state-led development. The challenge will be to create
an ethos of economic liberty in the Americas that will extend the mar-
ket-liberal revolution to all countries in the hemisphere and around the
globe, so that people everywhere can enjoy the benefits of free trade.

To be successful, the economic integration of the Americas requires
not only free markets but sound money. The peso crisis is only the latest
example of how misguided monetary policy can wreck havoc on eco-
nomic life and disrupt society. The danger is that a monetary crisis can
cause a financial panic, and government may react by imposing wage
and price controls, and perhaps capital controls. Even in the United
States, in the early 1970s, when inflation was less than 4 percent but ris-
ing, the government reacted with wage and price controls, which re-
sulted in stagflation, the creation of a new federal bureaucracy (the
Department of Energy), and bottlenecks in the market system.

Latin American countries cannot afford to sacrifice their future for
the false promises of a controlled market. What they need is a free, open
market, and to ensure that, they need to maintain the value of their cur-
rencies by adopting some type of monetary constitution that safeguards
the long-term value of money. Only then will they achieve financial sta-
bility and reduce exchange rate volatility.



18  Money and Markets in the Americas

The essays in this volume show the close link between stable money
and stable markets and provide a framework for thinking about how
best to reform the discretionary monetary regimes that now dot the eco-
nomic landscape in the Americas. Although the authors donot agree on
any one solution, they do agree that transparency, credibility, and ac-
countability are essential if people are to have confidence in the mone-
tary regime.

The future of economic integration in the Americas will depend, in
large part, on the choice of monetary institutions. In making that choice,
policy makers would do well to respond to consumers’ preferences for
sound money and keep in mind the principles and proposals elaborated
on in this volume.
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CuyarTER 2

Do Common Markets
Require Common
Currencies?

Alan A. Walters’

Common markets, economic unions,
and free trade areas

THE EMERGING POPULARITY OF TRADING BLOCKS of one sort or another
seems to be a consequence of the alleged success of the European
Community (which we must now learn to call the European Union).
Certainly if we judge success by the anxiety of outsiders to join the EU,
then it must be seen as impressive. Of the possible joiners, only Switzer-
land, Iceland, and Norway have firmly resisted the temptation. Austria,
Sweden, and Finland are virtually in the EU, while the ex-communist
central European countries, not to mention Turkey, are vigorously pur-

1 The author is Vice Chairman and Director of AIG Trading Groups, Inc.,
Director of IDEA Ltd., and Chairman of Counter Cyclical Investment Fund.
He served as Chief Economic Adviser to Margaret Thatcher.
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suing membership. But it is important to note that the EC is (or one
should more accurately say “should be”) a common market and, if the
reservations of the United Kingdom are discounted, the EU is on the
way to becoming a political union, as well as an economic union, with a
federal structure — the United States of Europe, no less.

A free trade area, like NAFTA, differs from a common market. The
essence of a common market (or customs union [CU]) is not simply that
goods can move freely without tariff or other hindrance within the com-
munity, but also that there is a common external tariff. This enables
goods imported into one country freely to enter another in the commu-
nity of nations. NAFTA, however, allows countries to have different ex-
ternal tariffs. The free trade conditions extend only to domestic goods
and not to imports through different external tariff regimes. Thus in
NAFTA any imports under a low external U.S. tariff which are re-ex-
ported to Mexico, with a higher tariff, will be checked at the Mexi-
can—U.S. border and will have to pay the additional duty. The rules
about “domestic content” become all important in charging for these
inter-FTA trades.

I do not know whether the NAFTA will ever progress to a NACM
(North American Common Market), but clearly it is a long way off.
Making NAFTA work will take many years. But will it progress like the
EC? Will it develop, not only as a common market, but also as a regional
currency arrangement, like the “snake,” the Exchange Rate Mechanism
(ERM), or a monetary union?

NAFTA, common markets, and
monetary unions

One interesting aspect of NAFTA is that no one seems to have seriously
mentioned the development of a monetary union. Nor have there been
any negotiations for even a formally administered pegged exchange
rate system for Canada and Mexico. The governments and central banks
of these two countries clearly take into account the dollar exchange rate
in their monetary policy, but there is no sense in which they are tied to
particular rates. True the Mexican authorities did have an informal
“crawling peg” until it all fell apart in December 1994. But this is quite
different from the principles of convergence that have been enunciated
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and assiduously peddled in the European Community. We must note,
of course, that the birth of the EC at the Treaty of Rome was under the
aegis of Bretton Woods and the system of pegged exchange rates com-
bined with exchange controls and, until 1960, inconvertibility of all
major currencies.

After the United States went off gold, the European countries were
very wary of floating rates and quickly mackled up the “snake” fol-
lowed by the establishment in 1978-79 of the ERM, which in an albeit
emaciated and emasculated form is still with us today. The rationaliza-
tion for pegging exchange rates was ostensibly to “create a sea of stabil-
ity” in European common market countries, de facto on the
Deutschemark. A subtext, however, was the fear of “competitive deval-
uation” which was thought to have had “beggar-my-neighbour” conse-
quences in the interwar years. Manipulation of the real exchange rate
could be a substitute for tariffs and export subsidies. Preventing or in-
hibiting nominal exchange rate movements was thought to be at least
some defense against the exporting of unemployment through competi-
tive real devaluations and the dog-eats-dog policies of the 1930s.

As we now know, the system of pegged nominal rates did not pre-
vent quite large movements in real exchange rates, and, of course, it pre-
sented gifts to speculators who had all the time in the world to anticipate
a collapse in or a substantial movement in the peg. For most of the life of
the ERM, the reluctance to move parities gave the low-inflation coun-
tries, mainly Germany, the competitive edge and current surpluses
vis-a-vis the other community countries more or less continuously.

Thus, it is likely that the pegged currency system for a common
market itself induced the distortions in real exchange rates that it was
designed to cure. Various suggestions have been made for making the
pegged system more flexible so that it automatically adjusts the nomi-
nal exchange towards the “fundamental real equilibrium exchange
rates” or FREERSs. It is however difficult to define FREERs in theory and
impossible to measure them in practice, so it is not surprising that they
have remained the playthings of policy wonks rather than practical in-
struments of policy.
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Fixed exchange rates and
currency unions

It must be noted that the characteristic rigidity of nominal rates and the
distortion of real exchange rates with the associated capital movements
is true for a pegged exchange rate system—sometimes called,
oxymoronically, “a fixed-but-flexible system.” An absolutely fixed sys-
temis quite another matter. And there is virtually no difference between
exchange rates that are absolutely fixed and a currency union which is
characterized by a single currency. For example, the Hong Kong dollar
has been fixed at 7.8 to the greenback since October 1983, with no
thought of a change in the parity. The exchange rate is transparently
fixed and guaranteed by the institutional mechanism of the currency
board. If one offers a U.S. dollar to the board, then the board will pay
7.80 Hong Kong dollars for it and vice versa. With completely free capi-
tal flows, the short-term rate of interest in Hong Kong cannot much dif-
fer from the rates in New York. The central bank of Hong Kong is
effectively the Fed.

If there were no Hong Kong note issue and if the Hong Kong au-
thorities adopted the U.S. dollar as legal tender and as the customary
form of payment, then there would be a complete one-currency type of
currency union (as existed for many years in Liberia). The difference be-
tween a currency board and a union is first, the seigniorage — in the cur-
rency board it is largely credited to the Hong Kong government,
whereas in the one currency union case the United States pockets
it—and second, the doubts whether Hong Kong will remain fixed to the
dollar as the PRC takes over. Hence, one may expect that long-term in-
terest rates will carry a political risk factor and exceed those in the
United States, which is unlikely to be taken over by the PRC in the fore-
seeable future. For the rest of this paper, however, I shall assume that
currency boards and monetary unions are identical.

Common markets, free trade areas,
and monetary unions

One conundrum which arises is whether the reverse of the question
raised in my title is true: do common currencies require common mar-

1

kets? The answer is “of course not!” During the many years of the old
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gold standard, there was effectively a common currency through free
gold convertibility, yet substantial trade barriers existed between the
countries. And there are many countries that have common currencies
(e.g., Liberia) where there were large import duties in spite of the
circulation of the dollar.

The corollary is clearly “do common currencies make it more or less
difficult to adhere to an open trading regime such as that required in a
common market?” This is an important question, largely because I be-
lieve that open trading regimes are one of the foundations of economic
prosperity and the linchpin of so many successful strategies. If a com-
mon currency makes it difficult to keep the doors open, then itis a pow-
erful count against a monetary union.

The general theory of adjustment of fixed and flexible exchange
rates is well known. Within a currency union a small country has its
tradeable goods prices fixed; all adjustment has to be done through
price changes in the nontradeable goods sector. These movements of ab-
solute prices in nontradeables, with tradeables anchored, induce re-
sources to move into and out of tradeable goods to achieve an
equilibrium in the current account. Price changes in nontradeables may
be thwarted by institutional arrangements —normally that is a nice way
of saying that powerful trade unions may preclude or delay such adjust-
ments. And even in the absence of powerful unions, the fixed exchange
rate regime requires a flexible fiscal policy, with all sorts of dubious
linkages, somehow to help effect the adjustment. That is the story with
the exchange rate fixed. In contrast, with no monetary union and a vari-
able exchange rate, there is additional flexibility. The devaluation of the
exchange rate raises the domestic price of tradeable goods even though
their dollar value remains unchanged. The flexibility of the exchange
rate makes it easier to adjust to external or internal changes in circum-
stances (or “shocks” as we usually, but misleadingly, term them). This
suggests that flexible rates would be more consistent with open regimes
since the country could simply allow the exchange rate to take the strain
and need not resort to the Big Bertha of trade restrictions.

So far as I am aware there has been no comprehensive systematic
study of this issue. Superficially the Bretton Woods experience of a
monetary union and the associated reduction in protection up to 1973,
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when the currencies floated, suggests that the fixity of exchange rates
did not induce greater protectionism; on the contrary. But this is mis-
leading. Until 1960 all the currencies were inconvertible, and even after
1960 there were substantial exchange controls on domestic residents.
Furthermore the vicissitudes of 1960-67 saw massive increases in
“emergency” protection—such as increases in across-the-board tariffs
in the United Kingdom, Italy, and France—as well as more stringent
capital controls to protect payments positions. Nevertheless, in spite of
the increased protection, sterling, then a most important currency, was
devalued in 1967, and Bretton Woods was all but over. Another exam-
ple is the fact that the ERM in its early years in the first half of the 1980s
(thatis to say before the Single European Act became effective from 1987
on) was clearly associated with increased protection within the Com-
munity.

I leave this important issue unresolved. I now pass to the general
question raised in the title.

Do common markets (or customs
unions) require common currencies?

The importance of this question arises largely from the fact that the
top-level bureaucrats of the EU have asserted that the answer is un-
equivocally “yes.” Messrs. Delors and Bangermann and Sir Leon
Brittan have all asserted that in order to complete the Economic Union
of Europe, a monetary union is required. In his new book, The Europe We
Need, Sir Leon has again asserted that it will be hard to maintain a single
market unless there is a single currency (Brittan 1994). And if these big
whigs are correct, then surely it has some import for NAFTA and other
trade blocs. Of course, you may say “some, but not much.” Europe is
different from North America. Although Germany is the dominant eco-
nomic power in Europe, there is no sense in which it dwarfs its neigh-
bours. In North America, however, the United States towers over
Canada and Mexico. One may debate about the form of a single cur-
rency of Europe—e.g., the ECU or perhaps the Deutschemark —but, in
the event of a currency union in North America, there is no contest: it is
the dollar with the Fed as its central bank. Nevertheless the core of the
policy issue remains the same whether in NAFTA or EU.



Common Currencies 27

Messrs. Delors, Brittan, and Bangerman have not advanced any ar-
guments about optimal currency areas to support their thesis. Nor is
there any allegation of simultaneity in cyclical oscillations, so that the
same monetary policy is optimal for all union countries. They have put
forward the old arguments of (1) reductions in transactions costs, (2) re-
duced exchange risks, and (3) economizing on information. It is un-
doubtedly true that some direct savings will follow from having one
currency: exaggerated calculations and predictions of such savings for
Europe are to be found in the Delors Report of 1989. In terms of the
Delors et al. assessment, it is difficult to see why the elimination of such
small costs is so essential to the completion of the single market. The ul-
timate test of a single market is, of course, price equality, allowing for lo-
cal taxes and transport costs. On this test numerous studies, widely
reported in newspapers, have shown that the Community fails dis-
mally. (It was recently assessed that the cost of an automobile in the
most expensive city in Europe was more than 50 percent greater than
that in the cheapest.) Eliminating the small change of exchange opera-
tions seems to be of trivial importance.

Of course this is not the only reason for pursuing a monetary union.
I'would suggest that we examine the usual explanation for political pol-
icy —the pursuit of power. A monetary union would give great power
to the central bank of Europe and to its political masters in Brussels. For
with the centralization of monetary control would come the concentra-
tion of fiscal policy in the federation rather than in its constituent states.
We can only guess at the magnitude of the fiscal transfers from rich to
poor constituent states that will be needed, but the size of the transfers
which we have seen in the German union gives one some idea. The bar-
gaining by the poor “south” of the Community (Spain, Portugal,
Greece, and Ireland) for larger welfare funds gives warnings of the size
of the federal budget to come. The interstate differences in income per
capita in Europe are much bigger than those in the United States. (And
the interstate differences in income in NAFTA are even larger —which
explains in part the fact that no one appears to have seriously suggested
an economic and monetary union for NAFTA countries.)

I conjecture that the real reason behind the impetus for a monetary
union in Europe is that it will inevitably imply a political union. Indeed
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Germany has often said that, before one can make real progress on a
monetary union, much more political integration of Europe is required.
Monetary union is the “soft underbelly” of political union. For obvious
reasons, which I discussed in a review article in National Interest (Spring
1994), people are much more susceptible to saying “yes” to a monetary
union than they are to a political union with all the substantial loss of
sovereignty that must ensue. It was a wise tactic of the European Com-
mission to pursue primarily the goal of monetary union in the
Maastricht treaty.

Evidence of monetary unions

First, a preliminary point: in discussing monetary unions I shall assume
that the unions do not adopta commodity currency, such as gold, silver,
or a basket of commodities. The unions operate a fiat money system. Itis
clear that with a gold standard, there can be — there have been —mone-
tary unions without common markets or customs unions. But since no
free trade area, customs union, or economic and monetary union at
present or on the cards has a commodity standard, we have no need to
conjecture on their consistency.

In the historical record, there have been associations of customs un-
ions with monetary unions. Probably the best example is the (first) uni-
fication of Germany. In the Prussian-led Zollverein in 1834, the statutes
called for acommon coinage. But although the customs union was effec-
tive, because of the many objections of the states, there was no common
currency until 1871 when the Reichsbank was established to supervise it
on a gold standard. For near 40 years the Zollverein had many distinct
currencies.

England and Scotland long enjoyed not merely a customs union but
an economic union, with free flow of labour and capital, for more than a
century before the imposition of the English coinage on Scotland from
1844 on. The Scots had a monetary and banking system quite different
from that centred on London. It has been argued by Lawrence H. White
(1984) and George Selgin (1988) that the “free banking” arrangements in
Scotland were more effective in producing a stable financial environ-
ment than the Bank of England in London. But the point is that for more
than 100 years the customs union was not thought to require a monetary
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union. Furthermore, the Scots were apparently quite content (at least as
White records there were few complaints) with not having a monetary
union inside Scotland. The Delors et al. thesis would, of course, pre-
clude any “free banking.”

Did the absence of a common currency somehow crucially hinder
the development of Scotland? Obviously there is no definitive answer.
In my reading of history since 1601, I cannot recall any historian even
mentioning such an allegation. Scotland prospered mightily in the 18th
century and the first half of the 19th century.

Finally, we have the case at hand today. NAFTA was negotiated on
the foundations of an FTA between Canada and the United States. The
flow of trade between Canada and the United States is the largest be-
tween any two countries in the world. The overwhelming majority of
U.S.-Canada trade is free from tariffs or trade restrictions. (Indeed,
some Canadians have suggested that there are more restrictions be-
tween Canada’s provinces than there are with the United States.) There
is also a completely free flow of capital and virtually free mobility of la-
bour. In other words, there is a near economic union. Yet, so far as I
know, no one has suggested that to complete this union, one would re-
quire that there be a common currency (presumably the Canadian dol-
lar would disappear and Canadian residents would use greenbacks). At
present, the two currencies circulate to some degree in border areas and
are fully convertible, largely because it is in traders’ interests to make
them convertible.

Instead of the upheaval of a formal demise of the Canadian cur-
rency, the Canadian dollar could be easily attached to the U.S. dollar by
means of a currency board. This would give the same economic effects
as a union. But again this possibility was not seriously considered as
part of, or as a sequel to, the free trade arrangements for the area. While
the large disparities in income per capita may well preclude a monetary
union with Mexico, this explanation clearly does not hold for Canada
and the United States.

We are left then with the fact that, notwithstanding favourable pre-
conditions, no one in North America has seriously considered the
Delors-Bangermann-Brittan thesis that monetary unionis essential for a
single market. Of course we in North America may lack the penetrating
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insights of these famous three Europeans, but that seems dubious. More
likely the Canadians believe that they need the extra degree of flexibility
that an independent dollar gives to policy and that the additional trans-
action costs are not sufficient to offset the advances of such a degree of
independence. Perhaps also the Canadians are not willing to subjugate
all monetary policy to the Fed in the belief that the Fed will be concerned
with conditions in the United States rather than the state of the Cana-
dian economy (and there are marked structural differences between the
two).

Furthermore the Fed may pursue stupid policies, as they have done
in the past, and the Canadians would not wish to be forced to follow, as
the wag that dogs the tale.

Whereas in Delorsian eyes, the European Central Bank would be
run by veritable philosopher kings in the interest of all Europe, nicely
balancing tradeoffs for the good of all. The monetary policy of the ECB
has been defended as clearly superior to the sum of the monetary poli-
cies of the separate constituents. (And, of course, in addition there are
the savings in transactions costs.) To the Eurosceptic and even to those
who fully support the single market, as distinct from its monetary, fis-
cal, and political union trappings of Maastricht, this is a great deal of
faith to place in an institution that does not yet exist and for which we
have the vaguest of blueprints.

Conclusion

The first conclusion is that an FTA or CU does not require a monetary
union to “complete” it. Nor does a monetary union require an FTA or
CU. The second conclusion is that there is some case for arguing that a
monetary union makes it more difficult to maintain a FTA or CU, since
all the adjustments have to made in prices and wages rather than
through the nominal exchange rate, and the fixed exchange rate may be
considered more important to maintain (a la franc fort) than the open
market. The third conclusion is that monetary union in its various forms
should be judged on its own merits, and I assume that the main option
for Canada and Mexicois tojoina U.S. system dominated by the Fed.
The major rationale for fixing the peso and Canadian dollar to the
U.S. dollar must be because Mexico and Canada believe the Fed will
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give a more stable and growth-oriented monetary policy than their sep-
arate central banks. Monetary policy in Mexico and Canada is thus freed
from domestic politics, but not from Washington shenanigans and mu-
tual recriminations. (It is important to note that the alternatives are a
free exchange rate or a fixed one. The European Monetary System has
demonstrated that pegged or “fixed but flexible” rates are destabilizing
and untenable.)

Although I have concluded that NAFTA does not require a mone-
tary union, I have clearly not made much if any progress in deciding
whether a floating or fixed regime is best. Such a decision depends on
judgements of institutions and structures far beyond the scope of this
essay. But does anyone doubt where my sympathies lie?
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CuyarTER 3

Economic Forces versus
Monetary Institutions

Jerry L. Jordan'

OR BETTER OR WORSE, PEOPLE HAVE ALWAYS liked to organize things.

Even ancient, primitive tribes sought to organize their activities in
order to improve their quality of life. A natural assumption is that if in-
dividuals simply cooperate with one another, more will be accom-
plished. The arrangements we refer to as “government” are a set of rules
and organizations constraining the activities of individuals,
presumably for the benefit of all.

People voluntarily come together in firms to pool accumulated cap-
ital and contribute their labour to produce goods for consumption or ex-
change. Similarly, political arrangements become a form of “social
capital” —networks of relationships created by past efforts. However,
just as a firm with an unprofitable strategy or obsolete product cannot
withstand the stiff winds of market forces, government institutions and

1 The author is President and Chief Executive Officer of the Federal Reserve
Bank of Cleveland.
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agencies also face competition. To survive, both firms and government
organizations must be “living organisms,” capable of adapting to
change. When policy design ignores the actions of resourceful, intelli-
gent, opportunity-seeking individuals, it risks being overwhelmed by
events beyond the control of even the most authoritarian government
bodies.

As we ponder the question of monetary union, we should keep in
mind the essential elements of survival of any arrangements in a dy-
namic global environment. What we have learned from the broad array
of experiences with government involvement in economic affairs dur-
ing the 20th century is that successful policies have been those that en-
hance the effectiveness of markets. Those institutional arrangements
and organizations that were erected to resist the onslaught of economic
forces have crumbled in a heap of obsolete notions about the powers of
government.

Economic Forces and
Political Institutions

Economic forces

Many forces have been at work over the 20th century — certainly politi-
cal, social, and religious forces have helped to shape the course of events
for these 100 years. Here, however, my focus is on those I call “economic
forces.” These include technological changes and innovations; produc-
tivity increases; lower information, transaction, transportation, and
communication costs; the phenomenon sometimes referred to as down-
sizing; and, of special note as the century draws to a close, the true value
added from the rise of knowledge-based industries, as opposed to
activities that exploit resources.

In the previous century and at the beginning of the 20th century, we
tended to measure the wealth of nations in tons and numbers: Tons of
iron ore, coal, and metals produced, the numbers of logs cut, tons of
wheat grown, and so on, combined to make a statement about the out-
put or wealth of countries. But that is no longer appropriate. In today’s
world, those things produced by companies such as Microsoft—the
world’s leader in software — and other human-capital-enhancing enter-
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prises have assumed more importance in determining the relative
well-being of nations. Consider the poverty of some of the nations most
rich in natural resources — Africa, Brazil, and Russia — versus the pros-
perity of countries like Japan and Switzerland, whose natural resources
are quite sparse.

Political institutions

Let me elaborate on what I mean by the term institution. Generally, an
institution (or organization) can be defined as a set of humanly devised
constraints. As such, the term includes governments, corporations, and
families, but our attention at this conference is on government monetary
institutions. In an increasing number of countries, these institutions op-
erate in a broadly defined market environment, affecting men and
women who are “searching and groping for opportunities” and who are
faced with “resourceful coping with circumstances and environment
encountered,” as Karl Brunner put it so well (Brunner 1986).

Political institutions come in two varieties. The first is government
organizations — ministries, bureaus, departments, agencies, and central
banks—and international organizations such as the IMF, the World
Bank, and the Bank for International Settlements. Even the United Na-
tions and NATO could be included here.

The second variety of institutions in a political context is
rules—meaning contracts, generally accepted accounting principles
(GAAP), labour laws, laws of incorporation, the judicial system, and the
enforcement of property rights. Rules also include various types of eco-
nomic controls, such as wage, price, credit, interest rate, exchange, and
capital controls, or even margin requirements. One would also include
restrictions on financial industries such as loan loss reserves, capital ade-
quacy standards, debtlimitations, credit allocations, and leverage ratios.

Some of both of these types of institutions — the organizations that
are created and the rules that are laid down—are intended to improve
the workings of markets. Others, however, are geared to inhibit or alter
the working of markets because the benefits of intrusion are perceived
to be greater than the costs. That is the case when political or social ob-
jectives seem to be more important than economic efficiency. Such ob-
jectives as income redistribution —a political decision to give priority to
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sharing wealth, rather than creating wealth —result in institutional ar-
rangements that reduce the efficiency of markets. The classic conflict of
democracies is between an environment that fosters equality of oppor-
tunity versus a structure that seeks equality of outcome.

In selecting the degree of organization characterizing society, there
are tradeoffs between determining structure and preserving individual
freedom. The threatening aspect of organizations and rules occurs
when well-meaning policymakers start to believe that the solution to a
problem always involves creating more organizations or rules. That is,
there is a tendency for the public to demand solutions, so it is natural for
policymakers to look to political methods of resource allocation instead
of market methods.

Interplay of forces and institutions

Some of what I call economic forces are irresistible forces, while some
political institutions presume to be immovable objects. Even those polit-
ical institutions that are intended to improve the workings of markets,
and are designed to have a great deal of inherent flexibility, evolve in
the latter direction.

In a pure market economy, there would be no institutions that we
would call immovable objects. In a total command economy, on the
other hand, all institutions would take on this characteristic. Ultimately,
however, they would prove not to be immovable in the face of the irre-
sistible economic forces in a global economy. The command economies
of the former Soviet Union serve as the 20th century’s monument to the
fatal conceit of central planning. The architects of new rules or organiza-
tions usually understand the need to create institutions that are capable
of adapting to changing conditions. This is true not only of constitutions
for governing, but also of the various agencies of government with spe-
cific missions.

When markets and institutions
conflict

People desire a stable framework for their activities. Without a modi-
cum of certainty, people will not undertake investment in human capi-
tal, relationships, and physical capital.
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The now-classic example of “The Costs of the Absence of Good
Law” is provided by Hernando DeSoto (1989), who discusses the result-
ing lack of investment in housing stock and production in Lima, Peru.
DeSoto describes the former situation of “informal” (read illegal) hous-
ing in Lima. Property rights did not exist, and there was no recourse if
the state or another individual confiscated property. As a consequence,
people invested in TVs, cars, and movable goods —not in pipes, drains,
sewers, and roofs. When property rights were more clearly delineated
and enforced, housing investment was much improved: For the same
class of occupants, formal housing was worth nine times as much as
squatters’ housing. Absence of property rights discouraged other types
of investment as well, because informal housing could not be used as
loan collateral.

Similar problems plagued the informal production sector in Peru.
Again, DeSoto shows that with no legally binding contracts, investment
in production was low and critical suppliers could renege on promises
at the last minute, forcing inefficiencies. Informal textile producers, for
example, tended to overdiversify suppliers: Instead of buying 1,000
buttons from one firm, they bought 200 from five. Moreover, property
insurance was out of the question.

Latin American monetary reforms provide more lessons in how the
market disciplines policy:

1. Argentina attempted a currency reform in 1979, but did not re-
duce the fiscal deficit, and the reform failed. Chile instituted fis-
cal reform in the late 1970s and succeeded.

2. In1985, Bolivia slashed state controls, opened up the economy,
and balanced the budget on a day-by-day basis. Inflation fell
from 23,000 percent in 1985 to 9 percent in 1993.

3. Argentina, in mid-1991, balanced the budget, deregulated the
economy, and began privatizing state industry.

These events show the importance of preserving economic decision-
making in markets. If governments presume to make allocation deci-
sions, both in the currency markets and in private capital flows into and
out of a country, markets can impose harsh discipline. In cases where
monetary policy directly caused hyperinflation, fiscal policy was the
underlying culprit. When the government sector was too large and at-
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tempted to do too much, it could not finance itself with taxes and re-
sorted to inflationary finance.

In harmony with markets

Good examples of political institutions and economic forces working in
tandem are the “Asian Tigers” —the nations of Taiwan, Hong Kong,
South Korea, and Singapore. A recent World Bank report (1994) gives
much credit to these countries’ free-market pricing of labour, capital,
and goods, and for creating stable macroeconomic frameworks thatalso
let the markets work. While these nations have used government subsi-
dies and political credit allocation, to a considerable extent they have re-
lied on market outcomes to judge their success. For example, South
Korea tried to build a heavy chemical industry in the 1970s, but
government support was withdrawn when the effort failed.

Famines also highlight the contrast between using institutions that
utilize markets and institutions that resist them. The organizational re-
sponse to famine is to fly in massive amounts of food. This solution cre-
ates refugee camps, pulls people off the land, and occasionally
alleviates the problem at high social cost — all of which begs the question
of the institutional arrangements that gave rise to the famine in the first
place.

In contrast, A.K. Sen (1993) shows how the conditions that avoid the
circumstances that create famine are democracy and a free press. The
unimpeded flow of information via a free press means that people know
what is happening, and democracy means that the people are relatively
free to act on that information. Sen states, “no democratic country with a
relatively free press has ever experienced a major famine” (p. 43). The
market disciplines policymakers.

Legacy of conflict

Much of the history of 20th century reflects what I think of as the “con-
test of ideas” —democracy and capitalism locked in a struggle with dic-
tatorship and socialism. Essentially, it has been a contest for the minds
of the people of the world as to the best ways to organize economic and
political affairs.
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This century has produced two watershed decades in terms of the
government’s role in the economy — the 1930s and the 1980s. During the
worldwide economic depression of the 1930s, the intrusion of govern-
ment in economic affairs increased massively. If governments did not
outright nationalize and directly control resources in a command struc-
ture, at a minimum they set up regulatory agencies to decide what was
to be produced, where it was to be produced, how much could be
charged for products and paid to workers, and what interest rates could
be charged or paid.

In the several decades following the 1930s, the role of the na-
tion-state in economic affairs became ever larger. Much of the underly-
ing conceptual framework was based on what I think of as the
“stagnation thesis,” as set forth by John Maynard Keynes (1936) in The
General Theory. Its premise is that even economies that are based on pri-
vate property, and that rely on market forces to allocate productive re-
sources, tend to stagnate at less than full potential in the absence of
government initiatives to cause growth. Notions about “market failure”
and “insufficient aggregate demand” permeate the literature.

In other words, a view widely held through much of the past cen-
tury — one that may even continue to be held today by many people —is
that governments cause growth. The so-called economic “policies” of
government are viewed not only as appropriate, but even as necessary
for influencing economic activity.

The rival conjecture from the 1930s, which had little following for
most of this century, was the “inherent resiliency proposition” associ-
ated with thinkers such as Ludwig von Mises, Friedrich A. von Hayek,
and William Hutt. It holds that an economy that relies on a price system
to allocate resources in a market environment, and that protects private
property rights, tends to be inherently resilient. That is, it naturally
gravitates toward full utilization of its productive resources without
government pump priming. Whenever shocks of various types—oil
price increases, droughts, wars, or perverse government poli-
cies—knock the economy down, growth naturally begins anew as the
negative effects dissipate.

Two common attributes of the contest of ideas in the 20th century
are: (1) political and economic institutions tend to become rigid over
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time, mainly because organizations created and operated by people be-
come resistant to any change in the status quo; and (2) the fundamental
economic forces — technological innovation, declining information and
transaction costs, increasing economies of scale and scope of produc-
tion, and globalization of goods, financial, and asset markets —are dy-
namic and global. Terms such as “global village,” “borderless world,”
and “twilight of sovereignty” express this view. Organizations impose
constraints on the not-formally-organized sector, composed of re-
sourceful, intelligent people who seek ways around the constraints.
Market forces can overwhelm the constraints, or yield unintended con-
sequences.

There is a positive way to state this point. Essentially, markets disci-
pline policy. With the free flow of information, goods, labour, and capi-
tal, bad policy is eroded in the marketplace. The challenge for the future
is to set up institutions that use market discipline in a positive way.

The ultimate implication of the conflict between irresistible eco-
nomic forces and the political institutions that take on the characteristics
of immovable objects is that institutions must change, or they will fail.
Joseph Schumpeter (1950: 82) wrote, “The essential point to grasp is that
in dealing with capitalism we are dealing with an evolutionary process.
... Capitalism, then, is by nature a form or method of economic change
and not only never is but never can be stationary.”

Schumpeter’s observation applies equally well to all of the institu-
tions that define the parameters of our global economy. Propelled by
technological change and chance economic events, these institutions
undergo a continuous process of change. Those qualities that enhance
economic well-being tend to survive, and those that do not eventually
disappear. People develop institutions —laws, rules, conventions, and
customs — to define and enforce property rights and, more generally, to
reduce the costs of economic exchange. The various laws, rules, conven-
tions, and customs that define money, protect its purchasing power,
and govern its use are examples of such institutions.

Monetary rules and organizations

International monetary developments in the past couple of years can be
explained in terms of these general ideas about institutional transfor-
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mation. What appear to be conflicts between global monetary integra-
tion and regional monetary autonomy are artificial, resulting largely
from vested interests in maintaining local government monopolies over
the issuance of the national media of exchange. History demonstrates,
however, that national currencies inevitably compete in the
international financial arena.

Following Hayek (1976), approaches to international monetary re-
lations that foster competition among alternative currency units and ve-
hicles for asset management are more likely to enhance world welfare,
compared with systems like Bretton Woods that mandate change di-
rected by supranational governmental bodies, which tend to ossify over
time.

Economists think of money as primarily an institutional conve-
nience for greatly reducing the costs of transactions. Overall, a stable
monetary unit allows greater specialization in production and wider
choices in trade, thus enhancing the associated economic benefits.
Building on these ideas, many economists and political scientists
erro-neously contend that monetary integration over a greater geo-
graphical area would confer significant gains on the residents of that
area.

Monetary integration can take two institutional forms: The first is
complete monetary union with a common currency and a single central
bank. That has been the ultimate objective of the European Monetary
Union. A second and weaker form of monetary integration is fixed ex-
change rates, such as experienced under the gold standard or the
Bretton Woods System, as well, of course, as under the European Ex-
change Rate Mechanism. The conditions under which either form is via-
ble need to be addressed.

Although a system of fixed exchange rates could confer significant
benefits on participants in terms of reduced transaction costs, it also im-
poses specific costs in terms of monetary sovereignty and macroeco-
nomic adjustment. The external value of a national currency ultimately
reflects the relative internal purchasing power of that currency. So, to
maintain an exchange rate, participating countries must coordinate
their monetary policies to generate similar inflation rates. Monetary
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sovereignty — or autonomy — is incompatible with fixed exchange rates.
Inflation convergence is crucial to a pegged exchange-rate regime.

Under certain circumstances, however, the costs of integrating
monetary policies across countries can exceed the benefits. Countries
are most likely to form a successful monetary union with other coun-
tries if: (1) all regions within a monetary union have the same prefer-
ences for inflation, reflecting similar theoretical or conceptual views of
monetary policy; and (2) all regions within a monetary union experi-
ence similar macroeconomic conditions.

While common experiences with economic shocks are a desirable
condition to enhance the likely success of monetary integration, they are
not necessary. Regions of the United States often experience different
economic conditions, especially in response to energy-price shocks, de-
fense spending increases or decreases, and so on. What is crucial is that
other avenues for adjustment between regions are available so that ex-
change rate changes are not the issue.

In the 1980s, the United States had a bicoastal economy: California
and New England were booming, while depressed conditions existed
throughout much of the middle part of the country. In the early 1990s,
the tables have been turned: We have seen severely depressed economic
conditions in California and a continuing recession in New England,
while the Rocky Mountains and the Midwest have been, by compari-
son, considerably stronger.

If it were not for the political integration and the associated high de-
gree of resource mobility (investable capital resources as well as labour
resources), then it would be more tempting for various regions within
the United States to contemplate devaluation of their currencies in such
an environment. In the 1980s, for example, devaluing the Texas dollar or
the Michigan dollar against the California or New England dollar
would have seemed an attractive option. Similarly, the severe recession
in California in the early 1990s might have led some to believe that de-
valuing its dollar against the Ohio or the Rocky Mountain dollar would
be sensible. But because of political unity and resource mobility, these
options were not considered.

The recent history of our global monetary systems suggests that at-
tempts to achieve monetary integration by way of fixed exchange rates
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are not likely to succeed in the absence of political integration. In part,
this results because regions of the world that experience disparate eco-
nomic conditions and low resource mobility can adjust to economic
shocks more efficiently by allowing their exchange rates to fluctuate.
Furthermore, monetary integration cannot proceed in a credible man-
ner, even among regions in which it is feasible, unless governments first
adopt domestic institutions that credibly assure their commitment to
maintaining domestic price stability.

Institutions, including those that determine the use of national cur-
rencies, inevitably compete, leading to the emergence of efficient
wealth-enhancing institutional forms. To create greater international
stability and integration, we should encourage such competition. This
requires, above all else, the free movement of resources through the
elimination of artificial restraints on the movement of capital, goods,
services, and labour. A free flow of resources fosters a convergence of
institutional forms across participating governments as they compete
for these resources by providing stable economic and political environ-
ments. Countries whose governments fail to provide such an environ-
ment will lose resources as markets vote on policies. The resulting
convergence of monetary and fiscal regimes will achieve the highest
sustainable rate of real growth in an environment of monetary stability.

Conclusion

When some observers look at the divergent forces at work in various re-
gions of the world, there seems to be a conflict. For example, in examin-
ing the efforts under way to achieve European Community
objectives —economic integration and perhaps ultimately political inte-
gration among 12 or more European nations —in contrast with the polit-
ical and economic disintegration of the former Soviet Union, it might
appear that these trends are going in opposite directions. On the con-
trary, I find common elements in both developments.

In the case of Europe, the move toward political and economic inte-
gration involves a large number of specific steps to reduce the role of the
participating nation-states in economic affairs. In other words, actions
are being taken to improve the workings of the markets within Eu-
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rope — to strengthen property rights and to eliminate a host of rules, reg-
ulations, and obstacles to the free mobility of goods, labour, and capital.

In contrast, in the former Soviet Union we see that political and eco-
nomic disintegration is also a process of tearing down the highly cen-
tralized command-and-control socialist economy. It is a process of
searching for ways to make markets flourish in the 15 or so republics of
the former Soviet Union, as well as in the eastern European countries of
the former COMECON.

Viewed in this way, the moves toward economic and political inte-
gration in Western Europe and disintegration in the former Soviet bloc
are both market-driven. Both seek to foster a strengthening in private
property rights and to ensure that the price system is the primary mech-
anism for allocating resources to their most productive uses. Both look
toward greater mobility of goods, labour, and capital.

In this final decade of the century, it seems that the clearest trend
around the world is to reduce the role of the nation-state in economic af-
fairs. Deregulation, denationalization/privatization, and tax reduc-
tion/tax reform are all part of a process of economic regeneration —to
restore the wealth-creating capability of markets. Resources, especially
investment capital, move quickly to those regions that are making the
most progress, while resources move away from those regions making
little or no headway. This competition of political institutions —both of
the organization type and the rules type —is a part of what I consider a
healthy process of reinstituting 19th century economic liberalization.
The result will be a freer and more prosperous world, with the ultimate
autonomy not in the nation-state, but in individual choice.

Attempts to achieve monetary union without political integration
are not likely to be successful. Certainly, monetary union is not a neces-
sary condition for achieving free movement of goods, labour, and capi-
tal. Furthermore, competition among alternative national currency
units can impose a healthy discipline on policymakers. That competi-
tion, in turn, promotes relative price stability and a wealth-enhancing
environment. Finally, institutional arrangements such as enforceable
property rights are much more essential to economic development than
are politically created and controlled organizations, no matter how
well-intentioned their missions.
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Cuarter 4

A North American
Currency Area:
Is It Feasible?

Rogelio Ramirez de la O

THE DISCUSSION ABOUT A NORTH American Currency Area (NACA)
appears to be gaining ground, based on the notion that freer trade in
the area requires the elimination of uncertainty about exchange rate
fluctuations. This insight has received important attention since the cur-
rency collapse of the peso in December 1994. But even before the cur-
rency crisis, analysts had suggested that Mexico might broaden its
capital investment inflows by eliminating expectations of sudden and
undesirable exchange rate fluctuations through an formal arrangement
like a NACA. This is, for example, the proposal by Darryl McLeod and
John Welch (1991), although contrarian arguments have also been of-
fered (Waverman 1994). The discussion on this topic promises to be a

1 The author is the President of Ecanal, S.A., an economic analysis firm based
in Mexico City.
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fruitful one, since the exchange rate regime of Mexico has become a cen-
tral topic of discussion on the part of academics, policy makers, and
international investors.

This chapter discusses the justification for and feasibility of a
NACA from a Mexican viewpoint and draws on the recent history of ex-
change rate policy in recent years. The discussion is focused on two is-
sues: (1) the justification for a NACA, and (2) the requirements for a
successful currency area.

The justification for a currency area

A standard definition of a currency area is an area within which differ-
entexchange rates bear a fixed relation with one another, based on a sys-
tem of rules that imply multilateral support for a currency under given
circumstances and a certain convergence of economic policies. Paul
Masson and Mark Taylor (1992) define such an area as free from capital
controls and with only one monetary policy. Robert Mundell (1961) es-
tablished that labour and capital must move freely within regions of the
area, and that, in the absence of free mobility, a shift in demand in one
region relative to another may lead to unemployment if the exchange
rate is rigid.

The literature on currency areas establishes that there are many ad-
vantages for a country to become a member of the area, mainly for gain-
ing greater credibility for its anti-inflation policy. But it is also
established that this requires adopting a monetary policy consistent
with that of the country with the strongest currency. Analysis and evi-
dence are inconclusive on the need for a similarly compatible fiscal pol-
icy, but large effects are recognized on output and employment with
implications for fiscal policy. Such effects suggest that coordination of
fiscal policy between members of the area is desirable, but this issue
brings further complications to the specification of rules for the mem-
bers of the area.

The case for a currency area can be constructed in terms of maximiz-
ing gains from trade and in terms of gaining a higher degree of financial
stability than would otherwise be possible. The trade-enhancement ar-
gument, as expounded by Paul De Grauwe et al. (1992), is that ex-
changes between two countries with different currencies always faces
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greater uncertainty than between two countries with the same currency.
A currency area permits countries to obtain gains from a common cur-
rency while still allowing them to keep their own national currencies.
The currency area would accordingly set limits to the movement of ex-
change rates and provide rules on permanent adjustments or realign-
ments and support mechanisms for currencies at critical periods.
Exporters and importers in the area would therefore benefit from lesser
uncertainty about future settlements of trade obligations. A currency
area would consequently reduce transaction costs for member coun-
tries.

This argument is generally accepted, but is not a sufficiently power-
ful condition for greater trade. Trade is not the only economic activity
facing uncertainty, and currency fluctuations are not their only cause. In
North America, the absence of a currency area has not prevented a high
growth in trade. In fact, growth in trade has systematically surpassed
the growth in income. Similarly, the recent high growth of trade be-
tween Eastern Europe and the West has not been impeded by the exis-
tence of many currencies. In fact, currency movements have facilitated
trade growth over the medium term in so far as they reestablish good
economic fundamentals and competitiveness. By adjusting a currency
to a realistic level, a country eliminates uncertainty about potential fi-
nancial pressures against that currency.

For example, trade flows between Mexico and the United States in-
creased rapidly for the period 1989-93 despite the absence of a currency
area and even in the presence of a crawling exchange rate up until 1991
in Mexico. Trade also grew under the influence of Mexico’s economic
restructuring based on reduced public sector deficits and inflation, as
well as rapid trade liberalization. It is difficult to see how trade could
have risen more rapidly, for in 1993, even as Mexico’s rate of GDP
growth was only 0.7 percent, its deficit on current account reached -6.6
percent of GDP, while manufacturing exports were increasing by 18.5
percent in current dollar terms, and goods exported by in-bond
magquiladora industries (mostly to the United States) rose 17 percent.

Mexico’s trade liberalization became a major force behind the rapid
increase in imports. The government also de-regulated important in-
dustrial sectors, such as the auto industry, which resulted in rapid
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growth in trade and allowed firms to specialize. Since a large part (prob-
ably 80 percent) of the auto industry trade is intrafirm trade, deregula-
tion helped to reduce uncertainty, which, independently of the
exchange rate, contributed significantly to trade growth.

Itis difficult to establish the independent effect of a smoothly crawl-
ing peso over international trade flows when deregulation and trade
liberalization are also considered. A plausible argument is that greater
certainty over the crawling peg influenced trade indirectly, as it
strengthened economic conditions. But such conditions were equally
strengthened by deregulation, trade liberalization, and the elimination
of fiscal deficits. The boom in imports is associated probably to a rapid
appreciation of the real exchange rate (which was unexpected), but also
to modernization and lower trade barriers. Thus the deficit on current
account rose from -2.3 percent of GDP in 1990 to -6.6 percent in 1993. As
for Mexico’s exports to the United States, they grew at high rates owing
to a rapid reconversion of output in the auto industry to focus more on
exports, and in 1992-93 owing to the low level of domestic demand.

The advantages of currency areas, which imply a certain degree of
rigidity on exchange rates and monetary policy, are also of different
value at different times and circumstances. For economies that emerge
from long periods of inflation and financial pressures, a currency area
represents a different value than for more stable economies — for exam-
ple, in Western Europe. Economic adjustment of previously closed and
inefficient economies usually takes several years judging by the experi-
ence of Latin American and Eastern European countries. During this pe-
riod, several adjustments to their currencies may be necessary. This is
because structural adjustments usually cause large shifts in relative
prices and labour costs while uncertainty over the possible success of
programs almost makes it compelling to have flexible exchange rates.
The large amount of foreign exchange needed to give credibility to ex-
change rates in such circumstances renders pegged or fixed rate sys-
tems unrealistic in most cases.

Financial stability

The argument of a currency area enhancing financial stability runs as
follows: a currency area provides support for a weak currency as it re-
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duces its variability against the strong currency and thus facilitates in-
vestment and growth by a greater degree than it might otherwise be
possible. The area consists of a currency peg or a known fluctuation
band for the weak currency relative to the strong one. In practice, this
means that the weak currency country borrows the credibility and the
reputation of monetary policy of the strong-currency country (Artis and
Currie 1983). The peg allows it to have lower interest rates than would
be necessary were this country pursuing stabilization policies on its
own. An enhanced version of this argument stresses that a country fol-
lowing a stabilization program will need high real interest rates and
tight fiscal policies to establish a good reputation before it can embark
on a program of economic growth. A more credible currency would
therefore shorten the time in which these policies have to be applied and
growth sacrificed.

This argument has considerably more weight than the trade-en-
hancement argument previously examined. Frequently, countries em-
barking on stabilization programs are forced, because of lack of
credibility, to adopt fixed or quasi-fixed exchange rates, the most dra-
matic example of this policy being Argentina in 1991. Nonetheless, asan
exchange rate is established for the purpose of such plans, domestic
costs keep increasing for some time at higher rates than international
costs. This causes a steady appreciation of the real exchange rate. Such
an appreciation is difficult to avoid as it partly responds to inflationary
inertia, shifts in relative prices justified by a more open trade regime, or
lack of sufficient credibility of the anti-inflation policy most frequently
reflected in excessive increases in wages. How a currency area helps
countries in these circumstances must be discussed in two parts: one is
the contribution of exchange rate credibility to economic stabilization
immediately following a period of high inflation. Another is the consoli-
dation of an anti-inflation policy and culture in public institutions once
stabilization has brought inflation under control.

A currency area can do little to help a country in the initial stabiliza-
tion effort, as its macroeconomic policy is unlikely to enjoy a good repu-
tation to make the currency area feasible or even credible. In this case,
the most powerful arguments against a currency area would come from
the monetary authority of the strong-currency country, unwilling to in-
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tervene too often in favour of the weak currency. One exception is Ger-
many, where the Bundesbank accepted, albeit reluctantly, to participate
in a scheme that gave the East German currency all the backing it
needed at an unrealistic exchange rate. But this is an exceptional case,
and in any event, the bad experience with unemployment in East Ger-
many might in fact serve to prevent similar schemes in the future. Other
reasons for not considering a currency area seriously in such a situation
is that stabilization programs usually take several years before they
bring inflation under control. Such programs and structural reforms
which usually accompany them, alter the structure of relative pricesina
significant way. A fixed exchange rate or aratein a currency area unable
to fully adjust to changes in relative prices might soon become overval-
ued and cause distortions. Eventually, it may require a relatively high
rate of interest to be sustained by capital inflows or it might need to ad-
vance further into a full monetary union. The problem of unemploy-
ment a la East Germany is likely to emerge, however, if such a union
were politically feasible. It is difficult for countries, therefore, to avoid
the cost of economic stabilization or even reduce such cost by any signif-
icant amount by a currency area.

In the second stage of stabilization, once a country has recorded
good fiscal balances and established a sound monetary policy, then
there are considerable gains to be made from a currency area through
lower interest rates. This, however, requires a convergence of inflation
rates and monetary policies between the countries involved. As evi-
denced in Europe, even countries coming down from reasonable infla-
tion rates have found it difficult to assure macroeconomic convergence.
Among other reasons, this is because monetary policy coordination is
insufficient when there are important shifts in fiscal policy. For exam-
ple, a country may adopt a policy to keep interest rates slightly above
those of the strong country in order to keep its exchange rate at pre-an-
nounced levels. But this policy becomes more difficult to maintain if in-
terest rates in the strong country rise following a shift to fiscal
expansion. The weak-currency country eventually faces the dilemma of
maintaining its exchange rate or attacking domestic unemployment.

Other reasons that make it difficult for countries to synchronize
macroeconomic policy are practical in nature: different election calen-



A North American Currency Area 53

dars, different levels of structural unemployment, or a different timing
of the business cycle. In Europe, such circumstances have frequently
played an important role in upsetting foreign exchange markets. One
was the removal of exchange controls by some members of the Ex-
change Rate Mechanism (ERM) in 1990, which brought pressures on
their currencies and set a level of interest rates higher than expected.
Later on, the enormous cost of German reunification lead to substantial
increases in interest rates and unemployment in other European coun-
tries, rates which would not be justified otherwise by their own macro-
economic conditions. In fact, such countries had plenty of room for
interest rate reductions.

Mexico’s financial system would substantially improve with a fixed
exchange rate or a dollar currency area, given our intense international
transactions with the United States. But, in the presence of substantial
economic adjustment, even in a period of consolidation rather than ini-
tial stabilization, a currency area would surely impose high costs. The
reason is that consolidating the anti-inflation program does not assure
stable relative prices when the country has embarked on continuous
economic modernization affecting the basis for resource allocation, de-
mand, and trade. The latter would result mainly from the North Ameri-
can Free Trade Agreement (NAFTA) and decisions by economic agents
following the greater certainty of a new trade regime and lower trade
barriers. One of the most important factors to consider in this regard is
the steady and high growth in Mexican wages to be expected from
greater integration with the United States, with the corresponding effect
of increasing U.S. exports to Mexico.

During the period of stabilization (1989-93), there was a rapid in-
crease in Mexican manufacturing wages, expressed in U.S. dollars and
compared with a crude estimate of average productivity in manufactur-
ing (resulting from the ratio of output to employment changes). The lat-
ter measure is likely to over-estimate productivity growth, given the
cyclical reduction in the labour force consistent with the 1989-93 stabili-
zation program. The real appreciation of the exchange rate was largely a
consequence of rising labour costs. This is one of the factors that in-
duced a correction in the exchange rate regime resulting from the
unsustainability of permanently high deficits in the current account. We
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should be cautious of proposals for a currency area in the presence of
these indicators, independently of the fact that in the long run increas-
ing economic integration may create conditions for closer financial co-
operation which might resemble some of the features of a currency area.

Since Mexican manufacturing wages are still one fifth of U.S. wages
(unadjusted for productivity), labour costs in Mexico are likely to rise in
a period of sustained economic growth and greater integration with the
United States. This is so because labour in Mexico is abundant, but
skilled workers are scarce. Thus, itis my opinion that wage inflation will
be a permanent threat for Mexico’s future unless training programs for
labour and education create new structural conditions in the labour
market.

The reality of greater economic integration in North America ad-
vises us to be cautious rather than enthusiastic about a currency area or
a pegged exchange rate. In addition, the structural labour problems are
not the only ones to cause future large shifts in relative prices. Environ-
mental standards must also be raised in Mexico and their effect on in-
dustrial costs shall be substantial. The stability to be gained for the
financial sector from a currency area would therefore become a disad-
vantage for manufacturing industry and some services, and competi-
tion with U.S. producers is sure to intensify.

With regard to the argument concerning lower interest rates, one
should note that expected reductions in interest brought about by a
pegged exchange rate are far from being established in any solid way ei-
ther in theory or by empirical evidence. Lessons from Europe are that a
country pursuing tight fiscal policies may need to extend the applica-
tion of such policies even after, and sometimes long after, it has reduced
inflation to very low levels. Part of the explanation for this seemingly
paradoxical result lies in the background of low economic growth in
which this policy is often applied. For political reasons governments
may have to relax this tight policy and give a signal that growth, rather
than the exchange rate, is the top priority. Such uncertainty creates a dis-
count against the forward exchange rate which calls for higher interest
rates in case the government decides to stick to the same policy. As in-
terest rates mount and gross international reserves rise, economic
growth deteriorates. The paradoxical outcome is that the country in
question cannot capture the benefit of lower interest rates.
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Countries willing to capture the benefit of credibility from the cur-
rency area may have to go a lot further from the area and into an explic-
itly fixed rate as Argentina did in 1991. Thus, a fix may be preferable toa
wide band, if the fix results in greater credibility and lower interest
rates. The usefulness of the currency area for the financial sector of a
country like Mexico is also diminished when that country maintains a
steady and sound macroeconomic policy that becomes increasingly
convincing to foreign investors —as Mexico did during the 1989-93 pe-
riod. It is illustrative, for example, how at the beginning of 1994 inves-
tors in Mexico were apparently satisfied with a rate of interest on 28-day
government Treasury Certificates (Cetes) as low as 9.4 percent in pesos,
even with a prospective current account deficit of more that $28 billion
and with presidential elections in sight. It is unlikely, however, that a
currency area with the United States would have reduced rates to the
same level as those in the United States, unless there were a complete
currency union. And even in such circumstances, pressures on interest
rates might persist if the financial sector in Mexico remains restricted to
foreign banks or if there is higher unemployment and a perception of
higher political risk.

Requirements for a successful
currency area in North America

From the standpoint of monetary and financial policy in Mexico, a cur-
rency area for North America which grants credibility to the peso is a
highly attractive idea and seems feasible, largely because Mexico has
had traditionally a peg to the U.S. dollar in order to encourage financial
savings and control inflation. Moreover, the exchange rate regime can
be adapted without much difficulty to a formal peg under a currency
area where rules are explicit. The support offered by the U.S. govern-
ment to Mexico to prop up confidence in the peso, both shortly after the
Colosio assassination in 1994 and through the massive $52 billion loan
guarantee package assembled in the aftermath of the peso crisis follow-
ing the devaluation, is revealing of a degree of financial cooperation
which may evolve naturally into a formal currency area. Insuch an area,
the exchange rate system would need to be a narrow fluctuation band
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becoming soon an unambiguous fix in order to provide firm signals to
financial markets.

But this argument does not necessarily mean that a currency area is
the optimum system for the peso exchange rate nor that the natural evo-
lution of financial cooperation must be forced up to yield quick results
in terms of a new exchange rate system. The system, to be feasible,
would require full convergence of macroeconomic policies and of insti-
tutions influencing monetary developments and policy. It would, con-
sequently, require an independent central bank as well as a
medium-term financial framework assuring the adherence to a sound
fiscal policy. Itis doubtful, however, that this latter condition can also be
asked of the U.S. government, where the structural budget deficit is
high, and the government faces increasingly serious problems over
time, such as future obligations of the pension system. Thus, a possible
expansion of U.S. fiscal deficits to be financed by borrowing might im-
pose the need for Mexico to keep a tighter monetary policy than would
otherwise be necessary.

There is little doubt that this type of system can be implemented,
but its durability will depend on structural conditions which are un-
likely to be metin Mexico for some years. The essential factor is that total
capital mobility and the transformation of Mexican institutions influ-
encing wage costs and the regime of competition must become very
similar to those in the United States. This means that Mexico must
change its labour institutions, a reform that the current Zedillo adminis-
tration is not yet politically willing to take, despite awareness of how
badly it is needed. It would also require a degree of liberalization in the
markets for goods and assets which is now impeded by the presence of
public and private monopolies or oligopolistic structures in a much
greater degree than tolerated in the United States. Barriers exist today
that prevent free entry of any investor into important sectors, such as oil,
electricity, telephones and basic telecommunications, banking, and
others.

In the absence of such structural changes, Mexican costs will con-
tinue to rise at rates above those in the United States, and the fixed ex-
change rate will most likely become too strong to deliver high economic
growth and employment in Mexico. The removal of structural barriers
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faces deep political problems, and the possibility of removing themis a
political unknown. Thus, to formalize a peg system there is little prob-
lem from a monetary standpoint, but there may be problems regarding
fiscal policy and asymmetries between Mexico and the United States. At
a more fundamental level, however, a system that functions as an au-
thentic currency area is not feasible within the foreseeable future given
the lack of similarity between institutions of Mexico and the United
States that influence costs and prices. In addition, there is an expected
substantial adjustment in Mexican labour costs and other relative prices
brought about by NAFTA.

Itis sometimes suggested that many of the impediments mentioned
above could be addressed effectively by North American monetary in-
stitutions backed by the appropriate legislation. This is true, but the ar-
gument itself does not eliminate the need for currency realignments
when the exchange rates are far from those needed to ensure good eco-
nomic fundamentals. It also brings too largely into the discussion the
need to create new institutions when NAFTA has already given birth to
its first institutions and there has been little time to evaluate their perfor-
mance. At any rate, cautiousness suggests to take one problem at a time
and to avoid creating bureaucratic institutions where their justification
is not well established.

Conclusion

A North American Currency Area, defined as a system of mutual sup-
port for stable nominal exchange rates, is less attractive than it seems at
first sight for Mexico. This is so because the fundamental benefits from
this system can be obtained from a pursuing of sound macroeconomic
policies, even if, admittedly, they will take a longer time than within a
currency area — particularly after the erosion of investor confidence fol-
lowing the peso devaluation. But by the same token, once economic sta-
bilization and adjustment to NAFTA are consolidated (which will take
several years), the benefits for the financial sector of lower interest rates
will naturally follow. It is uncertain that even with a currency area such
differentials can be eliminated without an ambitious structural and
institutional reform in Mexico.
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Potential benefits to the financial sector of a currency area are large,
but they are not necessarily extensive to the real sector of the economy in
the presence of barriers to entry into specific sectors, including the bank-
ing industry. In fact, much of the appeal that a currency area has for fi-
nancial agents stems from the expectation that interest rate differentials
will continue to exist and that substantial profits are to be realized for
some years from financial intermediation and investment banking, as
well as from investment in public debt. Nonetheless, these advantages
are outweighed by the relative disadvantages which this system can
bring about for the real sector until a comprehensive structural reform is
completed.

Whether this reform is in itself feasible merits a separate discussion,
but the important difference in institutions lies in the different degree of
liberalization in markets for goods, labour, and assets between Mexico
and the United States, and in political forces and culture.

This suggests that only an imperfect currency union can be created
within the foreseeable time. This would be a bad idea, given the sub-
stantial economic adjustment still to take place in Mexico, partly as an
adaptation to NAFTA. The most important, but not the only, potential
problem, is represented by high wage growth, which calls for caution
regarding not only a currency union, but also regarding any rigid ex-
change rate system.

Animperfect currency union would provide immediate positive ef-
fects, but would eventually contribute to higher than necessary deficits
on the external accounts of Mexico (given the real exchange rate appre-
ciation which it would cause), and higher interest rates than would be
required in a more flexible policy environment. This would inevitably
be reflected in high unemployment and political tension, which might
break the political consensus for the currency union. It might also dam-
age the consensus for free trade with the United States.

Mexico has pursued sound macroeconomic policies and can con-
tinue to do so, even despite the crisis generated by the currency collapse,
but it will need to give specific attention to microeconomic issues, spe-
cifically deregulation of the labour and asset markets. To the degree in
which these efforts are delayed or not fully successful when at the same
time exchange rate policy follows nominal targets, the government
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must continuously examine the situation in the markets and be ready to
effect changes as necessary. Experience since 1987 with a peg, close to
the conditions of a unilateral target but with substantial explicit support
from the U.S. government, suggests that the system may be too rigid for
handling external shocks, even when backed by a strong fiscal position.
This suggests that a floating regime may be preferable at least until ma-
jor structural reforms are completed. The gains to be obtained from
greater financial integration with the United States will continue to ac-
crue on the basis of sound macroeconomic policies, not on the basis of a
currency union per se.
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CuarTER 5

The Political Economy of
Monetary Arrangements

in North America
after NAFTA

Jean-Luc Migué'

THE EFFICIENCY RANKING OF MONETARY INSTITUTIONS depends on the
political-legal rules governing the behaviour of agents in those in-
stitutions.” Arrangements classified as efficient in one legal setting will
be ranked differently under alternative rules. When monetary arrange-
ments are evaluated in conventional normative discourses, a particular
political order is of course implicitly assumed. For instance, in Europe
and North America, normative monetary economists prescribe actions
as if the state or the collective agency under harmonized exchange rate

1 The author is Professor of economics at the Université du Québec.

2 I draw my inspiration from the Buchanan framework in setting the
analytical background. See, for example, Buchanan (1993: 404-10).
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arrangements, is all-powerful and benevolent. Monetary prescriptions
are offered on the assumption that politics does not matter and that mul-
tiple-country agencies aim for efficiency in monetary policies. If gov-
ernment is a benevolent entity, then the conventional approach may
yield useful normative advice as to interest and exchange rate policies.
Butif such a model of government is not descriptively accurate, then the
ordering of monetary arrangements that emerge may be misleading.
My purpose is to contrast the conventional approach with that which
describes the politicized environment in which monetary decisions are
effectively processed.

This paper proceeds from the assumption that both within national
constitutional rules under present multiple-currency conditions and
within rules foreseeable under coordinated- currency regimes, public
decisions regarding interest and exchange rates are politicized. In other
words national central banks and a hypothetical North American Fed
are constitutionally unconstrained regarding the range of policies they
may choose to adopt. Within this most likely constitutional setting,
monetary arrangements characterized by multiple currencies and mul-
tiple decision centres will involve a lower waste of economic value than
any currency harmonization alternative.

Alternative monetary arrangements

Three alternative monetary arrangements can realistically be con-
ceived. First, some supra-national harmonization agency may be em-
powered to set monetary policy without specific constitutional
constraints. Second, as envisaged by the Maastricht Treaty, North
America might evolve toward full currency union, with monetary deci-
sions assigned to some central Fed. Finally, national governments may
retain their present autonomy under floating rates while being con-
strained to adjustment by the discipline of currency competition. The
position taken in this paper is that decentralized monetary decisions are
to be preferred in political democracy, because the very structure
through which political decisions are made prevents the attainment of
the type of monetary policy that might be defined to be optimal in the
idealized setting of benevolence. Alternatively, constraints imposed on
national authorities by resource mobility and individual freedom to
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locate one’s assets in the most stable currency provide a realistic
instrument to discipline national governments.

The first two institutional frameworks result in identical politically
determined outcomes and as such cannot realistically deliver efficient
outcomes. Both rest on the assumption that monetary policy will be pla-
tonically determined to maximize continental income. Rent seeking as
empirically observed throughout the history of national monetary prac-
tices is ruled out. Decision making under institutionalized coordination
of monetary policy does not differ from public choice under single-cur-
rency regimes. It remains central in nature and as such goes against the
federalist logic. Whether tax, budgetary, or monetary standardization
emanates from a central parliament, as under Maastricht, or from the in-
teraction of national authorities, it still suppresses competition between
governments as long as it uniformly applies to the entire common mar-
ket. In the dichotomy of mechanisms conceivable as instruments to reg-
ulate exchange and interest rates, harmonization arrangements belong
to the central voice process rather than the exit mechanism.

Monetary coordination in an
idealized world

In the ongoing debate in Europe and North America, economists define
optimum currency areas in normative terms, which implicitly recog-
nize the interdependence between the rules of politics and the pattern of
outcomes generated by the behaviour of persons who act within those
rules. For a group of independent nations, a single currency is appropri-
ate when: (1) the economic fluctuations that characterize individual
members of the area are similar, and (2) labour is highly mobile among
the countries in question. When shocks synchronously hit every coun-
try, the desirable monetary policy is the same everywhere, so that little
can be gained from separate policies. Movements in exchange rates
within the area become inappropriate. Differentiation in monetary pol-
icy also becomes unnecessary if labour freely and effectively moves
from countries with high unemployment to those with high demand for
labour. Because potential gains in transaction costs (including greater
stability) are realized under a single currency regime, national govern-
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ments in those conditions have nothing to lose from sacrificing such
policy instruments as interest and exchange rates.

Identifying the optimum monetary arrangements for North Amer-
ica in this framework becomes a mere empirical question. I shall leave it
to more quantitatively oriented analysts to determine what level of par-
allelism in economic fluctuations is sufficient and whether the three
members of NAFTA come close to meeting that normative requirement.
On the other hand regional shocks and differential cyclical movements
cannot be ruled out in as diversified an area as the North American
economy. The rarefied conditions of symmetry are never met in the real
world. Normative analysts are not at a loss for all that. They argue that,
compared with a regime of floating rates, only currency union or its har-
monization ersatz can limit rate volatility and uncertainty. Their not so
secret weapons: inter-national fiscal transfers. This immediately sug-
gests the weak spot in this logic: a monetary coordination mechanism is
not appropriate because within realistic institutional settings, it implies
an idealized decision process unlikely to be descriptively accurate.
Even assuming symmetry between all regions of the North American
economy, supra-national determination of policies would not deliver
an efficient outcome as long as monetary decisions are governed by pol-
itics rather than constitutionally set rules.

Yet this centralist vision has become mainstream teaching among
economists. In assessing the proposed unified European currency,
many argue that such a plan could result in very serious strains, unless
some type of EU-wide tax-transfer scheme is put in place.” Their ideal-
ized model is the United States of America where the federal govern-
ment absorbs, in reduced taxes and increased transfers, up to 40 percent
of any decline in a typical region’s income. In contrast the European Un-
ion, they lament, merely cushions 0.5 percent of the impact of an ad-
verse shock.

Barry Eichengreen’s (1991: 24-25) assessment of the savings and
loan crisis in the United States more vividly illustrates the confusion. In
a perfectly perverse use of language, Eichengreen designates by the la-
bel “fiscal federalism” the arrangement whereby depositors in Texas re-

3 See, for example, Sachs and Sala-i-Martin (1991).
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ceived $20 billion in deposit insurance, while the U.S. Treasury
collected only $ 1.3 billion in taxes from S&Ls in that state. Two implicit
assumptions are contained in this judgment. First, federalism is mea-
sured not by the extent of decentralization and competition but by its
opposite, the power of a central authority to neutralize competitive
forces. Second, it is wrongly assumed that the government of a non-fed-
eral state could not have done even better in terms of redistribution in
favour of some regional interests.

The policy and institutional implications of this view are that mov-
ing to a full currency union ala Maastricht is the way to deliver the bene-
fits of greater economic stability, inasmuch as vast inter-regional fiscal
transfers, only possible under centralized currency regimes, can guar-
antee a workable, stable system. This conclusion is, to say the least, dis-
turbing. It is also incorrect.

Monetary arrangements with

politics

Political rules under a centralized regime guarantee that there will be
discrimination in the treatment of persons and regions. The inclination
to discriminate holds for monetary policies as it does for all other activi-
ties of governments.

Full monetary integration, whether inside single countries or in Eu-
rope and North America, does not suppress the cost of regional or na-
tional inconsistent policies. A currency union or a collective agency
combined with compensatory payments merely shifts the cost of adjust-
ment to the more conservative and prosperous regions of the union. An-
alogically the Maritime provinces (declining regions) can pursue costly
policies within the Canadian currency union because they are subsi-
dized to the tune of billions of dollars for their failure to adjust. Down-
ward pressure exerted on the Canadian dollar by secessionist threats
reduces the living standards of all Canadians, not merely of
Quebeckers, as a result of deteriorating terms of trade and higher inter-
est rates. In both cases the adjustment cost is shifted to other Canadian
provinces by the action of the central monetary monopoly. Inter-re-
gional disequilibria are not corrected. They are merely subsumed under
the false equilibrium of political handouts.



66  Money and Markets in the Americas

The alternative of currency
competition

What is the alternative? What are the institutional implications of this
federalist vision for Europe and North America? A realistic regime most
likely to deliver stability combined with responsibility and freedom
from coercive transfers is currency competition. Freely floating curren-
cies circulating together in a common market, with or without an
ERM-style mechanism, are nothing else than competitive federalism
applied to monetary matters. Individuals and businesses can hold as-
sets in any currency they choose. Incentives are applied on national au-
thorities to deliver the kind of performance people want. Irresponsible
micro- and macro-economic policies cause dissatisfied individuals to
switch to other currencies, as costly policies make the economy less
attractive.

The process by which discipline is imposed on national authorities
under multiple currencies is familiar: The high mobility of capital and
other resources within common markets carries a penalty for regions
with riskier currencies in the form of higher interest rates and lower
standards of living. Deteriorating terms of trade would be a drag on
their living standard. Weak exchange rates rather than central handouts
would befall regions that lost investors’ and consumers’ confidence as a
result of costly policies. At the same time, declines in their living stan-
dard from their devalued currency, not shifts of the burden of their bad
policies, would enable poorly governed regions to maintain export and
production in adversity. Canada has experimented with this medicine
in the last 15 years or so. In the end, each nation assumes the burden of
its choices.

Once politics is introduced into the arrangements equation, a
pegged-rate regime occupies the middle road between a currency union
and freely floating rates. The risk of recurrent ERM- style crises remains.
On the other hand, monetary crises, as are occasionally experienced in
Europe, are themselves signals to national governments that their micro
and macro policies have been inconsistent with exchange rate stability.
Either they adjust or they do not. In all circumstances they bear the cost
of their decision. A coordinated currency regime with compensatory
payments would in no way facilitate the adjustment and would not de-
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liver the benefits of greater economic stability. It would merely shift the
adjustment cost from irresponsible and inefficient countries to more
conservative ones.

In any circumstances, since there is no way of knowing in advance
the optimal size of a currency area, one can only rely on the market pro-
cess of discovery to arrive at a determination. If the advantage of a sin-
gle European or North American currency as a way of minimizing
transactions costs are so overwhelming, such a system will spontane-
ously evolve as the choice of Europeans and North Americans. In the
meantime, free competition in currencies offers individuals protection
against irresponsible national policies. As was the case under the old
gold standard, conservative and prosperous countries are sheltered
from the dangers of a North American or Eurofed and other institution-
alized handouts to weak and inefficient regions.

A single common market does not imply a common currency nor
coordination arrangements, any more than it calls for a common social
policy or a common language. North America would do well not to em-
ulate Europe and turn its back on arrangements designed to encourage
rent seeking by national members.

Monetary federalism

In the conventional debate in federal states and in Europe, federalism is
associated with the strengthening of the central government’s powers,
while the search for autonomy and decentralization is linked to narrow
secessionist movements and anti-European options. Supporters of de-
volution are immediately labelled anti-Europe and “nation-builders.”
Yet the opposite is closer to the truth. Federalism is decentralization. As
a form of government, federalism is the opposite, not of decentralization,
but of the unitary state. The partisans of devolution are the real federalists.
The logic of federalism operates in any political structure where the
power of political (including monetary) authorities extends to less than
the size of the economy in which resource movement is unimpeded by
trade barriers. Its competitive action can be at work within national
economies in decentralized federal states or among countries associ-
ated in common-market arrangements with limited central powers.
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Whether the central layer of authority is made up of elected officials
as in federal states and in the European Union or of multinational coor-
dination bodies is analytically immaterial. The determining characteris-
tic of a federalist structure is that most responsibilities are entrusted to
decentralized authorities, which have no power to legislate for the
whole area where trade is free. Such arrangements enhance the ability
of resource owners to move their goods, their capital or themselves
away from detrimental tax and regulatory measures. In its impact on
public choice, free trade places national governments in the approxi-
mate position of a province or a state vis-a-vis the national economy ina
federal state.

This competitive model comes into play without it being necessary
to limit legally or constitutionally the legislative power of the member
governments of free trade areas, provided the mobility of resources is
not hampered. In a decentralized system, exit not voice is the ultimate
instrument at the disposal of individuals to discipline the government.

By the same logic, the competitive model only comes into play if na-
tional decisions are not superseded by a vast central power covering the
same fields at the supra-national level. Centralization is analytically de-
fined as the assignment of growing power to the authority that rules
over the entire common market via taxes, spending programs, and reg-
ulation, including monetary regulation. As such, centralization neutral-
izes the competitive process of federalism by making the mobility of
resources inoperative and useless. What use is the freedom to leave a
country, what use is the choice that individuals and business have to
purchase their goods from outside suppliers, or to move their assets into
another currency, if the central authority can regulate and tax the econ-
omy at the common-market level? Individuals and groups bound by
country A no longer have the option to escape its restrictions by emi-
grating to country B, or by moving their capital into a more attractive
currency, as the federalist solution is thwarted by the cartel imple-
mented at the central level. The mobility of resources is made useless as
a mechanism to shield resources from unfavourable legislation and as
an avenue for productive adjustment.
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Harmonization versus monetary
federalism

Both in federal states and in the nascent federal structure of Europe, the
public debate runs on the assumption that the duplication of monetary
functions is a waste. At the minimum, arrangements between autono-
mous jurisdictions should provide for institutionalized policy harmoni-
zation. Standard textbook assessments underline the distortions likely
to ensue from non-harmonized national tax and monetary policies.
From the formal theory of optimal taxation, one learns that national
governments in common markets should not impose significantly dif-
ferent taxes because supply and demand in open economies are price
elastic. This would imply high distortions. Differential changes in short-
and long-term growth call for fiscal transfers as macro-economic adjust-
ment remedies. It therefore seems appropriate that central authorities
should levy taxes and set interest and exchange rates. Harmonization,
defined as the action of converging toward similar tax structures, similar
expenditures programs, and similar monetary action with compensatory
payments, is the alleged minimal solution to such distortions.

But the logic supporting monetary coordination is no less disturb-
ing than the argument behind full currency union. Political forces un-
leashed by a coordinating agency are not basically different from those
under a single currency. Harmonization is alleged to be desirable be-
cause it makes it harder for taxpayers and regulated agents to shift their
purchases, their savings, and their persons to more clement jurisdic-
tions and more stable currencies. By contrast, easy-to-switch activities
in national economies can escape taxation and reduce wealth losses to
residents in irresponsible currency jurisdictions. In a word, decentral-
ized regimes induce economic distortions, because in their attempt to
avoid unfavourable tax and regulatory treatments, residents can shift
their resources to less heavily taxed and more stable jurisdictions. In the
orthodox, conventional discourse, those consequences are undesirable.

In the more realistic view of governments as redistributors rather
than producers of wealth, harmonization is to be avoided inasmuch as it
serves as an excuse for suppressing tax and currency competition. In the
institutional-legal framework likely to emerge in North America after
NAFTA, harmonization is a recipe for rent-seeking expansion. Cen-
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trally setting monetary priorities and goals does away with competition
by removing any advantage the population might have of moving to an-
other region or of seeking higher return on their assets in a neighbour-
ing country.

The truth is that policy harmonization does not require centrally co-
ordinated action. When it serves the national interests of member states,
harmonization between programs, taxes, and monetary regulations is
more likely to occur spontaneously as a result of competitive market
pressures arising from the inter-regional mobility of resources.
Through the invisible hand of inter-currency competition, national
monetary decisions tend to converge across the common market, espe-
cially those affecting capital, the most mobile factor. Harmonization is
thus deplorable or desirable depending on whether it is imposed from
the top by a collective agency or whether it proceeds from decentralized
choices. The first version cartelizes member states, the second expresses
freedom and competition. Duplication of a government function such
as monetary policy by national authorities may prove beneficial; dupli-
cation by a supra-national authority threatens competition and is
detrimental.

Currency harmonization: a force
toward balkanization

An idea widely held by politicians, bureaucrats, and some economists
has it that only a strong supra-national authority can safeguard the com-
mon market against the narrow protectionist and unstable forces of lo-
cal and national interests. History and analysis teach a totally different
lesson. If the central government of existing federations is any guide, a
central monetary authority in North America would use its enlarged
monopoly power over the free trade area to balkanize the overall econ-
omy in erecting the equivalent of barriers between member states. The
power of a central monetary authority to balkanize a common market

vastly outmatches the ability of member central banks to do so.*

4 For an application of this line of analysis to the Canadian federation, see
Migué (1994: 107-30).
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Economics provides a strict theoretical measure of the concept of in-
ternational balkanization. It is the extent by which a government inter-
vention dissociates the market or tax price of regional services from
their production cost. Inasmuch as prices are determined at the com-
mon-market level, outside the national territory, such distortions can
mostly be caused by a central intervention acting over the whole com-
munity. A supra-national authority can more easily shift the burden of a
policy to non-national victims. By virtue of their inability to affect out-
side prices, member states by themselves are in no position to shift the
cost of their inefficient decisions (monetary or otherwise) to other mem-
bers of the common market. Because they have no choice but to assume
the burden of their policy options, national governments constantly
face resource mobility constraints on their ability to distort prices and
balkanize the economy.

The collective agency operates under far leaner constraints, inas-
much as it possesses the power to rule over the entire economic union.
And the distortion is no less real when exchange and interest rates,
rather than sectoral market prices such as agricultural products, are dis-
torted. In fact balkanizing a common market is equivalent to erecting
tariffs, quotas, and protectionist subsidies between the member states of
a common market.

Inter-regional price distortions through
central handouts

One instrument available to a supra-national authority to pursueits dis-
criminatory pricing goals is fixed exchange rates combined with pay-
ments to national governments or transfers to business and people in
countries experiencing shocks or slack labour demand. Assume that
some North American collective agency puts in place a fiscal transfers
scheme such as regional investment grants or some coordinated tax
structure to absorb shocks in one of the national economies. This lowers
the price of publicly supplied services below their cost in lagging re-
gions and raises itabove elsewhere. Productive resources in prosperous
areas have now the incentives to move away from jurisdictions bur-
dened by their higher share of the subsidy or tax cost. Similarly produc-
ers and residents in subsidized territories are encouraged to stay in their
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less productive employment by what has become in effect a public ser-
vice cartel at the common-market scale. Offering grants across countries
or standardizing tax structures is like cross-subsidizing regionally
rather than at the industry level. Standardization can be viewed as a
form of tie-in sale whereby people in prosperous regions are coerced
into sharing the product of their efforts with people in low-demand
areas. Only a central authority possesses the monopoly power
necessary to practice discrimination.

This means that policy uniformity and central handouts hamper the
specialization of resources. They act as national protectionist barriers.
Unemployment outlays, regional tax credit, development grants,
equalization payments and shared-cost arrangements are some of the
instruments familiar to analysts of traditional national federations un-
der domestic currency union. Viewed in this light, centrally coordi-
nated programs act as sources of dissociation between regional prices
and regional costs. They resultin the balkanization of the common-mar-
ket economy: they are essentially trade barriers.

In a true federalist structure, such violation of the true price-cost ra-
tio across areas of a common market, would cause the mobility process
to be set in motion. National member states of the common market
which devalued their currencies to stimulate exports or raised taxes to
subsidize declining activities would soon find out that resources are be-
ing repelled from their territory. Not so under the centralist arrange-
ment assumed above. By virtue of the coordinated transfer mechanism
implemented at the common-market level, adjustment forces are neu-
tralized.

Inter-regional price distortions through
central regulation

All forms of coerced international uniformization in matters of taxation,
expenditures, and regulations reduce the ability of local economies to
adjust to temporary or permanent changes in demand and supply con-
ditions, and as such are sources of balkanization. Currency union or
harmonization are no exceptions to the rule. The irony of currency har-
monization is that while its associated fiscal transfers would result in
lower resource mobility and excess population in declining areas, har-
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monized social, economic, and monetary regulations would imply re-
duced investment and population in those countries. Individual
countries invariably experience different shocks in the supply and de-
mand for their products. With wages and prices adjusting slowly, out-
put and employment movements cannot be mitigated by the induced
changes of the currency’s value in various circumstances.

It is significant that a movement toward collective currency harmo-
nization would exert the same local impact as the NAFTA side deals
with their provision for more uniform environmental standards and
common working conditions. First, the common standards cause pro-
duction costs to rise throughout the common-market territory. Second,
they are likely to be set by the demand of interest groups in the most de-
veloped and prosperous urbanized regions. The ability of
lower-income, lagging areas such as Mexico to compete with the most
productive ones would be reduced in the same proportions. High un-
employment regions would be denied the power to compete with pros-
perous ones through lower wages, lower taxes, or fewer environmental
amenities.

Consider the impact of imposing common working conditions and
collective bargaining rules throughout the common market. By raising
labour costs in greater proportions in lagging areas, those measures
would act as specific taxes on labour in less productive countries. Simi-
larly, extending common environmental standards to Mexico would
raise the cost of doing business in that location and cause declines of
capital inflow into the country that needs it most. Defying all common
sense but not surprisingly, opposition to the North American Free
Trade Agreement came largely from Canadian and American environ-
mentalists and organized labour, who fear the expansion of opportuni-
ties in Mexico. While some may view the NAFTA side deals as harmless
in that no central bureaucracy has been empowered to impose stan-
dards uniformity,’ it in principle has opened a Pandora's box with con-
sequences similar to those foreseeable under currency harmonization
schemes. In serving as tariff barriers on the inflow of capital into the less
prosperous countries, regulation by any form of supra-national ar-

5 This position is argued in Taylor (1993).
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rangements could act as a dominant factor in the balkanization of the
North American economy.

Cartels of national governments

Centrally determined monetary policies would foster resistance to nec-
essary national adjustments in another way. By releasing member states
from the consequences of their decisions, central subsidies and regula-
tions encourage national governments themselves to show little con-
cern for adopting adjustment policies. Equalization payments,
cost-sharing programs, and central regulatory measures mostly serve to
shield decentralized administrations from the consequences of their
own cost-increasing policies. All three instruments result in national
policy costs being shifted to other parts of the common market. The
more inefficient national governments are, the more they are
compensated. This is nothing less than an exercise in economic
absurdity.

Should Europe or North America engage in the centralist monetary
path idealized by conventional wisdom and embodied in Maastricht,
member states would find themselves freer to indulge in distorting
practices, because harmonization schemes would stand ready to shift
the cost of their policies to outside taxpayers or consumers and to neu-
tralize the federalist adjustment process. Decentralized governments
have an incentive to collude. To enforce collusive agreements, the of-
fices of some central, “higher” authority are required in the form of
common trade barriers against the outside world, stabilization taxes
and programs, revenue and cost sharing and regulation at the com-
mon-market level. As evidenced by the Common Agricultural Policy,
the lion’s share of the European Union budget and regulations mainly
serves to shelter member states from the consequences of their own de-
cisions.

Conclusion

The conclusion to be drawn from past and planned practices of central-
ized structures is unambiguous. If the distortion of prices among mem-
ber states is accepted as a valid measure of protectionism, then
coordinated initiatives which impose the uniform treatment of regions



Monetary Arrangements 75

in matters of taxation, expenditures, and monetary regulations are
distortionary and protectionist in nature. All central interventions with
variable local incidence are the equivalent of implicit regional customs
tariffs, regional quotas, or discriminatory subsidies to regional consum-
ers and producers. They all inhibit the specialization of the commu-
nity’s resources and restrict trade. To argue for a centrally managed
currency from the requirements of economic integration within
common markets is to make an erroneous evaluation of historical facts.

Social planners have tended to hold that planning under monopoly
supply removes the costly duplication associated with market competi-
tion. History and analysis teach the opposite lesson. The centralist vi-
sion overestimates the potential benefits from centralized decision
making and it underestimates the rewards likely to result from competi-
tion. In the political-legal order likely to govern any central manage-
ment of exchange and interest rates in North America, itis hard to argue
for a change in the present multiple-currency framework.
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Stability and
Stabilization in Mexico:
A Historical Perspective

Luis Rubio’

THE MEXICAN ECONOMIC REFORM of the 1980s began, and was pur-
sued, with a zeal similar only to the efforts that led to protectionist
policies decades before. This constitutes one of the most visible para-
doxes of Mexican politics. For decades, the political system had one ob-
jective: stability. In the economic arena, stability was identified with
relative isolation: it was assumed that a closed economy could not be
subject to the fast-paced changes of the world economy, and hence that
it would guarantee stability and the easy flow of benefits to the privi-
leged few that were members of the political status quo. The prevailing

1 Luis Rubio is a political scientist from Brandeis University, and the General
Director of CIDAC (Research Centre for Development), an independent
research institution devoted to the study of economics and public policy
issues.
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economic theories of development of the time, particularly in the imme-
diate aftermath of the Second World War, not only supported such a
view, but conferred upon it a sense of respectability. Several decades af-
ter, the costs of this ideology proved to be very high—both in terms of
diminished rates of growth and lesser income levels.

In theory, “protecting” an incipient industrial base is superficially
appealing. However, the issue is not (and should not have been) protec-
tion from imports. The issue, rather, is to follow the best process to obtain
integration into the world economy. An open economy guarantees this,
by definition. The Asian success stories found a way to remain inte-
grated into the economy while at the same time sheltering their firms
from outright external competition: forcing them to compete in the in-
ternational arena through exports, while maintaining their domestic
turf subject to domestic competition only. From this perspective, there
was a profound difference with what was done in Mexico and in most
other Latin American economies. While Latin American economies
built impressive walls to “protect” their economies, the Asian nations
(Japan and the so-called tigers) sought to make their economies inter-
nally competitive and target global export markets. The combination of
competition in the domestic market plus permanent growth of exports
allowed those economies to grow dramatically, while being completely
attuned to the evolution of new technologies and to the world economy
at large.

The Mexican economy followed a different course. Economic de-
velopment and the pursuit of “social justice” were basic tenets of
post-revolutionary philosophy and, together with political stability,
were the central goals to be pursued in the economic realm. These goals
might have been pursued in any number of ways, including the “ Asian
strategy.” Yet this was assumed to be incompatible with the additional
goal of political stability, since the latter was also identified with the inter-
ests of the members of the political bureaucracy. This curious form of
political stability required a basis in corruption that would have been
virtually impossible to forge in an open economy. Besides, post-revolu-
tion governments argued that their ultimate goal was to turn Mexico
into a developed society and that such a course required a virtual dupli-
cation of what industrialized nations had done a century before. This
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kind of strategy was incompatible with any incursion into the world
economy. Hence, as part of the mythology that was created to build a
consensus on the development policy, industrial strategies such as
those followed by Taiwan and Korea were said to be unbecoming to
Mexico because those countries were developing an economy built
around magquiladoras (in-bond industrial operations) rather than on
“real” industry. Thirty years later the impressive success of those na-
tions in per capita growth and industrial strength made a mockery of
Mexico’s political mythology.

Thus, Mexico’s development grew under the shadow of two myths:
the myth of autarchy (i.e., the viability of a strategy based on virtually ab-
solute independence) and the myth of the infant-industry hypothesis (i.e.,
protecting incipient industries from global competition will make them
competitive in the future). Mexico’s geographic location made any
choices more difficult than they might have been for other nations. Mex-
ico’s complex history with the United States made it politically neces-
sary for Mexican governments to develop policies that diminished any
contact between the two neighbours. That policy had the positive effect
of attracting foreign investment from other sources, mainly Europe and
Japan, but also hindered the consideration of any policy that was as-
sumed to increase contacts and exchanges with the United States. The
result was an economy incapable of competing successfully in the inter-
national arena, yet one that helped attain decades of fairly high eco-
nomic growth. In the end, a structural crisis ensued. Despite the unique
political considerations in conceiving and implementing a develop-
ment policy, Mexico was not alone in pursuing such closed-ended eco-
nomic strategy.

The evolution of a development
strategy

For decades, the Mexican economy developed under the intellectual
auspices of the Economic Commission for Latin America (ECLA), a
United Nations agency charged with the mandate to help develop the
Latin American nations in the aftermath of the Second World War. Up
to the 1930s, Mexico had been an exporter of various types of raw mate-
rials and an importer of all sorts of manufactured goods. Though some
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industry had begun to grow and develop since the late 1800s (such as
beer and steel), Mexico’s industrialization began when imports became
unavailable as the war effort in the Allied nations consumed all that was
produced. At the time, there were no available imports, so nobody even
suggested the need to change the prevailing trade regime. Substitution
of imports became a natural and logical response to the international en-
vironment. This, in turn created a new domestic constituency with an
inward-looking focus of government policy.

Thus, by the late 1940s, the situation had changed drastically. Ten or
15 years after Mexico became an incipient manufacturing nation, a
strong constituency for import-protection, government subsidies, and a
lax taxing system had become a reality. Hence, precisely at the same
time as the industrial nations were working on a structure for interna-
tional trade and currency stability, Mexico shut its doors to the outside
world. Exports of raw materials and agricultural goods financed im-
ports of machinery and intermediate goods for industry. It appeared to
be a perfect strategy.

In stark contrast with the way Japan and the “ Asian tigers” (particu-
larly Korea and Taiwan) structured their economies, Mexico followed
the pace of Latin American countries and rejected the very idea of ex-
ports of manufactured goods. A difficult history with the United States
during the mid 1800s, in which Mexico lost half its territory, created a
deep suspicion of the United States, and thus a strong desire not to be-
come “dependent.” Independence was thus equated with lack of close
economic ties with the rest of the world. The fact that imports of indus-
trial intermediate goods and raw materials were being made possible
by exports of traditional goods was not recognized, for some mysteri-
ous reason, as having the effect of linking Mexico to the rest of the world
just as well.

As long as the domestic market kept on growing and the balance of
payments remained viable, the Mexican economy thrived. In fact, Mex-
ico was able to sustain a 6.5 percent average rate of growth for 35 years
with less than 3 percent inflation in average. By the late 1960s, black
clouds began to appear in the horizon. Agricultural exports began to de-
cline through the 1960s as a result of population growth and declining
land productivity. In the early 1970s, Mexico would have experienced a
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balance of payments crisis had it not been for the profligacy of the inter-
national banks that resulted from the 1973 Arab oil embargo. The latter,
together with significant oil discoveries in Mexico itself, allowed Mex-
ico to postpone the day of reckoning for another decade. Exports of oil
plus foreign indebtedness made it possible to finance all necessary in-
dustrial imports without having to compete in the international arena
or care about efficiency or productivity —the very factors that were
transforming world production after the 1973 first oil shock.

In 1982, after accumulating an unsustainable $80 billion dollars of
debt, Mexico defaulted on its obligations and began to experience the
worst depression in its history. Inflation sky-rocketed and economic
growth ceased. By the mid 1980s, Mexicans had become impoverished
after an accumulated per capita negative growth of about 15 percent. Re-
forming Mexico’s economy became an imperative. And the Mexican
government went full force with structural reform.

The politics of reform: from debt to
full-fledged liberalization

After two years of interminable economic mismanagement, in Decem-
ber 1982, the newly elected Miguel de la Madrid administration
launched an economic program to deal with the increasingly chaotic
economic situation. Its first aim was to stabilize the economy and reduce
inflation (which was reaching annualized levels above 400 percent). The
draconian program that the new administration adopted succeeded in
reducing inflation to 80 percent in 1983, while halving the fiscal deficit
(to 8.5 percent of GDP). Likewise, it overturned the trade deficit, gener-
ating a surplus in the first year of that administration.

The Immediate Program for the Reordering of the Economy (PIRE)
was successful but short lived. While confronting the critical situation
head on, the program was based on assumptions that were proven
wrong. First, the program aimed at reducing or overturning the fiscal
and trade deficits. It succeeded on both counts, but through policies that
could not initiate economic recovery: it lowered the fiscal deficit essen-
tially by reducing (or, rather, by virtually eliminating) investment
spending, by increasing taxes, and by containing current expenditures,
mostly wages. The government achieved the goal of reducing the defi-
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cit, but at the very high price of postponing economic recovery. Its main
aim, atleastin practice, had been not to affect the bureaucracy or the net-
work of political interests around the government. In other words, ev-
erything was done to reduce current spending as little as possible. The worst
part of this strategy is that a policy of containment cannot last: budget-
ary restrictions were always met by political pressures to increase
spending, which ultimately paid off. A similar principle was applied in
the case of the trade deficit: imports were severely constrained, while
exports were never fostered. Lack of imports, particularly of capital
goods, just like lack of investment in infrastructure, spelled only one in-
evitable consequence: economic stagnation.

Foreign debt seemed the obvious culprit. In order to justify the dra-
conian program of adjustment, the government blamed the foreign
banks. The latter were easy targets not only because of their natural un-
popularity, but because, to a large extent, the assertion that servicing
debt was being done at the expense of domestic spending was literally
true. Atthat time, no politician was willing to discuss the possibility that
it was the structure of the economy that had to change, not for the sake of
servicing debt, but in order to attain a sustainable recovery. Also, for-
eign bankers assumed that they had done no wrong, despite the obvi-
ous fact that many (if not most) of their loans had been made for
“general purposes” —that is, to projects that had ceased to have finan-
cial viability because of the collapse of oil and steel prices. On both sides,
it was a time prone to blame somebody else.

For the first time in Mexico’s modern history, Mexicans experi-
enced a depression in 1983 (a decline of the GDP of 5 percent), accompa-
nied by a decline in the purchasing power of the average salary of more
than 45 percent. Unemployment levels increased, though not signifi-
cantly, since most of the impact of the recession, in terms of employ-
ment, was borne by the underemployed (people who are structurally
unemployable in the modern economy for lack of very basic skills). But
the income effects, ironically, fell mostly on the middle classes, which
were the largest beneficiaries of subsidies (to staples, to drinking water,
to public transportation, and so on).

Despite a modest economic recovery in 1984, the PIRE collapsed
early in 1985. Inflation ceased to decline and levelled off at about 50 per-
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cent, while once again the economy was in deep recession. Within the
administration, infighting over economic policy was permanent. Some
argued for repudiating foreign debt obligations while others advocated
a profound economic reform. One interminable area of dispute was
trade policy — precisely where the more radical reformist coalitions be-
gan to make their first successful strides. More importantly, the connec-
tion between trade and debt was critical: to the extent that the countrys
trade policy remained restrictive, debt was permanently unserviceable;
by the same token, an open trade regime could gradually reduce debt in
relative terms.

The economic argument was an easy one to make, but the debate
was political and bureaucratic in nature. Those in charge of trade policy
benefited enormously from the discretionary powers embodied in a re-
strictive trade regime. Furthermore, their constituencies (bureaucracy
and the industrial sector) supported them because they feared foreign
competition and because they all benefited from a relationship that gen-
erated wealth for a few, at the expense of the welfare of society. Over
time, as the economy deteriorated and the country experienced another
exchange-rate crisis in mid-1985, the absolute rejection of any kind of re-
form and liberalization was overturned with one of the most ambitious
reforms undertaken by a developing country. One could speculate
what would have happened had the trade bureaucracy been willing to
accept the very modest liberalization that reformers had been pushing.
In 1985, however, this argument became mute, for the process of liberal-
ization became more far reaching than the reformers themselves imag-
ined.

The PIRE was superseded by a series of policies that, put together,
stood for an extraordinary transformation of Mexico’s economy. In
mid-1985, a different approach to economic policy was adopted: gov-
ernment-owned corporations were privatized, old regulations that fos-
tered monopolies were dropped, and public finances were squeezed.
Most significantly, government departments and entities were elimi-
nated, thus bringing about real and sustainable reductions in govern-
ment spending. In fact, over the last six years, the government has
privatized close to 1,000 companies out of a total of 1,200, while the bud-
get has been cut by close to 10 percent of GDP —more than double the
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original (and much tougher) Gramm-Rudman budget reduction pack-
age in the United States.

The new set of policies were tantamount to an economic revolution.
The old policies responded to well-established constituencies that bene-
fited from the existence of monopolies, monopolistic practices, and dis-
cretionary powers in the bureaucracy at large. The new policies
responded to a novel conception of the world and to clear political cal-
culations that the “old order” was unsustainable. The reformers recog-
nized both that Mexico could not remain partially isolated from what
was happening in the rest of the world, as well as that economic stagna-
tion would eventually destroy the traditional political system. A new
order would thus require a very strong and growing economy, as well
as a very competitive one in the world markets, so as to raise the in-
comes of the population. In the absence of these conditions, the days of
the “old order” were counted. Thus, even if reform entailed a gradual
political change that would inevitably alter the old cozy environment
and affect existing vested interests, it was preferable to the prospects of
instability. For the coalition sustaining the government in power, the
potential costs of not changing were overwhelming when compared to
the short-term dislocations that the process of change might produce.

Placed in the context of the historical moment in which those deci-
sions were being made, both the vision and the commitment of the De la
Madrid administration became paramount. It was precisely at that
same time that president Alan Garcia in Peru was repudiating its debt,
with no apparent consequences. The populist tune of the Peruvian gov-
ernment was hard to contain in Mexico. The Mexican government was
pursuing an orthodox adjustment program, while Peru’s followed the
easy way out: no debt payments and rapidly growing public spending,.
Until it became obvious that the latter was not a viable way to resolve
the country’s economic problems, it was difficult in Mexico to success-
fully advocate austerity, competition, and reform. By 1990, when Peru’s
economic situation had become terrifying, Mexico was already on the
path to recovery. On the other hand, in spite of the reformist vision, the
political calculation soon proved to be extremely tight.

To the De la Madrid (1982-88) administration, as well as to the later
Salinas de Gortari administration, economic recovery constituted a po-



Stability and Stabilization in Mexico ~ 87

litical imperative. The high rate of demographic growth posed an eco-
nomic demand on the government dramatically different from
countries with stable populations, such as Venezuela or Argentina. In
the case of Mexico, the fact that over 50 percent of the population is un-
der 15 years of age and that, because of the population pyramid, about a
million new jobs need be created every year for the next 15 years, poses a
unique conditionality on government policy. In short, economic growth
and job creation are political imperatives: they constitute necessary re-
sponses to avert a potentially uncontainable process of social instability.
The fact that many hindrances to economic recovery were being dis-
mantled was of little relevance to the majority of Mexicans, which could
not care less about the subtleties of policy arguments. For the average
Mexican, reform was largely an inconsequential issue. Very few under-
stood the issues at stake, while the majority were interested in the bene-
fits of economic growth, not the policy behind them. In fact, the
government made little effort to explain what reform was, why it was
necessary, and what the true scale of the financial crisis of state-owned
corporations was. But the problem went much further. For decades,
most Mexicans had been indoctrinated about the benefits of state-led
development, and the nature of reform was anathema to that mind-set.
Furthermore, those that stood to lose from the reform process, particu-
larly government bureaucrats, immediately realized the thrust of re-
form and began to exploit the tradition of state-led development to their
political advantage in the elections of 1988.

In 1988, Carlos Salinas de Gortari became president after a very
close election. After four years of economic reform, the benefits had yet
to appear to the population at large. The new administration under-
stood that there was a missing political link in the equation of reform.
The PRI party had been running the country for almost six decades and
its stakeholders had been the foremost beneficiaries of that reign. And
reform implied affecting this set of vested interests above all other inter-
ests. From this perspective, by the time Salinas assumed office, reform
had been eroding the power base as it continuously strapped its constit-
uencies from privileges, subsidies, and the like. Many of the traditional
constituencies of the PRI were opposed to reform and many of them
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ended supporting the candidacy of Cuauhtémoc Cardenas, the former
leftist PRI member that opposed reform.

For the new administration, the political logic of reform had never
been so clear. The reform process had gone too slowly to garner any
benefits, while it had allowed its opposition to organize and fight
against it. Hence, there were two obvious lessons stemming from the
1988 elections. One was that reform could not succeed unless it went
against the vested interests that hindered it. Miguel de la Madrid had at-
tempted to avoid direct hits against those interests, in the hope that the
benefits of reform would accrue, making their opposition irrelevant.
The other lesson derived from the elections had to do with the political
system. A closed and protected economy had been matched by an in-
ner-looking political system that sought to control and organize society,
very much in line with the thrust of economic policy. As the economy
began to be liberalized, it became obvious that a new political arrange-
ment would eventually be needed, one that matched with the new eco-
nomic reality of competition.

The Salinas administration wasted no time. Reform was a political
urgency. For the De la Madrid administration, the political calculation
behind reform had been based on the political costs of maintaining the
status quo versus the theoretical costs of dislocating the vested interests
opposed to reform. However, for the Salinas administration, the issue
was no longer academic. The political costs had been paid in the presi-
dential election of 1988. This made structural reform the only alterna-
tive to bring about economic recovery.

Thus, Salinas launched a four-pronged strategy. The first part was
to attack vested interests impeding reform. In his first months in office
he prosecuted corrupt union leaders and prominent businessmen,
thereby signalling what he aimed to accomplish and what his opposi-
tion could expect. The second part of the strategy was to accelerate and
deepen reform. He undertook a massive program of deregulation and
elimination of hindrances to investment Also, he pursued the anti-infla-
tionary program launched by his predecessor, which succeeded in re-
ducing inflation from 160 percent to 7 percent in 1994. Third, he
launched a new negotiation with the foreign banks to reduce the debt
burden. Finally, he worked to develop a new constituency for reform, a
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strategy that involved consensus-building, social spending, and the ex-
pansion of the traditional stakeholders of previous governments.

The problem of consolidating
reform

For more than two decades, Mexicans learned to live with uncertainty,
knowing full well that policy could shift with the wind. During much of
that time, inflation was the main trait of the economy, although also a
novelty in Mexicos experience. After years of this deadly mixture, gov-
ernment credibility became a scarce commodity. For reform to succeed,
Salinas had to find a means that could guarantee its viability beyond a
reasonable doubt.

Mexico’s government thus confronted a series of dilemmas that had
to be resolved for reform to succeed. These dilemmas had to do with
standards of living, with eliminating the last vestiges of inflation, with
settling trade disputes with the United States (the nations largest trad-
ing partner), and with overhauling the political system. Each of these
rubrics entailed enormous risks, and demanded clarity of vision. At
stake was not only the reform process, but the political viability of Mex-
ico’s current system of government.

Naturally, one thing was making the decision to reform the econ-
omy; quite another was making it work. For five years, the economic in-
dicators were consistent and showed a slow but constant improvement.
Yet reform would only be relevant (and politically viable) to the extent
that it delivered higher standards of living. Without the latter, the con-
cept of reform would become meaningless. Hence, the first dilemma
confronting the government had to do with making reform deliver its
promised benefits.

For several decades, the Mexican economy grew systematically at
over 6 percent per year. Most, if not all, sectors of economic activity
grew at a similar pace. The economy was protected from imports, so do-
mestic demand tended to be more or less even for all sectors. It did not
matter whether a businessman invested in one sector or the other; the
fact remained that the odds of success were overwhelming. The same
applied to workers in any given activity. Very few firms went bankrupt.
Saving jobs was critical and subsidies were usually available. The as-
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sumption for most businesses was that they could succeed in any area,
so many diversified into implausible sectors. This assumption col-
lapsed in the wake of trade liberalization.

This change, obvious in any society where competition has gener-
ally been the rule, is extraordinary for a society accustomed to evenness.
The post-reform scenario is one where growth and employment are de-
termined not by government spending, but by each firm’s ability to re-
main competitive in both domestic and foreign markets. One aspect is
inevitable: some sectors and firms will succeed, while others will not.
This is not natural to an economy that, due to huge trade barriers to the
outside world, had to manufacture everything domestically regardless
of quality, cost, or efficiency. The challenge for the countrys industry to-
day is to survive and only then to become competitive. Because of past
trade barriers, Mexico is likely to have many less industrial sectors than
in the past. The process of change along these lines is already obvious in
the virtual disappearance of some sectors, as well as in the rapid growth
of others. Much of this change, however, will take years to consolidate.

Since Mexico faces a relatively small problem of unemployment
(7-8 percent in the worst years of stagnation, including the current pe-
riod after the December 1994 devaluation), the transformation of indus-
try and agriculture is unlikely to affect employment levels. Mexico’s
real problem lies in so-called underemployment, which encompasses
some 20 percent of the economically active population. Underem-
ployed people typically do not have the minimum skills to work in the
modern economy. The critical question for Mexico’s long-term stability
dwells on the efforts that should be done to step up training and formal
education, so that the children of today’s underemployed can be effec-
tively incorporated into the labour force. The original assumption at the
beginning of the Salinas term was that, by the time the ranks of the chil-
dren of today grow, the economy would be in a position to absorb them.
Or, in other words, that reform would have been completely successful.

A basic tenet of the reform process is liberalization. This implies
that anybody can import virtually anything (with the exception of agri-
culture, where import-permits are still required; and automobiles,
which can only be imported by the manufacturers themselves). The nat-
ural consequence of this new reality is that some sectors will be success-
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ful while others will not. The new environment entails dramatic
consequences. First, wages will naturally grow much faster in the most
successful sectors than in the less successful ones. Second, many firms
will face bankruptcy and layoffs. And third, one implicit bet in the re-
form process is that, despite some bankruptcies and adjustments, a very
large part of the industrial plant will succeed, hence delivering the an-
ticipated results. The evidence strongly favours reform, even despite
the recent currency collapse, but mostly at the micro level. The success-
ful exporters, for example, have been increasing real wages every year
for the last four years, and many firms have not only recovered the real
level of wages of the early 1980s but have significantly gained over such
levels. Another point of evidence is that manufactured exports have
risen from less than $4 billion in 1985 to $17 billion in 1990 and to over
$50 billion in 1994.

Sector by sector, evidence gives positive signs that reform has ad-
vanced fast. But an overall increase in the standard of living of Mexicans
is yet to be seen. The new issue is one of timing. Will the benefits of re-
form come about in a timely fashion? Will the reform succeed in num-
bers, but fail at the political level? Can a program of partial
liberalization succeed, or will it fail until every sector of the economy is
equally liberalized? These are crucial questions, which have embodied
added relevance in the wake of the crisis brought about by the peso de-
valuation. The point is still valid today as it was at the outset of the Sa-
linas administration: to the extent that the majority of the population
perceives that reform does deliver, then it will be successful.

The reform still faces a dilemma that is more political in nature.
Given the fact that the transition implicit in reform entails an enormous
adjustment for productive activities, only some of which will succeed,
the name of the game of reform is perseverance. Thus, the systematic
and permanent pursuit of reform is the only viable policy. Yet, that is
not necessarily the politically plausible course —especially in light of
the anti-market backlash following the currency crisis. The pressures to
increase spending are endless; old hard-line politicians often attempt to
recover lost territory through “informal” regulations; a few entities
sometimes pursue short-term objectives even at the expense of reform
as a whole. Sustaining reform in place and giving it permanent vitality
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becomes the crucial factor for its long-term success. This will be the key
element in the policy decision making process during the new Ernesto
Zedillo administration, although the advent of NAFTA has already di-
minished the room for altering the economic course.

This is not the first time that reform has been pursued. Mexico’s
governments had attempted to reform Mexico’s economy since the
early 1970s, but all had failed to garner the political will to affect deeply
entrenched political and economic interests that benefited from the sta-
tus quo. It was always easier to give in to pressures — with devastating
results, among them $100 billion dollars of public debt. More impor-
tantly, the objective in the administration of Luis Echeverria (1970-76)
was not to liberalize, but to expand the governments grip of the econ-
omy. In the mid-1980s, in the midst of a recession and while confronting
increasing demands from all quarters of the political spectrum, the di-
lemma became very obvious. While it was recognized that affecting
vested interests creates short-term instability, it also became obvious
that not affecting them made any reform impossible and assured
long-term instability. Hence, for the governments spanning the period
since 1982, the logic of reform followed a profound political rationale. In
other words, economic reform in Mexico is not the product of an ideo-
logical commitment, but rather the result of political factors —in partic-
ular, a political calculation brought about by a structural economic
crisis.

Thus, completing the reform process and restoring economic
growth in an open society became a political must for the Salinas admin-
istration. Negotiating a free trade agreement with the United States and
Canada was a response to an economic interest as well as to a political
imperative that only became evident to the government by the second
year of the administration. The economic rationale had to do with the
natural extension of the process of reform: securing a market for Mex-
ico’s goods, eliminating non-tariff barriers to Mexico’s exports, reduc-
ing the high maximum tariffs that limit access to the United States, and
creating a fair trilateral mechanism for dispute resolution. Once Mexico
decided to liberalize markets and sought to enhance industrial competi-
tiveness, the single most important obstacle to the success of reform be-
came the lack of certainty of access to Mexico’s major (and largest)
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export market, that is, the United States. Hence, the economic rationale
for NAFTA, from Mexico’s vantage point, was to make the domestic
economic reform process both permanent and viable.

However, economic reform has a profound political underpinning.
Thus, NAFTA also embodies major political content. The reform pro-
gram constituted a dramatic shift in policy. After decades of serving the
interests of a small cluster of political and industrial groups, reform rep-
resented an unprecedented break with the past and a redefinition of po-
litical alliances, as well as of the constituencies sustaining the governing
coalition in power. The cement that held that coalition was the expecta-
tion of economic recovery and a consequent distribution of the benefits
among the coalition partners, which encompassed large sectors of the
middle classes and ascendant “popular” classes (such as the working
class). For all of these groups, NAFTA constituted a guarantee of per-
manence of the economic reform process and, consequently, of the via-
bility of the coalition. Furthermore, it was expected that a trade
agreement would depoliticize economic reform, as the latter would be-
come “sunk in concrete.”

In the case of Mexico, therefore, NAFTA was sought as political in-
surance: a guarantee to all groups in the governing coalition that the pri-
vate sector would assume the burden of bringing about economic
recovery, and that government would have no choice but to pursue the
path of reform in order to attain a new stage of development. NAFTA
was meant to be, above all, an instrument to depoliticize the economy
and thus strengthen the path of change.

The firstrationale for a trade agreement with the United States came
about soon after Mexico began reforming its economy. Suddenly, a
completely new phenomenon came to characterize and dominate Mex-
ico’s relation with its northern neighbour: trading conflicts. Every sin-
gle successful Mexican exporter was slapped with anti-dumping
measures whether it was dumping or not. Trade conflicts began to mul-
tiply, to the extent that the very process of open reform became threat-
ened. The standard quip was: what is the point of pretending to become
globally competitive and integrating into the world economy, if the
world’s largest market and Mexico’s foremost trade partner, was not
making its market accessible? Reluctantly, the Mexican government
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gradually advanced toward recognizing the need to go further than a
series of understandings about trade with the United States.

Although highly committed to reform and to a liberal trading re-
gime, the Salinas administration was not oblivious to Mexico’s history
and to the deep feelings about the United States that pervade Mexican
culture. Its first attempt was thus to negotiate more ambitious agree-
ments with the United States, but short of an all out free-trade package.
Several sectors were discussed as candidates for liberalization, but no
serious talks ever took place. Mexico was changing so fast that the real
economic issues between Mexico and the United States soon became not
only apparent, but also overwhelming.

By the end of 1989, the Salinas administration had succeeded in per-
suading the creditor banks to renegotiate all commercial-bank debt, had
reduced inflation to a moderate level (19 percent), and had successfully
privatized several major industrial concerns. Soon it began privatizing
the banking system and the telephone company. Still, despite these suc-
cesses, long-term investment was not forthcoming. Eventually, the gov-
ernment recognized that investor confidence had been shattered so
often in the past, that more than a record good performance was re-
quired. Furthermore, investors needed certainty that the ongoing re-
form as well as the specific policies would remain in place on a
permanent basis. The Mexican government thus realized that there was
aneed for a guarantee that reform would be pursued by future adminis-
trations. Such a guarantee, however, could only be provided by the in-
ternational community. Nothing inside Mexico could provide it. The
political component of the free trade agreement thus became evident.

Early in 1990, the government proposed that Mexico and the United
States negotiate a free trade agreement with two specific objectives.
First, to provide an orderly process for both economies to integrate and
exploit comparative advantages, in order to increase overall competi-
tiveness and standards of living. The other objective was to secure the
gradual and peaceful transition that Mexico was experiencing, and thus
to avert a backlash (and associated potential instability) next to the U.S.
border. In other words, a common thread of economic and political in-
terests led to the negotiations. Canada eventually joined the negotia-
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tions to avoid being left out. The very concept of a North American Free
Trade Area was born.

NAFTA might serve its purpose of guaranteeing the permanence of
the economic reform, but it cannot do the same for the old political sys-
tem. In fact, the economic reform and NAFTA tend to undermine the
political system, as they erode or eliminate the traditional structures of
political control.

Will reform bring about political

stability?

Historically, Mexico experienced rapid economic growth while the po-
litical system was tightly controlled, essentially through corporatist
structures in labour, the peasantry, professional and middle classes,
and business. Limited political participation and subtle quasi-authori-
tarian controls allowed for economic growth without creating a “pres-
sure cooker” effect that typically characterizes military governments
(which generally repress without creating suitable escape valves). The
result was a slow process of both economic modernization and political
evolution.

The closed nature of Mexico’s economy led to severe economic dis-
tortions that demanded strict mechanisms of control. For instance, in
the absence of foreign competition, wages could have grown signifi-
cantly had there not been a structure of tight control over labour. Also,
productivity tended to lag behind in view that there was no climate of
competition to stimulate it. Lack of competition in a relatively small
economy required an active government and a very concentrated politi-
cal structure to maintain control.

Obviously, all societies develop mechanisms of control. The differ-
ence between mechanisms in an open versus a closed economy is that in
the former the mechanisms are created by markets and society, while in
the latter they are organized and enforced by the government. In the
economy, the presence of foreign competition automatically limits the
demands for wage increases beyond productivity growth, or else firms
would face bankruptcy: it becomes impossible to break the economic
strait jacket imposed from the outside. Hence, the nature of political
controls changes qualitatively. The difference lies not in the existence of
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mechanisms of control, but on how they are enforced and who enforces
them. In a closed economy, it is the government and other political
structures that enforce political controls, while in an open economy it is
the market and other decentralized institutions that accomplish this
task. Naturally, governments in closed economies experience a constant
political erosion that eventually surpasses their ability to maintain con-
trol. Thus, ironically, the more frequent the government resorts to out-
right controls, the greater the erosion of those control mechanisms.

The common denominator of closed economies (regardless of coun-
try-specific differences or histories) is that they are all characterized by a
de facto repression of political participation. The problem is not limited
to sectors, activities, or factors directly linked to the economy (such as
wages, savings, consumption, and productivity). Any attempt to con-
trol merely a few sectors, activities or groups never works. An attempt
to control one area spills over into others, thereby necessitating greater
controls. Ultimately everything ends up being controlled.

The relevant question for Mexico as it transforms its economy from
a closed to an open regime is: what are the political implications of eco-
nomic change? In other words, if a closed economy is typically charac-
terized by a more or less authoritarian political system and an open
economy tends to be characterized by political processes that are open
and participatory, what will be the political consequences of economic
liberalization? There are two analytical levels at which this question can
be assessed. One would be based on theories that have attempted to un-
derstand the relation between economic and political processes. The
other would entail speculating about the long-term impacts of eco-
nomic reform on political life, on the basis of changes that have already
become noticeable. At the theoretical level, the theory of modernization
has long argued that it is the transition from traditional to modern soci-
ety that causes instability, and not the so-called traditional society. In
other words, theories of modernization stress that what brings about in-
stability is the process of economic and political change. As Mexico
moves ahead in the direction of economic liberalization, the question is
whether it will face such a challenge. In 1991, the former Soviet Union
clearly entered into a stage in its transition where instability became a
distinct possibility. Inlight of the political events of violence that charac-
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terized Mexico's political life in 1994 (e.g., the Chiapas uprising, politi-
cal assassinations, the role of drug-trafficking), the obvious question is
whether Mexico will follow the path of the former Soviet Union.

Mexico is clearly abandoning a thrust of economic policy thatlasted
over 30 years; yet, itisnotin a process of transition from traditional soci-
ety to modern society (which is what modernization theorists speculate
about). That kind of transition took place, if anything, from 1940
through the 1960s; and it was successful primarily because of the exis-
tence of the PRI. Today, Mexico is involved in a “transition process” (in
modernization theory parlance) from one stage of modernity to an-
other. What appears to be at stake is not stability itself, but the political
arrangements that characterized the era of a closed and protected econ-
omy. This has to do with the whole institutional foundation of Mexico’s
political system. The relevant question then becomes whether Mexico’s
political structures can withstand the pressures of change, even while
those same structures are in transition themselves. In fact, a crucial issue
in Mexico today is the gradual destruction of the institutional frame-
work that gave it political vitality for decades. Thus, Mexico’s new im-
perative is no longer economic: it is political, and has to do with the
development of a new social contract for the future. As economic stabil-
ity is attained, it is political stability that has to be reconceived.

Has liberalization failed?

Shortly after the Salinas administration concluded its term in office, the
incoming Zedillo administration found itself before a run against the
peso. Its response was to devalue the currency in an attempt to stem the
run against the currency, and gain a margin of competitiveness to offset
the differentials of inflation that had accumulated since the previous
1987 devaluation. The assumptions on the basis of which the decision to
devalue were made ended up being false, and the Mexican economy en-
tered into a process of profound disarray. Most people, including many
government officials, have blamed the crisis on the previous adminis-
tration, on the rapid liberalization of imports, on the management of the
exchange rate during the politically difficult months of 1994 (where vio-
lence dominated the scene), and so on. The question about liberalization
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and deregulation is a critical one, for it lies at the core of the process of
stabilization in the previous years.

Though space prohibits a more thorough discussion of what went
wrong, there are some obvious culprits that led to the crisis of 1995. First
of all, though the policy of liberalization and deregulation was clearly
the right one, the fact that it was limited to selected parts of the indus-
trial sector only meant that Mexican companies, which had never been
subjected to competition before, had to compete against the best in the
world without the benefit of a competitive banking system, modern and
fairly priced communications networks, competitive electricity and
petrochemical inputs, and so on. Mexican companies were, in fact,
forced to compete while paying for the extreme inefficiencies of the rest
of the economy. Hence, the poorly conceived, and extremely limited,
liberalization of the economy is far more important in explaining the
difficulties that Mexican businesses were facing, than the fact of liberal-
ization: it was too limited, rather than too much, liberalization that is to
blame.

Second, while advocating and promising a fiscal balance, the gov-
ernment ended up running a sizable fiscal deficit in the last two years of
the Salinas administration, a fact that had much more bearing on the
rapidly growing (and excessive) current account deficit than any other
single item. Finally, the political events of 1994 obviously had a major
impact on the management of the economy. International reserves de-
clined through the year, while the government issued dollar-denomi-
nated instruments (tesobonos) to retain foreign investments in the
country. The Salinas administration took a major gamble in the decision
to postpone a devaluation, for it ended up financing a structural prob-
lem (the current account deficit) with short-term instruments
(tesobonos). One could argue that they accomplished their main goal,
which was to end the presidential term in peace, but they also clearly as-
sumed (in a show of absolute hubris) that there was no problem or chal-
lenge that could not be managed successfully.

The Zedillo administration, fresh into a major battlefield, failed to
recognize the complexity of the situation it encountered. The new offi-
cers in charge of the economy assumed they could devalue the currency
without upsetting the markets, and thus failed to plan a new course for
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the economy, thereby unravelling a major crisis of confidence. One mis-
take followed another, compounding a problem that may have been
manageable, until it became a major item in the international financial
agenda. Above all, there were three major mistakes that ended up re-
quiring an extraordinarily stringent economic program to control infla-
tion. First of all, the government mistook investments for debts, and
thus, rather that catering to the needs of the capital markets, began to
plan for a restructuring of tesobonos into long-term debt. By misconceiv-
ing the problem, the government created an altogether different situa-
tion, one that required external support above $50 billion dollars, in the
form of the Clinton bailout package. Second, the government attempted
to protect itself and the bureaucracy, rather than proposing a program
to attract new investment and take hold of the opportunity to eliminate
all remaining hindrances to the development of the economy. Finally,
by wishing the crisis away, the government kept on deepening it, thus
creating a problem far more serious than needed to be.

The Salinas administration ended up compromising a few critical
components of its own successful policies (like liberalization and fiscal
balances) and made a bad gamble on the tesobonos. Human folly and
sheer incompetence by the following administration turned a bad situa-
tion into a full-blown crisis. On this basis, it is quite clear that the con-
cept of stabilization pursued before was appropriate and, if properly
followed, stood a good chance to succeed. It failed not because of what
was being pursued, but because of the inability by both administrations
to grasp the importance of following the sound principles that the re-
form itself advocated.
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Cuarter 7

The Mexican Devaluation:
Facts and Factors

Luis Pazos!

Macroeconomic background

N MEXICO, THE DISTORTIONS in the exchange rate parity that began in

1990, made the economy highly vulnerable to external shocks and to
an unstable growth of the current account deficit, which reached 7 per-
cent of GDP in 1994.

Paradoxically, the higher than expected rates of inflation in 1990,
1991, and 1992 were caused by the excess of U.S. dollars that entered the
country in the form of large capital inflows, monetized by the Bank of
Mexico. Thus, monetary expansion was provoked by the purchase of

1 The author is President of the Instituto de Integracion Iberoamericana and
the Centro de Investigaciones Sobre la Libre Empresa (CISLE). He is also
Professor of Political Economy at the Escuela Libre de Derecho and teaches
at the University of Mexico’s School of Law. This chapter is drawn from his
book, Devaluacion: Porqué?, Qué Viene? Qué Hacer (Pazos 1995).
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foreign currency, which contributed to stable rates of economic growth
but also a surge in inflation.

The goal for 1990 was an inflation rate of 15 percent, which was a
reasonable target given the accomplishments of stabilization in previ-
ous years. However, in 1990, we find the first of a series of errors in mon-
etary policy. The successful privatizations of the telephone monopoly
and the commercial banking system generated an unexpectedly large
inflow of dollars in the economy. This provided a temptation for the au-
thorities to expand the money supply without inducing an inflationary
impact. Yetinflation in 1990 was 30 percent, double the projected target.

The increase in imports, which signified an increase in aggregate
supply, was supposed to absorb the increase in money supply, which
signified higher aggregate demand. This, in principle, would lead to
greater rates of real economic growth, compatible with a decrease in in-
flation. This, unfortunately, did not occur.

In 1992, Milton Friedman warned that the solution to the inflation-
ary problem in Mexico was to allow a freely floating exchange rate in or-
der to prevent a rapid monetary appreciation of the peso-dollar parity,
based on the expectation of large capital inflows due to structural re-
forms and trade liberalization. Yet, the government opted to continue
the same policy of a semi-fixed exchange rate (a crawling peg), which
ultimately caused a gradual overvaluation of the currency.

However, the capital inflows used to finance an increasing trade
deficitand an accumulation of international reserves were not the result
of direct investment, but of speculative capital that could flee the finan-
cial markets at a moment’s notice. The high optimism derived from pri-
vatization and structural reform, as well as from the advent of
three-way trade in North America under NAFTA, was able to sustainan
otherwise dangerous course. A paradox that troubled the majority of
observers was that, despite the signs of currency overvaluation and the
unstable growth of a trade-driven current account deficit, Mexico nev-
ertheless continued to expand the levels of hard-currency reserves. This
was due to large levels of foreign investment.

After NAFTA was ratified in November of 1993, the level of capital
inflows grew significantly. At the end of 1993, investment in stock mar-
ket instruments and government paper grew above $80 billion. Unfor-
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tunately, this boom turned out to contain the seeds of the currency
collapse in 1994. The dollars used to cover the trade gap and to increase
reserves, in the period between 1990 and 1993, were not arising from di-
rect and permanent investment, but rather from financial or speculative
investment in government securities and the stock market. This kind of
investment, so-called hot money, could leave the country in a matter of
minutes.

Political violence and investor
uncertainty

On January 1, 1994, the very day that the North American Free Trade
Agreement came into effect, the Zapatista Army for National Liberation
(a guerrilla movement in the southern region of Chiapas) declared war
against the government and declared their opposition to what they
characterized as “an agreement of death.”

In retrospect, one of the aims of the guerilla uprising was to offset
the flow of foreign capital. The natural expectation under NAFTA was
the arrival of substantial direct investment, in the form of in-bond in-
dustry, manufacturing, hotels, etc. This would have lessened the de-
pendence on financial capital. However, from the very outset the
Chiapas uprising scared investors into postponing countless new in-
vestment projects. The decision of the government was not to alarm the
investment community, in order to neutralize negative expectations.
Thus, financial speculative capital kept growing, thereby making the
economy even more dependant on volatile factors.

The assassination of presidential candidate Luis Donaldo Colosio
in March was another factor of political violence that caused a signifi-
cant drop in stock market activity and a massive bleed on reserves
(which fell from $29 billion to $18 billion in the month following the
Colosio tragedy). The crime caused a major capital outflow shock and
severe problems in maintaining the exchange-rate fluctuation band
from breaking. This shows that, despite dubious monetary policy in
1994, there is a kernel of truth behind the account offered by the Bank of
Mexico concerning the origins of the peso collapse: political factors
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of violence and instability eroded the confidence of many foreign inves-
tors.

In effect, the August electoral contest was a potential warning sign
to foreign investors. The possibilities of a victory by Cuauhtémoc
Cardenas and the left-wing PRD party helped to fuel capital flight, due
to the perception that the party was linked to the guerrilla efforts of the
Zapatista Army.

The Salinas administration had repudiated its populist predeces-
sors and had made a commitment to place Mexico on first-world status
through an ambitious program of structural reforms—reforms that
earned the derogatory characterization of “neo-liberal” from the Latin
American left. Until 1993, the changes showed signs of obvious success
and foreshadowed the permanent disqualification of populist opposi-
tion such as the left-wing PRD. If the reform process consolidated, fu-
ture political struggles in Mexico would be limited to the PRI and the
centre-right PAN.

Consequently, in view of this scenario, the populist factions
grouped officially under the PRD sought to generate instability before
the elections, as an instrument to subtract credibility and electoral po-
tential to the PRI. However, the victory of the PRI in the August elec-
tions seemed to offer a guarantee of continuity to foreign investors
worried about a radical swing in public policy. Yet, the latent problem
in Chiapas and the rise in U.S. interest rates began to generate suspi-
cions on the viability of government programs based on an inexpensive
dollar and a high deficit in the balance of trade.

To be sure, the political factors did not originate the exchange-rate
problem in Mexico, but they did help accelerate an unavoidable adjust-
ment, albeit in an anarchic and violent fashion. Conspiratorial theories
are often used to justify government mistakes, and 1994 is no exception
to this questionable tradition in modern Mexican politics. In the 1982
devaluation, Lépez Portillo blamed the commercial banks, and charac-
terized them as intellectual authors of a plot against the peso.

2 In chapter 6 of this volume, Luis Rubio details the role of the gradual
breakdown in Mexico’s political system and the links to economic policy.
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This standard argument is part and parcel of a political culture de-
void of accountability. However, it is important to point out that there
does exist an organized coalition of vested interests that stands opposed
to the reform process and that sees those interests as politically threat-
ened by trade and domestic liberalization. According to Dolia Estévez,
Washington correspondent of El Financiero, the peso devaluation was
the culmination of a wide destabilizing plan, involving the influence of
powerful drug dealers, some political sectors, and, to a lesser extent,
members of the transnational left.

It would be an exaggeration to blame the December 1994 peso crash
on a breakdown of the political system in Mexico and on a carefully
structured conspiracy. But it is important to recognize that the violence
that erupted in 1994 was the originator of the tragedy of errors that led
to the new crisis. The best explanation of the crisis suggests that political
interests opposed to reform sought to destabilize what seemed destined
to succeed. Yet, the influence of political violence in 1994 does not, in
any significant fashion, exonerate the mistakes of the central bank and
the administration in their refusal to modify an implausible exchange
rate regime and their pursuit of dubious monetary policy.

Errors of strategy and accountability

Despite the economic imbalances characterized by a high deficit in the
current account, currency overvaluation, political violence, and the en-
suing expectation of an impending exchange rate adjustment, the cha-
otic reactions of financial markets were due primarily to strategic errors
and a poor tactical approach to revise the rate of exchange.

The Salinas government had held fast to an unalterable commit-
ment to maintain the exchange rate. In the closing months of the Salinas
administration, no effort was taken to increase the fluctuation band and
the rate of the crawling peg, due to the belief that future capital flows
would remain apace. However, in the last days of 1994, the drop in re-
serves became systematic. The new government, as Zedillo himself ac-
knowledged, “underestimated the problem.”

The chaotic fashion in which the devaluation came about could
have been avoided. It was necessary to make an upward adjustment in
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the band, but the government possessed the instruments to undertake

the modification without generating panic.

There are several key players in the blame drama surrounding the
devaluation and the resulting economic crisis in Mexico:

1.

2.

Pedro Aspe, the former minister of finance, has a partial
responsibility in the peso devaluation in light of the excessive
optimism he placed on the constant inflow of volatile specula-
tive capital. This inflow worked for four years to sustain a high
current account deficit, but left the economy at the mercy of ex-
ternal shocks, international economic contingency, and na-
tional political disorder. The negotiations of Aspe stopped the
sequels of all the prior devaluations. Paradoxically, the renego-
tiation of external debt in 1990 and the high level of confidence
generated by the privatization programs translated into an in-
vestment boom where excess private spending occurred in the
form of a massive inflow of dollars, whose sudden departure is
largely responsible for the crisis.

The ex-president, Carlos Salinas de Gortari, is also responsible
for postponing a key decision to accelerate the rate of deprecia-
tion in the maximum limit of the band. He assumed, errone-
ously, that Mexico could sustain long and large trade
imbalances. But the Chiapas crisis and the murder of Luis
Donaldo Colosio rendered that possibility remote in the ex-
treme, due to the severe capital outflow shock that took place.
Although Salinas accelerated the rate of depreciation in the first
semester of 1994, by as much as 11 percent, this proved to be
insufficient to sustain the parity.

Jaime Serra Puche was the architect of NAFTA from the Mexi-
can end. However, as new finance minister, he blundered the
decision to increase the fluctuation band by 13 percent and un-
derestimated capital market reactions to an abrupt change in
policy. If Serra had announced, simultaneously with the parity
adjustment, an increase in interest rates and a new round of
privatizations, similar to the one announced days later after the
currency collapse, the severity of the crisis could have been
substantially diminished.



The Mexican Devaluation 107

4. The economic cabinet thought that the isolated announcement
of an exchange rate modification in the band would be suffi-
cient to neutralize capital outflows. Instead, a massive bleed en-
sued. This was a critical error of judgment derived from the
hubris of many technocrats who believed they could trick the
markets.

5. Ernesto Zedillo, the new president, is both competent and aus-
tere. However, he has been completely unable to project a pro-
gram that restores confidence among investors and savers. His
zeal of achieving peace in the Chiapas conflict, through a
“wishy-washy” policy of adjustment and relinquishing, has
been read as a weakness by the Zapatista Army and its intellec-
tual kin in the PRD.

The devaluation according to the
Central Bank

In a document entitled Exposition of Monetary Policy 1994-1995, the Bank
of Mexico offers its own version of the causes behind the currency crisis.
According to the document, the devaluation was generated fundamen-
tally by violent political events and not by mistaken foreign exchange
policies or an expansion in the money supply.

Thus, the central bank contends that monetary policy in 1994 was
adequate. The economy showed signs of growth and greater productiv-
ity. In 1994, the GDP grew 3.1 percent with an inflation of 7 percent. The
productivity levels in manufacturing industry increased by 10.1 per-
cent, one of the highest increases of the last decades. A large number of
observers claim the problem derived from substantial currency over-
valuation and the resulting high expansion in the current account defi-
cit. On this, the report disagrees:

Manufacturing exports grew in the first eleven months of 1994 at
arate of 22.1 percent, the highest since 1989. With this, manufac-
turing exports constitute 83 percent of total sales to foreign mar-
kets. The dynamism observed in 1994 non-oil exports, and in
manufactured goods, reveals the international competitiveness
of the Mexican economy, derived from structural change and the
vast private investment process that has been carried out in the
country in the last years. In fact, the important expansion of
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non-oil exports has surpassed the levels observed in the majority
of nations around the world [Banco de México 1995: 10-11].

This datum, according to central bank logic, confirms that there was
no significant degree of currency overvaluation that would act as a dis-
incentive to exports. And, on the nature of capital outflows, the report
claims that the increase of the rate of exchange was exacerbated in
March, as a result of serious criminal acts, such as the kidnapping of a
prominent banker, and, above all, the tragic murder of the candidate of
the Institutional Revolutionary Party to the Presidency of the Republic.
During the remainder of the year, the rate of exchange was maintained
almost at the ceiling of the band and in certain stages reached it outright.
When this occurred, it was necessary for the Bank of Mexico to inter-
vene in the market in order to prevent the parity from surpassing the
maximum limits of the fluctuation band [ibid.: 6].

The report concludes that political and criminal occurrences “coin-
cided with the stages where the exchange rate reached the upper limits
of the band and, consequently, when reserves were lost.” This is partic-
ularly noticeable after the Colosio murder, when some $13 billion fled
the domestic capital markets.

On the situation near the end of 1994, the report notes that:

New unfavourable events in mid-November and in the second
week in December produced a very difficult situation to solve, in
view of the following: (a) the space that allowed an adjustment in
the exchange rate within the band had been exhausted; (b) inter-
national reserves had fallen sharply from $16.2 billion on No-
vember 11 to $11.1 billion by December 16; and (c) real interest
rates had reached levels that were generating serious difficulties
to financial intermediaries and to debtors at large. All these fac-
tors, in the context of renewed volatility in the international fi-
nancial markets, and in the context of the popular perception that
the current account anticipated for 1995 would be impossible to
finance in those circumstances, as well as the escalation of hostile
acts by the Zapatista Army, instigated an assault against the do-
mestic currency, which could no longer be detained through the
measures that had previously demonstrated their total
effectiveness [ibid.: 7].
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This report presents important and convincing arguments. How-
ever, | disagree with the main thrust of the argument, on the basis that
distortions in the rate of exchange had been occurring since 1990. This
gradually made the economy vulnerable to the type of shocks that the
reportalludes to. No doubt, had the violence that characterized 1994 not
taken place, and had the modification of the parity not been done so in-
eptly, the monetary and financial authorities could have avoided the
chaotic devaluation that eventually ensued and, by extension, the high
social costs that it has produced in Mexico.

The “December mistake”

According to former President Salinas de Gortari, the fundamental
cause of the peso devaluation is a series of errors made at the outset of
the new administration. In an interview with local media stations in Jan-
uary 1995, he baptized these errors as the “December mistake.” What
does he mean by this?

International reserves began to plummet in December, after being
$18 billion at the beginning of the month. The drop in reserves coincided
with renewed declarations of war on the part of the Zapatista Army on
December 12, 1994. It also coincided with an ambiguous stance on the
exchange rate by the Zedillo administration. His team began to quietly
suggest the idea that the fluctuation band had to be modified by 10 per-
cent. The problem was how to achieve this in the context of a well-de-
fined economic strategy, one that could minimize the negative fallout.

There were sharp differences in perspective between the new mem-
bers of the Finance Ministry and the orthodox line of the central
bank — particularly the thesis that a modification of any sort would en-
danger hard-won stability. On the other hand, the fall in reserves con-
vinced the administration to undertake a 13 percent adjustment in the
maximum limit of the band.

On December 19, government officials and private sector and labour
leaders met for an emergency meeting. Reserves had fallen to $11.3 bil-
lion. The representatives were told that this cushion had to be protected,
and therefore that a floating exchange rate policy would be adopted.
The labour and private sector leaders argued for hours, trying to dem-
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onstrate the dangers behind the decision. In the midst of argument, the
cabinet proposed an adjustment of 13 percent in the band.

This was the first mistake; namely, showing the ace in the hole and
not playing it. The government exhibited indecision. When the decision
was announced on December 20th, panic spread about the lack of deci-
sion. Investors began a massive bleed on reserves, buying dollars and
tesobonos. The capital stampede forced the government to switch to a
float by December 21, with no emergency plan to back up the decision
and neutralize investor panic. This was the second mistake.

No communication with foreign financial intermediates took place,
despite billion dollar investments in Mexico. Similarly, no communica-
tion occurred with international authorities and creditor agencies. The
investment community construed this failing as an inherent weakness
in the new government, and ran for good. These were the December
mistakes. However, it would be wrong to claim that these failings of
communication were the only causes behind the crisis. An adjustment
was unavoidable, although it could have been done in a more coordi-
nated fashion, in the context of an economic emergency plan.

Post-devaluation policy issues

The issues surrounding the December mistakes have been a source of
controversy. There are three areas of dispute, namely, the role of mone-
tary policy, the role of trade policy, and the role of fiscal policy. I will ad-
dress each area in turn.

Today, many citizens ask why a devaluation of less than 10 percent
in 1994 has caused more bankruptcies and unemployment than a deval-
uation close to 500 percent back in 1982-83. For most of the industrial
and commercial establishments, times have never been tougher. The
fundamental reason for this difference owes to different responses to
the inflationary impact of devaluation. In 1983, a plan was adopted to
fight inflation gradually. This enabled authorities to temper the reces-
sionary effects of devaluation, but at the expense of record levels of par-
ity depreciation and inflation during the De la Madrid period. In 1987,
inflation reached an all time high of 159 percent.

In 1983, national output fell by 4.2 percent, but price increases regis-
tered more than 100 percent, and the rate of inflation remained high
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during the whole presidential tenure of De la Madrid. In 1995, on the
other hand, the government chose a “shock” plan in order to prevent the
effects of devaluation in the price system to translate into an inflation
rate close to 100 percent. This would have signified a devastating price
shock, after two years of single-digit inflation. In essence, monetary re-
strictions on the growth of internal credit and a tight monetary policy
are being used to offset so-called cost-push inflation. This entails a sharp
contraction in growth, but also the possibility of stabilizing prices in a
less prolonged period.

Zedillo and his team opted for the non-populist way out, choosing a
squeeze on credit, practically for the first time in Mexico’s modern his-
tory. The money in circulation has fallen, in both nominal and real
terms. Thus, for instance, M1 (bills, coins, and checking accounts) was
raised in 1983, by more than 40 percent; meanwhile, in the first six
months of 1995, M1 fell in nominal terms by 26.7 percent. The increase in
prices during that time was about 29 percent. This is unprecedented for
an economy used to the easy, but deadly, way out provided by mone-
tary expansionism.

Chile applied a similar medicine in 1982, after its currency collapse.
The initiative caused a fall of GDP close to 20 percent, and the govern-
ment was forced to rescue several financial institutions. However, de-
spite recession and unemployment, Chile managed to find its way out.
Now it has one of the most solid and dynamic economies in the emerg-
ing market world. Brazil, on the other hand, opted for a gradual anti-in-
flation policy. To date, despite a recent recovery, it has yet to overcome
the vicious cycle of inflation-devaluation-inflation. This is the cycle
which Mexico lived in the 1980s, and which would resurface without
the implementation of the current “shock therapy.”

Naturally, to mitigate the recessionary effects of the program of
austerity, the government has to lower taxes, embark on deregulation,
and reduce public sector spending. The grave danger is to abandon the
policy of squeezing liquidity, falling prey to the temptations to grow via
greater public expenditures. So far, the administration claims that aus-
terity can lead Mexico in the right direction through high growth levels
in the export sector and in the correction of the nation’s external ac-
counts.
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This brings us to the second area of dispute, trade policy. In the first
six months of 1994, the trade deficit reached $7.9 billion, whereas in the
same period of 1995, the trade deficit registered a surplus of $2.8 billion.
Superficially, this suggests that devaluation can be a positive instru-
ment of policy, making the nation more competitive and promoting ex-
port growth. Is this so? In a word, no. The level of overvaluation or
undervaluation of the currency with respect to international currencies
can influence the evolution of the trade balance, but it is not the main
factor. In addition, sharp and unexpected movements in the exchange
rate cause more harm than good.

In 1994, the inflation rate was 7.1 percent, the lowest in a quarter
century. After the peso devaluation, an inflationary process was gener-
ated which is estimated to bring inflation to 50 percent in annual terms.
This erases the artificial benefits of devaluation. Before the devaluation,
the view was that the peso was overvalued, principally due to the inflation
differential between Mexico and the United States. On the other hand, ex-
ports were growing at over 20 percent, and the trade deficit was concen-
trated mainly with Europe and Asian countries. Still, Mexico has
become an expensive country for foreigners who plan to make direct in-
vestments and for domestic products in general. This situation required
a carefully planned adjustment in the exchange rate band, consistent
with low inflation and with a temporary setback in growth, but not the
devastating stagflation that has ensued after the peso collapse.

The economic policy during the Miguel De la Madrid period consti-
tuted a clear example of how the vicious circle of devaluation-infla-
tion-devaluation undermines economic progress. The competitive
advantages obtained through devaluation were lost in the short run
with a greater rate of internal inflation. In the Salinas administration, a
heated debate took place concerning the decision to devalue or not to
devalue. If the issue was based on inflation differentials between Mex-
ico and the United States (our number one trading partner) and the
growth in the trade deficit, then the answer was to increase the rate of
the crawling peg. But if the issue is interpreted in terms of capital in-
flows and the rise in reserves, then the answer is that there was no need
to modify the exchange rate (at least up to November 1, 1994, when re-
serves were $18 billion).
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The devaluation was due to a conjunction of economic, political,
and strategic factors. Now, the government is pursuing a policy of de-
flation (squeezing money out of the market). The monetary base is pro-
jected to grow by only 0.8 percent in 1995, while it grew by more than 20
percent in 1994. This seems equivalent to putting the gear forward in a
car going backwards, as a means to neutralize post-devaluation infla-
tionary inertia. But despite strict anti-inflation monetary policy, the ad-
vantages accrued to exporters through the peso devaluation will be
gradually absorbed by a much higher inflation level in 1995 (compared
to 1994).

The exchange rate should be neutral with respect to exports and im-
ports. A deficit in the trade account, with an overvalued currency, does
not necessarily translate into an inefficient productive plant. By the
same token, devaluation, cheapened assets, and a surplus in the trade
balance does not necessarily reflect greater productivity or a more com-
petitive, productive plant. The principal lesson of the peso devaluation
is to avoid the manipulation of exchange-rate policy as an instrument to
influence trade. The economy and the industrial and commercial sectors
of Mexico will be far more competitive under a stable price system and
under a regime which completely divorces exchange-rate policy from
trade policy. The only permanent way to increase productivity and
commercial competitiveness is to reduce high transaction costs associ-
ated with needless red tape, to deregulate, and to stimulate production
with initiatives such as lower taxes and a more flexible regulatory
framework. Exports will grow more under this policy than under any
policy seeking artificial exchange rate boosts.

This brings us to our final issue of dispute, the nature of fiscal policy
in arecession and inflation environment. The most serious challenge for
the Zedillo administration is to maintain the fiscal balance in the federal
budget without raising taxes to punitive levels or to embark on mone-
tary expansionism. In the final stages of De la Madrid administration,
the governmental deficit was 17 percent of GDP. In addition, crushing
interest rates signified a perpetual source of expenditures. In 1988, for
every peso that the government spent, 44 cents were destined to meet
interest-rate obligations.
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Under the Salinas government, financial expenses (interest pay-
ments on public debt) were reduced through the 1990 renegotiation of
external debt, as well as through significant amortization of internal
debt. The latter was done through allocation of most of the privatization
receipts derived from the sale of state entities, such as the banks and the
telephone monopoly. By the end of the Salinas term, interest obligations
fell to less than 10 percent of total public expenditures. However, pro-
grammable or current expenditures never decreased. This was a mis-
take derived from the belief that the government could sustain the
operation of a bloated bureaucracy.

Since the December devaluation, interest rates have shot up to an
average of 40 percent, after a dramatic high of 109 percent in March.
Thus, financial expenses of the public sector for 1995 will at least double
inrelation to 1994. The government is bound to refrain from using mon-
etary expansion as an instrument of growth —as part of the conditions
imposed by the IMF and the Clinton administration for the bailout
package. This means that the only resources left for the Zedillo adminis-
tration are to increase taxes or reduce expenditures, such as so-called
current investment, social subsidies, transfers, and the like.

An increase in taxes is less harmful and less pernicious than mone-
tary expansion, as a means to finance public expenditures. However,
the social effect is the same: to impoverish the citizenry. The responsible
course is to reduce public expenses to levels that no longer require an in-
crease in taxes or the use of the printing press. Yet, the administration
acted against the shortfall in public sector expenses by increasing con-
sumer VAT taxes, from 10 percent to 15 percent, instead of a wholesale
reduction in expenses — overlooking that the latter course is the only vi-
able way to resolve budgetary problems.
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CHyAPTER 8

From Stability to Stagflation:
Lessons from the
Mexican Fiasco

Roberto Salinas-Leon’

HE ATTEMPTS TO EXPLAIN THE INTENSITY of the crisis generated by the

devaluation of the peso in December 1994 generally fail to note the
role of a crucial but unquantifiable variable: confidence. The Zedillo ad-
ministration inherited a crucial dilemma in exchange-rate policy. The
growth of the current account deficit, projected at $31 billion for 1995 (8
percent of GDP) and higher thereafter, was assumed a constant factor
for the future in light of two variables: strong private capital flows and
trade liberalization under NAFTA. However, political turbulence in
1994 had shifted policy toward an excessive reliance on high interest

1 The author is Executive Director of the Centro de Investigaciones Sobre la
Libre Empressa (CISLE) in Mexico City and an Adjunct Professor of Political
Economy at the Escuela Libre de Derecho.
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rates as a mechanism to sustain capital inflows. This generated a

decision making problem associated with the following alternatives:

A “big-bang” macrodevaluation to reduce the increasing trade
deficit, remove currency overvaluation, and stimulate a grad-
ual decrease of interest rates

An adjustment or microdevaluation in the maximum limit of
the fluctuation band

An unambiguous commitment with the practice of using high
interest rates as the “variable of adjustment,” that is, as an im-
portant engine to sustain capital inflows

A strong push for wholesale liberalization of restricted sectors
in the economy, such as energy generation and financial ser-
vices, to stimulate greater direct investment flows

The Zedillo administration opted for the second alternative. The
damage wrought by this move was an immediate erosion of confidence.

According to the Bank of Mexico, the day after the decision to amplify

the fluctuation band, the country experienced the largest amount of
capital flight observed in a 24 hour period: almost $5 billion in cash and

another $6 billion in dollar-denominated securities (tesobonos).”

The collapse of market confidence has vitiated the positive results
obtained since 1989 in macroeconomic stabilization. In the first six

months of the Zedillo administration, instability has run rampant:

The rate of inflation has increased from 7.05 percent in 1994 to
an official estimate of 42 percent in annual terms

An increase in the peso-dollar parity from 3.44 in mid-Decem-
ber 1994 to 6.55 in mid-1995

An increase in interest rates from an average of 14 percent in
mid-December 1994 to a floor of 40 percent, with a dramatic
high of 109 percent in March 1995

A collapse of hard-currency international reserves from $17 bil-
lion in November 1994 to a low of $3.5 billion in January 1995.

2 The interventions in the foreign exchange markets during 1994 show a
two-day intervention of almost $5 billion between December 20 and
December 21 (see Banco de México 1995: 58-61).
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Reserves are currently $14 billion, due to the large cash inflow
derived from the Clinton $52 billion bailout package

A collapse of foreign investment expectations. In 1994, despite
political turbulence and electoral uncertainty, new investment
inflows registered $12.1 billion, with a 63 percent increase in the
share of direct investment. In 1995, the government projects a
lower inflow of $7 billion, but private sources estimate much
lower projections

A collapse of output. New projections estimate a negative 4 per-
cent growth rate for 1995, after a mid-year devastating fall of 7
percent

The rate of unemployment has jumped from 3.2 percent in 1994
to 6.6 percent in the first six months of 1995; this is equivalent to
2.3 million post-devaluation layoffs

In short, the peso devaluation has replaced stability with stagflation.

Three fundamental lessons

There are three fundamental lessons to be derived from the new Mexi-

can fiasco. The premium placed on stability entailed that devaluation
was inconsistent with the goals of structural reform and stabilization.
Thus, despite the political shocks observed in 1994, the government had

defined policy in accordance with the requirements of exchange rate
stability. The peso currency collapse can be understood as the by-prod-
uct of a gradual abandonment of the principles of confidence, fiscal dis-

cipline, and market certainty that had led to the highest foreign

investment boom in Mexico’s modern history.

1.

In 1994, fiscal and monetary policy witnessed a departure from
the principles of strict discipline and stability observed in ear-
lier years — mostly for political reasons. The fiscal slippage de-
rived from “financial intermediation” of state-run
development banks amounted to 4.4 percent of GDP. In addi-
tion, the central bank opted for an expansion of internal credit
(an estimated increase of 14 percent in real terms) instead of a
hike in interest rates to compensate negative capital outflows
resulting from falling international reserves. The monetary
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base grew from 0.6 percent in 1993 to 20.4 percent in 1994. In
short, too many pesos were chasing too few dollars.

An excessive reliance on short-run debt and volatile short-term
capital flows to finance external accounts. In the period 1990-94,
it is estimated that over 70 percent of new capital inflows were
channelled through securitized financial markets and
short-term instruments. This made the large requirements of
the capital account highly vulnerable to sudden shifts in invest-
ment expectations. The unwillingness to open up sectors of so-
ciety such as oil, energy generation, and financial services to
direct foreign investment played an indirect role in the crisis.?

3. There was a poor policy approach to a delicate situation. The ab-

sence of a new exchange rate regime to substitute for the band
system, coupled with the lack of a global strategy designed to
neutralize the negative impact of devaluation (such as financial
liberalization, a new set of privatizations, foreign investment
deregulation, and other confidence-boosting policies), sent fi-
nancial markets into a frenzy of panic-driven capital flight. An
unstable situation was thereby turned into a full-blown finan-
cial crisis.*

Self-deception and the lack of

credibility

The Zedillo administration has yet to produce a consistent account of
the crisis. The gamut of explanations includes the renewed declarations

of war in Chiapas, the systematic sixfold rise in U.S. interest rates, the vi-

3 In1992,1argued that one concern surrounding the problematic “of how to
erase current account red ink” was that capital account surpluses were
primarily the result of investments in financial instruments of high
liquidity. The danger always loomed that increasingly growing current
deficits would “be serviced by quicksilver capital flows which can flee
elsewhere as a result of unexpected outcomes” (Salinas-Leén 1992: A13).

4 This is the fundamental kernel of truth in Pedro Aspe’s account of the crisis.
The exchange-rate adjustment was not undertaken in the context of a
“global economic strategy.” See Aspe’s recent version of the events before
the devaluation, in Aspe (1995).
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olent political events that plagued a fragile electoral year, an unsustain-
able current account deficit, an overvalued currency, the vulnerability
of speculative capital, and the like. All these explanations have one sa-
lient feature in common: the concerted attempt to escape blame and
public accountability.

On the other hand, authorities are now wont to defend the devalua-
tion of the peso as a positive “adjustment” that will help boost exports.
This fails to explain why exports were already growing above 20 per-
cent under the previous exchange rate regime. It is gratuitous to claim
that the devaluation will “help” exports in a genuine fashion, since
short-term gains derived from a cheaper currency will begin to erode as
stagflation sets in, together with standard demands for higher wages,
exorbitant interest rates, and the unavailability of capital goods re-
quired for domestic modernization.

Indeed, the main obstacle to sustainable export growth is the lack of
aclear and credible exchange rate regime that is able to neutralize insta-
bility and restore order in the price system.” Nonetheless, despite stag-
flation and rampant uncertainty, the administration cites success on the
basis of the consistent trade surpluses that the country has obtained
since the devaluation. In the first six months of 1995, the surplus esca-
lated to $2.8 billion, owing to a 33.5 percent jump in exports versus a
sharp 5 percent decline in imports (year to year). The new trade surplus
(the first in seven years) is celebrated as proof that the medicine of de-
valuation and austerity are working. But, to paraphrase Paul Krugman
(1994), this view harbours a dangerous obsession. Seven years ago a
trade surplus also coincided with stagflation and capital flight. This co-
incidence is not accidental: in an undercapitalized economy such as
Mexico’s, a trade surplus is a symptom that the country is exporting its
most valuable resource — private investment. Indeed, the Bank of Mex-
ico estimates that a staggering $7.1 billion has fled the country in the
first three months of 1995.

Mexico’s surplus is fundamentally a sign of poverty, not progress.
The fall in imports includes a 29 percent drop in capital goods like tech-

5 The following four paragraphs are edited extensions taken from my
“Mexico's Economy Will Remain Weak Until Peso Gets Strong”
(Salinas-Le6n 1995).
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nology assets, materials, and updated machinery—just the type of
equipment that small and medium size concerns need to enhance ex-
port performance. In addition, a portion of the trade figures represents
the sale of capital assets by desperate, cash-stripped companies selling
their fixed assets—like tractors and other heavy machinery —at fire
sales. Many local suppliers have been forced to sell goods at giveaway
prices to meet crushing debt payments. This is reflected in the balance of
payments as an increase in exports, while it is just a reflection of
decapitalization, misuse of inventory, and similar distortions brought
about by devaluation instability.

The Mexican government’s self-deception concerning trade figures
helps explain why it remains oblivious to the need for an exchange rate
regime that focuses explicitly on guaranteeing the long-term value of
the peso. Notwithstanding the central bank’s opposition to manipula-
tion of the parity as a vehicle for competitiveness, the recently unveiled
“National Development Plan 1995-2000” foreshadows an exchange rate
regime that targets a “slightly undervalued” real exchange rate to regu-
late a “proper evolution” of the balance of payments. This reveals that a
nondiscretionary exchange rate policy, in the form of a currency board
or a similar rule-bound system, does not figure in Zedillo’s efforts to
consolidate recovery.

Moreover, such a characteristically bureaucratic policy of a “mi-
cro-managed exchange rate” embodies a fundamental dilemma for the
prospects of sound monetary policy. The idea of keeping the real ex-
change rate undervalued to boost export growth will tend to generate
sharp inflationary expectations, as agents seek to compensate dol-
lar-valued losses (e.g., in goods with imported materials) with an in-
crease in prices. This leads to both inflationary inertia and cost-push
inflation. On the other hand, the central bank has a mandate to procure
price stability and guarantee sound monetary policy. Thus, under this
exchange rate regime, the central bank would be forced to act against in-
flationary expectations, keeping credit excessively tight and selling as-
sets, thereby increasing interest rates. The effect would endanger the
projected growth rates of 5 percent that the Zedillo administration is
seeking once the crisis subsides.
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The dilemma is obvious, and of great practical consequence. The
Zedillo administration cannot coherently combine the manipulation of
the parity to act as roundabout subsidy to export growth and the central
bank mandate to maintain price stability. One of these has to go.

In the aftermath of the crisis, Rudiger Dornbusch has been men-
tioned repeatedly, as one of many who “warned” that a peso devalua-
tion was imminent. Dornbusch and others, however, never predicted a
devaluation. On the contrary, they proposed devaluation as a desirable
tool to enhance competitiveness and generate more growth. This is the
familiar argument that the former policy of maintaining a stable parity
paid off at the expense of growth-inhibiting high interest rates. The logic
was that economic growth would fail to materialize unless the peso was
devalued and interest rates fell to levels that facilitated greater credit
availability and a more active economy.® This scholastic prescription ig-
nored the danger of a resurgence of inflation following the acute loss of
confidence that a sharp devaluation creates in a dollar-dependent econ-
omy such as Mexicos. So far, the results overwhelmingly inveigh
against devaluation apologists like Dornbusch.

Debasing the currency and cheapening assets in order to strengthen
exports is bad policy. To be sure, exporters and producers require com-
petitive institutions and economic conditions. But this will not ensue
from the counterproductive magic of “currency undervaluation.” The
first step in the right direction is to establish a framework where the
value of money embodies first and foremost importance. Thus, the chal-
lenge for the Zedillo administration is to combine the requirements of
high export growth with a sound and stable currency. This challenge
will remain idle unless the government abandons the fatal conceit that
the economy requires “proper bureaucratic fine-tuning” of the medium
of exchange.

6 This argument for a “competitive devaluation” was developed in many
places, most notably the oft-cited paper by Rudiger Dornbusch and
Alejandro Werner (1994), “Mexico: Stabilization, Reform, and No Growth.”
Two weeks after the peso devaluation, Dornbusch commended the
administration and predicted that interest rates would fall to single-digits in
one month.
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In effect, the element governing policy implementation prior to the
Zedillo term was to measure the desirability of an exchange rate modifi-
cation relative to the goal of strong economic growth compatible with
the constitutional mandate of an autonomous central bank to sustain
price stability. The recent annual report of the Bank of Mexico argues
that the peso devaluation was not an outcome of lax monetary policy,
that the mandate for price stability was respected, but that the crisis
erupted due to unanticipated reductions in reserves linked to the politi-
cal events which undermined confidence in 1994.

According to John Crow, the answer to the problem of credibility in
the monetary decision making process is to fashion a framework where
confidence “in the future value of money is given explicit importance.””
This involves a guarantee that the institution charged with creation of
money “be given the mandate and the tools to limit such money creation
to a rhythm consistent with maintaining confidence in moneys future
value.” This represents the normative basis for the autonomous regime
of the central bank. Prior to the devaluation, the goal was to strive for a
long-term target of 0-3 percent annual inflation. Yet the peso collapse
made manifest that a nondiscretionary approach is the only option to
consolidate a return of confidence.

The official versions behind the factors that led to the peso devalua-
tion are based on the dubious premise that the crisis was the outcome of
forces beyond the control of fiscal and monetary authorities. Of course,
this entails that government cannot be held accountable for undermin-
ing the value of currency. In an important paper, Francisco Gil Diaz
(currently a vice-governor of the Bank of Mexico) argues that disputes
about Mexicos recent collapse has been characterized by a “frantic
search for evidence to fit some economists preconceived model” (Gil
Diaz 1995: 19). In other words, Gil Diaz claims that the standard mone-
tarist attack on the execution of monetary policy in 1994 begs the ques-
tion against the central banks claim that the immediate cause of the
devaluation was a massive capital outflow shock and the suspension of
external capital flows. This point is important, but it can also be effec-

7 See John Crow’s excellent contribution to this volume, “Central Banks:
Independence, Mandates, and Accountability.”
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tively reversed. Indeed, the central bank story is highly convenient, and
can be interpreted as “frantic search for evidence” to free the monetary
authorities from responsibility and public accountability. The fact is
that there is no intrinsic causal connection between acts of political vio-
lence and currency devaluation, pace Gil Diaz and the Bank of Mexico.

A sound monetary regime

An explicit focus on accountability and monetary credibility acknowl-
edges the normative dimension of money and the need for policy mech-
anisms that ensure what Crow claims—namely, that the value of
currency will remain stable in the future. This is the basis behind the
widely misunderstood idea of a currency board: it functions as a legal
framework of stability and accountability. A currency board rules out
the three fundamental mistakes which led to the crisis: it precludes fis-
cal expansion through an institutional rule that prohibits public spend-
ing beyond levels that imperil reserves; it encourages attractive direct
investment policy as a vehicle of growth; and it is completely
nondiscretionary.®

This element of nondiscretionary policy is what the central bank re-
port misses in its claim that monetary policy was not lax during 1994. The
report argues, in effect, that the increase in net domestic credit observed
in the period following the August 1994 elections owed to the compen-
satory effects generated through the decrease in hard-currency re-
serves. This seems innocuous: more pesos were being injected into the
economy to substitute for the drop of liquidity generated via the unex-
pected retirement of dollars. However, the non-expansionist purpose of
the central bank is supposed to be a constitutionally guaranteed condi-
tion of policy. The criticism of central bank policy centres on the discre-
tionary basis of deciding against a rise in interest rates to protect falling
reserves. This would have endangered growth objectives for 1994,
which was a turbulent political and electoral year. Thus, the obvious is-
sue is whether autonomy was sacrificed in the interest of party politics.

8 Foran extensive assessment of the currency board option for Mexico, see my
contribution “Problems and Prospects for a Mexican Currency Board,” this
volume.
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This is a legitimate concern. The central bank claims that internal
credit was increased to satisfy stronger demand for currency. However,
the increase in monetary demand could have been quelled with a suit-
able increase in the price of currency —that s, in interest rates. As Heath
points out, this policy may not have been “expansionist,” but it was
surely accommodating.’ The correct policy decision was to tighten net
internal credit against the fall in reserves. The central bank argues thata
mere increase in interest rates would have failed to short-circuit ex-
change rate nervousness and that this could have imperiled the stability
of the banking system. The obvious answer to such questionable exer-
cises in discretionary speculation is twofold. On the one hand, the bank-
ing system has fared far worse since the peso collapse. On the other
hand, itis not the business of the central bank to protect the banking sys-
tem; it is to protect the value of the currency.

Moreover, this story contradicts the story articulated since 1993,
when the public and the investor community were assured that an in-
crease in domestic interest rates would be sufficient to counteract specu-
lative onslaughts, come what may. However, to borrow from Gil Diaz,
there is no question that such a story conveniently “fits the precon-
ceived model” of purity that prevails in the central bank.

Some claim that the main lesson of the Mexican crisis is the need to
establish monetary union in North America. The argument, in broad
outline, is that monetary union is good for regional trade and growth
because it eradicates unanticipated exchange rate adjustments. How-
ever, notwithstanding the theoretical benefits of a “one market, one
money” model, such a proposal embodies the practical risk of institu-
tionalizing discretionary monetary policy at a supra-federal level. This
does not remove the problem involved with the factors that led to the ex-
change rate collapse. The issue is not union per se, but whether a mone-
tary framework can be fashioned consistent with the permanence of a
sound and stable currency.

In sum, the fundamental lesson of the peso devaluation is that mon-
etary policy is more than just technical economics and short-term pre-

9 See Jonathan Heath’s contribution to this volume, “Reflections on Mexico’s
Devaluation: The Debate over Economic Policy in 1994.”
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scriptions based on complex models divorced from human action. Itis a
normative science fundamentally concerned with purchasing power,
with credibility, and with accountability.
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CuaPTER 9

Reflections on Mexico’s
Devaluation: The Debate
over Economic Policy

in 1994

Jonathan E. Heath'

IN MEXICO, IT IS VERY COMMON to look for whom to blame after a deval-
uation and an economic crisis like the present one. It is also popular to
speculate if it could have been avoided and how authorities could have
prevented it from happening. This time around is no exception and the
controversy has generated a heated debate.

There are at least four issues at the centre of this debate on different
aspects of economic policy during 1994, all of which have a common
thread: the Bank of Mexico and Hacienda (the Ministry of Finance) have
both put forth different interpretations on why the devaluation had to

1 The author is President of Jonathan Heath & Associates, an independent
economic consulting firm in Mexico City.
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occur; there is room to believe that a large fiscal expansion took place
last year, with a considerable impact on the trade balance; did the cen-
tral bank carry out truly independent decisions; and, the nature of mon-
etary policy during the year.

The causes of the devaluation

When Jaime Serra Puche announced the 53 centavo adjustment on the
exchange bands on December 20, 1994, he was very careful not to use
the word “devaluation.” Again, two days later when the peso was al-
lowed to float, he did not use the “D” word. The media strongly criti-
cized him for not calling things by their proper names: a devaluationisa
devaluation. In this sense, both President Zedillo and Guillermo Ortiz
(the new finance minister who replaced Serra) decided to talk openly
and explicitly call the peso adjustment a devaluation.

Then, the whole public sector began to openly use the reasoning
that the current account deficit and the overvalued exchange rate had
been the main causes of the devaluation. Nevertheless, all during 1994,
the previous administration had insisted time and again that the ex-
change rate was not necessarily overvalued, since the increase in pro-
ductivity had given greater competitiveness to exports. It was enough
to point out that manufactured exports had grown at an annual rate of
over 22 percent during the past year, which would have been difficult to
do if the exchange rate had been (significantly) overvalued.”

Unlike the government, the Bank of Mexico today continues to be
faithful to last year’s allegations that a current account deficit does not
necessarily reflect an overvalued exchange rate. They argue that the
deficit was the result of an excess of investment over domestic savings.
Large amounts of foreign capital entered the country due to attractive
investment opportunities in Mexico created by the structural changes
that the Salinas government had been developing since 1989.

The political events of 1994 reverted this process causing heavy cap-
ital flight and the eventual devaluation at the end of the year. The Bank
of Mexico has insisted that a policy cannot be validly condemned be-

2 See Banco de México (1995). For a summary of the bank's report, see
Mancera (1995).
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cause of not having considered unforeseeable events. Monetary policy
was aimed at always keeping foreign exchange reserves above the mon-
etary base, while maintaining an equilibrium in the balance of pay-
ments. From the end of April through the middle of November, reserves
remained relatively stable, indicating that capital inflows were financ-
ing the current account deficit without causing any major imbalance.

For many years, during the past presidential period, then Finance
Minister Pedro Aspe insisted on this point. He said that in the past, espe-
cially during the Lopez Portillo administration (1976-82), the external
deficit was the result of excessive public spending, unlike today when
the government had managed to balance its budget. During the Salinas
administration, the current account deficit was caused by the arrival of
capital, which came as a result of a renewed confidence in Mexico.
Structural changes and market-oriented policies aimed at modernizing
the country were paying off. Thus, since capital inflow had caused the
deficit, if that were to be reverted, the deficit would begin to decrease by
itself. If capital continued to flow from abroad, it was hard to argue that
the exchange rate was overvalued. The only thing the government had
to do was to maintain a consistent macroeconomic policy in order to
preserve confidence in the country.

The calculation of the supposed overvaluation of the exchange rate
is based on the purchasing power parity (PPP) theory. Starting with
some base year, in which the exchange rate was supposedly in equilib-
rium, inflation rate differentials between Mexico and the rest of the
world placed the exchange rate at a 20 percent overvaluation by
mid-1994. However, this theory is considered obsolete by the greater
part of the academic world. Nowadays, more comprehensive theories
are used such as the fundamental equilibrium exchange rate (FEER)
and the desired equilibrium exchange rate (DEER). These theories use
many more variables than a simple difference in inflation between
countries to determine the equilibrium exchange rate, like productivity
differentials. In this light, it becomes difficult to sustain that the ex-
change rate was highly overvalued.

The Bank of Mexico’s argument sustains that the deficit in the cur-
rent account is the result of the gap between investment and domestic
savings. Capital inflow is understood as external savings which com-
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plements domestic savings in order to satisfy the investment needs of
the country. With the existence of investment opportunities in Mexico,
along with a low generation of domestic savings, external savings fills
the gap. These inflows cause an increase in the aggregate demand
which in turn feeds the demand for imports and creates the current ac-
count deficit.

The logical conclusion to this line of reasoning is that since the capi-
tal inflows diminished in 1994, the current account deficit should also
have decreased. However, this did not happen. So, what was it that in-
duced such strong growth in the external deficit during the past year?

The public deficit and the
current account

If we accept the explanation of the external deficit through capital in-
flow as a “propitious” or “benign” deficit, to differentiate it from a “ma-
lignant” deficit, which would result from an excessive public deficit,
then we must pause and analyze 1994 with more detail. Between 1989
and 1993, capital inflow was very substantial and thus a growing trade
deficit resulted. However, there were no similar inflows in 1994, and yet
the trade deficit continued to grow. Is there another explanation for
what happened?

On analyzing this data we can find that there was an important ex-
pansion in aggregate demand during 1994 which contributed in a sig-
nificant way to economic recovery and an increase in imports. Toward
the end of 1993, the government stated on several occasions that it was
going to increase public spending during 1994: in the renewal of the
“pacto” agreement between labour, business, and government in Octo-
ber; in the State of the Union Address in November; and in the official
document General Criteria for Economic Policy. This adds credibility to the
hypothesis that the 1994 external deficit was not caused by the arrival of
large amounts of foreign capital, such as had occurred between 1989
and 1993, but rather by an excess of public spending, causing a “malig-
nant” external deficit similar to that of the seventies, which Pedro Aspe
had warned us about. This being the case, the consistency of macroeco-
nomic policy was lost, and the result was an unstable situation.
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However, official data indicates that the government’s public defi-
cit was actually 0.3 percent of GDP, which is far from being a large defi-
citand which rather is bordering on a balanced budget. With these facts,
itis difficult to argue that there was excessive spending on the part of the
government that might have caused an unstable situation.

On deeper examination of the economy during the past year, we
find many different possible sources of fiscal expansion sponsored by
the authorities that do not necessarily come under the definition of pub-
lic deficit. As a result of the effort to decentralize, many expenses that
before were considered to be within the confines of the federal govern-
ment are now in the hands of state and municipal governments. For ex-
ample, educational costs, which used to be considered at a federal level,
have been transferred to the state government. Since state-level public
finances are unknown to us, we cannot conclude if a large part of the ex-
pansion came from greater regional or local spending.

We also find that the development banks increased their net credit
in 1994 by approximately 4.4 percent of GDP. In previous years this
amount, known as financial intermediation, was considered to be part
of the public deficit, through a broad definition known as the “financial
deficit.” In 1993, the government decided to discontinue the use of this
definition and instead started to report a stricter definition, called the
“economic deficit,” which does not include financial intermediation.
The government reported that the economic deficit in 1994 was 0.3 per-
cent of GDP; however, if we include the intermediation, the deficit was
4.7 percent of GDP. This final number turns out to be very high and
could be considered as a cause for the expansion of the current account
deficit last year. If this turns out to be true, then we are involved in a
“malignant” deficit, which definitely could have caused instability.

One side of the debate sustains that it is too much of a coincidence
that the government removed this item from the definition of its deficit,
especially in 1994 when there was a sudden expansion in aggregate de-
mand. Being the last year of the Salinas administration, as well as an
election year, it was natural that the government wanted to stimulate
the economy. Nevertheless, it appears as if this factor contributed to an
unstable situation, which ended up in a devaluation.
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The other side of the debate holds that the elimination of financial
intermediation from the public deficit was the correct thing to do, since
credit granted does not at any time represent a contingency of the fed-
eral government. The financing that the development banks grantis ob-
tained in the same way it is for commercial banks, through the
placement of paper on the market, deposits from the general public,
government loans, and the central bank. Capital requirements and the
constitution of reserves on nonperforming assets are required by all
banks, both development and commercial. At the same time, the devel-
opment banks operate by granting credits through commercial banks.
Thus, their risk is not directly with the small and medium-sized compa-
nies, but with financial institutions.

If we accept the argument that the development banks have gone
through a process of significant stabilization, not only in their financial
structure but in their portfolios, then we should not include intermedia-
tion within the public deficit. Nevertheless, the profit or loss that the de-
velopment banks would have as a result of their operations, should be
included in the deficit of the public sector just as it is with any other
parastatal company.

This means that we should refocus the debate toward how the de-
velopment banks obtained the financing to be able to increase their net
credit so much. Under normal circumstances, part of this credit comes
from abroad, from international institutions like the World Bank or Ex-
port-Import Bank. Consequently, there is the possibility that the devel-
opment banks strongly increased their dollar liabilities beyond normal
levels, with an eye on the strong expansion of the economy and under
the direct auspices of the government. Also, the development banks and
trusts under government control usually obtain part of their credits
from the Bank of Mexico. In any of these cases the government would
still be responsible for the strong expansion that helped cause the in-
crease in the “malignant” current account deficit during 1994.

Central bank autonomy

The natural extension of the debate involves the role played by the cen-
tral bank during the past year. If there was an expansionist fiscal policy
last year, where was the Bank of Mexico? If the expansion was not the re-
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sponsibility of the federal government, but rather the cause of a strong
increase in the net credits of the development banks, should the Bank of
Mexico not have counteracted this action? At the same time, consider-
ing that the foreign exchange reserves were decreasing, should the Bank
of Mexico not have put into effect a more restrictive monetary policy?
Many analysts think that the fundamental problem was that the govern-
ment did not allow the Bank of Mexico to operate independently after it
had granted it formal autonomy starting in April of 1994.

This debate is becoming very important, because the arguments
used for justifying the autonomy centred around the fact that an inde-
pendent central bank would not allow fiscal expansion to generate in-
flationary pressure. In this case, there would not be any possibility of
returning to a crisis situation like that of the 1980s. Nevertheless, there
are two sides to this question: on the one hand, we must ask if the Bank
of Mexico acted autonomously, regardless of whether it was the correct
policy; on the other hand, we must examine the decisions of the Bank of
Mexico in order to know if they were appropriate or not, given the eco-
nomic situation of the country, over and above whether such an action
was characteristic of an independent and truly autonomous central
bank.

The Constitution guarantees the independence of the Bank of Mex-
ico by making it impossible for the government to demand credit from
it. It also clearly indicates that the primary objective of the bank is to
maintain stability in purchasing power through control of inflation.
Nevertheless, this does not mean that the Bank of Mexico is prohibited
from granting credit to the government. It can do it as long as it is the de-
cision of the central bank and not that of the government. If the Bank of
Mexico decides to increase its domestic credit as part of its monetary
policy, we cannot automatically argue that it is not exercising its auton-
omy. The decision could be a wrong policy and yet not be a question of
independence.

Unfortunately, it is practically impossible to determine if the Fi-
nance Ministry put pressure on the Bank of Mexico to grant more credit.
However, considering the close resemblance in the formal points of
view of both institutions, we can infer that the analysis of the economic
situation and the majority of policy implications coincided, so that intu-
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itively it is possible to think that there was no pressure placed on the
Bank of Mexico, but rather a coincidence as to how to manage the eco-
nomic policy during the major part of last year.

Monetary policy

Inretrospect, itis easy to find fault with monetary, fiscal, and foreign ex-
change policies of both the Bank of Mexico and the Finance Ministry.
The Bank of Mexico admits, inits document Exposition of Monetary Policy
for 1995, that with a different combination of fiscal and monetary poli-
cies the devaluation could have been avoided. But there was no way
that the economic authorities could foresee the frequency and the force
of the destabilizing factors that rose up in 1994.

In order to judge the role of the Bank of Mexico we would have to
take this into account. The crucial issue is: at the time decisions were
made and with the available information at that moment, were those de-
cisions well made? Obviously the Bank of Mexico will answer in the
positive. Nonetheless, there has been a lot of criticism of the Bank of
Mexico’s position, to the effect that it would be difficult to call the 1994
monetary policy “restrictive” when net domestic credit at the central
bank was increasing consistently throughout the whole year. The insti-
tution even admits that domestic credit was increased in order to satisfy
a greater demand for currency. It is arguably extreme to call this policy
“expansionist,” but it was surely accommodating.

Itis clear that during part of the year there was a greater demand for
currency. The central bank argues that this was the result of more vigor-
ous economic activity, the effect of substituting bills for checks, and a re-
duction in the use of credit cards. The reasoning behind this substitution
was said to be the increase made by the banks in the commission
charged for writing a check. The argument for the decrease in the use of
credit cards was said to be the increase in the frequency of frauds and as-
saults. However, this line of reasoning is unconvincing: if somebody
was to stop using their credit card for fear of being mugged, it is highly
improbable that they would want to hold more cash.

In this case, what monetary authorities claim is that the growth in
demand for currency last year was the result of an increase in aggregate
demand caused by exogenous factors. The policy followed was simply
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to respond to a growth in demand with a growth in supply. Also, the
Bank of Mexico always took care that the growth in M1 was less than the
nominal growth of GDP and that reserves were always greater than the
monetary base.

The other side of the debate holds that the main reason for the in-
crease in demand for currency was fundamentally greater economic ac-
tivity caused by an increase in the net credit of the development banks
and perhaps also an increase in spending on the part of the state and lo-
cal governments. This caused a greater demand for imports, with the re-
sultant growth in the current account deficit. The Bank of Mexico met
this demand through an increase in its net domestic credit, assuring it-
self that the economy could not recede in an election year.

In a book published by the Bank of Mexico, Vice Governor Fran-
cisco Gil Diaz (1991: 67) explains the consequences of an increase in in-
ternal credit:

An expansion of the central bank’s credit does not mean simply a
growth in the amount of money, but also a decrease in the
amount of foreign exchange reserves. If the expansion of credit is
excessive, reserves can fall to a critical level. At some point, the
public will interpret the credit expansion reflected in the behav-
iour of reserves as unsustainable and will speculatively attack
the currency. The result is that the exchange rate will succumb,
falling to another parity and causing a higher price level.

This explanation means that the causality is not necessarily that the
domestic credit increase was a compensatory movement for the fall in
foreign exchange reserves. Rather, credit expansion could have had a
role by itself in diminishing reserves. If so, the action that the Bank of
Mexico should have taken when it started to observe the decrease in re-
serves is exactly the opposite of what it did. It should have diminished
internal credit.

The Bank of Mexico argues that the notable flight of capital was the
consequence of political and criminal events, which is not surprising,
since this type of event “tends to abruptly reduce the expected yield, ad-
justed for risk, of investing in the country. That, augmented by the pres-
ent increase in the mobility of capital, causes adjustments of great
rapidity and magnitude in investment portfolios which are virtually
impossible to counteract through increases in interest rates.” If the
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country’s liquidity, eroded by the decrease in foreign exchange re-
serves, had not been replaced, “interest rates would have reached exor-
bitant levels, which would have affected debtors in a very unfavourable
way, including financial intermedjiaries. This situation could have be-
come a factor for additional capital flight and could have required an ul-
terior expansion of primary credit (see Mancera 1995).

Afterallis said and done, the Bank of Mexico is responsible for price
stability. In the sense that the monetary policy did not cause an increase
in inflation in 1994, it could be argued that it did not follow an expan-
sionist policy. We could say that the Bank of Mexico fulfilled its priority
and avoided an increase in inflation. However, since the final conse-
quence of monetary policy during the year was an exchange rate adjust-
ment that caused an increase in prices, the Bank of Mexico did not avoid
an increase in inflation after all.

Anincrease in aggregate demand not only puts pressure on the gen-
eral price level, but also generates a greater demand for imports. In a
very open economy, we could think that the greater part of this demand
was satisfied through imports and that even if the exchange rate was not
overvalued, this could help us understand why both exports and im-
ports were increasing simultaneously.

Nevertheless, after the Colosio assassination at the end of March,
there was a great surge in capital flight which the Bank of Mexico han-
dled through a combination of the use of reserves, an increase in interest
rates and the substitution of 28-day treasury certificates (Cetes) for dol-
lar-denominated domestic debt securities (called tesobonos). At the
time, there was only praise for how the situation was handled. Capital
flight was contained, a devaluation was avoided, and the negative im-
pact of what could have been a very destabilizing situation was mini-
mized. From that moment on, for a period of about six months, the
foreign exchange reserves remained very stable, making people think
there was a balance between the current account deficit and the capital
account surplus. It was not until the month of November that the bal-
ance was clearly seen as much more precarious than had been antici-
pated.

Still, by the middle of November, international institutions, whose
main job was to follow financial flux on a global level, were emitting fa-
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vourable opinions on the possibility of continuing to finance Mexico’s
external deficit. The main error was to have undervalued the volatility
of foreign portfolio investment, its short-term nature and the effects the
political events were to have on investor confidence. However, the fiscal
expansion and the monetary accommodation was something that no-
body knew about at that time.

Conclusion

The debate on these points has not ended. There are valid elements and
arguments on both sides that make it difficult to arrive at a unanimous
conclusion. As soon as more data is made available on the economic and
financial evolution of the country, we will be able to clarify many more
points. Nevertheless, we do not believe that an overwhelming final
judgment can be valid for just one side. The truth will be found some-
where in the middle, but only time will tell.
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Self-inflicted wounds

INANCIAL DIFFICULTIES AND DEVALUATION of the peso

have occurred in each of the last four presidential election years in
Mexico: 1976, 1982, 1988, and 1994. And each time, the U.S. monetary
authorities have responded with a larger loan package.

The seeds of the 1976-77 crisis were sown by the Keynesian-style
government spending program launched by President Luis Echeverria
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Alvarez in 1971. Initiatives aimed at spurring growth and aiding the
lower economic classes were financed by domestic and foreign borrow-
ing (Purcell 1988: 51). External debt increased more than three-fold from
1970 to 1976 (Grosse 1992: 2). As the program faltered, President
Echeverria lashed out at foreign investors and domestic businessmen
for exploiting the country, and capital began to flee. During the final
weeks of his administration, President Echeverria aggravated fears by
expropriating a large amount of private land and distributing it among
the poor (Purcell 1988: 51). Rushing to the Mexican government’s aid,
the U.S. Treasury’s Exchange Stabilization Fund (ESF) shelled out $300
million in 1976 and 1977 for “currency stabilization loans” in the wake
of the devaluation brought on by balance-of-payments problems. The
International Monetary fund (IMF) made $963 million in credits avail-
able beginning in November 1976 (Holmes and Pardee 1977: 809).

The 1982 crisis was sparked by capital outflows caused by the ex-
pectation that the government would devalue the peso in order to deal
with the trade imbalance. The administration of José Lopez Portillo did
devalue the peso by 40 percent in August 1982 and announced the debt
moratorium that set off the Third World debt crisis (Gooptu 1993:
69-70).

A surge in oil revenue allowed President Lépez Portillo to avoid
making the necessary free-market reforms and continue the failed poli-
cies of President Echeverria. Proven Mexican oil reserves increased
from 15 billion to 72 billion barrels, and oil production surged from 1.2
million barrels per day in 1978 to 2.8 million barrels per day in 1982
(Branford and Kucinski 1988: 76). The added revenues permitted early
repayment of IMF loans. The economic boom, driven by the oil-related
activity, attracted foreign lenders (Gollas 1985: 81). External debt accel-
erated, growing more than four-fold from 1976 to 1981 (Grosse 1992:
2-3). Despite the surge in government revenues, spending increased
faster, raising the public sector share of GNP from 25 percent in 1970 to
50 percent by 1981 and widening the fiscal deficit (Gollas 1985: 80). In
1982, when the economic crisis erupted, the U.S. Treasury and Federal
Reserve extended as much as $1.85 billion in short-term financing to
keep Mexico financially afloat until the IMF provided longer-term fi-
nancing in January 1983 (Schwartz 1995a: 10).
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In 1988 the Fed and the Treasury arranged a short-term bridge loan
for Mexico of up to $3.5 billion, pending a package of two to three loans
from the IMF. The Fed and Treasury again combined for a $1.3 billion fa-
cility for Mexico in 1990, which was drawn on in the first quarter and re-
paid within six months (Schwartz 1995a: 10). Once again the catalyst
was capital flight sparked by political unrest and devaluation. As an
American banker predicted at the time, “Don’t think for a minute this is
the last chapter. Mexico will be back at the well again, and the United
States will once again have to help, if for no other reason than it cannot
afford to turn its back” (Rohter 1988: A13).

The peso’s present plight

After two failed starts in January 1995, the United States cobbled to-
gether an unprecedented financial assistance package for Mexico. From
the ESF, the United States extended up to $20 billion in short-term and
medium-term loans and long-term loan guarantees. The IMF pledged
$17.8 billion, a group of central banks committed $10 billion, Canada
pledged $1 billion Canadian, and Latin American countries agreed to
pitch in $1 billion for a total financial assistance package of approxi-
mately $50 billion (Schwartz 1995a: 4-5).

The reason for the loans was the inability of the Mexican govern-
ment to redeem maturing tesobonos, short-term debt obligations denom-
inated in dollars. Massive capital outflows, driven in part by rising
interest rates in the United States and elsewhere and political unrest in
Mexico, drained foreign exchange reserves and forced the abandon-
ment of the peso peg. But these factors merely fired the gun that was
loaded by the pattern of past economic policy transgressions and
cocked by recent policy errors. The fundamental cause of the 1994-95
peso crisis was an inflationary monetary policy.

The real causes of recurring crises

While the circumstances that led up to the financial strains and subse-
quent devaluation in each election year differed, the principal cause
was the same — bad monetary policy largely driven by electoral politics.
The central bank expanded the money supply in an attempt to keep in-
terest rates from rising sharply or to limit the increase during each elec-
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tion year while at the same time attempting to support a fixed or pegged
exchange rate. As foreign and domestic investors, wary of inflation and
devaluation, began to reduce their exposures, they exchanged pesos for
dollars and rapidly depleted the central bank's foreign exchange re-
serves. The only way to maintain the fixed exchange rate would have
been to permit a matching decline in the monetary base (Barro 1995:
A14).In each case, however, the central bank refused to shrink the mon-
etary base as reserves ran low and was ultimately forced to devalue the
peso.

Attention has been incorrectly focused on the size and mobility of
capital inflows as the cause of the current peso crisis (Feldstein 1995:
72-3). In fact, governments that implement sound economic policies
have nothing to fear and much to gain from large inflows of capital. The
massive capital outflow in 1994-in combination with the practice of peg-
ging the peso-was the proximate cause of the devaluation in December,
but monetary policymakers failed to take appropriate actions in light of
capital movements in 1994 and prior years. The pattern of behaviour in
financial markets across countries during the latest crisis demonstrates
that investors can and do distinguish among economic policies in host
countries. Good policies are rewarded and bad policies are punished.
Financial markets in Argentina fell more than in Chile or Peru, but less
than those in Mexico. Other developing country markets fared much
better (Meltzer 1995b: 2). Countries, such as Mexico, that run inflation-
ary monetary policies and at the same time attempt to fix exchange
rates, are punished quickly and severely for such policies with capital
outflows. It is the underlying instability of monetary policies, not capi-
tal outflows, that is the primary cause of the current crisis.

Mexico is not alone in learning this lesson. The major central banks
of Europe, attempting to support fixed exchange rates inconsistent with
underlying economic policies, are believed to have lost up to $6 billion
to capital market players in a matter of weeks in the autumn of 1992
(Sesit 1992: C1).2

2 Foradiscussion of the difficulties of sustaining the European Exchange Rate
Mechanism, see Dowd (1993).
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Misguided measures

The response by U.S. officials to the current turmoil in Mexico is the
same as in the past: more loans and more onerous conditions on Mexico.
There are at least three reasons why this is a wrong-headed approach.
First, loans or loan guarantees by the United States create a moral haz-
ard that brews trouble in the future. Second, use of the Treasury by the
administration to fund foreign adventure without congressional appro-
priation raises constitutional issues regarding separation of powers.
The administration’s use of the Federal Reserve to fund such loans, vio-
lates the principle of central bank independence. Third, the loans help
special interests and do nothing to raise living standards for most
Mexican citizens.

Moral hazard

The regular practice by the U.S. government of extending guarantees to
certain countries experiencing financial difficulties underwrites poli-
cies in these countries that otherwise would be untenable. It sends a
message to investors, both foreign and domestic, that they can invest
with little fear of a total loss. This weakens the integrity of financial con-
tracts and the scrutiny that contracting parties would otherwise apply
to each other. This situation is analogous to the moral hazard created by
Federal deposit insurance. Depositors do not scrutinize which banks
are financially strong or weak, because they have no risk of loss. This
frees bank officials to take larger risks than they could if there were no
deposit insurance.

The Federal guarantee encourages excessive risk taking and threat-
ens large losses to U.S. taxpayers who already paid $150 billion for the
thrift bailout. The combination of variable and rising inflation with the
common practice among savings and loans of borrowing on a
short-term basis while lending on a long-term basis erased the net
worth of a large number of institutions in the early 1980s. Increases in in-
flation pushed interest rates paid for short-term deposits above fixed
yields on existing long-term loans, turning net interest income negative
for many institutions. By the middle of the decade, the busts in the agri-
culture, oil, and real estate industries worsened the losses. Lax supervi-
sors failed to close institutions and Federal deposit insurance allowed
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them to continue to attract deposits. Because of the guarantee provided
by deposit insurance, depositors were free to ignore the increasing risks
being taken by S&Ls in attempts to earn back their capital.

This example is directly relevant to the Mexican loan agreement
since it de facto extends deposit insurance from the U.S. Treasury to in-
vestors in Mexican bonds and depositors in Mexican banks. By estab-
lishing a practice of guaranteeing investments in developing countries
with a third party’s money, the U.S. government, IMF, World Bank, and
other institutions have created a moral hazard. Government officials in
developing countries can behave incompetently or criminally and still
expect foreign capital inflows. Foreign investors can target high-return
investments, with little regard for the associated risk. The result is a
growing potential claim on taxpayers’ money.

In the process, there is the potential for creating a two-tier market,
whereby sovereign credits are distinguished by whether they are likely
to be backed by the United States. The result would be diminished li-
quidity in some developing countries, investment losses, and fewer
willing lenders in non-guarantee markets (Ackerman and Dorn 1995:
21).

Separation of powers

The administration’s original proposal of a $40 billion rescue package
for Mexico had one redeeming feature. It sought congressional authori-
zation, in keeping with the separation of powers between the Executive
Branch and Congress established by the Constitution. Dropping this
plan in favour of the smaller program agreed to on February 20
amounted to an end run around the congressional appropriation pro-
cess. It should be noted that — pleased with the opportunity to side-step
a vexing choice — Congress implicitly endorsed this abuse.

The ESF: History, Abuse, and Partial Reform

The ESF is arelic of the 1934 Gold Reserve Act, sought by President Roo-
sevelt as a means of countering perceived advantages in terms of trade
secured by Britain through foreign exchange interventions in the early
1930s (Todd 1992: 121). By establishing the ESF, Section 20 of the Gold
Reserve Act gave the secretary of the Treasury, in consultation with the
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president, the ability to intervene in foreign exchange markets and
make loans aimed at “stabilizing the foreign exchange value of the dol-
lar.” The temporary authority for the ESF provided by the Gold Reserve
Act was repeatedly renewed until it was made permanent in 1945
(Wilson 1995: 22).

After the fixed exchange rate regime of Bretton Woods dissolved in
1973, the purpose of the ESF was changed to “being consistent with U.S.
obligations in the IMF regarding orderly exchange arrangements and a
stable system of exchange rates” (Wilson 1995: 2). In addition to fuelling
intervention in foreign exchange markets, the ESF has been tapped to fi-
nance short-term loans to both developed and developing countries.

The fund was capitalized with $2 billion from the revaluation of
U.S. gold holdings and was used actively to intervene in foreign ex-
change markets during the 1930s. In 1947, $1.8 billion of ESF resources
were used to make partial payment of the U.S. quota in the IMF, reduc-
ing the balance to $200 million (Schwartz 1995a: 11-2). Congress has
made no other appropriations to the ESF, but the interest on U.S. and
foreign securities, interest and fees on loans, and net gains from foreign
currency transactions have raised the balance to approximately $25 bil-
lion (Wilson 1995: 1,4).

The lure of the vast, discretionary funds proved too much to resist.
As onejournalist putit: “The only limitation [on ESF spending] has been
the sitting Treasury Secretary’s imagination” (Corwin 1995: 22). A se-
ries of secretaries tapped the ESF to pay the salaries of CIA and Treasury
staffers and diplomats, underwrite luncheons and receptions, and
cover lodging, hotel bills, and travel expenses. Apparently, spending
for any purpose remotely related to the foreign exchange value of the
dollar was considered legitimate. Congress discovered and put an end
to these abuses in the late 1970s by requiring that funds could be ex-
pended only with an assured source of repayment (Corwin 1995: 23).

Because the ESF is not financed with regular appropriations from
Congress, it must “borrow” from the Fed when it seeks additional
funds. That practice is known as “warehousing” because the Treasury
stores or “warehouses” its foreign currencies at the Fed in exchange for
dollars that must be paid back later. The Federal Open Market Commit-
teeregularly approves “warehouse” lines for Treasury borrowings. The
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Treasury borrowed heavily against those lines in the late 1980s and as a
result congressional hearings were held in 1990 on the ESF and the Fed’s
warehousing activities. Loans to the Treasury by the Fed were subse-
quently discontinued, although the warehousing lines remained in
place for future use.

The ESF and Mexico in 1995

After failing to secure congressional approval of a $40 billion loan guar-
antee for Mexico in mid-January, President Clinton announced an exec-
utive order on January 31 giving Mexico access to one-year and
five-year loans and ten-year securities guarantees amounting to $20 bil-
lion from the ESF. On February 21, the U.S. Treasury signed an agree-
ment with Mexico regarding the exact terms and conditions. The United
States made available $3 billion on March 14 (Schafer 1995: 5). In the fol-
lowing three months, an additional $7 billion was disbursed and $2.5
billion was lent on July 5 (Bradsher 1995: 1,18). The remaining $7.5 bil-
lion is still available under the terms of the Agreement.

The assistance package is 20 times greater than the largest of the 40
ESF Financing Agreements extended between January 1980 and June
1994 (Wilson 1995: 6). The president declared the existence of “unique
and emergency conditions,” as required under 1978 legislation to com-
mit resources of the ESF for more than six months in any 12 month pe-
riod. The largest previously established line of $1 billion was extended
to Mexico in August 1982. The longest duration ESF loan was in the
amount of $600 million from September 1982 to August 1983 (Wilson
1995: 6).

Additional money is being provided in an equally extraordinary
package by the IMF. Under IMF rules, Mexico was able to borrow no
more than an additional $3 billion. Under pressure from U.S. officials,
the IMF approved a $7.8 billion credit anyway and pledged a further
$10 billion after February 1995, provided Mexico abided by terms of a
separate agreement. The loan is greater than total IMF lending in 1993
and 1994 combined, twice the amount ever loaned to another country,
and seven times its allocation (Meltzer 1995a: 6; Hauge 1995: 49). Euro-
pean governments were understandably irked by the way the United
States pushed the IMF into extending additional aid without seeking
approval from them.
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The fundamental objection to the involvement of the ESF is that it
undermines the separation of powers. A case can be made that circum-
venting the congressional appropriations process violates Article I of
the Constitution. In fact, the Gold Reserve Act itself is of questionable
constitutionality, because it gives to the Executive Branch unreviewable
authority to engage in covert actions in international finance-a sphere
explicitly reserved for Congress by Article I, Section 8, clause 3 (the com-
merce clause) (Todd 1995b: 7). In effect, the Executive Branch is financ-
ing the restructuring of Mexico’s entire short-term, dollar-denominated
debt without a congressional appropriation (Todd 1995c: 8).

Foreign aid has rarely drawn much support in the United States. As
a consequence, administrations have attempted to avoid approaching
Congress for appropriations for such ventures-the Iran-Contra scheme
being a recent extreme example. The ESF has been a source of discre-
tionary spending for the Executive Branch, the likes of which Congress
sought to prevent. The Constitution limits spending by the Treasury to
appropriations approved by Congress. Moreover, the statutory author-
ity for ESF activities pertains only to foreign exchange intervention to
support the dollar (Todd 1992: 155).

The “obligations” of the United States under the Articles of Agree-
ment of the IMF, as amended in 1978, include maintenance of the “sta-
bility of foreign exchange arrangements.” The agreement, however, is
to avoid taking steps that destabilize markets, not to use financial re-
sources of the United States to defend arbitrary exchange rates. The in-
tent is to ensure the stability of the auction market mechanism, not of a
particular set of prices that might arise from that auction (Schwartz
1995b: 5).

A related objection is the destabilizing effect of such financing ar-
rangements on the foreign exchange value of the dollar. Though per-
haps small, such disruptions are real and justified. A short-lived surge
of enthusiasm boosted the dollar leading up to and following the an-
nouncement of the U.S. assistance package on January 31,1995. In April
1994, the United States entered into an agreement under which it will
lend U.S. dollars to Canada that Canada in turn could lend to Mexico
(Todd 1995d: 193-4). The perception that the United States had under-
written Mexico’s external and domestic debt and bank deposits, how-
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ever, may have contributed to the sharp dive in the foreign exchange
value of the dollar in February and March.

Central Bank Independence

The use of the Federal Reserve to fund Treasury activities not only raises
questions about separation of power between the executive branch and
Congress but also does damage to the principle of an independent cen-
tral bank. Much effort has gone into keeping the Treasury and Fed at
arm’s length from each other to reinforce both the perception and the re-
ality of central bank independence. The Comptroller of the Currency
and the Secretary of the Treasury originally served as ex officio mem-
bers of the Board of Governors of the Federal Reserve System, but the
Banking Act of 1935 ended this arrangement. In addition, the Fed does
not purchase securities directly from the Treasury, the governors serve
staggered terms, and the Fed does not depend on Congress for appro-
priations. Executive branch influence on the Fed through ESF transac-
tions unwisely raises questions about the independence of monetary
policymakers to pursue price stability.

Relief for special interests

The extension of loans from the U.S. government to the Mexican gov-
ernment favours special interests at the expense of all citizens in the
Mexico and the United States. The bailout rescues foreign investors who
bought Mexican stocks and bonds in search of fat financial returns,
Mexican financiers whose close links to government officials keep them
in the right places at the right times, and officials of the long-governing
Institutional Revolutionary Party (PRI) who have much at stake. On the
other end of the bargain are Mexican citizens who face yet another se-
vere economic recession. American taxpayers bear a significant risk by
financing the bailout, but have little to gain for their trouble (Torres
1995b: A10).

Atthe end of May, Mexico is estimated to have borrowed more than
$20 billion in total from the U.S. Treasury, the Federal Reserve, the ESF,
the IMF and the World Bank. It is not clear where all of the money has
gone, but as of March 31, $14.7 billion of the $17.1 billion that had been
borrowed at that point had been spent to redeem public debt, pay off
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dollar deposits withdrawn from the Mexican banking system, and re-
deem the foreign debts of privately held Mexican companies (Todd
1995a:52).> U.S. taxpayer money appears to have zipped from Washing-
ton to Mexico and through the hands of investors and speculators back
out of the country.

The tesobonos transactions expose the complex amalgamation of
public-private relationships that link the financial and political elite.
The mismanagement of economic policy in Mexico in the 1970s carried
over into the 1980s, driving domestic interest rates above 100 percent
from 1983 to 1985 and above 70 percent from 1986 to 1987. Wealthy in-
vestors earned enormous returns until the government could no longer
afford to service the debt. In 1989, the Salinas administration imple-
mented debt-for-equity swaps, transferring ownership of many state
enterprises into private hands on favourable terms (Marichal 1995a:
4-5).

As political instability chased capital abroad in 1993 and 1994, the
government issued dollar-denominated bonds to stem the capital out-
flow. Mexican taxpayers were exposed to substantial foreign exchange
risk in the process. When pressures intensified, officials telegraphed the
coming devaluation and the Banco de México bought back $4 billion in
tesobonos from privileged investors during the first two weeks of De-
cember 1994. Large financial companies followed their lead, cashing in
close to $15 billion in government debt. This spree wiped out most of
Mexico’s dollar reserves, removing the wherewithal to defend the peso
via foreign exchange intervention (Marichal 1995b: 5-6; Zuniga and
Amador 1995a, 1995b).

Other beneficiaries of central bank intervention include U.S. banks,
with total outstanding loans to Mexico equalling approximately $18 bil-
lion (Todd 1995d:193). The U.S.-led bailout is a reincarnation of the 1985
Baker Plan, which prolonged the illusion that Mexican bank debt re-
mained current by funnelling new loans from the IMF and World Bank
through Mexico (and other Third World debtors) to foreign commercial
banks in the form of debt service payments. In exchange, Mexico agreed

3 According to the Mexican government, as of September 1, 1995, $23.9 billion
of the bailout package had been spent (see Zedillo 1995: 8).
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to undertake harsh austerity measures. The idea was that the economic
reforms would permit Mexico to grow its way out of debt (Tammen
1990: 248; Fauntroy 1988: A24).

The most unfortunate consequence of these developments is the
added burden on Mexican citizens, who suffer fewer job opportunities,
lower wages, higher prices and taxes, and grim prospects. Unemploy-
ment increased by more than 1 million from the end of 1994 through
mid-1995. The unemployment rate rose to 6.6 percent, more than double
its level a year ago and the highest mark since the statistics started to be
collected in 1983 (Solis 1995: A8; DePalma 1995: 11). Real wages now
stand approximately 60 percent below 1980 levels in inflation-adjusted
peso terms (Todd 1995d: 193). The consumer price level was 35 percent
higher than a year earlier in June (Grupo Financiero Bancomer 1995: 71).
The price of gasoline will be raised by 48.5 percent by the end of 1995.
And, the government hiked the national value-added tax from 10 per-
cent to 15 percent, effective April 1 (DePalma 1995: 11). Real GDP con-
tracted at an annual rate of 10.5 percent in the second quarter and is
expected to shrink by atleast 3 percent for the year, erasing almost all of
the 1994 gain (Grupo Financiero Bancomer 1995: 68).

Market solutions

Four times in the last 20 years, the United States and International agen-
cies have extended loans to Mexico. Each time the loans have been
larger and the terms and conditions more intrusive. The calls for bigger
safety nets for emerging economies now being proposed by leaders of
international agencies demonstrate that these institutions have failed in
their efforts to promote development and stability. The opposite, pro-
gressively less sizable and visible interventions, would be hallmarks of
lasting success. The only permanent solution lies in institutional reform
that embraces market forces. Reliance on financial assistance from third
parties will at best ease pressures temporarily.

Set a stable price level and credible
monetary policy

The first step toward a market solution is to curb inflation by reducing
money supply growth. Attempts to peg the exchange rate by any means
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other than sound policies are deceitful in the short run and ultimately
destined for failure. In the end, the change in the price level will be iden-
tical under fixed and floating regimes, because monetary policy deter-
mines the price level. The deceleration in monetary base growth in 1995
to below 10 percent from 28 percent in November 1994 is a move in the
right direction. The second step is to make monetary policy credible. Re-
cent steps toward more timely and comprehensive financial reporting
are prudent. Yet a country like Mexico, with a long history of political
unrest, monetary mismanagement, and currency devaluation, requires
strong statutory measures to establish credibility. Pegging the exchange
rate to the dollar does not make monetary policy credible, as the re-
sounding disaster in Mexico makes clear. Discretionary policy aimed at
any objective other than price level stability will eventually create infla-
tion or deflation. In the case of Mexico, monetary policy was too loose in
1994 and was inconsistent with the peso peg at 3.5 to the dollar. Foreign
reserves left the country until the peg had to be abandoned.

To be credible, the central bank must have a charter that gives it true
independence from the political process and directs it to achieve the sin-
gle objective of price stability.* But words are not enough. The new Bank
of Mexico Act, which went into effect in April 1994, was supposed to
give the central bank greater independence (Banco de Mexico 1995: 4).
Obviously it did not. Central bank officials also must be held account-
able for achieving price stability, but that is not enough. A properly
structured central bank can deliver a stable price level on average, re-
gardless of other economic policies, but monetary policy will be credi-
ble only if other economic policies are consistent with the objective of
price stability. In addition, credibility depends on time-consistency, or
the ability of policymakers to keep their promise in the future. No magic
pill exists for instantly delivering a credible monetary policy (Gould
1995: 9-10). But a strong statutory objective of price stability, constitu-
tional independence to pursue that objective, and accountability for
achieving it can combine over time with successful implementation to
build credibility.

4 See Hoskins (1993a: 171-90) and Hoskins (1993b) for the benefits that arise
from a statutory requirement for an independent and accountable central
bank to maintain a stable general price level.
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The Reserve Bank of New Zealand is an example of a rule-based, ac-
countable central bank that is building credibility. The Reserve Bank of
New Zealand Act of 1989 gave the central bank the single objective of
maintaining price level stability, which has been defined as a
year-over-year change in the Consumer Price Index between 0 percent
and 2 percent. The Reserve Bank brought inflation down from above 2
percent at the time the law was enacted and kept it there until recently
(Spiegel 1995: 1; Judd 1995: 3). How New Zealand’s central bank re-
sponds to the challenge posed by the recent rise in inflation will
strengthen or undermine its credibility. A single, statutory objective of
price stability, the independence to pursue that objective even at the cost
of other short-term economic policy goals, and the accountability for
doing so are important ingredients to credibility. But performance also
matters. The low inflation rates achieved over decades in Japan and
Germany have made the Bank of Japan and the Bundesbank among the
most credible of central banks (Judd 1995: 3).

Let the peso float

The third step toward a market solution is to allow markets to deter-
mine the price of the peso. Fixed exchange rates are rarely and only acci-
dentally consistent with prevailing economic policies and underlying
fundamentals. Most of the time, an arbitrary fixed exchange rate masks
and over time amplifies imbalances that eventually surface as major cri-
ses. Without the veil of a peso peg at 3.5 to the dollar in 1994, the policy
errors by the Mexican central bank, which included monetary base
growth in the neighbourhood of 25 percent, would have been evident
well before the crisis broke. Investors would have been warned and offi-
cials forced to take actions that would have averted the crisis.

Moreover, intervention in foreign currency markets is futile. trans-
actions intended to change the market’s evaluation of a currency do not
address the underlying economic conditions that ultimately determine
the foreign exchange value of that currency. Coordinated intervention
has appeared to be successful in the past only in instances when it has
supported the direction in which the market was already headed
(Schwartz 1995b: 3).
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The performance of Mexico’s central bank in 1994 is the latest spec-
tacular example of failed currency intervention. Mexican monetary au-
thorities attempted to hold the peso within a narrow range against the
dollar. They intervened regularly in other financial markets to maintain
thatband, amassing upwards of $30 billion in foreign exchange reserves
early in the year (Schwartz 1995b: 3). Even this massive stake was insuf-
ficient to withstand the selling pressures created by the capital flight
that ensued when trouble erupted. By the end of the year, reserves were
all but depleted. The only true currency protection comes from sound
economic and monetary policies.

Allow private debt negotiations

As the fourth step toward a market solution, Mexican debtors should
negotiate directly with private creditors (not governments or interna-
tional agencies) to arrange conditions and terms of repayment. Giant in-
ternational agencies may once have been useful in orchestrating the
financial and economic interactions among the nations of a compart-
mentalized world economy. Today they get in the way. Government of-
ficials must learn to ride the wave of technology and integrated global
markets, because itis too large, complicated, and dynamic for an institu-
tion of any size and scope to manage. According to one observer, “The
new international financial system is a truly private market that is diffi-
cultif notimpossible for governments to control” (Millman 1995: A20).
A significant difference between the current Mexican debt crisis
and the 1988 and 1982 episodes is that Mexico’s external debt is owed to
a much larger number of creditors, many of whom made investments
through mutual funds. This does not in any way, however, preclude a
market-based solution. Prior to 1930 all long-term loans consisted of
bond issues held by a broad circle of individuals (Marcihal 1989: 236). In
the sovereign debt crises of the 1930s, debtors and creditors effectively
negotiated significant debt restructurings without the assistance (or in-
terference) of international agencies, usually through bondholder com-
mittees (Tammen 1990: 241; Todd 1991: 223-36; Macmillan 1995: 11).
It is likewise not true that the 1982 debt crisis “when only a few big
investment banks were involved” could not have been resolved by the
market. In fact, the measures imposed by governments and inter-gov-
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ernmental agencies magnified the solvency problem and delayed its
resolution by treating it as a temporary liquidity problem. In addition to
not being needed, Treasury and IMF involvement often stood in the
way of viable market solutions. In mid-1987, U.S. Treasury Secretary
Baker thwarted a plan by Brazilian Finance Minister Bresser Pereira to
swap new securities for outstanding debt, valued using secondary mar-
ket prices (Sachs 1988: 20). The Brady Plan later led Brazil, Argentina,
the Philippines, and Ecuador to scuttle debt-equity programs (Tammen
1990: 260). The IMF contributed to the contraction in the supply of credit
by holding $3.6 billion hostage to banks' participation in the Brady Plan
rescue. The forced write-offs speeded exits by important lenders, con-
tributing to systemic instability. Mexico's debt burden dipped slightly,
but the longer term effect was to reduce the number of willing lenders
(Oliveri 1992: 116).

Bold new government financing programs have not provided solu-
tions in the past and are not likely to do so in the future. Rather, govern-
ments need only establish a regulatory and legal environment that
encourages and facilitates the adjustment of terms, maturities, and prin-
cipal of debts by creditors and debtors, themselves.

The effort by senior G-7 officials to establish a new “emergency fi-
nancing mechanism” at the IMF to tackle future Mexico-like crises is
misguided. That is particularly so since the collapse of the peso did not
pose a systemic risk to the international financial community; indeed,
by August 1995 even the IMF recognized that the peso crisis repre-
sented only a modest threat to the world financial system (Chandler
1995).°

5 Inthe IMF report, International Capital Markets: Developments, Prospects,
and Policy Issues (International Monetary Fund 1995), the IMF’s analysis
runs counter to that of Alan Greenspan, chairman of the Fed; Robert Rubin,
Treasury secretary; and even Michel Camdessus, IMF managing director,
all of whom warned at the outset of the peso collapse that the crisis seriously
threatened the international financial system.
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Atissue is a proposed doubling of the $28 billion General Arrange-
ments to Borrow (GAB) facility.® Assistance from the GAB has been un-
successful at achieving reforms, in all too many cases sustaining rather
than shuttering inefficient state enterprises. Short-term “adjustment”
loans have financed wasteful intervention in foreign exchange markets
in support of the peso, redemption of maturing government securities
and recapitalization of insolvent banks (Torres 1995a: A10). As Allan
Meltzer observed, “The result is that Mexico has a larger debt while for-
eign and Mexican holders of bonds have been spared some losses.”
(Meltzer 1995a: 6). This record does not justify the status quo, let alone
any increase in authority.

Furthermore, proposals to turn the IMF into a bankruptcy judge for
countries are unworkable and unnecessary.” The lesson of more than a
century of sovereign debt crises is that private solutions work when not
impeded by government actions. Unlike a domestic bankruptcy court,
moreover, the IMF would have no enforcement authority in practice. In
the international context, sovereign nations would not be compelled to
comply with the fund’s rulings. Developing countries” common disre-
gard of IMF conditionality, and the fund’s consistent willingness to
overlook such breaches, raises significant doubts that the fund could ef-
fectively fulfil the role of international bankruptcy judge. Creating such
a mission for the IMF would only institutionalize the problems that the
latest bailout of Mexico has heightened: moral hazard, special-interest
protection, increased debt burden, and postponement of market re-
forms.

6 The GAB is an IMF reserve that provides financial assistance to
governments in distress. It is essentially a line of credit extended to the IMF
by 11 large industrialized countries and Saudi Arabia. The GAB was
established in 1962 as a means to ensure that the IMF could meet the
potential emergency borrowing needs of the United States. In 1982, the GAB
revised its rules to allow lending to non-GAB-member countries.

7 Such proposals have been made by economist Jeffrey Sachs and Rep. Jim
Leach (R-Iowa), chairman of the House Banking and Financial Services
Committee (see Sachs 1994: A14 and Leach 1995: A20).
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Withdraw from the IMF and World Bank

After 50 years it is time for the United States to withdraw its support for
the IMF and the World Bank. If these institutions were ever needed,
they no longer are. Calls for increased responsibilities and more capital
are signs of ongoing failure, not a growing role. The activities of the
Fund and the Bank are largely unnecessary, often counterproductive
and expose taxpayers in industrialized countries to huge potential fi-
nancial losses. Senate staffers have prepared draftlegislation toend U.S.
participation in and funding for the IMF and the World Bank, legisla-
tion that should be introduced into Congress and enacted swiftly.

The breakdown of the fixed exchange rate system some 20 years ago
made the IMF a lender without a cause. The institution survived any-
way, lending heavily during the oil price shocks in the 1970s, the Latin
American debt crises of the 1980s, and the collapse of the Soviet Bloc in
the 1990s. The emergence of international capital markets weakens the
justification for the World Bank. Developing countries attracted $56 bil-
lion in foreign direct investment on their own in 1993, dwarfing dis-
bursements by the Bank. And, privatizations of state-owned enterprises
further reduces destinations for development aid (Carrington 1994:
Al).

Even though currencies now fluctuate independently or in blocs,
the IMF money still fuels foreign exchange intervention “a pointless
and costly exercise.” At least a portion of the financial assistance pro-
vided to Mexico this year has gone to peg the dollar exchange rate of the
peso (Marichal 1995a: 6; Meltzer 1995a: 6; Schwartz 1995a: 3). This game
wastes money, because intervention has no lasting effects and delays
necessary economic policy adjustments. The regular IMF practice of ex-
tending new loans to prevent defaults by debt-ridden countries creates
a moral hazard. It underwrites irresponsible and destructive economic
policies by removing the normal incentive for investors to police gov-
ernments. Loans from the IMF to countries in transition are intended to
encourage the development of market economies. Experience, how-
ever, is that money is often used to maintain subsidies to inefficient state
enterprises instead of eliminating them. The outstanding $18 billion
IMF pledge to Mexico is effectively propping up inefficient businesses
and inhibiting liberalization of the banking system (Torres 1995a: A10).
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The record of the World Bank is no better. Perverse incentives have
compromised loan quality, exposing taxpayers in industrialized coun-
tries “the ultimate guarantors” to a possible bailout with a price tag
comparable to that of the U.S. S&L bailout. The World Bank routinely
extends new loans to governments unable to service existing debts to
keep loans current. This “round tripping” has benefited many foreign
private sector creditors at the expense of debtor-country citizens and
impaired the Bank’s financial position. Approximately one-fifth of the
Bank’s loan portfolio is comprised of round-trip credits. And, an inter-
nal report leaked in 1992 disclosed that one-third of the Bank’s $140 bil-
lion in projects were failing. Deterioration of the portfolio was deemed
“steady and pervasive” (Adams 1994:5,7). Even though the bank is now
being paid back more than it lends, its meagre reserve for bad loans is
troubling. U.S. taxpayers are on the hook for over $30 billion and the
commitment will surely grow, as the World Bank plans to lend another
$200 billion in the coming decade (Adams 1994: 16,22).

Fifty years is long enough. It is time for the United States to shift its
support away from overgrown inter-governmental agencies conceived
to address the challenges of a different age and toward today’s power-
ful and nimble market place.

Embrace the market

The last step toward an enduring market solution in Mexico is a full em-
brace of free-market principles. Wealth losses that have occurred must
be recognized. If Mexican enterprises and banks are insolvent, they
should be closed, and their creditors should make appropriate compro-
mises on the debts owed. Private property rights should be strength-
ened and all government-owned commercial operations should be
privatized. President Ernesto Zedillo should go beyond his intention to
privatize “everything allowed by the constitution” and privatize every-
thing possible, including PEMEX, the state-owned oil complex (Finan-
cial Times 1995: 12). That would require amending the Mexican
Constitution, but that has been done before, when President Carlos
Salinas de Gortari introduced land reforms.

Markets should be opened further to competition by eliminating all
remaining protectionist barriers and subsidies to industry, including
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lifting all remaining limits on ownership of banks and other commercial
entities by foreign investors. Under the North American Free Trade
Agreement, participation of foreign commercial banks was limited to 30
percent ownership. Since the outbreak of the crisis, the Mexican govern-
ment has allowed an increase in foreign ownership, in some cases up to
100 percent. However, foreign investment in the largest banks “those
that represent the bulk of the industry” is still severely restricted. Mexi-
can officials should liberalize the rules so that private commercial capi-
tal, rather than public debt, is used to rescue solvent but troubled banks.

Conclusion

These are the steps necessary to finally and completely resolve the on-
going peso crisis. If they had been taken in 1982, Mexico would not still
be in financial distress. The prescription will be the same in 2000, 2006,
and 2060. Mexican officials should take the plunge now, eschew the old,
failed government model and embrace the market. This is the best way
to safeguard the rich heritage of their great country and raise living
standards to their potential.

U.S. officials should have resisted the temptation to tap the quick
fix. Although the United States forfeited considerable leverage by sign-
ing the agreement on February 21, 1995, it can still pressure Mexico to
adopt institutional reforms “particularly in the realm of monetary pol-
icy” that will all but prevent a relapse of the peso crisis.

The threat of serious contagion from the current situation in Mexico
to countries that have followed prudent policies is small. Countries that
have pursued unsound policies are at risk, and will suffer the conse-
quences of investor wrath. Superficial solutions involving government
guarantees fail to permanently correct destabilizing policies. Such guar-
antees create moral hazard and increase systemic risk.

Finally, the United States should withdraw its membership in inter-
national financial organizations that once may have promoted develop-
ment and stability, but now encourage irresponsible policies and
imprudent risk-taking that disrupt markets.
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Central Banks:
Independence, Mandates,
and Accountability

John W. Crow"

WE ALL OPERATE IN ECONOMIES where money and monetary ex-
change is a vital component. So how money is managed is every-
where a lively and important subject. And very appropriately, the
subject gathers interest and concern well beyond the cares of central
banks—even though they have of course very relevant experience to
bring to bear.

In recent years, such interest and concern has been apparent in
many parts of the world. In particular, exactly what the role of the cen-
tral bank, which is by definition the statutory creator of national money,
should be in regard to how the nation’s money is actually managed has
been a subject of debate and reappraisal.

1 The author is a former Governor of the Bank of Canada and former
Chairman of the Central Bank Governors of the Group of Ten.
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Change is very evident in Europe, as economic structures to help
the process of European union are developed. There, on the monetary
front, the strong record of the Bundesbank has been the central point of
reference. But the process has been far from limited to Europe and the
particular institutional concerns of European union. It is evident in the
Antipodes and of course in the Americas. Clear central banking change
has taken place in a number of countries in Latin America. North of
Mexico there has been a fair amount of discussion, but no significant
shift. That is, of course, not the same as saying that everyone has been
satisfied that the structures of monetary management in Canada or the
United States are not also capable of improvement.

Now admittedly, the political environment and immediate motiva-
tion for reexamination and change may vary quite a bit across regions
and across countries. However, the underlying economic argument for
change, or at least for reappraisal in this area of central bank independ-
ence, mandate, and accountability, is essentially everywhere the same.
And indeed, I plan to be quite general. I will focus mainly on the eco-
nomics of the matter, without, I trust, having to forget that the territory
is one that belongs squarely in the camp of political economy.

In reviewing the issues, I shall begin by suggesting how the various
concepts tossed around in this area are most sensibly ordered. A num-
ber of ideas are important, but some ideas definitely come first. After
that broad exercise, I shall look particularly at the relationship between
what central banks should do and how they should be set up to do it
from the viewpoint of the open economy.

This is only being realistic. All our economies are open and are be-
coming increasingly exposed internationally. And while the general
question of exchange rates and exchange rate regimes can well be a sub-
ject all in itself, this matter has such intimate links to what central banks
might do in the real world that I cannot afford to ignore it.

The meaning of independence

From the title of my chapter, one would readily infer that the main issue
was the matter of central bank independence. Indeed, if there is one
term that has become associated with this general territory of central
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bank polity, itis “independence” — the wisdom of it for the central bank,
or how the central bank should be given it.

Certainly, “central bank independence” has through custom and
repetition become a useful way of identifying the kind of terrain to be
covered. But if not put carefully in its context, the term can prove an ob-
stacle to understanding what is really involved for monetary policy,
and in particular for the central bank.

As the rest of my title—“mandates and accountability” —is meant
to suggest, it is important to move behind the essentially political con-
cept of independence. In particular, it is important to address what it is
that would constitute an appropriate mandate, or purpose, for a central
bank. To put it another way, I want to approach these matters by first
posing the question: Independence (or “autonomy” if one finds that
term less jarring) for what? The answer is to be found not in politics but
in economics.

In the first place, it is now more widely accepted that inflation,
rather than being part of the package for a good economic outcome, as
used to be commonly believed, actually is a hindrance. It does not create
jobs, notin the end. And by eroding the monetary underpinnings of eco-
nomic exchange it can actually inhibit job creation. Both economic the-
ory and economic experience have shown why and how this is so.
Essentially, this demonstration involved the discrediting and demise of
the view that there is a permanent tradeoff between inflation and unem-
ployment — that is, that more inflation lowers unemployment and gen-
erates more jobs.

An additional development that reinforces the case for improving
confidence in the future value of a nation’s money has been the shift in
so many countries to a more decentralized, market-based, economy.
Such a shift means that the role of market finance and of investors” and
savers’ expectations become progressively more significant. There is
less reliance on command, more reliance on price signals and incen-
tives. Expectations and price signals obviously work better in a climate
of monetary stability. So does the tax system, by the way, if it is broad
economic welfare we are concerned with as opposed to exploiting the
inflation tax.
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Now, considerations of this nature certainly suggest why national
governments will, in the national interest, likely wish to follow less in-
flationary policies than used to seem acceptable. But this is only part of
the answer to my question. It does not in itself show why a particular
policy role in safeguarding the national currency should be entrusted to
the central bank. As I already noted, the central bank is by definition the
institution through which national money is ultimately created, but it
does not directly follow that this institution should also decide how
much money should be created. In fact, it does not even follow that there
should be a separate central bank at all —as opposed, for example, to a
government department for primary liquidity creation. The other part
of the answer also stems from economic experience. It derives from the
fact that while governments may wish in principle to engage in suffi-
cient monetary restraint to deliver a noninflationary outcome, in prac-
tice they tend to compromise that principle under the pressure of other
objectives that are likely shorter run in nature.

However, the problem with inflationary surprises, whatever their
short-run attractions —a good case in point is the political business cy-
cle, or taxation through inflation —is that people are bound to learn, or
fear, that they are coming. The result then, to be very practical about it, is
a trend of higher interest rates than the country need experi-
ence—higher in real terms (accounting for risk premia) as well as in
nominal terms. This of course is damaging to growth. So something
needs to be done about the monetary policy decision making process
also.

The answer to this consistency, or credibility, problem is to estab-
lish a policy framework where the need to generate confidence in the fu-
ture value of money is given explicit importance. That framework, to be
robust, involves political precommitment. It involves ensuring that the
institution statutorily charged with the creation of the nation’s money
be given the mandate and the tools to limit such money creation to a
rhythm consistent with maintaining confidence in money’s future
value.

This is the essence of what is meant in institutional terms by mone-
tary or price stability. And that is what I think must be behind the idea of
an “independent” central bank.
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I'might add, and contrary to what often seems to be assumed, that
such a mandate does not rule out monetary actions that help stabilize
economic activity in the near term. What such a mandate does do is help
ensure that such actions respect the longer term objective of maintain-
ing trust in money. And this also is fundamentally stabilizing. Nor, and
for similar reasons, does it stand in the way of the contributions the cen-
tral bank can make to the stability of the domestic financial system
through its lending of last resort.

Let me also add very briefly, in case it does not go without saying,
that central bank independence does presuppose sound domestic fiscal
management. To be very direct, the central bank cannot be viewed as
creator of finance for government. To be sure, the bank will acquire gov-
ernment debt. But it will only buy such debt as required to fulfil its basic
monetary responsibilities for the economy as a whole. Now let me turn
to the matter of the central bank’s accountability.

The question of accountability

A clear mandate is a vital requirement for proper accountabil-
ity —whether generally at the bar of public opinion, or specifically be-
fore the political authorities. From my experience, a lot of the discussion
on central bank accountability that takes place gives inadequate atten-
tion to this point—the need for a mandate for the central bank that is
clear, and which it can achieve. Rather, the discussion often tends to fo-
cus one rung down—on the specific accountability mechanisms that
might be used. These would be, for example, how and to which bodies
central banks should report for monetary policy actions, and in which
way the executive or the legislature might intervene in the monetary
policy process. Such mechanisms need careful examination of course.
But even more important—indeed the essential starting point for
proper accountability —is the need to think hard about and to set out
what it is that the central bank is supposed to be answerable for. What is
needed is a monetary policy mandate that is clear and rooted in what
monetary policy can achieve with the tools at its disposal. Without this,
with the best will in the world itis difficult to see how the accountability
mechanism can be truly effective.
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In Canada, the central bank and the Government are required to
consult regularly on monetary policy. This means at least no surprises.
And in the event of serious disagreement over the policy, the legislation
provides that a directive on monetary policy can given to the Bank of
Canada by the Government. Such a directive has never been issued.
Still, this provision has been seen, quite understandably, as helping to
clarify the accountability structure for the Bank. Furthermore, since the
directive has to be made public, it adds valuable transparency that in a
sense secures the Government’s accountability in this particular regard
as well as the Bank of Canada’s.

All the same, in Canada the central bank’s monetary policy man-
date, contained in the preamble to its statutes, is demonstrably less than
clear. Therefore, in the absence of a clear mandate, this directive provi-
sion might be seen more as giving the government the power of over-
ride rather than as being an instrument of accountability in the fuller,
and better, sense of the term.

One potential area of economic override, perhaps in all countries,
would be in relation to major shocks hitting the economy. I am thinking
in particular of major shocks to supply and to prices through drastic
economic changes —in the supply of energy, or through natural disas-
ters, for example. One would trust, however, that a better formula could
be found for dealing with such rare events than dropping the monetary
stability framework itself.

It is of course possible, as in New Zealand, to create formal mecha-
nisms for dealing with contingencies of this nature. But what needs to be
stressed here is that a path back to monetary stability really must be seen
as integral to the adjustment. Indeed, it is worth underlining that in the
case of the Reserve Bank of New Zealand, and, Imight add, in the case of
the Bank of Mexico under the recent legislation providing it with auton-
omy, the law itself spells out that achieving price stability is indeed the
institution’s primary monetary policy objective. In other words, this ob-
jective, or monetary stability contribution, does not change unless the
basic law governing the central bank is changed.

Thus far, I have sketched out some important features for a robust
and constructive monetary policy role for a central bank. This sketch has
highlighted the desirability of a central bank with a clear responsibility,
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and therefore powers, for safeguarding the purchasing value of the na-
tional currency — thereby making a monetary contribution to good na-
tional economic performance overall.

I could now perhaps contend that there is little to add at this broad
level and possibly embark on some more detailed examination of par-
ticular instances. If, for example, the discussion were being limited to
the situation for the United States, there would be a lot of sense in going
in this direction. For instance, one could discuss the adequacy of the
Federal Reserve’s mandate in terms of what monetary policy can really
be expected to achieve and the extent to which it provides a basis for ac-
countability. One could also review the particular accountability mech-
anisms that apply to the Federal Reserve, especially via the U.S.
Congress, for example. Attention could also be given to the role played
by the regional reserve banks in the whole constellation of policy inde-
pendence, accountability, and political legitimacy.

However, for virtually all other countries, certainly all other coun-
tries in the Americas, this would leave out a broad consideration that
logically precedes any review of particular central banking institutional
arrangements. That consideration is the matter of the exchange rate re-
gime.

Central bank independence and the
exchange rate regime

The United States is a true exception in the matter of regime choices for
exchange rates. It is an exception because of its economic size and the
correspondingly dominant international role of the U.S. dollar. This
means that aside from really exceptional situations (such as those in
1971 surrounding the collapse of the gold exchange standard and the
subsequent, and short-lived, Smithsonian Agreement on exchange
rates; and again, perhaps, those surrounding the Plaza Agreement of
1985), the United States does not have the same kinds of possibilities as
are in principle available to others in deciding on an exchange rate rela-
tionship. In particular, the United States never really faces the classic
polar choice of whether to peg or to float. One simple reason is that there
is no other currency (or basket of currencies even) it could realistically
fix to.
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But for other countries of course, the question of the exchange rate
relationship is a real-world decision point with real-world implications
for monetary arrangements. It is therefore also a very important matter
in regard to what the relevant central bank should be expected to do.

While I have thought quite a bit about exchange rate regimes, par-
ticularly in the context of Canadian choices, I will focus here on the im-
mediate matter at hand — the particular role of central banks in relation
to the exchange rate regime.

Clearly, arrangements such as common currencies, monetary un-
ions, currency boards even, rule out a lot of what I have been discuss-
ing —except, perhaps, as filtered through U.S. monetary policy choices.
And no doubt such arrangements, centring on the U.S. dollar and there-
fore on U.S. monetary policy, might have a lot to commend them if the
realistic alternative for the national partner concerned is a poor perfor-
mance for its money when managed domestically.

Let me be clear, however, that I do not take it at all for granted that
the common currency, or monetary union, route is the one that is in the
cards. Iwould tend to agree with anyone who argues that merely decid-
ing to fix the exchange rate without proceeding to a stronger form of link
is likely not to be enough—or even, to use Sir Alan Walters” famous
phrase, that such a decision will be “half-baked.” But I believe there are
persuasive reasons why the fixed exchange rate loaf does not need to be
put in the oven in the first place.

The reason I suggest that this route cannot at all be taken for granted
is precisely because of the role that well-conceived national monetary
policies, that is, with independent central banks along the lines I have
sketched earlier, can play. They not only help sustain good domestic
economic performance through the monetary route. They also help to
promote a solid financial and economic relationship across trading
partners — themselves in distinctive real economic circumstances.

The basic economic point in this regard is a non-monetary one. It is
that the differences among many economies are large in regard to struc-
ture, and therefore in regard to how their economies are behaving at any
given time. Therefore, variation in real exchange rates provides a valu-
able margin of adjustment and stabilization. Clearly, if this is accepted
as a valid approach then, realistically, nominal exchange rates can be ex-
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pected to move around. And this movement will be part of the mecha-
nism through which real exchange rates adjust in an economically
appropriate manner.

What this means for domestic monetary policy is that the reality of
the open economy reinforces the arguments made earlier from a purely
domestic viewpoint. The independent central bank provides the do-
mestic nominal anchor —domestic monetary stability. In so doing it
generates a stable monetary platform for nominal and real exchange
rate movements that can be broadly supportive of coherent economic
adjustments. Conversely, of course, if monetary policy does not provide
a solid domestic anchor, the adverse effects from domestic financial un-
certainty are more likely to make the exchange rate an additional source
of instability. National monetary policy, and the exchange rate that goes
with it, will then hardly do anything that is useful for the national econ-
omy as a whole.

This point should be taken further still. Such a central bank, acting
in the way suggested, and in a way that is beginning to be realized
around the world, would be promoting a profoundly consistent basis
for international economic adjustment. Furthermore, its actions would
promote stability of the more lasting kind in exchange rates. This is be-
cause these actions would be based on national monetary policies
rooted in sound principles that are the same for each currency.

Conclusion

By way of conclusion, let me reemphasize that any discussion about
central bank independence should be viewed as a discussion about
what it takes to generate a good monetary policy —one that is purpose-
ful and accountable. Such a policy is public good. Moreover, it not only
pays off within national borders. It also provides a robust framework
for good monetary linkages across such borders.
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Real versus Pseudo
Free Trade in Banking:
A Critique of NAFTA'’s

Financial Services
Provisions

George Selgin'

HE NORTH AMERICAN FREE TRADE AGREEMENT (NAFTA) has been
heralded as a breakthrough for free trade generally and for free
trade in financial services in particular. It succeeds in substantially re-
ducing barriers to inter-American trade in banking, especially by allow-
ing U.S. and Canadian banks to enter Mexico for the first time in more

1 Theauthoris Associate Professor of Economics at the University of Georgia.
My thanks to George Benston, Don Boudreaux, William Gruben, Ed Kane,
George Kaufman, Jim Michaels, Gerald P. O'Driscoll, Jr., and Joe Sinkey,
who were kind enough to help me but who bear no responsibility at all for
much of what I have ended up writing,.
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than half a century and by exempting American and Mexican investors
from limits on foreign ownership of Canadian banks.

Nevertheless, NAFTA stops well short of introducing real free
trade in banking. Contrary to what some (e.g., Gunther and Moore 1992:
2; Gruben and Welch 1993: 5-8) have claimed, this is not just because
U.S. and Canadian firms will continue to face capital-based barriers to
entry into the Mexican market until and to some extent even beyond the
year 2000.” The real shortcomings of NAFTA as a basis for free trade in
banking have to do, not so much with such capital-based barriers to
trade in banking, but with other barriers left entirely untouched by
NAFTA. These barriers consist of (1) the requirement that U.S. banks
enter the Mexican and Canadian markets by establishing subsidiaries,
instead of branches; and (2) the principle of “national treatment,” which
seeks to impose the same activity, geographic, and prudential restric-
tions on Mexican and Canadian bank operations in the U.S. as are pres-
ently imposed on operations of U.S. banks at home.

International trade in banking services limiting foreign entry to
subsidiaries or subjecting foreign banks to “national treatment” is
pseudo, not real, free trade in banking. As such, it denies North Ameri-
can consumers some of the most important potential benefits to be
achieved fromreal free trade. The policy of national treatment in partic-
ular precludes competition among national regulatory authorities, al-
lowing inefficient and burdensome regulations to persist. Real free
trade in banking, unlike NAFTA’s pseudo free trade regime, would
promote a more rapid erosion of inefficient and burdensome regula-

2 Although U.S. banks have been prevented from entering Mexico for many
decades, Citibank has long had a Mexican branch, established there in 1929
and grandfathered when foreign entry barriers were erected during the
1940s.

3  Prior to the year 2000, NAFTA allows U.S. investors to own no more than 8
percent of total Mexican bank capital. The limit increases to 15 percent
between 2000 and 2015, and to 25 percent thereafter. Gruben, Welch, and
Gunther (1993: 17-18) discuss other minimum and maximum capital
requirements applicable to individual foreign banks wishing to enter
Mexico. These requirements, unlike limitations on aggregate foreign bank
capital, were unaffected by NAFTA and remain in effect indefinitely.
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tions, by threatening obstructive national regulators with a likely loss of
market share to their relatively less heavy-handed foreign counterparts.

Investor choice

A bank may offer its services to a foreign market in several ways. It may
invite foreigners to partake of its “cross-border” services, without actu-
ally establishing any physical presence in the foreign market; or it may
seek to physically enter the foreign market, either by establishing an in-
dependent foreign subsidiary or by setting-up a foreign branch office
(Key and Scott 1992: 37).* Article 1404 of NAFTA eases restrictions on
North American cross-border trade in financial services, while Articles
1403 and 1405 remove barriers to the establishment of foreign-bank sub-
sidiaries. However, NAFTA leaves in place barriers to the establish-
ment of foreign bank branches, by allowing U.S. banks to enter the
Canadian and Mexican markets through subsidiaries only. NAFTA
does this despite its stated endorsement of “investor choice” — the prin-
ciple that any North American investor “should be permitted to estab-
lish a financial institution [anywhere in North America] in the juridical
form chosen by such investor” (NAFTA 14-2).

By failing to secure acceptance by Mexico and Canada of the princi-
ple of investor choice, NAFTA leaves in place substantial barriers to
U.S. financial firm entry into the Mexican and Canadian financial mar-
kets: it is generally much more costly for a firm to operate in a foreign
country through an independent subsidiary than through a branch. A
branch can do without the extra administrative, legal, and agency costs
involved in operating an independent subsidiary; and by drawing on
the consolidated capital and credit standing of its parent firm, a branch
can acquire funds in wholesale and interbank markets on better terms
and in larger amounts than any subsidiary owned by the same parent
(Key and Scott 1992: 49). Branches can also obtain liquid funds at mini-
mal cost directly from their parent firms. Such considerations account

4 Foreign banks may offer cross-border services through representative
offices or agencies, which do give them some physical presence in a foreign
country but which do not take deposits. (Agencies, unlike representative
offices, may make loans and offer other services apart from accepting
deposits.)
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for banks” marked historical preference for having branches rather than
subsidiaries in foreign markets: as of June 1992, branches accounted for
64 percent of the foreign assets of U.S. banks, and branches or agencies
accounted for 82 percent of the U.S. assets of foreign banks (Schwab and
Tucker 1993: 7). By allowing U.S. banks to enter Mexico and Canada
through independent subsidiaries only, NAFTA forces them to pay the
equivalent of a tariff to export their services to those countries. Some
bankers fear that this tariff will altogether preclude U.S. bank participa-
tion in Mexico’s retail banking market (Sczudlo 1993: 32).

National treatment

It would be wrong, however, to view Mexican and Canadian policies as
posing the main barriers to genuine North American free trade in bank-
ing. Although U.S. authorities have resisted political pressure to follow
Mexico and Canada by disallowing foreign bank branches altogether,’
NAFTA nonetheless retains substantial barriers in the way of Mexican
and Canadian entry into the U.S. financial services market. It does this
by subjecting Mexican and Canadian bank branches and subsidiaries
alike to “national treatment.”

In theory, “national treatment” requires each North American na-
tion to accord financial institutions from other North American nations
“treatment no less favourable than that it accords to its own financial in-
stitutions” (NAFTA 14-3). In practice, however, government authorities
interpret “national treatment” to mean that they should accord foreign
institutions treatment that is also no more favourable than that accorded
to domestic institutions. Thus, since the passage of the International
Banking Actin 1978, U.S. branches of foreign banks have been subject to
most of the same regulatory restrictions applied to U.S. banks: new for-
eign entrants were required by the act to select a single “home
state” —usually New York or (for Japanese banks) California—as the

5 A few years ago the Treasury proposed that all foreign banking in the
United States be conducted through subsidiaries rather than branches. A
joint Treasury-Federal Reserve study undertaken as part of the 1991 Foreign
Bank Supervision Enhancement Act and completed at the end of 1993
fortunately rejected the idea in favour of the established U.S. policy
allowing investor choice.
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headquarters of their main branch or subsidiary, and were prohibited
from branching outside that state.® The act also imposed domestic re-
serve requirements on branches of foreign banks having worldwide as-
sets in excess of $1 billion while prohibiting all foreign banks from
owning security-trading affiliates in the U.S.” These restrictions were
further strengthened in December 1991, when the Foreign Bank Super-
vision Enhancement Act came into effect, requiring Federal Reserve ap-
proval for any foreign bank branch in addition to approval by some
(state or national) chartering authority. The same legislation also pro-
hibits foreign bank branches (but not subsidiaries) established since De-
cember 1991 from maintaining retail deposits under $100,000, under the
pretence of limiting foreign-bank participation in the U.S. deposit insur-
ance scheme (Misback 1993: 4). The overall effect of these laws is to sub-
ject foreign banks to the full force of regulatory restrictions imposed on
domestic operations of U.S. banks, notwithstanding the ability of for-
eign banks to operate in the United States through branches rather than
subsidiaries.

NAFTA does not substantially alter these established conditions for
foreign bank entry into the United States. (The prior U.S.-Canada trade
agreement did, however, allow both Canadian and U.S. banks operat-
ing in the United States to underwrite Canadian government securities
to the same extent as previous laws allowed them to underwrite U.S.

6 This requirement amounted to an extension of the McFadden and Bank
Holding Company Acts to state-chartered foreign bank branches. Before
passage of the International Banking Act, there was no legal barrier to a
foreign bank’s setting-up branch offices in several states—something
nationally chartered U.S. banks could not do. The International Banking
Act’s grandfathering of existing multistate branches of foreign banks
accounts for several foreign bank’s having a multistate presence today. As
of December 1993 “grandfathered” facilities accounted for more than half of
all foreign bank branches and subsidiaries operating in the U.S.

7 As of December 1993, 75 out of 362 U.S. branches of foreign banks were
exempt from Federal Reserve requirements. So-called International
Banking Facilities, whether U.S. or foreign-owned, are also exempt from
reserve requirements but are not allowed to have demand deposits.
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Table 1: North American Banking Regulations

Regulation United Canada Mexico
States

Reserve requirements Yes No No
Capital requirements Yes' Yes' Yes'
Branching restrictions Yes No No
Deposit insurance Yes Yes® No
Restrictions on securities No* No* No
underwriting and
brokerage

The United States and Canada have both adopted the BIS capital
adequacy standards. Mexico plans to enforce minimum capital
standards equal to or exceeding the Basel recommendations.
*Branching restrictions vary by state.

3United States: 100% of transactions deposits < US$100,000; Canada:
60% of transactions deposits < CA$60,000.

*Wholly owned subsidiaries of Canadian and U.S. banks are
allowed to deal in non-government securities.

government securities.g) Moreover, despite any appearance of symme-
try, NAFTA’s “national treatment” policy imposes a much greater bur-
den on Mexican and Canadian banks seeking to enter the U.S. market
than it imposes on U.S. banks seeking entry into Mexico or Canada. The
reason has to do with the less restrictive nature of banking regulations
in Mexico and (to a lesser extent) in Canada compared to U.S. regula-
tions: While U.S. banks must hold non-interest-bearing reserves equal
to at least 10 percent of their transactions deposits, and while they con-
tinue to face legislative restrictions on branching and product diversifi-
cation, both Mexican and Canadian banks are now completely

8 NAFTA also promises to include Canadian banks in any future relaxation of
the Glass-Steagall Act, instead of continuing to make them subject to
separate securities-underwriting restrictions contained in the International
Banking Act.
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unhindered by reserve requirements or barriers to nationwide branch-
ing. Mexican banks enjoy as well freedom to offer a broad range of fi-
nancial services to their clients, including direct underwriting and
brokerage services and insurance (table 1).

Under NAFTA’s national-treatment regime, U.S. banks entering
the Mexican or Canadian markets through subsidiaries enjoy all of the
regulatory advantages presently enjoyed by Mexican and Canadian
banks in their home markets, but not available to U.S. banks at home. In-
deed, a U.S. bank might be better able to compete in either Mexico or Canada
through a host-regulated subsidiary than it could through a host- or home-reg-
ulated branch (Harrington 1992: 142). In contrast, Mexican and Cana-
dian banks attempting to enter the U.S. market must confront a host of
burdensome and unfamiliar legal restrictions, part of whose aim has
been precisely to protect the market shares of established U.S. financial
firms. There is no reason to think, for example, that regulations that for
decades have protected small Texas banks from competition from, say,
New York will be any less effective in protecting the same banks from
competition from Mexico. "

The refusal of Mexico and Canada to allow U.S. banks to branch into
their markets can, in fact, be viewed as a largely symbolic protest
against U.S. entry barriers implicit in NAFTA’s “national treatment”
policy. As long as domestic U.S. banking regulations continue to be sub-
stantially more restrictive than Mexican or Canadian regulations, the
Mexican and Canadian governments can legitimately argue that their
banks gain less by being permitted to branch into the U.S. market than
U.S. banks gain by being allowed to establish subsidiaries in Mexico
and Canada. Such a protest seems implicitin section 3 of NAFTA’s Arti-
cle 1403, which states that Mexico and Canada will reconsider allowing

9 In practice, foreign bank branches may be subject to either host- or
home-country regulations, whereas foreign-bank subsidiaries, being
independent firms, are practically always subject to host-country
regulations.

10 Contrary to one reader’s suggestion, the fact that the United States has so
many banks is not so much a reflection of freedom of entry as one of
regulations on branching. These regulations actually restrict entry into, and
hence limit the contestability of, particular U.S. banking markets.
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U.S. banks “to choose the juridical form” of their Mexican and Canadian
operations (i.e., to enter those markets through branches instead of sub-
sidiaries) “at such time as the United States permits [Mexican and Cana-
dian banks] located in its territory to expand...into substantially all of
the United States Market.”"!

The logical alternative to NAFTA’s concept of “national treatment”
is a policy subjecting foreign bank branches to home- rather than
host-country regulations. Although bypassed by NAFTA, this alterna-
tive is not merely hypothetical: it has recently been embraced by New
Zealand and also by the European Community through the latter’s Sec-
ond Banking Co-Ordination Directive of 1989, which came into force at
the start of 1993." The Directive’s “single banking license” requires ev-
ery EC nation to grant free entry to branches of banks headquartered in
any EC nation, while its “mutual recognition” policy in turn makes for-
eign bank branches subject to home- rather than host-country regula-
tion and supervision (Bank of England 1993; Swary and Topf 1992:
430-45).

The EC’s “mutual recognition” approach is admittedly far from be-
ing absolute. For one thing, the European law contains a serious loop-
hole, allowing national regulatory authorities to deny entry to
particular foreign banks on ill-defined grounds of management “un-
suitability.” The mutual recognition policy is also supplemented by a
set of “minimal regulatory requirements” imposed on all participants.
These include the requirement (based upon the Basel Capital Accord of
1987) that participating financial institutions have capital equal to at
least 8 percent of their risk-weighted assets or ECU5 million —which-
ever is greater. A proposal presently being debated would also require

11 The article in question also makes reconsideration of the branching question
contingent uponrelaxation of U.S. laws separating banking and insurance.
The circumstances leading to the refusal of Mexico and Canada to allow
entry to U.S. bank branches point to the futility and hypocrisy of the
so-called “Fair Trade in Financial Services” bill (HR 3248; S 1527), which
would allow the Treasury to “retaliate” against countries, including Mexico
and Canada, that prohibit foreign bank branches by preventing their banks
from expanding in the U.S.

12 Non-EC members of the European Free Trade Association, with the
exception of Switzerland, became parties to the Directive as of May 1992.
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all participating nations to provide no less than 90 percent insurance for
deposits of ECU20,000 and under. Finally (and reasonably) the “mutual
recognition” approach leaves host-country authorities responsible for
matters having to do with “the conduct of a firm’s business with cus-
tomers” (Bank of England 1993: 93), including the prosecution of fraud,
money laundering, and other violations of national laws not strictly re-
lated to financial-market policy. Loopholes and regulations notwith-
standing, the EC approach embodies a radically different
understanding of the meaning of “free trade in banking” than that im-
plicit in NAFTA.

Of wine, bottles, and banks

Real, as opposed to pseudo, free trade in banking requires something
like the EC policy of mutual recognition and not the North American al-
ternative of national treatment. It requires, in other words, that foreign
firms be allowed to establish home-regulated branches as well as or in-
stead of host-regulated branches or subsidiaries in domestic markets.
The failure of many commentators to appreciate this fact seems to be
due in part to difficulties encountered in applying the concept of “free
trade” to services, including banking services, as opposed to physical
goods.

An analogy may help us to get around this conceptual road-block.
Suppose that, instead of talking about free trade in banking services, we
switch to the more appetizing subject of free trade in wine. Consider
three alternative ways in which the United States might allow its citi-
zens to have access to French wine. One option would be to let U.S. citi-
zens enjoy French wine in France only: French wine in French bottles
abroad. A second would be to allow French wineries to establish subsid-
iaries in the U.S., which would be required to produce wine in strict ac-
cordance with U.S. winemaking practices, including government
regulations imposed on domestic winemakers: U.S.-type wine in
French bottles. A third option would be to allow French winemakers to
market real French wine, produced according to French winemaking
practices and regulations, within the United States: French wine in
French bottles at home.
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You do not have to be a wine connoisseur to realize that the third
option—French wine in French bottles at home —must be part of any
genuine “free trade in wine” policy: merely permitting U.S. citizens to
enjoy French wine in France is better than preventing them from having
it at all, but it is not free trade in wine, because French wine available in
France only is not the same product (in the eyes of U.S. consumers) as
French wine available at home. Likewise, allowing French firms to pro-
duce wine in the United States according to U.S. rules and regulations is
not free trade in wine, because wine made by Frenchmen (or by Ameri-
cans employed by a French-owned company) according to U.S. rules
and regulations may be quite different from real French wine. Indeed, it
is likely to bear a closer resemblance to wine produced in the United
States by U.S.-owned firms.

Whether U.S. consumers suffer much from a policy allowing
French winemakers to enter the U.S. market only through host-regu-
lated subsidiaries will depend, of course, onjust how inferior U.S. wine-
making conditions —including regulations—are to winemaking
conditions in France. If U.S. winemaking conditions are already favour-
able, e.g., if the climate and soil are appropriate and domestic
winemakers are not hindered by wrongheaded regulations, then con-
sumers presumably will not suffer much in having to go abroad to enjoy
genuine French wine. On the other hand, if U.S. winemaking conditions
are poor, either for natural reasons or because of wrongheaded regula-
tions (“all wine must be made from white grapes and must have an alco-
hol content not exceeding 5 percent”), U.S. consumers could suffer a
great deal.

In fact, (though the French will disagree) the standing of U.S. wine-
making is not obviously beneath that of winemaking in France, thanks
atleast in part to the U.S. government’s benign neglect of the U.S. wine-
making industry. U.S. consumers might not, therefore, suffer a great
deal were the import of genuine French wines (as opposed to the manu-
facture of U.S.-style wine by Frenchmen) prohibited. Nevertheless, no
one would propose such a policy. Nor would anyone be fooled by offi-
cial references to the policy as one embodying the principle of “free
trade in wine.”
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Now back to banking. If foreign-banks are unable to establish a
physical presence in some banking system, or if they are subject to na-
tional treatment in that system either by being required to operate as
subsidiaries or by having even their branches subject to host-country
regulations, domestic consumers may be denied access to higher-qual-
ity banking services available from foreign banks in the banks” home
countries. In particular, consumers unwilling or unable to rely on
“cross-border” banking services—retail bank customers espe-
cially —are forced to “consume” bank services adulterated by domestic
bank regulations, regardless of the merits of those regulations. In con-
trast, if foreign banks can establish branch offices subject only to
home-country regulations, consumers will enjoy a genuine choice be-
tween foreign- and domestic-style bank services and regulations."

Because it subjects foreign banks to host-country regulations,
NAFTA does not achieve real free trade in banking. At best it achieves a
form of pseudo free trade, repackaging old domestic bank services and
regulations in new foreign-bank bottles.

Such pseudo free trade in banking cannot be expected to produce
gains from inter-American trade equal to what real free trade could
achieve. If, instead of imposing domestic regulations on foreign banks,
NAFTA allowed North American banks to branch across national
boundaries while being subject to home-regulations only, U.S. banks
might find entry into the Mexican and Canadian markets less costly.
More likely, Canadian and Mexican banks could capture a much more
substantial share of the market for U.S. loans and deposits, including
loans and deposits made both to U.S. residents and to Canadian and
Mexican businessmen engaged in U.S. trade. The extent of U.S.-Canada
bilateral trade and the impressive size and credit standing of many Ca-
nadian banks make the U.S. market a natural target for Canadian bank
expansion (Harrington 1992: 139)."* Were genuine free trade in banking
allowed, Canadian banks would be better able to “follow their custom-

13 Compare Neven (1990), who equates free movement of capital, i.e., freedom
of cross-border trade in banking services, with "classical" free trade in
banking.

14 Foreign banking is by-and-large an undertaking of large banks only. In 1990,
four large holding companies owned half of all overseas assets of U.S.
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ers” into various regions of the United States because they could do so
without having to purchase existing U.S. banks at high prices and with-
out being constrained by nationwide branching restrictions and statu-
tory reserve requirements imposed by the International Banking Act
(ibid.: 149; see also Gordon 1994; Saumier 1988: 328-9; and Douglas and
Drake 1988: 335-6)."> Mexican banks might also make inroads into the
U.S. market, given their lack of reserve requirements and unlimited
freedom to branch as well as to sell brokerage and insurance services,
which could give them important advantages over U.S. banks (Gunther
and Moore 1992: 3).!° The gains from trade realized by both Canadian
and Mexican banks would be gains to their U.S. customers as well, be-
cause customers who switch banks do so only in order to enjoy superior
products. Present NAFTA arrangements, however, may prevent U.S.
citizens from enjoying some potential gains from trade. In so doing they
also inadvertently limit U.S. bank participation in the European Com-

banks, and ten holding companies owned 80 percent of all U.S. overseas
banking assets (Kaufman forthcoming, p. 18).

15 Canada recently eliminated reserve requirements on Canadian-resident
demand deposits. Previous Canadian law did not require Canadian banks
to hold any fixed percentage of reserves on deposits of non-Canadian
residents (Swary and Topf 1992: 247). Because all Canadian banks presently
having U.S. operations have assets in excess of US$1 billion, none of them is
exempt from U.S. reserve requirements.

16 At present Canadian banks operate several dozen U.S. subsidiaries and
branches, many of which were grandfathered upon passage of the
International Banking Act. Although this number might seem substantial,
given the small number of Canadian banks, it actually reflects very limited
involvement in the U.S. retail market, as is seen by considering the extensive
branch networks maintained by most Canadian banks in Canada. Mexican
participation in U.S. banking is limited to a single bank subsidiary: the
Grossmont Bank in San Diego, owned by Bancomer.

It is of course true that freedom from U.S. regulations might not offer any
substantial competitive advantage to Canadian and Mexican banks
operating in the U.S. Some argue, for example, that universal banking as
practised by Mexican banks is no longer as efficient as specialized banking
of the sort regulations have promoted in the United States. But this is no
argument against real free trade in banking. On the contrary: only a policy of
real free trade in banking can reveal which banking arrangements are truly
efficient.
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munity, by precluding such reciprocal (home-country) treatment of Eu-
ropean banks as is required by European Community authorities as a
condition for involvement in their scheme.

Recent assessments of NAFTA’s financial services provisions (e.g.
Gunther and Moore 1992; Gruben and Welch 1993; Sczudlo 1993) ap-
pear to overlook the agreement’s failure to realize potential gains to U.S.
consumers from trade in banking, as if the only gains from trade that
mattered were potential gains to U.S. banking firms, measured by op-
portunities for such firms’ foreign expansion. Not surprisingly, given
the mercantilist bent of U.S. trade policy, NAFTA is in fact more geared
toward aiding U.S. banks by opening foreign markets to them than to-
ward aiding U.S. consumers by opening the U.S. market to foreign
banks. Assessments of NAFTA that focus on the goal of expanding the
foreign presence of U.S. banks therefore tend to overstate NAFTA’s ac-
complishments while overlooking its most serious shortcomings.

Long-run gains

My discussion so far has considered only short-run potential gains from
real free trade in banking services — gains from greater consumer access
to foreign-style banking services, assuming unchanging national regu-
latory regimes. But this is only a small part of the story. There are also
likely to be long-run gains fromreal free trade in banking — gains associ-
ated with changes in national regulatory regimes that real free trade in
banking tends to sponsor.

Real free trade in banking, unlike the psuedo free trade allowed by
NAFTA, gives consumers the right to choose, not only between domes-
tic and foreign bank owners, but between domestic and foreign bank
regulatory regimes. In doing so free trade in banking in effect places na-
tional regulatory authorities in direct competition with one another for
shares of the international (in the present instance, North American) fi-
nancial services market. As Edward Kane (1987, 1988) has argued at
length, regulators imposing overly burdensome regulations on firms
falling under their jurisdiction will invite greater penetration of their
domestic banking-services markets by foreign bank branches subject to
home regulations. On the other hand, regulators offering relatively fa-
vourable conditions to firms falling under their jurisdiction will im-
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prove the odds of firms they regulate expanding into foreign markets,
while encouraging foreign banks to enter through host-regulated sub-
sidiaries (or, if possible, branches) rather than home-regulated
branches.

These insights, plus the assumption that a national regulator’s own
well-being depends on the extent of the banking industry falling under
its jurisdiction, lead to the conclusion that relatively heavy-handed reg-
ulators operating in a free-trade-in-banking zone will suffer some loss
of their regulatory “market share” unless they take steps to make their
regulations no more burdensome than those of other national regula-
tors within the zone. In consequence, national regulations throughout
the zone will eventually come to resemble the particular national regu-
lations embodying the least “net regulatory burden” when free trade in
banking was first implemented. Applied to the European free trade
zone, for example, this view suggests that bank regulatory regimes
throughout Europe will come to resemble more-and-more the relatively
low-burden regimes present at the onset of 1993 in Germany, Luxem-
bourg, the United Kingdom, and the Netherlands (Swary and Topf
1992: 445-6), with Italian, Spanish, and Greek regulatory authorities
having to undertake the most extensive deregulations to preserve their
regulatory market shares."”

Applied to North America, Kane’s model of competition among na-
tional regulators suggests that real free trade would eventually lead toa
North American regulatory regime more like the present Mexican re-
gime than like the one presently in place in the U.S. —without statutory

17 Luxembourg already functions as a kind of safe haven from banking
regulations, with foreign banks accounting for 87 percent of all bank assets
there. This is only slightly less true of the U.K., 83 percent of the banking
assets of which are foreign owned (Kaufman, forthcoming: 20). Our
prediction is that these percentages will continue to grow in consequence of
the single banking license, unless regulations in other European countries
are reduced. By way of contrast with Luxembourg and Britain, only 25
percent of U.S. bank assets are foreign owned, despite New York City’s
preeminence among world financial centres (Ibid.).

On the other hand, it is rather puzzling that foreign banks have accounted
for only a small fraction (4 percent in 1987) of bank assets in Germany,
despite that country’s relative lack of burdensome regulations and
restrictions on foreign entry (Neven 1990: 158-59).
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reserve requirements on banks and without barriers to either product or
geographic diversification. Under real free trade, U.S. regulatory au-
thorities would face a continued threat of invasion of the U.S. market by
Mexican and also by Canadian banks if they failed to take steps to re-
duce the regulatory burdens imposed on U.S. banks to levels consistent
with burdens implied by Mexican and Canadian regulations. Mexico in
particular might then come to play a role for North American banks
similar to that played by Delaware for U.S. corporations, by Hartford,
Connecticut for insurance companies, and by Liberia for trans-oceanic
shipping.'®

What Kane calls “competitive reregulation” is likely to be the most
important consequence of real free trade in banking — a consequence far
outweighing in importance the consequences stemming from mere
changes in domestic- versus foreign-bank market shares under given
national regulatory regimes. Under the right circumstances, competi-
tive reregulation can be relied on to promote an optimal regulatory
structure, consisting of private (and perhaps also) government-based
regulations, by weeding-out those regulations that fail to enhance the
overall efficiency of banking services. NAFTA, however, precludes
competitive reregulation and its potential benefits to consumers of
banking services by preserving national regulators’ territorial monopo-
lies. Its “national treatment” policy amounts to a form of national regu-
latory protectionism (cf. Kane 1987: 123, 127).

Whether NAFTA deserves criticism for this depends, of course, on
whether the “right conditions” are in fact present for real free trade to
give rise to an optimal North American regulatory regime, or at least to
one superior to the regimes left in place under pseudo free trade. The
necessary conditions are (1) the absence of substantial regulatory subsi-

18 At present many U.S. banks avoid domestic regulatory restrictions by
establishing branches in the less-regulated systems of the United Kingdom,
Hong Kong, the Bahamas, and the Cayman Islands (Kaufman, forthcoming;:
17). The branches can then offer their "cross-border" services, including
some retail services, to U.S. customers. But like French wine available in
France only, these services are unlikely to be enjoyed by the mass of U.S.
consumers. Under the proposed home-regulation scheme, a U.S. bank could
establish a Mexican subsidiary, which could then offer its services directly
and conveniently to U.S. consumers through U.S. branches.



192 Money and Markets in the Americas

dies to domestic or foreign banks and (2) the absence of any significant
externalities within the market for banking services.

Subsidies

The net regulatory burden borne by any bank is equal to the gross bur-
den of restrictive regulations minus the value of any regulatory subsi-
dies financed by other banks or by non-bank taxpayers. By offering
subsidies to regulated firms under their jurisdiction, regulators can pre-
serve or extend their regulatory market share while preserving ineffi-
cient and harmful regulations. Regulatory subsidies thus undermine
the tendency of interregulatory competition to eliminate burdensome
and inefficient regulatory restrictions (Kane 1987: 112, 132). When re-
sorted to in a free-trade context, such subsidies can be viewed as an in-
stance of what is often termed “unfair” international competition, with
domestic regulators expanding their shares in foreign banking markets
by using taxpayer- as well as bank-funded subsidies to “dump” ineffi-
cient domestic regulations abroad. This tendency is compounded if for-
eign-country depositors respond rationally by favouring banks
subsidized at foreign taxpayers” expense to ones subsidized by means
of their own tax payments.19

Regulatory subsidies in banking typically take one of three forms:
subsidized central bank lending, subsidized deposit guarantees, or sub-
sidized settlement facilities. All three kinds of subsidies might be used
to promote the foreign operations of domestic banks and to encourage
foreign banks to join domestic regulatory arrangements by entering
through host-regulated subsidiaries rather than through home-regu-
lated branches. In Mexico, for example, U.S. bank branches offering de-

19 George Benston (1992: 206) argues in favour of free trade in banking "even
when foreign banks are subsidized by their taxpayers, and hence have an
advantage over domestic banks. Domestic consumers benefit from these
subsidies, much as they benefit from any subsidies paid for by others." The
"others" might, however, end up being us (meaning U.S. taxpayers), since
the subsidies might well be ones going from U.S. taxpayers to U.S. banks
abroad. Benston's argument also seems to overlook the harm subsidies in
any direction might do in the long-run by short-circuiting the process of
competitive reregulation.
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posits insured by the FDIC while also having access to the Federal
Reserve's discount window might, other things being equal, have a
competitive advantage over rival Mexican banks, which do not have ac-
cess to any similar discount facilities® and whose deposits are unin-
sured. Under the circumstances, U.S. banks operating in Mexico might
attempt to outcompete their Mexican rivals for depositors by holding
higher proportions of more lucrative as well as riskier assets, extending
their (and their regulators') market shares, despite and in part because
of their greater regulatory overhead. The same subsidies, plus access to
subsidies that may (despite recent reforms) still be implicit in Fedwire,
could be used to encourage Mexican banks to enter the U.S. through
host-regulated branches rather than home-regulated subsidiaries.

The most straightforward solution to the problem of regulatory
subsidies is simply to eliminate the subsidies altogether, or atleast deny
them to foreign banks” domestic subsidiaries and to domestic banks’
home-regulated foreign branches. For example, U.S. subsidiaries of
Mexican and Canadian banks could be prevented from offering and ad-
vertising FDIC insurance on any of their deposits, though they might
nonetheless be allowed to keep uninsured deposits under $100,000 for
anyone willing to have such deposits.?! (In fairness of course uninsured
subsidiaries and foreign bank branches should also not be required to
pay any deposit insurance premiums.) Mexican and Canadian bank

20 At three times the market rate of interest on short-term Mexican Treasury
notes (“cetes”), the rate charged by the Bank of Mexico for overnightloans to
banks that have overdrawn their clearing accounts embodies no subsidy at
all (Garber and Weisbrod 1992: 37n15).

21 In contrast to this, the International Banking Act requires foreign bank
subsidiaries to participate in the federal deposit insurance plan, while the
Foreign Bank Supervision Enhancement Act of 1991 prohibits new foreign
bank branches from having any retail deposits of under $100,000. The latter
policy is contrary to both the national-treatment and the home-country
treatment (free trade) principles. Under real free trade, foreign branches
would be excluded from any host-country deposit insurance scheme, but
would nonetheless be allowed to accept deposits, including small retail
deposits, on the same terms as are applicable in their home countries. The
depositors themselves would, of course, bear any risk associated with
holding uninsured deposits, as holders of offshore deposits of U.S. banks
must do at present.
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subsidiaries could also be denied access to Fedwire or to the Federal Re-
serve’s discount window, or could be given discounts only at genuine
penalty rates.”? In turn, restrictions could be placed on transfers of funds
to Mexican and Canadian branches of any domestic banks indebted to
the Federal Reserve, in the same way that restrictions are presently
placed on transfers of funds from banks to their holding companies.”

Fortunately, many of these desirable restrictions on regulatory sub-
sidies are already in place in North America. For example, deposits at
foreign branches of U.S. banks and Canadian banks are not insured, and
Mexico does not have deposit insurance. Mexican banks as a whole also
do not benefit from any low-interest central bank loans or discounts.
Furthermore, U.S. and Canadian deposit insurance schemes do not in-
volve any overall subsidy to the U.S. or Canadian banking industries,
and therefore cannot be said to give U.S. or Canadian banks considered
as a whole any advantage over their foreign counterparts. Banks seek-
ing to cross North American borders are therefore unlikely to be enticed
by regulatory subsidies into choosing an operating form —host-regu-
lated subsidiary or home-regulated branch — different from what they
would have chosen in the absence of any such subsidies. In short, the
problem of regulatory subsidies, viewed as something that might per-
vert the outcome of free trade in banking, is something of a red herring:
although in theory subsidies could undermine the process of regulatory
competition, in practice they are unlikely to do so.

Externalities

If financial-market transactions involve externalities—that is, if the
transactions impose costs on or reward benefits to persons apart from
those directly involved in them —then free trade in banking cannot be
relied on to preserve desirable financial-market regulations. More spe-
cifically, if some of the costs stemming from decisions made by bankers
and their clients are being borne by persons other than the bankers and

22 France, for instance, does not let foreign banks participate directly in
Sagittaire, its net-settlement system for cross-border payments.

23 Cf. sections 23A and 23B of the Federal Reserve Act, as amended by the
Banking Act of 1987.
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clients themselves, unfettered competitive reregulation is likely to re-
sult in inadequate regulations that maximize net private benefits from
bank-related activities (gross private benefits minus internal costs only)
instead of maximizing net social benefits (gross private benefits minus
internal as well as external costs).

Critics of free trade in banking insist that banking transactions can
in fact involve important external costs. Such costs can arise whenever
an individual bank is suspected of insolvency or whenever an individ-
ual bank fails to meet its net interbank settlement obligations. Either
event can lead to so-called contagion effects. The perceived insolvency
at one bank that causes its depositors to stage a run on it may cause de-
positors at other banks to run on them as well, on account of the fear that
those banks may also be insolvent. Also, the failure of any one bank to
meet its settlement obligations may cause other banks to default on their
obligations, because they had depended on the first bank to supply the
means needed to pay their own interbank dues. Either way, a “chain re-
action” of bank failures can result, placing the banking and payments
system as a whole at risk (Baltensperger and Dermine 1990; Key and
Scott 1992: 36; Benston 1992: 202; Laub 1991: 22).

This perceived risk of system wide or “systemic” failure has led
many theorists and policy makers to reject a policy of real free trade in
banking along with its requirement that foreign banks be subject to
home-country regulations only. According to these experts, instead of
leading to the emergence of an optimal regulatory regime, free trade
would support regimes lacking prudential controls needed to check
and contain systemic risk. Failures of foreign banks subject to inade-
quate controls and constraints by their home-country regulators could
then pose a threat to the entire host-country banking system even if
host-country regulations were themselves adequate. Worse still, inter-
national regulatory competition would tend to punish those national
regulators who maintained adequate prudential controls while reward-
ing those who failed to do so (Pyle 1987; Neven 1990: 160). Competitive
reregulation would, in the words of former Fed chairman Arthur Burns,
end up being mere “competition in laxity.”

The desire to avoid competition in laxity is supposed to justify im-
pediments to genuine free trade in banking. These may involve (1) sup-
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plementing the principle of home-country regulation with a list of
certain “minimal” prudential regulations to be enforced throughout the
trade zone, as the European Community has done; or (2) rejecting
home-country regulation in favour of host-country regulation, as is
done by NAFTA. The latter approach becomes essential if countries
within the trade zone are unable to agree on “minimal” necessary pru-
dential regulations. Countries convinced of the need for more strict reg-
ulations than ones involved in the banking systems of their trade
partners must then insist on national treatment as a way to limit their
banking systems' exposure to systemic risks inherent in the less-regu-
lated banking systems of their trading partners (Key and Scott 1992:
51-2; Laub 1991: 27).

“Essential” prudential regulations are supposed to include such
things as portfolio (activity) restrictions, minimum reserve, liquidity,
and capital requirements, government deposit insurance, and cen-
tral-bank lender-of-last resort guarantees. If the arguments against real
free trade in banking are valid, some or all of these regulations ought to
be capable of rendering banking systems subject to them less exposed to
systemic risk than other, less regulated systems. Experience suggests,
however, that the truth is more nearly the opposite: that many so-called
prudential regulations expose banking systems to more rather than less
risk of systemic failure.

Systemic risk: fact versus myth

In examining claims about systemic risk and regulations needed to deal
with it, the first inquiry that needs to be undertaken is one concerning
the actual historical record of system-wide banking crises. Conven-
tional thinking about systemic risk in banking would have us believe
that contagion effects posing a threat of systemic failure have been a
common phenomenon in fractional-reserve banking systems, and espe-
cially in systems characterized by low-levels of “prudential”
government regulation.

Experience deals a crushing blow to this popular conjecture, by
showing contagion effects to be quite rare, with the most notable in-
stances of contagions occurring in the heavily regulated U.S. banking
system. In a recent survey of U.S. experience, George Kaufman (1994)
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concludes that bank-run contagion effects occurred only on three or
four occasions prior to the founding of the Federal Reserve System in
1913, and that these contagions were regional ones only, posing no sys-
temic threat. The only genuine system wide bank runs in the United
States occurred on the Federal Reserve’s watch, during the first months
0of 1933; and these were due more to fears that Roosevelt intended to de-
value the dollar than to any actual loss of confidence in the banking sys-
tem (Wigmore 1987). As for contagions linked to default in interbank
settlements, these remain a purely hypothetical notion, though one
whose real occurrence has become more rather than less likely thanks to
government intervention involving implicit guarantees of payment fi-
nality (Kane 1992).

Other countries” experience of systemic banking crises has been
even more limited than that of the United States, despite failures of and
runs upon many individual banks (Selgin 1994, Saunders 1987). All
told, the evidence strongly suggests that bank customers are after all ca-
pable of distinguishing banks that are really in danger of becoming in-
solvent from ones that are not: actual bank runs have for the most part
been neither irrational nor particularly ill-informed.

Common sense would suggest, furthermore, that panic is if any-
thing particularly unlikely to spread contagion-like from a troubled for-
eign bank to its domestically owned and regulated rivals, because the
assets of foreign banks are likely to be more diverse than and otherwise
different from assets held by most domestically based banks, and be-
cause banks with foreign operations tend to be relatively large and well
capitalized (Baer 1990), and therefore less prone to failure. Thus if U.S.
depositors can detect a difference between Continental Illinois and
other U.S. banks (including other banks with substantial uninsured off-
shore deposits), as they appear to have done in April 1984 (Saunders
1987: 218), then they should be even more capable of detecting a differ-
ence between a U.S. branch of, say, Banamex and its U.S.-based counter-
parts. The experience following the Mexican banking and debt crisis in
1982 supports this view. Even though U.S. banks tried not to reveal their
sovereign exposure, investors had no difficulty telling which banks
were actually involved in the crisis, causing the equity values of those
banks alone to fall without altering equity values of unexposed banks
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(ibid.: 225). Presumably depositors would have made the same sort of
distinction between actual Mexican bank branches operating in the
United States (had any existed at the time) and offices of U.S. banks.

The international evidence also suggests something else that is
quite contrary to conventional thinking about systemic risk: this risk ap-
pears greatest in more heavily rather than less heavily regulated bank-
ing systems. Although it was more heavily regulated than many other
banking systems, the 19th century U.S banking system seems to have
been exceptionally crisis-prone, while some practically unregulated
systems of the same era, like those of Canada, Scotland, and Sweden,
were more-or-less crisis-free (Selgin 1994). Today much the same pat-
tern remains apparent, notwithstanding the increase in regulations
worldwide. The still-heavily regulated U.S. system, now supposedly
“strengthened” by a central bank, the Glass-Steagall Act, and deposit
insurance, continues to be wracked by crises, and home to many of the
most fragile banks in the world, while less-regulated systems with less
extensive “safety nets,” including the network of Eurodollar banks and
the banking systems of Germany and Canada, support some of the
world’s safest and strongest banks. Those fearing “competition in lax-
ity” as a by-product of free trade in banking seem blind to this obvious
fact, as well as to the reason underlying it, namely, that banking systems
are on balance weakened instead of strengthened by government regu-
lations, including so-called prudential regulations (Selgin 1989,
Benston 1991, Kane 1992). Reserve requirements and branching restric-
tions hamper banks” ability to diversify their assets and liabilities while
reducing their flexibility in meeting crises, while deposit insurance and
central bank lending facilities invite excessive risk taking. Barriers to
genuine free trade in banking themselves are an important cause of fra-
gility in the world banking system, because such barriers limit stronger
banks’ ability to diversify on a worldwide basis while protecting the
home markets of relatively weak, inefficient, and underdiversified
banks. As Kane has observed (1992: 258), regulatory authorities and
other opponents of real free trade in banking simply “fail to see that
globalization is strengthening the financial system’s immune systems
in important ways.”
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The upshot of all this is that real free trade in banking will enhance,
not reduce, the safety of banking arrangements exposed to it. Real com-
petition from foreign banks will promote safer banking all around, by
weeding-out weak banks as well as harmful regulations, “prudential”
or otherwise, while allowing stronger and safer banks to offer their ser-
vices to a larger set of consumers.

Conclusion

NAFTA reduces some important barriers to North American free trade
in banking, but stops well short of establishing real free trade, especially
by insisting on the national treatment of foreign banks. A far better ap-
proach, and one much more consistent with genuine free trade, would
subject foreign banks to home-country regulation only, thereby hasten-
ing the process of deregulation. Although some writers claim other-
wise, such deregulation would represent unmitigated progress,
resulting in a North American banking system both safer and more effi-
cient than any of the three systems in place today. For this reason real
free trade in banking—whether unilateral, North American, or
worldwide —remains a policy ideal worth striving for.
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CHarrER 13

Applying Monetarism:
What Have We Learned?

Juan Andrés Fontaine'

HE MONETARIST SEA HAS BECOME DEEP ENOUGH to include many dif-
ferent currents. I will concentrate my analysis on what I see are the
crucial tenets of monetarism for the design and implementation of mon-
etary policy. These are the beliefs that (1) price stability is the main goal
of macroeconomic policy, (2) inflation is “always and everywhere a
monetary phenomenon,” whose cure depends on appropriate mone-

1 The author is Chief Executive and Partner at Fontaine y Patl Consultores
Asociados and a Professor of Economics at the Instituto de Economia at the
Universidad Catoélica de Chile. He served as Director of Research at the
Central Bank of Chile, participating on Chile's Monetary Policy Committee
and helped draft the new central bank law.

This article is adapted from a speech given at the Cato conference,
“Monetary Arrangements in the Americas After NAFTA,” held in Mexico
City on May 25-26, 1994.

Iam very grateful to Francisco Rosende for his very helpful comments. As
usual, the views expressed here (and any remaining errors) are my
responsibility.
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tary treatment, and (3) price stability is best served by a rules-based
monetary policy.

This chapter reviews the current standing of these three basic prop-
ositions in light of the recent Latin American experience, as well as their
implications for future monetary policy. No attempt is made to discuss
the very rich theoretical foundations of monetarism. I was trained in the
monetarist tradition. I learned to admire the depth of the theoretical
analysis of the monetarist school. I am convinced that the monetarist
doctrine provides an enlightening guide to monetary policy in the real
world. But I also think its precepts cannot take into account all the com-
plexities of actual policy making. The standard monetarist prescrip-
tions have become an unavoidable ingredient of the policy making
cocktail, but surely not the only one.

Price stability as the goal

Monetarists are known in Latin America and elsewhere for their aver-
sion to inflation. The term “monetarism” in Latin America is often used
to characterise such a policy stance, perhaps because it has typically
been incarnated by the International Monetary Fund in its feared “ad-
justment programs.” There were times, not long ago, in which inflation
aversion was highly controversial, and the monetarist preachers
formed a combative minority. But times have changed, and nowadays
this chapter of the monetarist gospel has achieved widespread respect
and support.

In the old days price stability was thought to be inconsistent with
economic growth. Rigid economic “structures” were seen as the cause
of inflation in a growing economy.” Inflation had the advantage of facili-
tating relative price changes and helping achieve full employment. The
attempt to stop inflation through monetary means was linked to a “so-
cial cost” that outweighed any “social benefits” it might produce. Typi-
cally income redistribution and the reduction of unemployment had to
take precedence as policy goals over disinflation. The latter could only
be attained very gradually over time. Of course, this view was instru-

2 On “structuralism” see Little (1982).
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mental for politicians interested either in the proceeds of the “inflation
tax” or in the electoral rewards of the “populist” business Cycle.3

Over the last 10 or 15 years these views have changed dramatically.
Experience showed in country after country that the monetarist warn-
ings against a benevolent view of inflation were right. Inflation served
as a useful lubricant of economic growth only as long as it came as a sur-
prise. But as expectations of future price level changes begun to be ad-
justed, as people become to expect populist behaviour on the part of
governments, inflation had to climb to ever increasing heights to per-
form its role. Chile got to the verge of hyperinflation in 1973-75 and had
to turn back through a painful, but ultimately successful, stabilization
program. Later on, in the mid-1980s Bolivia underwent a similar experi-
ence, only that this time hyperinflation was already there, and its cure
was also harsh and quick. In the late eighties Mexico joined the club, to
be followed by Argentina, El Salvador, Peru, and others in the early
nineties. Of the largest countries, Brazil and Venezuela have both expe-
rienced the duress of high inflation without them being yet capable of
tackling it, while Colombia has followed a less spectacular gradual dis-
inflation from moderately high levels.

These experiences have taught Latin American policy makers —the
hard way — that there is something worse than the social costs of stabili-
zation, namely, the social costs of populism. Economic thinkers, politi-
cians, technocrats and, more importantly, “public opinion,” have
embraced the monetarist aversion to inflation. Preserving “macroeco-
nomic equilibrium” has become a border condition of all economic pol-
icy proposals. Achieving some sort of price stability has become the
centrepiece of macroeconomic programs. One would listen, for exam-
ple, to a Bolivian presidential candidate stressing the need to get annual
inflation below 10 percent in a country whose per capita income is still
18 percent below its 1980 level. Similar statements are heard from (suc-
cessful) politicians all over the region, including Argentina, Chile, and
Peru. Suddenly combating inflation has become popular: the monetar-
ist goal is being endorsed enthusiastically by politicians and policy
makers throughout Latin America.

3 See Dornbusch and Edwards (1990).
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Before turning to the discussion of the policies applied to tackle in-
flation, let me add a few words about the causes of this change of mood.
I see three causes. The first has already been mentioned: the traumatic
experience of high inflation and its painful cure. And for this purpose
not only one’s own experiences are most valuable, but also those of
one’s neighbours. For example, for the Chilean economic team starting
in 1990, after the 1989 election that put an end to the Pinochet era, op-
posed as they were to that government’s policies, the failure of the pop-
ulist attempts by President Alfonsin in Argentina and President Garcia
in Peru seem to have been extremely instructive.

The second reason is that stabilization policies in Latin American
economies have been implemented together with deep structural re-
forms that have opened and liberalized those economies. Inan open and
free economy populism is punished much faster than in the closed and
controlled economies of the old days. Exchange and interest rates reveal
inflationary expectations almost instantly. Elsewhere I have told how,
in my view, in Chile the “rebellion of the money desks” was able to de-
rail a dangerous turn to populism during the “debt crises” (Fontaine
1993). To this purpose the elimination of price controls has also been
useful, as well as—and surprisingly so—the introduction of wide-
spread indexation. In Chile most long-term bank loans are indexed to
the price level so every CPI increase is directly felt in their pockets by
mortgage and other debtors with the corresponding political outcry: fi-
nancial indexation has eradicated money illusion.

The third and final cause of the current popularity of stabilization
policies may be a weaker and less permanent one. Current stabilization
episodes have been fortunate to count with large capital inflows and the
corresponding appreciation of domestic currencies. This feature of re-
cent Latin American stabilizations has created an initial boom in con-
sumption that has no doubt helped to enhance their popularity. Recent
events in Mexico and Argentina cast some doubts about the durability
of the support to stabilization policies as the consumption boom starts
to recede.

The current anti-inflationary stance in Latin America and else-
where is a clear triumph of the monetarist school. Price stability is now-
adays the main goal of macroeconomic policies in many countries. The
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definition of price stability, of course, varies. In the most advanced in-
dustrial countries, the achievement of zero inflation— that is, true price
stability — timidly starts to show up in policy discussions. In “emerging
economies” the discussion is about the speed of the convergence to in-
dustrial countries inflationary levels —that is, ultimately, to zero infla-
tion as well. In this respect, at least, I see a future monetarists will enjoy
and justly feel proud of.

Money, deficits, and inflation

Three decades after the debate over the monetary origin of business cy-
cles was revived by Milton Friedman and the Chicago School, the issue
seems fairly settled. Inflation is indeed the consequence of excessive
monetary growth; no stabilization program can succeed without con-
trolling and reducing the rate of growth of the supply of money. The
theoretical foundation for this assertion stems from the ancient and re-
vered quantity equation, MV=PQ. The empirical support, in turn, was
drawn from numerous “monetary histories” that followed the seminal
Friedman and Schwartz (1963) work. The evidence comes also from sta-
bilization experiences in LDCs. This finding though, important as it is,
does not tell the whole story.

The direct cause of inflation is excessive monetary growth, but,
from the perspective of economic policy, to learn and control the causes
of monetary growth is crucial. Experience in Latin America suggests ex-
cessive monetary growth, and thus inflation, are typically a symptom of
the inability of the political system to check a tendency toward excessive
spending — or, what is the same, of insufficient savings.

The problem has traditionally been located in the public sector.
Monetarists in Latin America came fairly soon to the conclusion that the
typical source of monetary expansion was the financing by central
banks of high and persistent fiscal deficits.* The closing of the window
for central bank financing to the public sector became a top priority in
stabilization programs. In Chile a reform of the statutes of the central
bank that prohibited it to grant loans to the public sector or buy public
debt was one of the initial measures of the stabilization program of the

4 See, for example, Harberger (1963).
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mid-1970s. This precept was subsequently incorporated to the Consti-
tution of 1980 and to the new Central Bank law of 1989. Stabilization ex-
periences in Argentina, Bolivia, Mexico, and elsewhere have also
introduced some limitations to deficit financing by the printing press.

The mere closing of the central bank window, though, does not con-
clude the work. The experience of Argentina in the early 1980s, for ex-
ample, illustrates well the point. A high fiscal deficit, when financed in
the capital market, can also cause inflation. In an open economy, the
government can typically finance its deficit in the international capital
market. Governments have obvious advantages over the private sector
in tapping official and private sources of external financing. If the initial
level of foreign debt is considered low and the country is seen as reason-
ably stable and well managed, this expedient can be used repeatedly for
a relatively long period of time. At some point, however, international
markets will become worried about the accumulation of excessive debt
and start charging higher interest rates or rationing additional financ-
ing. Beyond this point the government in deficit has two alternatives: ei-
ther eliminate the deficit or resort to the domestic capital market. The
latter option sounds less costly, but has the disadvantage of inducing an
increase of real interest rates and the usual “crowding-out” of private
spending. A weak central bank can then easily succumb to political
pressures and fight the increase in interest rates through monetary ex-
pansion. The attempt would of course in the end be futile, resulting only
in inflation and currency devaluation.

The moral of the above story is that to control the money supply and
inflation it not only is necessary to cut the financial link between a cen-
tral bank and the rest of the public sector, but to eliminate the fiscal defi-
cit as well. All stabilization programs are now directly aimed at that
objective. However, the elimination of the fiscal deficit again does not
do the full job. To me, that is the most important lesson the Chilean expe-
rience of 1979-81; namely, that excessive spending on the part of the pri-
vate sector can also be very dangerous and in the end lead to inflation.

The Chilean case is interesting because at the time Chile had already
applied a successful stabilization program that had brought inflation
down to about 30 percent per year from nearly 400 percent in 1975. This
resulthad been achieved through a severe fiscal adjustment that had not
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only eliminated the high deficits of the early 1970s (equivalent to 24 per-
cent of GDP in 1973 and 8 percent in 1974), but had managed to create a
surplus of 3.5 percent of GDP in 1979-81. Despite this auspicious devel-
opment, a severe macroeconomic imbalance showed up in a rapid dete-
rioration of the current account deficit, which in 1981 reached the
equivalent of 14 percent of GDP. Adverse external shocks did play an
important role in the process, but there is no doubt that it also was the
consequence of an excessive expansion of private expenditure in con-
sumption and investment.

The point is that once the economy moved into a situation of excess
aggregate spending, real interest rates went up and external debt
started to increase very rapidly. As in the Argentine case, beyond some
point overindebtedness led to the debt crisis. Then, only a prompt elimi-
nation of excess spending would have avoided an upsurge of inflation.
This action would have required either very high interest rates—to re-
strain private expenditure —or a counterbalancing additional fiscal ad-
justment. In practice both policies were attempted with different
degrees of intensity between 1981 and 1984. But those efforts were not
severe enough because of the weak state of the economy in general and
of the financial system in particular. The central bank had to reluctantly
tolerate some increase of inflation and provide the necessary monetary
expansion to this end.

The conclusion is that inflation, although being the direct conse-
quence of monetary expansion, has as its ultimate cause an excess of ag-
gregate expenditure over the sum of income plus “sustainable” net
external financing. The source of the excess quite often can be found in
fiscal policies, but the problem can also originate in the private sector.
Excess spending can be temporarily “parked” (as Arnold Harberger is
fond of saying) abroad in the form of a high and unsustainable current
account deficit, or in the domestic market by accumulating a high level
of public domestic debt and putting upward pressure on real interest
rates. But ultimately it will find its way toward higher inflation, with the
diligent help of a weak central bank.”

5 This view is close to the inflation-tax approach that sees inflation as
determined mainly by the fiscal deficit (Sargent 1990, for example), but
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This conclusion has important implications for stabilization poli-
cies. First, the elimination of fiscal deficits may be a necessary condition
for stability, but not a sufficient one. At times an excessive private
spending expansion may call for a fiscal surplus. I have been asked
many times why Chile still has inflation rates of around 10 percent per
year despite having solved the fiscal deficit problem long ago. The an-
swer is, I think, that private consumption and investment have been
persistently very strong, fostered by good expectations and a moderate
fiscal impulse. The central bank, on the one hand, has been unwilling to
“park” abroad too large a fraction of such excess spending out of the
fear of a rerun of the 1979-81 imbalance. Therefore, it has in general
fought the resulting appreciation of the peso, with the enthusiastic sup-
port from export lobbies. On the other hand, it has also been unwilling
to let interest rates rise all the way to choke off the excess spending and
risk a recession, although on occasions it has acted pretty tough in that
direction. Thus, the central bank has chosen a “middle-of-the-road” ap-
proach that has implied the monetary validation of some (hopefully de-
clining) inflation.®

The second implication of this view of the inflation process is that
the only true and definitive solution to inflation is to correct its ultimate
roots, that is, to adjust expenditure (both private and public) to potential
income plus sustainable foreign financing. In the meantime the parking
abroad of the excess spending can create a misleading, temporary situa-
tion of price stability. The counterpart of this situation is a dangerously
wide current account deficit and an overvalued real exchange rate. But
such stability is not stable. In the end the excess spending will have to be
carried home and become an inflationary pressure. This seems to char-
acterize the factors behind the recent exchange-rate collapse of the peso

instead of focusing only on the intertemporal fiscal budget constraint, it
extends the analysis to the whole economy’s intertemporal budget
constraint.

6 Therefore, in Chile moderate inflation plays the role of curbing aggregate
demand so as to eliminate, ex-post , any excess of spending over income plus
the current account deficit consistent with the prevailing real exchange rate.
The contractionary effect of inflation over aggregate demand is due to
imperfect wage-indexation and good indexation of the tax base.
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in Mexico. Stability is only stable when it is the consequence of the ter-
mination of excess spending in the sense defined above.

Finally, this termination is very much related to the speed that one
can reasonably bring down inflation and the nature of the correspond-
ing policy measures. If the problem is one of excessive growth in con-
sumption or investment, one cannot expect to see results too soon. Of
course, the stabilization process will depend very much on the nature of
the inflation problem. Hyperinflations, being typically driven by expec-
tations, can be stopped fairly quickly. But protracted, chronic inflations,
either high (as the Brazilian ones) or moderate (as the Chilean or Colom-
bian one) seem to need along treatment. Time has to be allowed not only
to control spending, but to create new and enduring habits of savings
among individuals, firms, and the public sector. Given all this, I think
one has to be sceptical about the stability of rapid stabilizations.

Regarding the measures needed to be included in a successful stabi-
lization package, the key in my opinion is that they all have to be consis-
tent with the ultimate objective of reducing the excess spending. Often
the only safe way to achieve this goal is at the same time to create the
conditions for a higher rate of economic growth. Excess spending is then
reduced by both controlling spending and expanding income. In most
“emerging economies” this approach means starting or furthering
structural reforms aimed at economic liberalization. Once that opening
isrealized, the scope of contractionary measures is severely limited. For
example, the use of high reserve requirements for reducing the rate of
monetary growth or for improving the “quasi-fiscal” deficit has the seri-
ous drawback of limiting the development of the financial market, a key
growth-fostering structural reform. Likewise, solving a fiscal deficit by
raising import tariffs or raising income taxes may end up causing more
harm than good, because such measures may have an adverse,
long-term impact on exports and savings. Other measures may have a
short-term adverse effect —widening the fiscal deficit— and yet have a
long-term positive effect on stability by generating economic growth
and narrowing the gap between expenditures and income.

To recapitulate, it is indisputable that the “structuralists” who
imagined all kinds of nonmonetary causes of inflation were wrong. The
monetarists won the debate: inflation is always a monetary phenome-
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non. Yet, behind such monetary phenomenon one typically finds excess
spending fostered or at least unchecked by weak governments. To
achieve price stability a solution has to be found to this problem. And,
alas, such a solution may very well be “structural,” but not in the sense
envisaged by the old structuralists. The structural reforms needed are
those capable of generating the right climate for economic growth.

The search for a good monetary rule

From the monetarist emphasis on price stability and stabilization as the
main goal for macroeconomic policy and on monetary overexpansion
asits main threat, it follows that monetary institutions have to be builtin
such away to prevent this risk. The crudest institution one can think is
one that ties the central bank to behave according to a fixed rule. Mone-
tarists, following the lead of Henry Simons (1936) and Milton Friedman
(1968), have come to support fixed rules for the conduct of monetary
policy against discretion.

The case against discretion is very strong. Friedman was right to
point out thatlong and variable lags make it almost impossible to apply
good “fine tuning” monetary measures. The experience of almost every
central bank is that the attempt to stimulate a depressed econ-
omy — given long and exasperating lags — typically ends with an over-
dose and the ensuing inflationary upsurge. Conversely, monetary
authorities tend also to overdo it when applying contractionary mea-
sures to slow aggregate demand and inflation. The public choice lit-
erature introduced an even more radical argument against discretion:
political incentives are seldom consistent with stabilization objectives,
and thus central banks may end up creating “political business cy-
cles” —an argument that is reinforced by the recent literature on the
“time inconsistency problem” and the political economy models of cen-
tral bank behaviour.”

On the other hand, the case for rules received a strong endorsement
from the so-called rational expectations revolution. In particular, Lucas
(1976, 1981) demolished the intellectual foundations of discretionary

7 On time inconsistency, Kydland and Prescott (1977) is the standard source.
Political economy models are studied, for example, in Cukierman (1992).
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fine tuning, arguing that only the reactions of economic agents to differ-
ent policy rules can be predicted using the economic way of thinking,
that is, assuming rational behaviour. Therefore, pure discretion yields
unpredictable results and cannot be employed for stabilization pur-
poses. To evaluate alternative macro policies, we would have to think in
terms of alternative policy rules.

The basic monetary rules favoured by monetarists are a fixed quan-
titative target for the money supply (the “k-rule”) and a fixed exchange
rate. These are fixed rules in the sense that they eliminate or minimize
central bank discretion. As will become apparent, the search for “rigid
rules” for the conduct of monetary policy has been the least successful
element of the monetarist credo. Still, such rules can serve as guiding
principles or criteria for the conduct of monetary policy.

Quantitative monetary rules

The first fixed-rule option — the k-rule —has not been seriously tried in
Latin America. IMF-supported adjustment programs, though, do in-
clude a rule that can be thought of as a close relative of the k-rule. The
IMF typically requires from central banks a commitment not to increase
the net domestic assets of the central bank above a certain limit. Under
certain conditions (limited international capital mobility), this restric-
tion is similar to a k-rule applied to the rate of increase of the monetary
base. IMF programs typically set quarterly limits to net domestic assets
in absolute terms, and derive those limits from the projected increase in
the nominal quantity of money using the MV=PQ framework.

The k-rule idea, although theoretically appealing, has failed in
practice.’ I see three sets of problems associated with the implementa-
tion of a k-rule.” One is the familiar one of finding a monetary aggregate
with a stable demand to subject to the k-rule. It is well known that to use
a k-rule for an aggregate whose demand is unstable would be directly
counterproductive in terms of price stability. Financial innovation has

8 For a discussion of these issues in the context of OECD countries, see
Bernanke and Mishkin (1992) and Goodhart (1989).

9 Poole’s classical model shows this to be prerequisite for a k-rule to be
optimal (Poole 1970).
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made it increasingly difficult to find such a stable-demanded monetary
aggregate. This is particularly true of Latin American countries under-
going drastic stabilization programs (that, if successful, lower the ex-
pected cost of holding money and thus raise its demand in a fashion
very difficult to predict) and, at the same time, liberalizing their capital
markets. In Chile, for example, M2 has increased from 11 percent of
GDP in 1970 to 30 percent of GDP in 1993. This increase has been the re-
sult of the lifting of interest and credit controls, the reduction of reserve
requirements, and the accumulation of financial savings—including
time deposits —by the new private pension funds that replaced the old
pay-as-you go social security system.10

The second set of problems is associated with the degree of control
the monetary authority has over the chosen monetary aggregate. Al-
though macro models may have the central bank as controlling mone-
tary aggregates, the truth of the matter is, as a former Chilean central
banker used to say, that they just do the monetary statistics. All “wide”
monetary aggregates are market determined with commercial banks
playing a key role. Central banks can influence their behaviour, for ex-
ample, via reserve requirements, but only very indirectly. Also, central
bank control of a monetary aggregate may be undermined by substitu-
tionaway from it. For example, nonbank liabilities may play a monetary
role in a free capital market environment. To some extent this argument
applies also to narrower monetary aggregates such as M1 and M0 or
currency.

This leaves only the monetary base as the monetary aggregate to be
monitored. In many Latin American countries, though, changes in the
monetary base are influenced strongly by changes in government de-
posits with the central bank. This is typically the case of countries re-
ceiving large foreign official grants (e.g., El Salvador and Nicaragua) or
that in general have large-sized public sectors. Control over the mone-
tary base in such cases depends very much on the central bank being
able to anticipate and offset movements in these deposits.

10 Financial deregulation also led to the abandoning of M3 targeting in
England (see Bernanke and Mishkin 1992).
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Even more important than the fiscal source of shocks on the mone-
tary base are abrupt changes in international reserves. Unless central
banks are willing to tolerate an absolutely clean float of the exchange
rate, such shocks will affect the monetary base through net purchases of
foreign exchange by the central banks. In the particular case of IMF pro-
grams mentioned above, the limit on the change of the net domestic as-
sets would yield an unstable monetary base, if international reserves
shocks are important and the central bank intervenes to stabilize the ex-
change rate. In the more general case of a monetary base k-rule, the cen-
tral bank will have to stand ready to sterilize any monetary impact of its
foreign exchange operations, so as to keep the monetary base on its
pre-determined path. This is not an easy thing to do from an operational
point of view.

The final set of problems associated to a k-rule are those related to
the correction of any deviation from the rule. After a given positive de-
viation, for example, how should the central bank react? Should it stick
to the pre-established level or aim at the stated rate of growth, thus al-
lowing some “base drift”? How rapid or gradual should a correction be?
All these are tough questions to answer, and they constitute the “bread
and butter” of the workings of an operating monetary committee. The
k-rule approach cannot answer them and unavoidably leaves the cen-
tral bank some discretion.

Fixed exchange rate rules

Aware of the drawbacks of the k-rule, Latin American monetarists have
turned to fixed exchange rules. Of course, to be credible they have to be
implemented within a currency board set of rules for monetary policy
that replicate the workings of the gold standard. Accordingly, central
banks would be allowed to increase the monetary base only to purchase
foreign exchange at a fixed rate against other currency (or basket of
them), and forced to sustain that rate through foreign exchange opera-
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tions. The best known current fixed exchange rate (FER) regime is the
Argentine since April 1991."

The beauties of a FER rule are many. The rule is clear, understand-
able, and publicly announced. It serves as a public commitment to price
stability on the part of both the monetary and the fiscal authorities. Any
deviation from it is politically and economically very costly: it creates a
crisis of confidence that typically forces out from their offices central
bank presidents, ministers of finance, and even presidents. It effectively
eliminates discretion, and thus achieves the monetarist objective of re-
moving that source of price instability. It actually amounts to the substi-
tution of a sort of computer for central banks and their expensive
bureaucracies. It is also operationally very simple: none of the defini-
tional and practical problems of k-rules is present with a FER rule.
Nominal exchange rate stability acts directly on inflationary expecta-
tions and on the price of traded goods. It also serves to foster interna-
tional trade and finance as proved during the classical gold standard.

Despite their appeal, evidence on the many recent experiments
with FER rules has not been good. The failure does not lie so much in the
theory of fixed exchange rates, but in the difficulties of establishing the
required, real-world institutions. In my view FER rules are subject to the
following problems.

First, the precondition of a currency board framework for monetary
policy is not easy to meet. In the Chilean experience of 1979-82, there
was no public commitment in that sense. Predictably, when in late 1981
several banks ran into trouble as a consequence of the high real interest
rates dictated by the “automatic adjustment” typical of such regimes
when facing capital outflows, the monetary authorities could not re-
frain from intervening as lenders of last resort. From then on, markets
were alerted that politically the FER automatic adjustment was not tol-
erable, and thus the days of the FER rule were numbered (Fontaine
1989, 1993). The Argentines have been more careful and enacted a law

11 In Argentina the central bank is legally responsible for keeping the exchange
rate fixed to the U. S. dollar. It is also legally prohibited from holding
domestic assets except certain foreign-denominated government bonds
(BONEX) and short-term liquidity loans to commercial banks, both of which
are subject to strict limits.
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stipulating the commitment of the central bank with a fixed rate and the
full backing of the monetary base with international reserves. Thus in
principle, no lender of last resort role is allowed to the central bank. This
led the Argentine government to tolerate an abnormal rise in interest
rates, tough fiscal measures and a sharp drop in output in order to keep
the regime afloat in the face of the financial crisis originated by capital
outflow shocks following the Mexican currency collapse —the so-called
tequila effect.

The second problem is that, in all cases I know, the introduction of
the FER has been initially unable to stop inflationary pressures in the
non-tradeable sectors. In other words, this difficulty stems from the
short-term rigidity of certain prices and wages. In the Chilean case this
rigidity has been connected with the prevailing practice of backwards
wage indexation. In Argentina the precaution was taken to forbid such a
practice. Nevertheless, in the three years of FER, Argentina’s CPl infla-
tion accumulated to around 50 percent, well above international levels.
The consequence has been a strong appreciation of the real exchange
rate, the widening of trade and current account deficits, and the loss of
competitiveness in export sectors. For small, open economies this may
mean a long stagnation, after an initial consumption boom.

The third problem is connected with the previous one. A gradually
appreciating real exchange rate provides a strong incentive for capital
inflows. External loans become cheap in real terms as compared to do-
mestic sources. Real asset prices and shares look cheap to international
investors. If at the same time the likely success of the stabilization pro-
gram or other policies (as happened both in Chile in the early eighties
and Argentina in the early nineties) lowers country risk perceptions,
capital inflows can become very large. The problem is that this causes an
equilibrium appreciation of the real exchange rate that can be accom-
plished only through further inflation (of non-tradeables). This appreci-
ation creates additional incentives for capital inflows, thereby giving
rise to a spiral of inflation-real appreciation-capital inflows-in-flation
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that only ends when the continuity of the FER starts to lose credibility.
The FER acts then as sort of subsidy to capital inflows."?

It may be argued that it would be irrational for international arbi-
tragers to continue pouring capital into a country that promises only
nominal exchange rate stability, instead of real exchange rate stability.
The point is that real exchange rate adjustments under a FER rule are al-
ways gradual. They are achieved through inflation differentials, and
thus allow plenty of time for investors to readjust their portfolios if they
come to expect a real devaluation. The dynamics of real devaluations
under a floating exchange rate regime is very different: devaluations
take place overnight and catch investors by surprise. The existence of
such risk provides an automatic control valve for capital inflows that is
absent from FER regimes."

The fourth problem is not, as the previous two, linked to the initial
stages of a FER regime. It points rather toward a more structural prob-
lem. In the presence of some price or wage rigidities, real exchange rate
adjustments are extremely slow under a FER rule: real appreciation
takes time and cause inflation; real depreciation requires deflation and
usually this is preceded by recession and high (often politically unbear-
able) unemployment. Then FER rules are an inefficient way of achiev-
ing price stability and a flexible system of relative prices. The problem is
more serious the larger the fraction of non-traded goods in GDP and the
higher the volatility of the equilibrium relative price of tradeable goods.
In turn, such volatility depends on the variance of terms of trade, auton-
omous shifts in investment and consumption, country risk-adjusted in-
ternational interest rates, and the supply of foreign financing.

The four aforementioned problems of a FER rule regime have to
weighed against its advantages. In the end, the choice of an exchange
rate regime should be a matter of cost-benefit analysis, and the evalua-
tion of such costs and benefits are very much determined by the specific
characteristics and circumstances of the country under analysis. For ex-

12 On the effect of FER on capital inflows, see Fontaine (1994) and De la
Cuadra-Valdes Prieto (1990).

13 Of course, the counterpart of this advantage of floating rates is their higher
volatility which presumably harms exports and investment.
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ample, it is perfectly justifiable that a country with a long and painful
experience of monetary mismanagement may choose a FER rule despite
its drawbacks. A country also may choose a FER rule if the proximity
with its trading partners and degree of openness significantly reduce
the share of non-traded goods in GDP, or if a country expects sufficient
access to foreign financing to accommodate terms of trade and other
shocks.

A case of bounded discretion:
Chilean monetary policy

The above analysis of the practical application of fixed rules seems to
lead to a defense of flexible, feedback rules. Some authors have come
out in favour of less rigid rules, by which the use of central bank policy
instruments would be linked to the observed level of certain variables in
a precise formula. The purpose of these feedback rules would be to pre-
serve some of the stabilization properties of good monetary policy,
while at the same time avoiding the dangers of discretion. For economic
model builders, of course, this is the only activist macropolicy that
survive Lucas’s critique.

Several recent contributions have stressed the advantages of rules
such as tying the money supply to the achievement of price stability, the
achieving of certain targets for nominal income growth or final sales, or
the adjusting of interest rates according to some function of deviations
of these variables from projected levels.'* Although these rules are pre-
sented as an alternative to discretion, in my view, they can only be inter-
preted as criteria orientating rational discretion. For model building
purposes they may be written as fixed feedback formulas. Butin a com-
plex reality (in which many shocks are simultaneously occurring, ex-
pectations changing, and lags are long and unpredictable), one cannot
think of them as useful rules. In other words, once one has admitted the
costs of tying the hands of the monetary authorities with fixed rules, it

14 See McCallum (1990), Stockman (1992), and Taylor (1993).
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would be irrational to follow oversimplistic, backward-looking feed-
back rules."

On the other hand, such rules can be reinterpreted as useful criteria
for guiding policy decisions. This is what may be called “bounded dis-
cretion,” that is, an institution for monetary policy that allows its au-
thorities to exert judgment and discretion within a well-defined set of
criteria.

A precondition for bounded discretion to work is having a central
bank that really cares about price stability. The best way yet known to
achieve this is by granting the central bank independence from the po-
litical authorities. Of course, this arrangement is not free of its own
shortcomings, but there is no better alternative available. In the next and
final section, I will return to the issue of central bank independence.

In Chile, the 1980 Constitution gave the central bank a status of in-
dependence.'® This status was further specified in the Central Bank Law
of 1989. This law follows the model of the Bundesbank, in the sense that
it frees the monetary authorities from any subordination to the political
authorities and, at the same time, gives them a very precise mandate. In
particular, both the German and the Chilean law state as their only ob-
jectives the safeguarding of the stability of the value of the currency (or
price stability) and the normal operation of the payments system. This
latter objective is associated with the prevention or cure of financial or
foreign exchange crises.

Monetary policy in Chile is thus legally constrained to fight infla-
tion and prevent major balance of payments imbalances. In principle,
no consideration should be given to other objectives (e.g., economic
growth and full employment), except as they indirectly affect inflation
or the balance of payments. The mandate to achieve price stability has
been interpreted by the central bank authorities as the gradual reduc-
tion of annual inflation from the 25 percent range of the mid-1980s to
“single digit figures” in the near term. By and large, the strategy has suc-
ceeded. During 1993 inflation was about 12 percent and fell to less than 9
percent in 1994, a remarkable achievement for a country whose historic

15 The point is stressed, for example, by McCallum (1993).

16 Onthe Chilean Central Bank Law, see Fontaine (1989) and Rosende (1993).
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inflation averaged 30 percent per year. The mandate to avoid bal-
ance-of-payments crises has been executed through the monitoring of
the current account deficit, so as to take appropriate measures to keep it
within a 2-4 percent range as a proportion of GDP. Since 1990 current ac-
count deficits have averaged about 2 percent of GDP.

Monetary policy is thus conducted with clear objectives in mind.
The Central Bank Law mandates the monetary authorities to state once
a year before the Senate their precise goals for inflation and the balance
of payments accounts for the following year. They also are required to
provide their macro assumptions (such as the rate of economic growth)
and indicate how they plan to achieve them."” The timing of this discus-
sion is defined to be coincident with the parliamentary debate of the fis-
cal budget. No formal approval of the central bank plans is required
from the Senate. Rather, the idea is to provide an opportunity for an in-
formal, but public, evaluation of the conduct of monetary policy. In
practice, however, the Senate has not showed much interest in actually
doing such evaluation, and monetary authorities are totally free to
choose their specific goals and instruments.

How does monetary policy pursue its twin goals of price stability
and balance-of-payments equilibrium?'® The central bank holds the
view that these two goals are at risk when real aggregate spending in-
creases above the potential output plus sustainable foreign financing. A
high real rate of growth of aggregate spending (consumption plus in-
vestment, both private and public) serves as an early warning of future
problems in one or both fronts. Thus, the real rate of growth of aggre-
gate spending serves as the key indicator that triggers monetary adjust-
ments as could be modelled by a feedback rule. Of course, actual
measurements of real spending come with some delay, so what really
enters the feedback rule is the expected growth of real spending. These
expectations are formed from a wide range of coincidental and leading
indicators (including monetary aggregates, trade figures, output fig-

17 In this sense, the Central Bank announcement stresses more goals than
targets, something that Bernanke and Miskkin (1992) find advantageous also
of the German and Swiss experience.

18 For a detailed exposition, see Fontaine (1991).
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ures, prices, the stock market, and even anecdotal evidence collected
from newspapers and at cocktail parties by open-eyed central bank offi-
cials. Also, the estimates of potential output growth and sustainable
current account deficits are debatable, subject to a significant margin of
error, and inherently unstable because of continuous domestic and ex-
ternal real shocks. The implied rule then is far from rigid and requires a
significant amount of (hopefully intelligent) discretion.

The intermediate target used to influence real aggregate spending
is real interest rates.'’ Specifically, the central bank conducts its credit
operations in such a way to achieve a given targeted real interest rate on
its 90-day paper. Operationally, this objective is reached by opening a
window at the bank to offer unlimited amounts of such paper at the tar-
geted price. In times of excess liquidity (due, for example to large for-
eign exchange purchases or large amortizations of central bank paper),
this window acts automatically to contract the monetary base. In times
of a liquidity crisis, either an automatic reduction of net sales of paper
by the central bank (gross sales through the window less amortizations)
solves the problem or some liquidity injection is needed through open
market operations or other means.

In most economies, real interest rates are not observable, so the first
thing one must clarify is how does the Chilean central bank estimate
them? In Chile this is possible due to the widespread use of CPI-indexed
financial assets. Virtually all bank deposits and bonds (including those
issued by the central bank) of maturities above 90 days (a regulatory re-
striction) are CPl-indexed. The precise indexation formula is probably
the closest real world counterpart to the Fisherian “tabular system.”*
Indexed securities are denominated in a unit of account called the UF
(which stands for Unidad de Fomento). The peso value of the UF increases

19 The terminology of goals, intermediate targets, and instruments can be
found in Bernanke and Miskkin (1992) and McCallum (1990).

20 The literature on financial indexation is surprisingly scarce. An exception is
Hetzel (1992) and corresponding references.
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daily according to the average daily inflation of the previous month.*'
The value is computed and published by the central bank using the offi-
cial CPI. The UF has been widely used since the mid-1970s and has sur-
vived unharmed serious financial crises and strong political pressures.

Because it is widely trusted, UF-denominated assets are seen as
fully protected from inflation, and their yields are taken to indicate mar-
ket determined real interest rates. Of course, this is only an approxima-
tion to the “true” real interest rate, because it is distorted by a (short) lag,
and different people probably have different reference price levels to
measure relevant real values. But this approximation is an extremely
good one. In fact, the Chilean capital market seems to use the UF as the
numeraire, and this explains why despite relatively high and variable in-
flation rates Chile has been able to develop the strongest and deepest
long-term capital market in Latin America.*?

The use of the real interest rate as a target for monetary policy was
introduced in Chile in early 1985 after experiencing with many other
policy rules, and was chosen despite the many suspicions it initially
raised among monetarist-leaning economists as myself. But in the end
we came to the conclusion that it was a practical policy tool, and evi-
dence since then proves it has worked well. The arguments made in the
previous section against the use of fixed monetary rules were, of course,
very relevant in the decision not to apply them in Chile. But an addi-
tional argument was that the existence of the UF made the demand for

21 Specifically, the peso value of the UF increases by exactly the previous
month's rate of inflation between the 10th day of every month and the 9th
day of the next month. These values are published by the Central Bank as
soon as the official CPI of the previous month is released. I know of no other
indexation scheme that follows so closely the current price level. Other
experiences in Argentina and Brazil have typically used one- or
three-month lags. The British indexed guilts are even less well-indexed:
they use eight-month lags (see Hetzel 1992).

22 Hetzel (1992) suggests that the U.S. Treasury issue nominal and indexed
bonds of identical maturities and the Fed use the “yield gap” as a market
indicator of inflationary expectations. In Chile, the UF has become so
dominant (because of its intrinsic merits as an inflation-free unit of value)
that it has driven off non-indexed paper from the market, except for
maturities of less than 90 days in which indexation is not allowed.
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narrow monetary aggregates even more unstable. In effect, in Chile the
opportunity cost of holding money is not as connected to the expected
rate of inflation as it is to the expected change in the UF. The fact that this
is determined by the always volatile one-month inflation rate makes
nominal interest rates and the demand for money fluctuate very signifi-
cantly from month to month (Fontaine 1991). This fact also explains why
amonetary policy directed to stabilize nominal interest rates would also
be very destabilizing in Chile.

On the other hand, the targeting of real interest rates is highly con-
sistent with the intermediate goal of regulating the rate of growth of real
aggregate expenditure. The basis for this is the perception that changes
in real rates of interest exert a powerful influence on private expendi-
ture in investment and consumption. The channels of influence can be
many: intertemporal substitution effects, wealth effects through stock
and bond prices, real exchange rate effects and expectational effects. Of
all these channels probably the most important is the last one. Changes
in real interest rates are a very efficient way monetary authorities can
use to convey information about the way they see the current state of the
economy, future trends in inflationary pressures and balance of pay-
ments conditions, and the resulting adjustments in the monetary policy
stance. In principle, this can also be done by announcing changes in
monetary targets, but their interpretation and evaluation seems much
harder than that of a relative price change, real interest adjustments.”

Real interest rate targeting has to be understood as a practical way
to implement a feedback policy rule aimed at regulating the rate of ex-
pansion of aggregate expenditure. This requires the target to be flexible,
that is, the central bank to stand ready to adjust it any time real aggre-
gate expenditure is perceived to be deviating from the projected course.
This is not easy to do for at least three reasons.

First, as mentioned above, monetary authorities have to act on the
basis of perceptions or expectations regarding real sector figures; they
simply cannot wait until all the hard data is collected and processed. So

23 This differs from Bernanke and Mishkin’s (1992) observation that central
banks tend to rely more on monetary targets when they want to convey a
tougher anti-inflationary message. Real interest rates have proved in Chile
an even better means of transmitting such a message.
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here there is a great deal of “art.” In Chile, something I have found very
useful is basing such perceptions and expectations on deviations of the
money supply (M1) from an estimate of the demand for money over the
previous one or two quarters. So here monetarism can be again of much
help.

Second, in an open economy, capital movements make it increas-
ingly difficult to manage interest rates. Changes in interest rates cause
large capital movements in precisely the opposite direction to the inten-
tions of the central bank (see Fontaine 1994). This has been the experi-
ence not only of Chile, but of most Latin American economies in recent
years. But despite this, the Chilean evidence shows that interest rates
can be sustained significantly above international levels in a relatively
open financial market. The counterpart of this in Chile has been a mas-
sive accumulation of international reserves in the hands of the central
bank, whose monetary impact has been carefully sterilized. This activ-
ity has a financial cost for the central bank that certainly has to be taken
into consideration. Alternatively the problem can be faced by allowing
some temporary appreciation of the real exchange rate, although an ex-
cessive one would go against the central bank’s objective of maintaining
a sustainable current account deficit. A final option is to introduce capi-
tal controls to stem capital inflows. All three options have been applied
in Chile and have succeeded in their immediate purpose, although at a
non-negligible cost.

The third difficulty in managing interest rates is more of a political
nature. Precisely because central bank induced changes in interest rates
convey a very clear message, they tend to be politically very sensitive.
Monetary authorities may then tend to try to avoid or postpone interest
rate increases or decreases. A rigid real interest rule is, of course, the
worst economic solution.

This brings us back to the issue of “bounded discretion.” The con-
duct of the Chilean monetary policy since 1985 has been essentially an
exercise in bounded discretion. Monetary authorities have been conve-
niently isolated from political pressures operating as an independent
central bank. Their objectives have been clearly stated in terms of price
stability, and they have directed their behaviour according to a set of
sensible and well-known criteria or, conceptually, a feedback rule. Po-
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litical independence, well-defined objectives, and transparent criteria
for policy have provided a good framework for monetary stability.

Has Chilean monetary policy truly been monetarist? Throughout
Latin America Chilean economic policy has frequently been attacked as
extremely monetarist. The above discussion, I think, shows that Chilean
monetary policy has not adhered strictly to a monetarist rule, but has re-
lied on significant doses of (bounded) discretion. Monetarism, how-
ever, has been very present in inspiring a tenacious fight against
inflation and as a guide for intelligent discretion.

The future of monetarism

In the previous section we argued that a central bank exerting what we
called “bounded discretion” can indeed make a positive contribution
for price stability. These said “boundaries” were thought as a set of cri-
teria restricting the monetary authorities so as to minimize the
well-known risks associated with discretion. We mentioned that, as in
Chile, the independence of the central bank was a crucial precondition.

Central bank independence has become an objective of most stabili-
zation plans in Latin America. Its popularity stems from the relative
success of the three long lasting experiences, the U.S. one, the Swiss one
and the German. Several studies have suggested that economies with an
independent central bank tend to show less inflation (a notable excep-
tion is Japan).** Chile instituted an independent central bank in 1989. It
has since been followed by Argentina, Colombia, Mexico, New Zea-
land, and Venezuela. Several other countries have plans for following
suit. Central bank independence, it seems, is going to reign in the near
future.

The foundation of the concept is no other than the two century-old
one of the division of power (Fontaine 1989). It is very dangerous to con-
centrate both fiscal and monetary powers in the executive branch of
government. Without an independent central bank, the goal of price sta-
bility typically is sacrificed to more mundane objectives. Granting the
central bank independence from the political process creates the neces-
sary checks and balances, which the separation between the executive

24 See Cukierman (1992).
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and legislative branches does in other fields. Of course, as in the latter
case, central bank independence creates some coordination problems
and conflicts. But those seem a reasonable price to pay to avoid the (in-
flationary) abuse of an excessive concentration of power.

Central bank independence is no panacea. It's “ Achilles” heel” is the
problem of incentives. Do independent central bankers face the right in-
centives to follow stabilization policies? Mere independence, defined as
the absence of subordination to political authorities, is unlikely to elimi-
nate a set of wrong incentives. Independent monetary authorities are
elected in a way that reduces their dependence on political authorities
and, more importantly, prevents their being removed for political rea-
sons. In practice, there are different degrees of independence, but the
critical test is whether monetary authorities are free to disobey political
authority. An independent central bank must be free not to follow any
instruction or suggestion from political authorities.

But, is this enough? Will monetary authorities, left at their will, vol-
untarily choose to follow the tough anti-inflationary discipline? Experi-
ence shows that when they have a clear legal mandate to achieve and
maintain price stability they are less prone to seek other objectives. After
all, the central bank authorities are typically selected —and rather care-
fully — from among well- trained and experienced economists who end
up seeing their personal future very much linked to having done a good
jobwith respect to inflation. The prestige of the institution is also impor-
tant. When price stability becomes the sole mandate of central banks
their bureaucracies become a powerful internal lobby against any devi-
ation from it, because they fear this could deteriorate the image of the in-
stitution and their own future careers. Of course, these motivations may
not be strong enough to overcome an explosion of populism such as that
seen in many Latin American countries in the 1970s and 1980s.

One can think of other incentives, such as making central bankers
accountable for any deviations from price stability. In Chile some ideas
were floated in that direction, but in the end the German-Swiss-U.S.
model of essentially no formal accountability prevailed. In New Zea-
land, a new and interesting solution was found: to link the permanence
of the central bank chairman to the fulfilment of the inflation target, set
formally a year in advance by the Parliament. So far it is working (an-
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nual inflation being below the target of 2 percent), but it is too early to
judge. I very much like the New Zealand solution. An alternative one,
that [ favoured for Chile, is to make the compensation of the highest au-
thorities of the central bank a constant nominal sum fixed at the begin-
ning of their terms.” Many other solutions can probably be found. To
me this is a crucial field for innovation: the future will be characterized
by independent central banks, but the search for the right incentive
structure for such independent central banks is not at all concluded.
Since even the best solution found is likely to be of a second-best na-
ture, [ cannot finish this chapter without devoting a few lines to an alter-
native arrangement: the privatization of central banking. This of course
is a very appealing idea for free-market economists as myself. Central
banks are, after all, an intellectually uncomfortable state-owned enter-
prise, a triumph of pragmatism over doctrine. When F.A. Hayek (1978)
presented his novel views on the subject, they sounded a bit like science
fiction. But since then the likelihood of applying them has increased. For
example, one could argue that a solution for the monetary chaos in Rus-
sia could be to do away with the state monopoly over the issuing of
money. The problem though is that the implications of such a revolution
are not yet fully explored and understood. The risks of substituting a
private monopoly for the state monopoly, due to certain natural mo-
nopoly characteristics of money, may be important. The “time inconsis-
tency” problem may also be present with private issuers of money.
Therefore, it is clearly too early to leap into this unknown water.
However, I think some of the spirit of the proposal can be captured
within the present state-controlled framework by introducing more
freedom in the financial markets. Three ideas in this direction are: first,
abolish exchange controls and authorize the free circulation of foreign
monies for the payment of goods and services, including taxes. The
“dollarization” of Latin American economies has been for long a spon-
taneous defense against inflation, strongly resisted by central banks and
the IMF. Currency substitution can be a powerful constraint on central

25 RIproposed this policy when I was a member of the committee in charge of
preparing the draft law for the Chilean central bank. It did not fly.
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banks. The standard practice of empowering central banks with the au-
thority to impose exchange controls is therefore problematic.?®

A second reform would be to minimize central bank regulations on
the private issuing of money substitutes. Most banking legislation es-
tablishes certain restrictions such as minima maturities, maxima inter-
est rates (at least for current accounts), and reserve requirements to
bank deposits. All these limit the capacity of commercial banks to com-
pete with central banks in the production of close substitutes of money.
Nonbank competitors are often even more discouraged because of the
well-known externalities associated with financial crises.

A final proposal, and one that in Chile has proved successful, is the
facilitation of the issuing of CPl-indexed securities and deposits. In
Chile, as explained above, UF-denominated financial assets have be-
come the best hedge against inflation and an effective source of cur-
rency substitution. This feature substantially reduces the scope for
imposing a high inflation tax (money demand becomes more elastic).
And, to the extent that it facilitates the indexation of prices, it also may
discourage politically induced business cycles. Indexation has to be en-
couraged by legislation because it does not seem to be a spontaneous so-
lution. Despite its advantages, financial indexation is a rare specie in
world economic history. This probably has to do with the fact that for it
to work a credible institution has to compute and publish the relevant
index or indices, banks must be allowed to issue deposits so denomi-
nated, and tax and commercial legislation must be modified to give in-
dexed financial assets the same treatment as nonindexed ones.

To recapitulate, monetarism has won the debate in changing public
opinion on the importance of price stability, on the responsibility of
monetary policy in preserving price stability, and on the need to shape
monetary policy according to rules that minimize central bank discre-
tion. Starting from this “monetarist consensus”, specific proposals take
separate routes. Theoretically inclined monetarists have tended to fa-
vour replacing central banks with fixed rules, in the form of either a
fixed-quantitative rule or a fixed-price (or exchange rate) rule. I do not

26 The Chilean central bank continues to have and exert strong powers in this
field.
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think those rules work well in the real world. Other economists have
taken the more radical course of advocating the privatization of money,
an interesting but yet too risky alternative. For policy-oriented econo-
mists as myself, this theoretical debate is extremely useful, although it
cannot be asked to deliver practical solutions. Rather this debate gives
the policy maker useful insights and guidance for implementing poli-
cies according to his own instincts and the concrete circumstances he
faces. In my view, monetarism provides a most useful orientation, but
cannot be asked to provide a list of specific practical proposals.

Thus, in the future I see monetary policy being implemented by in-
dependent central banks with an undisputable commitment to price
stability. I see them operating in an open and free financial environ-
ment, facing strong competition from private and foreign near monies.
And I see the conduct of monetary policy bounded by well-defined cri-
teria, of hopefully a monetarist orientation, but in the end preserving
some room for discretion. Such bounded discretion is not free of risks,
mistakes, and abuses, as any other human creation. The ability to avoid
those pitfalls is what distinguishes a good, artful, central banker from a
not so good one.
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The problem

OST DEVELOPING COUNTRIES ARE PLAGUED by relatively high and
Mvariable rates of inflation. Among the 126 developing countries
monitored by the International Monetary Fund, average inflation was
20.2 percent a year from 1971 to 1983 and 43.5 percent a year from 1984
to 1993. In the same periods, the variability of inflation, as measured by
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the absolute value of the standard deviation, was 14.1 percent and 34.8
percent, respectively. For 1994, average inflation was 48.0 percent for
developing countries (IMF 1995: 135).

High inflation is associated with low economic growth. In the peri-
ods 1971 to 1983 and 1984 to 1993, the 42 developing countries with the
highest growth rates of gross domestic product had average growth of
5.8 and 7.4 percenta year and average inflation of 12.0 and 11.5 percenta
year, respectively. The 42 developing countries with the lowest growth
rates, on the other hand, had average growth of 4.0 and 1.4 percent a
year and average inflation of 26.4 and 53.5 percent a year in the same pe-
riods, respectively (IMF 1994: 55). To put the numbers into perspective,
consider that with the growth rates of 1984-1993, high-growth countries
will double their GDPs in a decade, while the low-growth countries will
need almost half a century.

Furthermore, the growth rates are absolute, not adjusted for growth
in population. Using a slightly different basis of calculation, the World
Bank estimates that gross national product per person actually declined
in Africa, the Middle East, and Latin America from 1980 to 1993. The av-
erage rate of growth for all low- and middle-income countries (i.e., de-
veloping countries) in the period was 0.9 percent a year, which reflects
the impact of the rapidly growing East Asian economies in the average.
In high-income (developed) countries, GNP per person grew an aver-
age of 2.2 percent a year in the same period (World Bank 1995: 162-63).
Most developing countries have fallen further and further behind de-
veloped countries since 1980.

The story told by the raw data is confirmed by a recent study by
Stanley Fischer (1993). Employing regression techniques and using data
from 94 developing countries for the period 1962 to 1988, Fischer con-
cludes that inflation reduces economic growth by reducing investment
and the rates of growth in productivity. His analysis also strongly sug-
gests that a relatively low rate of inflation is a prerequisite for sustained
economic growth.

High inflation is not the only way in which developing countries
lower the quality of their currencies. Most restrict convertibility (see
IMF 1995) and a number have resorted to currency confiscation (Mas
1994). Because of the low quality of most currencies, international trade
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is transacted only in 15 to 20 of the more than 150 currencies in existence.
These high-quality currencies are the convertible currencies of the ma-
jor developed countries. Because the currencies of most developing
countries are inconvertible or only partly convertible, international
trade in developing countries depends heavily on using convertible
currencies provided by developed countries. Developing countries use
these currencies as units of account and means of payment.

Among the high-quality currencies the U.S. dollar still plays a sin-
gular role. It is the vehicle currency in spot and forward exchange trans-
actions across any pair of other currencies. For example,
foreign-exchange traders do not sell Mexican pesos for French francs di-
rectly; rather, they sell pesos for U.S. dollars and then use the dollars to
buy francs. The dollar’s role as a vehicle currency is also evident in its
continued dominance in Eurocurrency markets, where the main play-
ers are international banks. Under the Bretton Woods system of pegged
exchange rates, the dollar had a semiofficial role as the key currency of
the world monetary system. Today, although the Bretton Woods system
has been defunct for more than 20 years and most major currencies float
against one another, the dollar unofficially remains the key currency. It
is the currency governments usually use for intervention in foreign ex-
change markets.

Besides being the key currency of foreign exchange markets, the
dollar is an unofficial internal currency of many developing countries.
More than half of all dollar paper currency in circulation is estimated to
be held outside the United States. The larger denominations are used as
more reliable stores of value than local-currency bank deposits in many
countries, even though paper currency pays no interest. Use of dollar
paper currency outside the United States deprives other governments
of revenue that they could earn from seigniorage if they issued curren-
cies trusted by their people, and results in a flow of resources from rela-
tively poor countries to the United States.

The currency board alternative

The low quality of the currencies of most developing countries leads
one to ask why the quality is low and whether developing countries
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would not be better off simply using the dollar or another high-quality
currency issued by a developed country.

In all but a few developed and developing countries, currencies are
issued by central banks. Modern-style central banking in developed
countries dates back to the mid-1800s, although some developed coun-
tries did not establish central banks until the early 1900s. (Previously
most developed countries had competitive issue of notes by private
banks, known as free banking; for case studies see Dowd 1992). Origi-
nally most of those central banks were somewhat restrained from infla-
tion by the gold standard. With the final breakdown of the Bretton
Woods system in 1973, the gold standard ceased to be a restraint. How-
ever, after a bout of high inflation in the 1970s, developed countries
seem to have learned how to avoid the worst consequences of the
post-Bretton Woods system.

Central banks in developing countries have not learned the same
lesson. It is therefore worth remembering that central banking in most
developing countries dates only from the 1950s or later. Before then
many developing countries had currency boards. Under a currency
board system, local currency, which is fully backed by foreign assets, is
issued by a currency board, and is freely convertible into a reserve (an-
chor) currency or gold at a fixed exchange rate. The reserve currency is
one chosen for relatively good expected stability and convertibility,
such as the U.S. dollar. The government of a country with a currency
board lacks arbitrary, discretionary control with regard to its monetary
policy and its exchange-rate policy. In a currency board system,
changes in the supply of local currency are determined entirely by the
market forces determining the free flow of reserve-currency assets into
and out of the currency board.

The currency board system provides a way for a country to import
the relatively credible and stable monetary policy of the re-
serve-currency country. That is an especially attractive proposition for de-
veloping countries, where monetary policy has too often destabilized
the economy. Milton Friedman (1974), who has long been the foremost
advocate of floating exchange rates for developed countries, has writ-
ten:
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For developing countries, the case against using monetary policy
primarily as an instrument for short-run stabilization is far stron-
ger than for developed countries. The crucial problem for devel-
oping countries is to achieve sustained growth, not to smooth
short-run fluctuations. In addition, such countries seldom have
financial markets and banking institutions sufficiently sophisti-
cated to permit what has come (most inaccurately) to be called
“fine-tuning” of monetary policy [266].

For most such countries, I believe the best policy would be to es-
chew the revenue from money creation, to unify their currency
with the currency of a large, relatively stable, developed country
with which they have close economic relations, and to impose no
barriers to the movement of money or of prices, wages, or interest
rates. Such a policy requires avoiding a central bank [277].

The record supports Friedman’s policy conclusions. Orthodox cur-
rency boards have existed in more than 70 countries. In all cases, cur-
rency boards have produced stable currencies that have kept inflation
below 20 percent a year, and typically much lower than that. No cur-
rency board has ever devalued against its reserve currency. The curren-
cies of all orthodox currency boards have been fully convertible into
their reserve currencies, except in the few cases when the main issuing
office of the currency board has actually been overrun by an enemy
army (Hanke, Jonung, and Schuler 1993: 80-3, 172-80; Schuler 1992).
Currency board systems generally performed much better than the cen-
tral banking systems that replaced many of them. Where currency
boards still exist—in Hong Kong, Gibraltar, Bermuda, the Cayman Is-
lands, the Faroe Islands, the Falkland Islands — they continue to provide
high-quality currencies. (Singapore has a note-issuing body called the
Singapore Currency Board, but has not been a true currency board sys-
tem since 1973. Since then the Singapore dollar has had a floating ex-
change rate.)

In the past few years, central banks in Argentina (since 1 April,
1991), Estonia (since 10 June 1992) and Lithuania (since 1 April 1994)
have adopted currency board-type rules. These currency board-like
systems have drastically reduced inflation, stabilized exchange rates,
and allowed much fuller convertibility of the currency. Before the intro-
duction of their currency board-like systems, annual inflation was
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roughly 2,000 percent in Argentina, 1,000 percent in Estonia, and 400
percent in Lithuania. In 1994, inflation was 4.1 percent in Argentina; it
was 47.8 percent in Estonia, and 72.2 percent in Lithuania, whose price
levels are still catching up to those of their reserve countries.

Problems with criticisms of the
currency board system

Despite the practical success that currency boards have enjoyed, they
have recently attracted new criticism after being neglected for three de-
cades. (Elsewhere [Hanke, Jonung, and Schuler 1993: 37-40, 63-73,
136-42] we have responded to older criticisms, which focused mainly on
the operation of the money supply in a currency board system, the al-
leged colonialism implicit in the currency board system, and flexibility
in monetary policy.) Recent criticisms of currency boards have suffered
from three flaws. Some criticisms have been purely semantic quibbles
arising from misunderstandings of the currency board system. Other
criticisms have been inappropriate comparisons, made on the basis that
actual currency boards work less well than ideal central banks. But the
choice in monetary policy is not between an actual currency board and
an ideal central bank; it is between an actual currency board and an ac-
tual central bank. That is why the historical record of currency boards
and central banks in developing countries is so important for evaluating
their potentials as monetary institutions conducive to economic devel-
opment. Still other criticisms have been merely hypothetical, arising
from far-fetched assumptions that have not applied in fact to currency
boards. Again, the historical record is important, because it helps to
distinguish objections that apply in practice from objections that apply
only on economists” blackboards.

What a currency board is

Toreply to criticisms of the currency board system that are of a semantic
character, it is desirable to have a fuller description of what a currency
board is. Table 1 does so by contrasting important features of a typical
currency board with those of a typical central bank. Note that the fea-
tures are not those of ideal or unusually good actual currency boards
and central banks. They are the features of typical actual currency
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Table 1: A Typical Currency Board versus a Typical Central

Bank

Typical Currency Board

Typical Central Bank

Usually supplies notes and
coins only

Supplies notes, coins, and
deposits

Fixed exchange rate with
reserve currency

Pegged or floating exchange
rate

Foreign reserves of 100 percent

Variable foreign reserves

Full convertibility

Limited convertibility

Rule-bound monetary policy

Discretionary monetary policy

Not a lender of last resort

Lender of last resort

Does not regulate commercial
banks

Often regulates commercial
banks

Transparent Opaque
Protected from political Politicized
pressure

High credibility Low credibility

Earns seigniorage only from
interest

Earns seigniorage from interest
and inflation

Cannot create inflation

Can create inflation

Cannot finance spending by
domestic government

Can finance spending by
domestic government

Requires no “preconditions”
for monetary reform

Requires “preconditions” for
monetary reform

Rapid monetary reform

Slow monetary reform

Small staff

Large staff

Hard budget constraints

Soft budget constraints

Smaller economic shocks

Larger economic shocks

No balance of payments
problems

Balance of payments problems

Liberal financial system

Financial repression

Low inflation

High inflation
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boards and central banks. If the characterization of a typical central
bank does not reflect your experience, you probably live in a developed
country. Central banks in developing countries comprise more than 80
percent of all central banks in existence, however, so the typical central
bank is that of a developing country. For them the features we describe
are typical, as can be confirmed by examining such publications as
World Currency Yearbook or the IMF’s International Financial Statistics and
its Annual Report on Exchange Arrangements and Exchange Restrictions.

To begin at the top of thelistin Table 1, a typical currency board usu-
ally supplies notes and coins only, whereas a typical central bank also sup-
plies deposits. Some past currency boards have accepted deposits,
however. The deposits of a currency board are subject to the same re-
serverequirement as its notes and coins (100 percent or slightly more).

A typical currency board maintains a truly fixed exchange rate with
the reserve currency. The exchange rate is permanent, or at most can be al-
tered only in emergencies. The exchange rate may be set by the constitu-
tion that describes the legal obligations of the currency board. No
currency board has ever devalued against its reserve currency.” A typi-
cal central bank, in contrast, maintains a pegged or floating exchange
rate rather than a truly fixed rate. A pegged exchange rate is constant for
the time being in terms of a reserve currency, but carries no credible
long-term guarantee of remaining at its current rate. A floating ex-
change rate is not maintained constant in terms of any reserve currency.
The exchange rate maintained by a central bank is typically not perma-
nently binding even if set by law, and can be altered at the will of the
central bank or the government. When a typical central bank suffers
heavy political or speculative pressure to devalue the currency, it deval-
ues. Allegedly fixed exchange rates maintained by central banks have in
reality typically been pegged exchange rates.

Asreserve assets against its liabilities (its notes and coins in circula-
tion), a typical currency board holds low-risk securities in the reserve

2 The Eastern Caribbean Currency Authority in effect devalued the Eastern
Caribbean dollar 30 percent when it switched from the pound sterling to the
U.S. dollar as its reserve currency in 1976. We are unable to determine the
reason for the devaluation, since the currency board had foreign reserves
exceeding 100 percent of its notes and coins in circulation.
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currency; it may also hold bank deposits and a small amount of notes in
the reserve currency. It holds foreign reserves of 100 percent or slightly
more of its note, coin, and deposit liabilities, as set by law. Many cur-
rency boards have held a maximum of 105 or 110 percent foreign re-
serves to have a margin of protection in case the reserve-currency
securities they held lost value. A typical central bank, in contrast, holds
variable foreign reserves: it is not required to maintain any fixed, bind-
ing ratio of foreign reserves to liabilities. Even where a minimum ratio
exists, a typical central bank can hold any ratio in excess of that. For ex-
ample, a central bank required to hold at least 20 percent foreign re-
serves may hold 30, 130, or even 330 percent foreign reserves. A typical
central bank also holds domestic-currency assets, which a typical cur-
rency board does not.

A typical currency board has full convertibility of its currency: it ex-
changes its notes and coins for the reserve currency at its stated fixed ex-
change rate without limit. Anybody who has reserve currency (or
approved assets payable in the reserve currency, such as low-risk secu-
rities) can exchange it for currency board notes and coins at the fixed
rate; anybody who has currency board notes and coins can exchange
them for reserve currency at the fixed rate. A typical central bank, in
contrast, has limited convertibility of its currency. Central banks in most
developed countries and in a few developing countries have fully con-
vertible currencies, but most central banks have inconvertible or partly
convertible currencies. They restrict or forbid certain transactions, par-
ticularly purchases of foreign securities or real estate.

A currency board does not guarantee that deposits at commercial
banks are convertible into currency board notes and coins. Commercial
banks are responsible for holding enough notes and coins as vault cash
to satisfy their contractual obligations to their depositors to convert de-
posits into notes and coins on demand. Commercial banks are not re-
quired to hold 100 percent foreign reserves like the currency board, nor
100 percent currency board notes and coins against deposits. Therefore,
MO is backed 100 percent by foreign reserves in a currency board sys-
tem, but broader measures of the money supply suchas M1, M2, and M3
are not. Nor does a currency board have any direct role in determining
exchange rates with currencies other than the reserve currency. Com-
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mercial banks trade them at market-determined exchange rates, which
may be fixed, pegged, or floating against the reserve currency and hence
against the currency board currency.

A typical currency board has a rule-bound monetary policy. A cur-
rency board is not allowed to alter the exchange rate, except perhaps in
emergencies, nor is a currency board allowed to alter its reserve ratio or
the regulations affecting commercial banks. A currency board merely
exchanges its notes and coins for reserve currency at a fixed rate in such
quantities as commercial banks and the public demand. When the de-
mand for money changes, the role of a currency board is passive. Mar-
ket forces alone determine the money supply through a self-adjusting
process. A typical central bank, in contrast, has a partly or completely
discretionary monetary policy. A central bank can alter at will, or with
the approval of the government, the exchange rate, its ratio of foreign re-
serves, or the regulations affecting commercial banks. It is not subject to
strict rules like a typical currency board.

A typical currency board is not a lender of last resort, that s, it does not
lend to commercial banks or other enterprises to help them avoid bank-
ruptcy. Commercial banks in a currency board system must rely on al-
ternatives to a lender of last resort. A typical central bank, in contrast, is
a lender of last resort.

A typical currency board does not regulate commercial banks. Banking
regulations in a typical currency board system are relatively few, and
are enforced by the ministry of finance or an office of bank regulation. A
typical central bank, in contrast, often regulates commercial banks. Per-
haps the most common form of regulation is imposing reserve require-
ments on commercial banks. The required reserves, which are held
mainly in the form of deposits at the central bank, typically exceed the
prudential reserves that commercial banks would hold if no reserve re-
quirements existed.

The activities of a typical currency board are transparent, because a
currency board is a very simple institution. It is merely a sort of ware-
house for reserve-currency assets that back its notes and coins in circula-
tion. The activities of a typical central bank are opaque. A central bank is
not a warehouse; it is a speculating institution whose effectiveness de-
pends on the ability to act secretly sometimes.
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Because a typical currency board is rule-bound and transparent, it
is protected from political pressure. It is protected by implicit rules of politi-
cal behaviour, or, better yet, by an explicit constitution. A typical central
bank is politicized. Some central banks, such as the German
Bundesbank and the U.S. Federal Reserve System, are politically inde-
pendent in the sense that their governors, once appointed, have sole
control of the monetary base and cannot be fired by the executive or leg-
islative branches of government during the governors’ fixed terms of of-
fice. Even the most politically independent central banks sometimes
yield to strong political pressure, though. The Bundesbank, which is
justifiably regarded as the paragon of central bank independence,
lacked sufficient independence to resist the government’s ex-
change-rate policy during the German monetary reunification of 1990.
The government imposed an exchange rate of 1 East German mark per
West German mark despite the desire of the Bundesbank for a rate
closer to the market rate of 6 East German marks per West German
mark. The result was an increase in the inflation rate in Germany fol-
lowed by a painful policy of high interest rates by the Bundesbank to re-
strain further inflation.

A typical currency board has high credibility. Its 100 percent foreign
reserve requirement, rule-bound monetary policy, transparency, and
protection from political pressure enable it to maintain full converti-
bility and a fixed exchange rate with the reserve currency. An appropri-
ately chosen reserve currency will be stable; therefore, the currency
issued by the currency board will be stable. A typical central bank, in
contrast, has low credibility. A few exceptionally good central banks,
which exist mainly in developed countries, have high credibility, but
most do not. Because a typical central bank has discretion in monetary
policy, is opaque, and is politicized, it has the means and the incentive to
break promises about the exchange rate or inflation whenever it wishes.

A typical currency board earns seigniorage (income from issue) only
from interest. The currency board earns interest from its holdings of re-
serve-currency securities (its main assets), yet pays no interest on its
notes and coins (its liabilities). Gross seigniorage is the income from is-
suing notes and coins. It can be explicit interest income or implicit in-
come in the form of goods acquired by spending money. Net
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seigniorage (profit) is gross seigniorage minus the cost of putting and
maintaining notes and coins in circulation.

A typical central bank also earns seigniorage on its notes and coins
in circulation and on the deposits that commercial banks hold with it
and its loans. The deposits, like notes and coins, usually pay no interest.
But a more important source of seigniorage for a typical central bank is
inflation. A typical currency board cannot create inflation because it
does not control the ultimate reserves of the monetary system. Like any
system of fixed exchange rates, a currency board system may transmit
inflation from the reserve country, but a currency board cannot create in-
flation because it cannot increase the monetary base independently of
the monetary authority of the reserve country. A typical central bank, in
contrast, can create inflation at its discretion by increasing the domestic
monetary base.

A typical currency board cannot finance spending by the domestic gov-
ernment or domestic state enterprises because it is not allowed to lend to
them. A typical central bank finances spending by the domestic govern-
ment and domestic state enterprises.

A typical currency board requires no “preconditions” for monetary re-
form. Government finances, state enterprises, or trade need not be al-
ready reformed before the currency board can begin to issue a sound
currency. A typical central bank cannot issue a sound currency unless
the “fiscal precondition” exists, that is, the government no longer needs
to finance budget deficits by means of inflation. Once a government
starts to depend on central banks for financing deficits, it usually has
trouble stopping.

A typical currency board is conducive to rapid monetary reform. For
example, the Lithuanian and Argentine currency board-like systems
were implemented within three weeks of the laws that established
them. Monetary reform with a typical central bank takes much longer.

A typical currency board needs only a small staff of a few persons
who perform routine functions that are easily learned. A typical central
bank needs a large staff trained in the intricacies of monetary theory and
policy. The central banks of large countries have thousands of employ-
ees; for example, the Central Bank of Russia has more than 45,000 em-
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ployees. Even the central banks of many small countries have hundreds
of employees.

A typical currency board tends to impose hard budget constraints on
economic agents, that is, it does not finance government budget deficits
or provide subsidized credit. Economic agents, including the govern-
ment, are forced to live within their earnings plus the amounts lent to
them voluntarily at market rates of interest. A typical central bank tends
to allow soft budget constraints, that is, through the inflation tax it fi-
nances government budget deficits or provides subsidized credits. By
doing so, it diverts resources from more productive to less productive
parts of the economy.

Currency board systems and central banking systems both experi-
ence economic shocks, but the source and extent of the shocks differ. A
typical currency board system tends to experience smaller economic
shocks. A currency board cannot be an independent disturbing element
in the economy because it has no discretionary monetary policy. A cur-
rency board can transmit shocks that originate in the monetary policy of
the reserve country, but the reserve currency will be one chosen for its
expected stability, and therefore should cause fewer monetary shocks
than would result if the country with a currency board instead had a
central bank. As for economic shocks that originate elsewhere than from
monetary policy, such as from changes in the price of oil, they are typi-
cally less important and in any case difficult to offset by monetary pol-
icy. A typical central bank, in contrast, tends to experience larger
economic shocks. The sudden declines in living standards caused by
high inflation in central banking systems, evident recently in Russia,
Brazil, Ivory Coast, Jamaica, and other countries too numerous to men-
tion, have no counterpart in currency board systems. The high inflation
and low economic growth that most developing countries have experi-
enced since the Bretton Woods era suggest that they would have done
better not to have central banks.

A typical currency board system experiences no balance of payments
problems because its full convertibility with the reserve currency allows
for capital inflows to finance deficits in the current account. Also, be-
cause a currency board has no discretionary monetary policy, prices
and asset holdings adjust “automatically” in accord with market forces.
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A typical central banking system, in contrast, experiences balance of
payments problems because its currency has restricted convertibility
and because the central bank often expands the money supply too fast to
maintain the pegged exchange rates that half or more of all central bank-
ing systems currently have. We discuss this more below.

A typical currency board is conducive to a liberal financial system
burdened with few regulations to prevent it from operating efficiently.
Most currency board systems have had no reserve requirements, no re-
strictions on branch banking, and no barriers to entry by foreign banks.
Combined with full convertibility into the reserve currency, these fea-
tures have promoted inflows of foreign capital and financial expertise.
Large foreign banks have established branch networks that have of-
fered safe places for the deposit of funds. Under the currency board sys-
tem, Hong Kong, Bermuda, and the Cayman Islands have developed
into international financial centres. A typical central bank, in contrast,
creates “financial repression.” It restricts financial freedom so that it can
grant subsidized credit to the government and favoured sectors of the
economy. Most central banking systems impose reserve requirements,
which are a tax on banking activity; some still restrict branch banking by
requiring lengthy procedures for opening or closing branches; and most
have barriers to entry by foreign banks. Consequently, their financial
systems tend to be backward, bureaucratic, and weak.

Finally, a typical currency board transmits low inflation because its
reserve currency is stable. As we mentioned, no orthodox currency
board system has ever had inflation exceeding 20 percent a year, and in-
flation has typically been lower. A typical central bank creates high in-
flation, as shown by the figures we cited at the beginning of this essay.

Semantic criticisms

Being aware of the differences between a typical currency board and a
typical central bank enables us to see that many of the recent criticisms
of the currency board system are purely semantic. In particular, they of-
ten assume thata currency board is merely a type of central bank, so that
it is prone to all the problems that typically afflict a central bank. An or-
thodox currency board, however, is an alternative to a central bank.
Where there is only one issuer of currency, an orthodox currency board
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exists instead of a central bank. The semantic criticisms do to some ex-
tent apply to currency board-like systems, because such systems do not
abolish some features of central banking that conflict with the orthodox
currency board system, especially the role of the central bank as alender
of last resort. But as we have stressed, the currency board-like systems
are not orthodox currency board systems, and we think that currency
board-like systems are less desirable than orthodox currency boards.

One semantic criticism is the claim that the exchange rate of a cur-
rency board is no more credible than the exchange rate of a central bank
(Liviatan 1993: 65). It arises from confusion about the difference be-
tween the fixed and pegged exchange rates. The main difference be-
tween a fixed exchange rate and a pegged exchange rate is credibility. A
declaration by a typical central bank that it maintains a fixed exchange
rate is not credible because the monetary rule of a fixed exchange rate
conflicts with discretionary monetary policy. Atleast since 1914, almost
all central banks that have claimed to maintain fixed exchange rates, in-
cluding exceptionally good central banks, have in reality maintained
pegged exchange rates. Almost all central banks depreciated their cur-
rencies against gold or silver during the First World War, the Great De-
pression, the Second World War, and the breakup of the Bretton Woods
system in the early 1970s. Most central banks with pegged exchange
rates have also depreciated their currencies individually at other times
(for chronologies see Pick and Sédillot 1971 and World Currency Year-
book).

In practice a pegged rate is typically a depreciating exchange rate,
involving devaluation or foreign-exchange controls to accommodate
soft budget constraints. As compensation for the risk of depreciation of
apegged exchange rate, lenders and investors demand higher real rates
of interest than would exist with a truly fixed exchange rate (Walters
1990: 14-15). It may take years for a typical central bank to achieve sub-
stantial credibility for a pegged exchange rate. In the meantime, high
real interest rates to defend a pegged exchange rate create high costs,
which are particularly painful to capital-intensive industries and export
industries that compete against foreign counterparts based in countries
with more credible monetary authorities. A central bank maintaining a
pegged exchange rate typically expands the monetary base faster than
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its foreign reserves. Consequently, the domestic price level tends to in-
crease. Imports temporarily become less expensive and exports de-
crease because they become more expensive in world markets. The
central bank loses foreign reserves as people buy more imports and as
currency speculators bet that the loss of foreign reserves will induce the
central bank to depreciate the currency. To avoid losing more foreign re-
serves and to revive exports, the central bank imposes foreign-exchange
controls. Alternatively, the central bank devalues the currency, re-peg-
ging it at an exchange rate sufficiently undervalued that for awhile the
central bank can safely continue to inflate.

Because a currency board has 100 percent foreign reserves and al-
lows full convertibility with its reserve currency, it is credible and can
maintain a truly fixed exchange rate at lower cost to the economy (espe-
cially in terms of real interest rates) than a pegged exchange rate main-
tained by a central bank.

Still another largely semantic criticism is that the fear that the real
exchange rate in a currency board system may become overvalued,
making domestic industry uncompetitive in world markets and requir-
ing a devaluation to restore competitiveness. Some observers of the Ar-
gentine and Estonian currency board-like systems have recently made
this criticism (e.g. Liviatan 1993: xv).

The real exchange rate measures the prices of nontraded goods such
as labour and land compared to the prices of traded goods for which
world markets exist, such as wheat and airplanes. Arbitrage tends to
keep prices of traded goods the same the world over, after allowing for
costs of taxes, transportation, and various types of trading risk. Accord-
ingly, changes in the prices of traded goods tend to be the same in a cur-
rency board country as inits reserve-currency country. Since Argentina,
Estonia, and Lithuania established their currency board-like systems,
prices of traded goods have increased at rates close to those in the
United States (Argentina and Lithuania’s reserve-currency country)
and Germany (Estonia’s reserve-currency country). Prices of nontraded
goods have increased faster, however. In Buenos Aires many goods are
now as expensive as in New York City. In Estonia and Lithuania prices
have not yet reached such high levels, but consumer price inflation was
in double digits in 1994, versus just 4.1 percent in Argentina.
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The rapid increase in the prices of nontraded goods in all three cur-
rency board-like systems has already made unprofitable some formerly
profitable kinds of production. But that is precisely what happens in
economic development. The currency board-like systems are undergo-
ing rapidly what developed countries underwent more slowly. Devel-
oped countries have lost market share and jobs to developing countries
in industries such as textiles and shoes, but they have more than offset
thelosses by expanding in industries such as medical research and com-
puter programming. In the currency board system of Hong Kong, many
companies have shifted their manufacturing operations to southern
Chinain thelast several years, but Hong Kong has developed new capa-
bilities as a centre of finance, advertising, research, and communica-
tions. In the currency board-like systems, the shift may be even faster for
afew years because the currency was previously an important barrier to
the efficient use of resources, and now the barrier has been greatly low-
ered.

Rather than being a problem, an appreciation in the real exchange
rate is to be expected in a currency board system. Because an orthodox
currency board does not have an active monetary policy, it cannot delib-
erately create an overvalued exchange rate by intervening in foreign-ex-
change markets, as a central bank sometimes can. Prices in a currency
board country may become expensive, but that does not indicate an
overvalued exchange rate or a need for devaluation any more than high
prices in New York City compared to Mississippi indicate that New
York City should establish its own currency and devalue to remain
competitive with Mississippi. In Argentina, consumer price inflation
and the appreciation of the real exchange rate has slowed over time as
the economy has adjusted to the beneficial sudden stability of the cur-
rency. Argentina has been able to withstand a large appreciation of the
real exchange rate because productivity has increased by 50 percent
since the currency was stabilized (Moffett 1994). We expect the same to
happen in Estonia and Lithuania. Because they began with still more
distorted structures of prices than Argentina they are taking longer to
reach the single-digit inflation rates typical of older currency board and
currency board-like systems.
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Nor does a currency board system experience difficulties with its
balance of payments. In a monetary system with a fully convertible cur-
rency there is no need to do so. Within the common currency area
formed by the currency board country and the reserve-currency coun-
try, people may change their habits of spending, but the changes cause
no financial difficulty. Prices in the two countries adjust to reflect the
relative strength of flows of payments and investment. The exchange
rate remains the same. Outside the common currency area exchange
rates may fluctuate, but they impose no constraints on the balance of
payments. Changes in the balance of payments may affect exchange
rates, but will not affect the convertibility of the currency in the currency
board country. Because foreign exchange is not rationed by exchange
controls, a deficit of foreign exchange is no more likely than a deficit of
wheat in a regime of free trade. Foreign exchange may be in lesser sup-
ply at some times, but exchange rates will adjust to reflect this.

So far as we know, no currency board system has ever experienced
difficulties with its balance of payments. The three recent currency
board-like systems initially restricted capital-account transactions, but
they too have experienced no difficulties with their balance of pay-
ments. In this connection it is worth mentioning that currency board
systems have in the past had current-account deficits for years on end
without experiencing difficulties with their balance of payments. They
have been able to secure capital-account financing sufficient to offset
current-account deficits, because their currency board systems and
other institutions made them good places to invest. Hong Kong and Sin-
gapore, for example, had current-account deficits for decades at a time
while enjoying strong economic growth (Schuler 1992: 159, 178-79,
204-8).

Criticisms using inappropriate

comparisons

Other criticisms of the currency board system rely on standards that are
not suited to the task at hand. The most frequently made economic criti-
cism of the currency board system is that by eliminating discretionary
power in domestic monetary policy (including the power to alter the ex-
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change rate) it eliminates potentially beneficial monetary flexibility
(Fieleke 1992: 21-3; Fratianni, Davidson and von Hagen 1992: 42-3).

In analyzing the validity of the criticism it is necessary to ask why
the monetary authority should have discretionary power. Advocates of
discretionary policy assume that the benefits of discretion outweigh its
costs. For developing countries there is an easy way to test the assump-
tion: compare their monetary and economic performance with that of
developed countries. A monetary policy with no discretion, such as a
currency board system or dollarization, results in a country having an
inflation rate close to that of the reserve country (with the caveats made
above) and the same degree of convertibility as the reserve country.
There is a case for discretionary monetary policy in developing coun-
tries if it results in lower inflation, greater convertibility, higher eco-
nomic growth, or something else such as higher employment compared
to rule-bound policy. As the statistics we cited at the beginning of the
chapter indicate, developing countries have done much worse with dis-
cretionary monetary policy than they would have with completely
rule-bound policy linking their currencies to the currency of a suitable
developed country.

If anything, monetary policy in developing countries has been char-
acterized by indiscretion rather than by discretion. Central banks in de-
veloping countries have used their monetary and regulatory powers to
create massive inflations, restrict the convertibility of their currencies,
divert credit to favoured economic sectors, hold deposit interest rates to
be held below the rate of inflation, and restrict competition in banking.

Therefore, rather than being a restraint on trustworthy discretion in
monetary policy, a currency board in practice is a restraint on monetary
indiscretions. The rule-bound nature of a currency board tends to pro-
tect an economy from the destabilizing effects of discretionary mone-
tary policy and tends to force wages and prices to be flexible. The case
for establishing a currency board as a monetary rule is much the same as
the case for establishing a constitution that limits the powers of govern-
ment. The experience of constitutions is far from perfect, but it does sup-
port the claim that a constitution is typically more effective than no
constitution at constraining the powers of a democratic government. A
currency board is a form of monetary constitution that prevents the do-
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mestic government from abridging economic freedoms by levying a
high inflation tax not desired by the public. Because a currency board
cannot finance budget deficits of the domestic government, the cur-
rency board system establishes an implicit low-inflation fiscal constitu-
tion. Critics of the currency board system as a monetary constitution
should state whether by the same logic they favour abolishing written
political constitutions.

A related issue to the debate over rules versus discretion in mone-
tary policy is the origin of undesirable economic shocks. If undesirable
shocks originate predominantly from monetary events in other coun-
tries or if discretionary monetary policy can consistently soften the ef-
fects of real shocks, there is another argument for discretionary policy
(cf. Havrylyshyn and Williamson 1991: 8, 39; Liviatan 1993: 4). If unde-
sirable shocks originate predominantly from the effects of discretionary
monetary policy at home or if discretionary policy cannot consistently
soften the effects of real shocks, there is another argument against dis-
cretionary policy.

We know of no systematic examination of the issue for developing
countries, but the study by Fischer (1993) and the raw data on inflation
and economic growth suggest that discretionary monetary policy at
home is the most important correctable source of undesirable shocks.
All high inflations and hyperinflations, and the economic dislocations
that have followed, have been caused by discretionary monetary poli-
cies that increased the supply of money, not by real shocks to an un-
changed supply of money. Observation also suggests that discretionary
monetary policy can do little to soften the overall effects of real shocks,
although it can redistribute the effects. The oil price shock of the 1970s,
for example, was not noticeably milder in countries that had floating ex-
change rates than in those that retained pegged or fixed exchange rates
to anchor currencies. Eliminating monetary shocks by means of cur-
rency boards is therefore very desirable.

Purely hypothetical criticisms

The currency board system has also been criticized on grounds that are
purely hypothetical. Hypothetical criticism is useful for discussing
what could go wrong with a system that has not been well tested. With a
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system that has been well tested, however, criticism should meet a more
exacting standard. A well-tested system yields historical experience
that should guide us in determining which of the many potential criti-
cisms have a basis in reality. Criticisms that do not take such historical
experience into account are what Ronald Coase (1988) in another con-
text has termed “blackboard economics”: objections that result from
spending too much time devising theories on blackboards and not
enough finding out how things really work.

One criticism is that the currency board system is politically impos-
sible (Schwartz 1992: 18-19, 22-3). When the objection is made by an ex-
perienced politician as a judgment of circumstances at a particular time
it deserves respect. Even then it should not foreclose discussion of the
currency board system, because what is politically impossible one year
can become possible the next. But for economists to use the alleged po-
litical impossibility of a proposal as an excuse for ignoring it is to pre-
sume expertise they do not have and to ignore the expertise they have.

Economists can expand the boundaries of what is thought to be po-
litically possible. Particularly during troubled times, drasticreforms are
politically possible because they are more popular than muddling fur-
ther into trouble with old policies. The politicians who established the
currency board-like systems of Argentina, Estonia, and Lithuania
gained popularity because the systems quickly reduced inflation. In
fact, the currency board-like systems became so popular that they
gained support from across the political spectrum. Note that they were
established by quite different governments: former fascists in Argen-
tina, a coalition in Estonia considered right-wing by local standards,
and former communists in Lithuania.

Another purely hypothetical criticism of the currency board system
is that it requires a balanced government budget to be already in place
(Liviatan 1993: xx, 9, 31). The objection has the order reversed. Because a
currency board does not buy domestic assets, it cannot be a source of
compulsory finance for the government budget. The government can
still engage in noninflationary deficit finance if it can find willing do-
mestic or foreign lenders. In practice, though, the currency board sys-
tem reduces the overall scope for deficit finance.
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On the other hand, it also tends to increase real tax revenue, espe-
cially in countries suffering from high inflation, by promoting economic
activity and reducing the loss of real tax revenue from inflation. Al-
though Estonia and Lithuania had budgets that were balanced or nearly
balanced when they established their currency board-like systems, Ar-
gentina did not. The total deficit of the public sector was 12.4 percent of
GDP in 1989 (World Bank 1993: 182). The pressure for noninflationary
finance created by the currency board-like system has enabled the gov-
ernment to eliminate the deficits. The Argentine economy has since
1991 experienced strong, sustained growth for the first time in many
years.

The objection that a currency board system requires a balanced
budgetimplies that it takes a long time to establish a currency board. Yet
in Argentina and Lithuania the currency board-like systems began op-
erating less than three weeks after the laws establishing them were
passed. Estonia also began operating its currency board-like system
very soon after establishing it.

Another purely hypothetical criticism of the currency board system
is that it is susceptible to financial panics because it lacks a lender of last
resort (Rostowski 1993). This criticism is based on no analysis of the ac-
tual occurrence of financial panics in currency board systems compared
to central banking systems. Failures by commercial banks have been mi-
nor in orthodox currency board systems, although several large banks
have failed in the currency board-like system of Estonia, as a result of
bad debts inherited from the period of Soviet central banking. In ortho-
dox currency board systems no large commercial bank has ever failed,
and losses to depositors from the few small commercial banks that
failed have been tiny (Schuler 1992: 191-3). Since the founding of the
first currency board in 1849, there have apparently been no cases in
which commercial banks in currency board systems have relied on cen-
tral banks as lenders of last resort. For example, British overseas com-
mercial banks in currency board systems apparently never relied on the
Bank of England as a lender of last resort. Currency board systems, and
even the recent currency board-like systems, have performed well with-
out lenders of last resort.
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Two important sources of stability for commercial banks in currency
board systems have been interbank lending markets and international
branch networks. Illiquid banks borrow reserves from more liquid
ones, as they do in many central banking systems. Borrowing need not
be limited to the domestic market; commercial banks can also borrow
abroad and in Eurocurrency markets. By eliminating exchange risk
with the reserve currency, the currency board system facilitates access
of commercial banks to foreign financial markets. The currency board
system also encourages foreign commercial banks to establish branches
in the currency board country, in effect importing their stability.

The experience of developing countries suggests that central banks
have more often been the cause than the cure of financial instability. By
creating financial repression they have often undermined the stability
of local commercial banks. The most dramatic example of this recently
has been the troubles of commercial banks in former socialist countries,
which have been “solved” only at the price of high inflations that have
wiped out the real value of previously accumulated savings deposits.

Another purely hypothetical criticism of currency boards is that
they are appropriate for small economies that are open (have much for-
eign trade), such as Hong Kong, but not for large economies that are
closed (have little foreign trade) (Liviatan 1993: 7, 28). The criticism im-
plies that a floating exchange rate would encourage greater economic
stability than a fixed rate.

Currency boards have been successful in small, open economies
such as Hong Kong and large (populous), closed economies such as Ni-
geria and British East Africa, which initially had little trade with the out-
side world. Currency boards have opened previously closed economies
by providing sound currencies that encouraged trade. Furthermore,
Hong Kong, with a GDP of about US$100 billion as of 1995, has a larger
economy than, for example, Poland, Ukraine, Pakistan, Egypt, Vene-
zuela, and all but a few other developing countries.

A final criticism of currency boards that is merely hypothetical is
that they require initial foreign reserves that are much larger than the
existing foreign reserves possessed by many countries (Bofinger 1991,
Havrylyshyn and Williamson 1991: 40). This neglects the possibility of
establishing temporary arrangements to handle the problem, such as
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borrowing foreign reserves and repaying them later from seigniorage.
(We have developed plans for such arrangements for countries consid-
ering currency boards or currency board-like systems.) Furthermore,
the currency board-like systems of Argentina, Estonia, and Lithuania
began with adequate foreign reserves without foreign borrowing. At
the time of their currency reforms, they, like a number of developing
countries today, had small real supplies of domestic currency because
inflation had induced people to hold foreign currency or other more sta-
ble assets instead. The developing countries where currency boards
would yield the biggest improvement over current monetary arrange-
ments tend to be those with the smallest real supplies of domestic cur-
rency in relation to their size. The experience of the currency board-like
systems has been that once people have confidence in the domestic cur-
rency, they will convert assets into domestic currency and build up their
real cash balances to levels that are more typical of low-inflation coun-
tries.

Conclusion

Currency boards are not perfect. They have potential defects that we
have analyzed elsewhere (Hanke, Jonung, and Schuler 1993: 109-14).
But the defects of central banks in developing countries are typically
much worse. Perpetuating central banking in developing countries will
perpetuate the high inflation and economic decline that they have re-
cently suffered. The currency board system offers a proven way of
achieving low inflation and economic growth.
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Comments on Selgin,

Fontaine, and
Hanke/Schuler

John G. Greenwood'

HE UNIFYING THEME OF THE THREE PRECEDING PAPERS is their com-

mon view that free, private markets combined with sound money
would achieve far more for the prosperity of the people of the Americas
than the present pervasive mix of extensive intervention in or regula-
tion of markets combined with inflationary financing by governments.
Asaway of organizing my comments I shall start out by commenting on
Selgin’s paper since he deals mainly with market regulation and only
tangentially with sound money, then move to Fontaine’s paper, and fi-
nally to the Hanke/Schuler paper since these two papers focus mainly
on mechanisms for achieving sound money and only implicitly on the
desirability of free, private markets.

1 The author is Chairman and Chief Economist at G.T. Capital Management,
Inc. In 1983 he proposed a currency board for stabilizing the Hong Kong
dollar. The plan was adopted and is still in effect today.
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Bank regulation

George Selgin’s paper concentrates largely on regulatory matters,
though applied to a banking and monetary topic. He shows conclu-
sively and convincingly that NAFTA's arrangements for cross-border
investment in and access to banking services are a definite second-best.
His central point is that “real free trade in banking [would give] con-
sumers the right to choose, not only between domestic and foreign bank
owners, but between domestic and foreign bank regulatory regimes.”
In other words, until there is at least some competition among the regu-
lators in the United States, Canada, and Mexico, free trade in banking
cannot be expected to materialize.

The main argument used by opponents of free trade in banking is
that bank transactions involve externalities, so that systemic problems
can occur, triggered by political or other shocks. Selgin argues that these
systemic problems are often the result of prior regulatory mistakes such
as deposit insurance and the prohibitions or restrictions (in the United
States) on interstate banking.

While I have much sympathy with his theoretical arguments, I
think there is absolutely no chance of banking regulations being drasti-
cally changed or abandoned in favour of a totally laissez-faire ap-
proach. Progress is being made toward easing restrictions on interstate
banking, but a radical overhaul of U.S. banking laws is not imminent. I
therefore wonder whether it might not be more fruitful to argue for a
convergence of the bank regulatory systems of the United States, Can-
ada, and Mexico by other means as a springboard for further deregula-
tory steps later on.

This is analogous to the argument for free trade areas or customs
unions within the GATT. Since agreement is so difficult to obtain on a
global, multilateral basis, while progress can at least be achieved on a
piecemeal basis, it is better to take a few small steps forward than to wait
indefinitely for the opportunity to make a single giant leap forward. In
the trade case, provided that no external barriers are raised and pro-
vided that all participant countries move to the lowest common external
tariffs, the costs of trade diversion will be small while the potential for
trade creation can be significant, as in the NAFTA case.
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Applied to trade in banking services, this argument implies the
adoption of the lowest common standards in regulatory matters, rather
than harmonization upward to the highest standards—a proposition
that would make most central bankers cringe. So what is to be done? The
answer is to focus on one or two areas of banking activity and aim for a
unified, trilateral approach in that area. Just as the Cooke Committee of
the Bank for International Settlements championed minimum stan-
dards of capital adequacy for banks in member countries, and eventu-
ally achieved agreed measures and standards for bank capital, North
America needs a comparable initiative in bank supervision and regula-
tion.

The optimal structure would be a trilateral board or commission
with a mandate to propose and pursue implementation of standards
and regulatory mechanisms which best serve the interests of bank cus-
tomers — depositors and borrowers —in all three countries. In individ-
ual countries this kind of regulatory framework has been achieved in
telecommunications, in the supply of gas and electricity, and other re-
cently privatized industries. The same kind of framework ought to be
possible in banking —either on a national level or on an international
level.

Rules versus discretion as a means
of achieving sound money

Turning to Juan Andres Fontaine’s paper, this is an argument for central
banking based on rules, but with some discretion permitted —a mecha-
nism which the author calls “bounded discretion.” In other words, this
is a call for rules with enough flexibility to allow some fine tuning. Be-
fore discussing the feasibility of such an arrangement I propose to com-
ment on a secondary theme of his paper.

The sources of inflation

Fontaine makes the point that public deficits —excess spending by the
public sector —are not the sole cause of excess money creation. Excess
spending by the private sector can also be a cause of the problem. As an
example, he details the case of Chile in 1979-81 when excessive private
sector spending led to current account deficits that ultimately precipi-
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tated the abandonment of the fixed exchange rate. The underlying prob-
lem was that a fixed exchange rate combined with large capital inflows
caused a sharp rise in the monetary base which in turn fuelled domestic
demand.

The standard, textbook way to present this analysis is to break
down the components of the assets corresponding to the monetary base
into three elements: claims on government, claims on the private sector,
and foreign assets. Excessive and unsterilized growth of any of these
three components will produce excess money growth and inflation. All
of this is unexceptionable.

But Fontaine goes further. He argues for complete elimination of
the fiscal deficit, and the prevention of private sector “excess spending”
by restraining such spending within the limits of potential income plus
sustainable foreign financing. Neither of these arguments is very satis-
factory. With respect to fiscal deficits, noninflationary financing of pub-
lic sector deficits is entirely feasible for relatively long periods of time,
though obviously this is a matter of degree. With respect to restraining
private sector spending, it is a tautology to say that restraining nominal
spending within the limits of potential real income will prevent infla-
tion. Moreover, foreign financing will only be forthcoming if the pro-
jects are deemed to be financially viable by the lenders.

The historical record of the debt crisis of the early 1980s shows that
large-scale borrowing from international banks by Latin American
countries was accompanied by monetary expansions in several coun-
tries, with the result that nominal incomes and inflation accelerated,
current account balances deteriorated, exchange rates depreciated, and
lenders took flight. This ended with a moratorium. No government
agency can prevent foreign lenders from taking unwise risks. However,
if the demand for real money balances is reasonably stable, the opti-
mum solution is to encourage the inflow of foreign capital (preferably
long-term equity capital rather than short-term debt), and then to re-
strain the growth of private sector incomes through a policy of restrain-
ing monetary growth, which brings us back to the question of a
monetary rule.
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The search for monetary rules

Fontaine points out that quantity-based rules or price-based (i.e., fixed
exchange rate-based) rules both have their problems. Where quan-
tity-based rules have been attempted, instability of the demand for
money, or the lack or controllability of the particular aggregate chosen
(M1 or M2) have both undermined the experiment. Even when central
banks have tried to control the monetary base (MO), Fontaine says that
it has been difficult in practice to sterilize external shocks (such as in-
flows of foreign exchange) or domestic shocks (such as variations in the
Treasury’s balance at the central bank). It is for these reasons that some
economists have proposed freezing the monetary base altogether. But
even this proposal could work only if (1) there was a completely clean
float so that there was no need for the central bank to offset inflows or
outflows, and (2) the central government’s accounts were maintained at
the commercial banks and not with the central bank, so that the central
bank is not faced with the daily problem of offsetting the impact of
government revenues or expenditures on the monetary base.

As a result of these and other problems, an emerging compromise
among central bankers and academics appears to be along the following
lines. Assign the central bank a single objective (preferably a stable
overall price level), ensure transparency in the procedure for reviewing
the achievement of that objective, and accountability of the governor or
chief executive of the central bank to the legislature or executive. How-
ever, and this is essentially Fontaine’s argument, central bankers should
be allowed discretion in their choice of instruments for the achievement
of that objective.

In the face of these difficulties for quantitative rules, Fontaine turns
to consider fixed price rules, i.e., fixing the foreign exchange rate. Here
again he claims there have been practical problems in implementation
which have proved insuperable. Since these problems are exactly the
same as those facing a currency board with a fixed exchange rate I shall
deal with them in the next section.
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The currency board as a means of
achieving a fixed price rule

Steve Hanke and Kurt Schuler’s paper argues the case for currency
boards as a means of achieving monetary stability in developing coun-
tries such as Eastern Europe and Latin America. There are several coun-
tries in Latin America which during the past decade have suffered
chronic high inflation — Brazil, Guatemala, Guyana, Nicaragua, Peru,
Uruguay, and Venezuela. Some of these have experienced chronic high
inflation with periods of hyperinflation (i.e., a 50 percent increase in
prices per month) for the past decade or more. In some instances numer-
ous attempts have been made to slay the dragon of inflation. Brazil is
currently in the midst of its sixth attempt at stabilization in eight years.
Why has the problem been so hard to fix? Is there a surefire solution? If
currency boards offer a surefire solution to the stabilization problem, as
Hanke and Schuler argue, then all these countries are obvious
candidates for currency board arrangements.

Since I endorse the Hanke-Schuler view that currency boards
would fix the problem for many if not all of these countries, [ want to use
this opportunity to examine two key issues relating to currency boards.
The first concerns the necessary conditions for the successful imple-
mentation of a currency board. Are there any conditions in which a cur-
rency board cannot be introduced? The second issue relates to the
mechanism of a currency board itself. Does it in fact operate in a way
that is consistent with the preservation of a passive, nondiscretionary,
rule-based monetary authority?

In order to ensure the successful implementation of a currency
board solution in a country experiencing chronic inflation and currency
depreciation there would appear to be a minimum of three necessary
conditions to be met, and a fourth condition, which, if it is not met, will
probably prevent the currency board being introduced at all.

First, a necessary condition for adoption of a currency board is ac-
cess to foreign exchange reserves to back the currency at the outset. This
is a non-trivial problem given the size of the note issue in many coun-
tries, sometimes amounting to 10 percent of the GNP. Some countries
like Brazil are in the fortunate position of having substantial foreign ex-
change reserves (about US$30 billion or about 7 percent of GDP), and
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others may be able to negotiate a foreign currency loan for the sole pur-
pose of backing the currency, but there may be countries where this is
simply not possible. In that case the country needs to build up a foreign
exchange reserve ahead of the adoption of a currency board. This can be
done either through deliberate undervaluation of the currency for a pe-
riod of time, or via sale of domestic assets for foreign exchange. Note
that a country does not need 100 percent owned foreign exchange re-
serves from the start; it can start with a combination of owned reserves
and borrowed reserves.

Second, it is necessary to chose an exchange rate at the start of the
currency board regime that is not too far from the equilibrium rate. In
cases where fixed exchange rates have been adopted which have proven
to be clearly out of line with purchasing power parity, severe inflation-
ary or deflationary pressures have seriously undermined political sup-
port for the system. In the case of Hong Kong, the currency had
depreciated by nearly 40 percent (from HK$6.7 to HK$10 per US$) dur-
ing the preceding currency crisis of May-September 1993. However, do-
mestic prices and wages had by no means fully adjusted to the
depreciation, having only increased in HK$ terms by 15-20 percent over
the previous year. The authorities therefore sensibly chose an exchange
rate (HK$7.80 per US$) which clawed back some of the depreciation.

The rate was neither too high to lack credibility or imply significant
deflationary pressures and downward price adjustments, nor so low
that it would validate large price increases in the aftermath of the fixing
of the rate. Even so the stabilization program was followed by substan-
tial capital inflows which led to rates of narrow money growth of 40 per-
cent on a year-on-year basis. Fortunately this potentially damaging rate
of money growth was fully absorbed by an increase in the real demand
for money (or a decline in income velocity). Theoretically, under the
currency board system (or indeed any fixed exchange rate system) do-
mestic prices adjust to the nominal exchange rate. But as a practical mat-
ter there are limits beyond which the rate poses risks to the acceptability
of the system.

Third, the economy must have sufficient flexibility of prices (in-
cluding wages) and sufficient mobility of resources to enable the diffi-
cult transition phase after implementation to be navigated, and to
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enable the economy to adjust to subsequent external shocks such as sud-
den changes in the terms of trade. Hong Kong of course is famous for the
flexibility of its wages and prices —both upward and downward —so
this did not present a problem during or after the stabilization of Octo-
ber 1983, nor has it done so subsequently. The economy is characterised
by small firms (80 percent of the labour force is employed by firms with
less than 20 employees), which has meant that labour union member-
ship is small, and partly because the territory is small, job mobility is
high.

However, in several Latin American cases the same wage and price
flexibility has not been evident. In the aftermath of the Chilean stabiliza-
tion of 1981, for example, the indexing of wages to the CPI proved to bea
major problem. At a time when the prices of Chile’s products (copper
and agricultural products) were falling steeply on world markets, the
prices of things that Chile was consuming were rising sharply in the af-
termath of large capital inflows at the fixed exchange rate. Similarly, ina
case like Brazil's today the high degree of indexation could prove to be a
comparable problem. The reason is that during the adjustment phase
immediately after stabilization there are not only sudden changes in the
overall or absolute level of prices but there is a need for large changes in
relative prices in addition.

Fourth, and perhaps more critical than all of the preceding three
conditions, is the question of whether or not a currency board system
can be imposed and survive if there is insufficient fiscal discipline to
balance the budget. In the failed attempts of Latin American countries to
achieve monetary stabilization, the ability of the government to mone-
tize the budget deficit through central bank funding of the shortfall be-
tween revenue and expenditure has typically been the Achilles heel of
the whole reform program. Time after time a compliant central bank has
been used as a tool of the Treasury to buy government debt or otherwise
make loans to the government to make good the deficit. Inevitably this
has led to an exploding monetary base and hence an exploding money
growth rate. The trump card of the currency board system is that it is im-
possible for the government to “print money” in the sense of funding a
budget deficit through the sale of debt to the monetary authority. Cur-
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rency boards, having 100 percent of their assets in foreign exchange, are
incapable of monetizing the government’s deficit.

Conversely, imposing a currency board in a situation where the
government has not balanced its budget and has no intention of doing
so, cannot be expected to force a solution of the fiscal problem on a reluc-
tant government. Applied to the current situation in Brazil, for example,
if a currency board were to be introduced it could well face insuperable
credibility problems because the fiscal problem has only been partially
fixed. In the worst case scenario a Brazilian currency board could be
faced with an internal drain (i.e., the conversion of domestic deposits to
domestic cash currency) simultaneously with an external drain (i.e.,
sales of local currency for foreign currency). Together these two sets of
pressure on the system could easily cause the government to abandon
the currency board mechanism.

The second issue relates to the mechanics of a currency board. In a
strict definition a currency board is an entity that has domestic currency
(notes and coin) as its liabilities and foreign currency assets (deposits,
bills, or other short-term securities) as the sole counterpart to those lia-
bilities. However, unless there are strong constitutional or other ar-
rangements to ensure the preservation of this simple structure,
amendments can easily be made which, over time, can convert the cur-
rency board to a discretionary agency conducting monetary policy inan
active way.

In Hong Kong, for example, since 1983 several changes have been
made (notably in July 1988) to the Exchange Fund, to the point where it
now issues bills and bonds of different maturities, it offers a discount
window facility to enable banks to cope with overnight shortages of
funds, and it can adjust the level of interest rates in the money market by
altering the amount that one bank (the Hong Kong and Shanghai Bank-
ing Corporation) must maintain with the Exchange Fund. Finally, on
April1,1993 the Exchange Fund was merged with the office of the Bank-
ing Commissioner (responsible for bank supervision), whereupon it
changed its name to the Hong Kong Monetary Authority, thus formally
acknowledging its status as an effective central bank.

In sum, simple currency board arrangements are not immune from
corrupting influences; their mandate and their instruments can be
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transformed over time. To prevent an institution like a currency board
from being undermined by political or other pressures requires not only
a strong monetary constitution, but a widespread knowledge and un-
derstanding of the benefits of such arrangements among society as a
whole.
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A Monetary Constitution
for the Americas
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THE PASSAGE OF THE NORTH AMERICAN Free Trade Agreement
(NAFTA) has created the world’s largest single market, with 370
million consumers and about $6.5 trillion in output. The exploitation of
gains from trade should increase income levels in Canada, the United
States, and Mexico. The improvement in economic well-being in
NAFTA countries should encourage other countries in the Americas to
join the free trade area. Exchange in market economies is the main en-
gine of growth. A stable monetary environment is crucial for efficient
exchange to take place. Given its responsibility in formulating and con-

1 Jack L. Carr is Professor of Economics at the University of Toronto and a
Research Associate at the university’s Institute for Policy Analysis. Kam
Hon Chu is Assistant Professor of Economics at Memorial University of
Newfoundland.
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ducting monetary policy, the central bank plays a crucial role in
providing a stable monetary environment.

The various functions of a central bank can be broadly categorized
into two aspects: monetary stability and financial system stability.
Most, if not all, central banks assume these two responsibilities, which
are interrelated. A stable monetary environment is conducive to finan-
cial stability and stability in financial institutions which have a crucial
role to play in money creation is conducive to monetary stability. For
reasons which will be explained in the following sections, a monetary
constitution which takes the form of rules establishing and limiting the
power of the central bank appears to be the best way to achieve both
monetary and financial system stability. In this paper, we discuss how
these objectives of the monetary authorities can be achieved if an appro-
priate monetary constitution or arrangement is chosen.

Monetary stability

Why monetary stability?

Before we discuss how monetary stability can be achieved it is impor-
tant to understand why a stable monetary policy is important. In the
first instance a stable monetary policy can be defined as alow and stable
growth in the money supply. Since “inflation is anywhere and every-
where a monetary phenomenon,” alow and stable growth in the money
supply will lead to a world with low or zero inflation and low variability
in inflation.” Figures 1 and 2 show that the relationship between infla-
tion and the rate of growth of money for the post-World War II period
for a broad category of countries and for industrialized countries. Mon-
etary stability in turn leads to price level stability and hence price level
predictability. In a modern economy short-, medium- and long-term
contracts where one party promises to deliver goods and services to an-
other party and in return receives monetary compensation are an im-

2 For most countries there is a strong positive correlation between the mean
and variance of inflation. The argument about to be advanced assumes that
low variability of inflation is what is desirable. Empirically this will also
mean low rates of inflation.
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portant part of exchange in an economy. Labour contracts involve the
exchange of labour for money over one-, two-, or three-year periods.
Supply contracts for various goods can last for 10 or 20 years. Debt con-
tracts can last for 20 or 30 years (and in the case of perpetuities can have
an infinite duration).

To enter into future contracts economic agents have to be able to
predict with reasonable certainty the purchasing power of money (i.e.
they have to be able to predict the price level). High and volatile price
levels and inflation rates increase price level unpredictability, increase
the transactions costs associated with contract formation, eliminate the
gains from these efficiency enhancing contracts, and reduce the level of
economic performance in an economy. In Canada in the 1970s high and
volatile inflation rates eliminated to a large extent the long-term capital
market.> When hyperinflation exists, all long-term contracts disappear.
Prices play a crucial role in market economies. Prices transmit informa-
tion effectively and efficiently to economic agents and provide incen-
tives for agents to be guided by this information. High and volatile
inflation makes it costly for agents to distinguish nominal and relative
price changes, distorts the information content of prices and results in
inefficient resource allocation. A stable monetary environment which
leads to price predictability is a necessary condition for efficient ex-
change. As Hayek (1945) stated, a stable monetary policy provides a sta-
ble economic background that enhances the flow of information and
thereby promotes efficiency.

Even anticipated inflation is costly to the society by creating an in-
flation tax on money. Money facilitates exchange and frees up resources
for other productive activities. Rising prices represent a tax on money
and encourage economic agents to devote substantial amount of time
and resources to economize on the use of money. A recent study by
Lucas (1994) on U.S. inflation estimates that the annual zero inflation
dividend from reducing inflation from 5 percent to 0 percent would
yield an annual benefit of approximately US$15-30 billion, or 0.25-0.5
percent of GDP. There is empirical evidence that a reduction in inflation

3 Inthe early 1970s, a 25-year mortgage was the norm in the housing market.
By the end of the 1970s, 5-years was the maximum term for a mortgage.
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increases not only the level of output but also the rate of growth of out-
put. Motley’s (1994) empirical results for OECD countries suggest that
steady state output growth would increase by 0.5 to 0.75 percentage
points if inflation could be reduced from 10 percent to 5 percent.” This
benefit associated with disinflation may appear to be negligible in the
short run but it would accumulate into substantial increases in the level
of income over the long run. Although the results of these empirical
studies can be subject to criticisms, they reinforce a common belief
among economists that price stability and low (if not zero) inflation will
bring substantial economic gains to the society.’

There is abundant evidence to show that high monetary growth
rates lead to high inflation rates (see Figure 1; also Barro and Lucas
1994). The evidence is so clear cut that policymakers in high inflation
countries should understand perfectly what is causing inflation. The
crucial question is not whether money is causing inflation but why
some countries consistently have high rates of money growth. Given the
inferior performance of a number of Latin American countries in com-
batting inflation, there is an obvious need for a monetary policy that
brings about price stability. The best way to achieve that goal is to adopt
a monetary constitution for the Americas.

The choice of a monetary constitution

To achieve the goal of monetary stability, there are at least four possible
types of monetary constitutions or monetary arrangements:6 (1)
free-market money, with no governmental role; (2) governmental

4 It should be noted that Motley’s empirical results show that reducing
inflation in OECD countries from 5 percent to 0 percent would have
negligible effect on the long-run growth rate.

5 Economists who argue against a policy of price stability generally argue that
the transitional costs of achieving price stability is too high. Two points
should be considered with regard to the transitional cost argument. First,
these transitional costs can be minimized through the adoption of a
“credible” low inflation policy. In the second place, the costs of fighting
inflation are transitory whereas the cost of high and volatile inflation are
substantial and permanent.

6 These four regimes are considered by Buchanan and Brennan ([1981] 1991).



A Monetary Constitution for the Americas 275

Figure 1: Inflation and Money Growth in 83 Countries,
Post-World War Il Period
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money issue, with competitive entry; (3) pure commodity money, with
governmental definition of value; and (4) fiat money, with constitu-
tional constraints on issuance.”

The first two regimes essentially advocate free banking or competi-
tive supply of money, but the role of the government differs. There has
been revived interest in free banking in the last two decades and a num-
ber of studies, both theoretical and empirical, arguing for the feasibility

7  The third and fourth regimes may not be as separate as they first appear. A
gold standard almost always includes paper money and can be viewed as a
paper money standard constrained by the operation of a monetary rule.
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Figure 2: Inflation is a Monetary Phenomenon:
Industrial Countries, 1971-1990
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of free banking.® Nevertheless, for political and practical reasons, it is
highly unlikely, at least in the foreseeable future, that the monetary au-
thorities would voluntarily surrender their controlling positions. By the
same token, it is unlikely that they would constrain their control over
the money supply by returning to the gold standard. Therefore, we fo-
cus on discussing the issues related to a regime in which the govern-
ment (or central bank) issues fiat money but is constrained by
constitutional rules.

8 See, for example, Klein (1974), Hayek (1978), and more recently White
(1984), Selgin (1988), and Dowd (1992).
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Rules versus discretion

Theoretical Literature

In a fiat money regime, the central bank controls the money supply.
Should the central bank control the money supply according to some
predetermined rule or should it use its discretion in the conduct of mon-
etary policy? Disputes on questions like these and related issues have
existed for a long time and can be traced back at least to 1820s when ad-
herents of the Currency School in Britain advocated the use of policy
based on rules whereas adherents of the Banking School advocated the
use of discretionary policy.” Henry Simons (1936) and Milton Friedman
(1959, 1962) argued for the superiority of a rules-based approach to
monetary policy rather than discretion. According to Friedman, the
long and variable lags of countercyclical monetary policy are more
likely to destabilize rather than stabilize the economy. In their seminal
work, Friedman and Schwartz (1963) provide historical evidence show-
ing that the Federal Reserve has frequently been a source of economic
instability.

A major criticism of a rules-based approach is the argument that
discretion should be superior to arule because discretion can always en-
compass the rule. With discretion, the policymaker can consider each
episode separately and for each particular episode where the rule is su-
perior then the policymaker would adopt the rule for that episode. In
such a scenario, discretion should perform at least as well as, if not
better than, a rule. Why tie the policymaker’s hands with a rule? In an-
swering such a critique Friedman (1962: 240) compares this issue to the
First Amendment guarantee of an individual’s right of free speech in
Bill of Rights to the U.S. Constitution:

Is it not absurd, one might say, to have a general proscription of
interference with free speech? Why not take up each case sepa-
rately and treat it on its own merits? . . . One man wants to stand
up on a street corner and advocate birth control; another commu-
nism, a third, vegetarianism; and so on, ad infinitum.

9 See, for example, Schwartz (1989) for an overview of the debates, and Fetter
(1965) for more detailed elaborations.
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Why not consider each case on its own merits? Why tie the
policymakers hands? Friedman gives the following answer:

It is immediately clear that if we were to take up each case sepa-
rately, a majority would almost surely vote to deny free speech in
most cases and even in every case. . . . But now suppose all these
cases were grouped together in an bundle, and the populace at
large was asked to vote for them as a whole: to vote whether free
speech should be denied in all cases or permitted in all alike. It is
perfectly conceivable, if not highly probable, that an overwhelm-
ing majority would vote for free speech; that, acting on the bun-
dle as a whole, the people would vote exactly the opposite to the
way they would have voted on each case separately [240].

And then apply thislogic to amonetary rule, Friedman argues that

Exactly the same considerations apply in the monetary area. If
each case is considered on its merits, the wrong decision is likely
to be made in a large fraction of cases because decision-makers
are examining only a limited area and are not taking into account
the cumulative consequences of the policy as a whole. On the
other hand, if a general rule is adopted for a group of cases as a
whole, the existence of that rule has favourable effects on peo-
ple’s attitudes and beliefs and expectations that would not follow
even from the discretionary adoption of precisely the same on a
series of separate occasions [241].

For Friedman the adoption of a credible rule affects agents expecta-
tions differently than if the same policy was reached through a series of
separate decisions. Friedman recommends a constant money supply
growth rule designed to yield zero inflation. Such a rule would credibly
signal to economic agents the central bank’s intention to provide a re-
gime of stable and predictable price levels.

The case for rules over discretion was greatly strengthened with the
seminal work of Kydland and Prescott (1977), which shows the possible
existence of the now well-known time inconsistency problem of optimal
plans in a dynamic economic system in which agents possess rational
expectations. A policy which forms part of an optimal plan formulated
at an initial date is said to be dynamically inconsistent if it is no longer
optimal at a later date even though there is no arrival of new informa-
tion in the meantime. More importantly, they show that given the cur-
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rent situation a discretionary policy selected optimally by the
policymakers will not maximize the social objective function; while eco-
nomic welfare can be improved by relying on some policy rules. Their
inflation-unemployment example demonstrates that discretionary pol-
icy results in excessive inflation without any reduction in unemploy-
ment.

This then novel, counter-intuitive idea is further elaborated in a
game-theoretic framework by Barro and Gordon (1983).° Although
this model is quite well known, let us here consider it again to illustrate
the basic ideas. In their model, the central bank sets the inflation rate to
minimize a social loss function. If the central bank can precommit itself
to choose a zero inflation, it can achieve a second-best outcome. Alterna-
tively, the central bank can use discretionary policy. If the government
is able to manipulate expectations and fool the public, it can attain an
outcome better than the precommitted solution by reneging from its ini-
tially announced policy of zero inflation. However, given rational ex-
pectations, the central bank cannot fool the public systematically or
repeatedly without losing its reputation or credibility. Over the long
run, inflation will be higher than it would be if the central bank could
precommit to a zero inflation monetary policy. Consequently, the
precommitted solution is better than the short-sighted, discretionary
solution. Since the Barro-Gordon work, the literature has proliferated.
There are subsequent extensions by Backus and Driffill (1985), Barro
(1986a), and Vickers (1986), to name justa few. (See the surveys by Barro
1986, Blackburn and Christensen 1989, and Fischer 1990.) While more
recent work has introduced the notions of asymmetric information, sig-
nalling and different equilibrium concepts in the framework, the key
question remains essentially unchanged: how can commitments be suf-
ficiently well enforced to resolve the inflationary bias from the dynamic
inconsistency problem?

In summary, recent developments in the rules versus discretion lit-
erature conclude that a rules-based approach leads to zero inflation (if

10 Dynamic consistency is equivalent to the notion of subgame perfection in a
game-theoretic framework.
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commitment to the rule can be sufficiently enforced) whereas discretion
leads to costly inflation without any gains in employment and output.

Empirical Evidence

Where are we going to find evidence in favour of a monetary rule? In the
post World-War II period, the only OECD central bank to follow a mon-
etary rule is the Swiss National Bank (see Rich 1987). However, the op-
eration of the gold standard in the pre World-War I period was
essentially a monetary rule under which money supply was controlled
to keep the money price of gold constant. In this monetary regime, there
were periods of inflation. However, there is evidence of stable prices
over a long period of time. In England the price level in 1930 was ap-
proximately the same as it was in 1660. In the United States the price
level in 1940 was just 30 percent higher than at the founding of the na-
tion in 1776 (McCallum 1989: 246-48). With the abandonment of the
monetary rule of the gold standard, the price level in England in 1990
was more than 25 times higher than in 1930, and the price level in the
United States in 1985 was five times higher than the price level in 1946.
This evidence shows that discretionary policy resulted in higher infla-
tion rates than the rules-based approach of the gold standard.

The discretionary monetary policy in Canada in the post-World
War II period is of particular interest. Canada had a system of fixed ex-
change rates during the 1960s and, hence, lacked the ability to follow a
monetary policy independent of the United States. Since Canada
adopted floating exchange rates in 1970, let us consider the discretion-
ary monetary policy followed by the Bank of Canada from 1970-90 and
compare it to the monetary policy in Canada under the gold standard.

The Province of Canada went on the gold standard in 1853. Canada
became an independent country in 1867, remained on the gold standard
until 1914, temporarily went off the standard during World Warl, came
back on the standard in 1926, and permanently went off gold in 1933.
Hence, the 1870-1910 period represents a 40-year era in which Canada
was on the gold standard. Table 1 shows that during this period infla-
tion averaged 0 percent per year and output grew at 4.2 percent per
year.

After the Second World War Canada had a discretionary monetary
policy. Many Canadian policymakers, like U.S. policymakers, believed
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monetary policy could | Taple 1: Inflation and Output Growth
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and achieve full em- Growth
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ment, 1991/92 (No. 11-210).
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by the dictates of fixed | T.p1e 1. Series B).

policy was restrained

exchange rates. True
Canadian discretion-
ary monetary policy can be observed in the period 1970-90. In this pe-
riod money supply growth was high and volatile. Table 1 shows that
inflation was high (averaging 6.6 percent per year) and volatile, and so
were interest rates. This period did not witness the death of the business
cycle. Significant downturns occurred at the beginning of the decades of
the "70s, ‘80s, and "90s. Average growth in output was 3.7 percent (and
only 2.8 percent in the decade of 80s), less than the 4.2 percent observed
in the gold standard period. The high money growth rates of the discre-
tionary monetary policy period in Canada fuelled high inflation rates
but failed to stimulate growth of output.™

The experience of Canada indicates that discretionary policy entails
costs and no benefits. Discretionary policy has an inflationary bias and

11 Evidence from the new growth literature indicates high and volatile
monetary policy lowers rates of growth of output rather than increasing
them (see Motley 1994).



282 Money and Markets in the Americas

does not result in increased economic activity. The Canadian evidence
firmly supports the adoption of a monetary rule.

Types of Rules

The above theoretical analysis and empirical evidence indicate clearly
that a rules-based approach is superior to discretion in maintaining
monetary stability. The question now is what kind of monetary rule is
required to achieve this goal? From time to time monetary economists
and practitioners have proposed various monetary rules. On a purely
theoretical basis, a feedback rule is preferred to a simple rule. However,
the optimality of a feedback rule depends on the strong assumption that
the structure of the economy is known and hence an optimal feedback
rule can be designed. In reality, economists should humbly admit that
little is known about the “true” structure of the economy, not to mention
that there are from time to time structural or regime changes. Moreover,
a feedback rule may have the potential problem of instrument instabil-
ity, which can be costly and undesirable as it may result in a breakdown
of the existing economic relationships. Against the shortcomings of a
feedback rule, a simple rule is usually preferred in practice. Simple
monetary rules include a constant (k percent) money growth rule, a
nominal interest rate rule, an exchange rate rule, a price level targeting
rule, a nominal income rule, and a compensated dollar rule. It is not the
place to discuss here the pros and cons of each rule in detail. We argue
that the simple k percent money growth rule is the most appropriate one
and is consistent with the spirit of a monetary constitution. Potential
problems with this rule include the problem of defining money, the dif-
ficulty of controlling its growth, and the instability of the velocity of
money. If one assumes that the structure of the economy is inherently
stable and evolves gradually over time, the definition of money and the
stability of velocity should not be detrimental to the implementation of
the k percent money supply growth rule.

All other simple rules also implicitly assume that the structure of
the economy is stable. While the central bank is unlikely to control the
money supply on a day-to-day basis, it is technically feasible, as experi-
encereveals, for the central bank to control the money supply within the
announced target over the short, medium, and long run. As far as con-
trollability is concerned, the k percent money supply growth rule
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should be preferred over the nominal GNP rule or the pricelevel rule, as
both the price level and output are not directly controllable by the mon-
etary authority. More importantly, the k percent money supply growth
rule is simpler and easier than the other two rules for the public to moni-
tor the conduct of monetary policy and, hence, the accountability of the
central bank under a monetary constitution.

Under the other two rules, it is more difficult to judge whether the
source of monetary instability is due to the mistakes of the central bank
in implementing monetary policy or to supply shocks causing price
shocks. The nominal interest rate rule and the exchange rate rule also
have the desirable property of making the central bank accountable for
its policy decisions. However, it is well known that the nominal interest
rate is an ambiguous and misleading indicator and pegging the interest
rate can be destabilizing rather than stabilizing. For a small open econ-
omy, pegging the exchange rate is a simple and easy to implement mon-
etary rule, but this rule can be risky for the economy as its monetary
stability will to a large extent depend on the decision of the central bank
of the key currency. This begs the question that what kind of monetary
rule to govern the behaviour of the central bank of the key currency.

A Credible Rule

In February 1991, the Canadian Government and the Bank of Canada
jointly announced a series of targets for reducing inflation and reaching
price stability in Canada. The targets were specific numbers that were
announced for year-to-year increases in the Consumer Price Index:

e 3 percent by the end of 1992;

e 2.5 by the middle of 1994;

e 2 percent by the end of 1995; and

o thereafter, the objective is further reduction in inflation until

price stability is secured.

The Bank of Canada has more than met these targe’cs.12 However,
these targets are agreements between the executive branch of the Fed-
eral Government and the Bank. The targets can be changed by a simple

12 In January 1988 the Bank of Canada adopted a goal of zero inflation.
Unfortunately inflation rose after the adoption of this goal and this hurt the
Bank of Canada’s credibility.
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change in the agreement. In fact, in Canada, the Bank of Canada ulti-
mately has to follow the directives of the Government. If the Govern-
ment ultimately wants a change, the Bank of Canada must follow the
change.”

With a new Federal Government appointing a new governor of the
Bank of Canada there was a new statement by the Government and the
Bank:

High levels of economic growth and employment on a sustained
basis are the primary objectives of monetary and fiscal policies.
The best contribution that monetary policy to these objectives is
to preserve confidence in the value of money by achieving and
maintaining monetary stability... the government and the Bank
of Canada have agreed to extend the inflation targets from 1995
to 1998 and to maintain the objective of holding inflation inside
the range of 1 to 3 percent (mid-point 2 percent) during that
period [Bank of Canada 1994: 85].

Some Canadian commentators interpret the new joint statement as
a modest backing away from the goal of price stability. In the statement
itis clear that the Liberal government of the 1990s has a different view of
monetary policy than the Liberal government of the 1970s. In the 1970s
the Liberal government believed economic growth could be fuelled by
expansionary monetary policy. Today the Government believes that a
monetary policy which achieves price stability provides the best envi-
ronment for high economic growth and employment.

Although the Government of Canada and the Bank of Canada have
the correct objective of price stability, it is also clear that there is insuffi-
cient enforcement to make such a rule credible. The key question is how
toachieve credible precommitment. Precommitmentis, however, easier
said than done. If the gain from acting opportunistically outweighs the
cost of failing to precommit, there is always a temptation for the govern-
ment to produce the discretionary outcome. Several solutions to the
time inconsistency problem have been suggested in the literature. One
of these suggestions is to require the government to post bonds which
will lose their values if it fails to follow the precommitted outcome.

13 Technically, the governor of the Bank of Canada has two choices if a formal
government directive is issued: either follow the directive or resign.
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While this bond solution theoretically sounds sensible, it is unclear
what the bond is in practice —although it has been suggested that we
can view such a bond as the government’s reputation or a punishment
at the next election (say being not reelected) if the government fails to
carry out its promised plan. A more concrete suggestion is to have a
government debt structure such that the government is a nominal credi-
tor and it will be subject to capital losses if it implements inflationary
monetary policy."*

Another possible solution is to have the monetary policy or rules
fixed by constitutional law which is costly to change. An example is an
overlapping generation model constructed by Kotlikoff, Persson, and
Svenson (1986) in which the optimal policy is enshrined in a law sale-
able to the younger generation. If this social contract is violated by the
old generation, it becomes valueless and cannot sell it to the younger
generation. However, it is unclear what such a law or social contract ex-
actly is in the real world.

It is clear that a central bank goal by itself or agreement of a goal be-
tween the central bank and the government is insufficient to have a
credible monetary rule. In Canada the agreement between the Bank of
Canada and the government was not credible. If such a policy were
credible the contractionary monetary policy followed at the beginning
of the 1990s would not have created such economic dislocation. During
the constitutional debates in Canada in the 1990s, it was suggested that
the Bank of Canada Act be modified to make price stability the sole goal
of the central bank." Such a policy would be more credible than the sim-
ple agreement between the government and the central bank. The most

14 See Lucas and Stokey (1983) and Persson, Persson, and Svensson (1987).

15 As we discussed previously, for a number of observers this is the wrong
kind of rule. Friedman (1962) argues that such a rule gives too much leeway
to monetary authorities. However, Barro (1986b) argues for the superiority
of price over quantity rules and the stabilization of a general price index.
Hall (1980) suggests a monetary rule which would stabilize nominal GNP.
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credible policy would be a constitutional amendment which mandated
the central bank to follow a monetary rule.'®

Arrelated solution is to have an independent central bank by legisla-
tion.'” Central bank independence, as some recent studies argue, helps
achieve price stability. For example, the empirical study by Alesina and
Summers (1993) indicates that there is a negative correlation between
central bank independence and inflation.”® The theoretical argument
for an independent central bank is based on the notion that public opin-
ion and political pressures may result in destabilizing shifts in mone-
tary policy."” The political business cycle hypothesis by Nordhaus
(1975) postulates that governments have a vested interest in creating
business cycles so that they are in a favourable position at the date of
election. More recently, Alesina (1988) surveys both theoretical and em-
pirical works in support of the political business cycle hypothesis. The
seminal work by Woolley (1984) shows that the Federal Reserve is far
from being politically independent and is sensitive to a wide range of
political influences from the president, Congress, bankers, and econo-
mists. With legal independence, central banks can be immune from politi-

16 An independent bank with a separate constitutional existence and
constitutionally constrained to follow a monetary rule would in effect be a
fourth branch of government, the monetary branch in addition to the
executive, legislative, and judicial branches.

17 Friedman (1962) is sceptical that an independent central bank by itself is the
solution. For Friedman an independent central bank would result in a
dispersal of responsibilities, which promotes shirking of responsibility in
times of uncertainty and difficulty, an extraordinary dependence on
personalities and undue emphasis to the point of view of bankers. Friedman
believes from a political point of view an independent central bank is
undesirable.

18 See also studies by Alesina (1988) and Cukierman (1992).

19 For Friedman (1962: 239), the adoption for rules-based monetary policy
“would enable the public to exercise control over monetary policy through
its political authorities while at the same time preventing monetary policy
from being subject to the day-to-day whim of the political authorities.”
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cal pressures to inflate or use counter-cyclical monetary policy.?’ In the
extreme case, an independent central bank can be a source to discipline
the fiscal authorities.

It should be stressed that central bank independence is unlikely a
panacea for monetary instability. Many of the countries which have
statutory independence for their central banks —such as Austria, Ar-
gentina, Germany, and New Zealand — have experienced either hyper-
inflation or periods of high inflation in their history. The citizens of
these countries probably realized both the economic and political costs
of inflation were considerably high. The formation of an independent
central bank by legislation was a consequence of previous monetary
mismanagement rather than a preventive measure. The empirical find-
ing of a negative correlation between central bank independence and in-
flation can be due to anti-inflationary bias in the objective functions of
central bankers rather than to the effectiveness of central bank inde-
pendence in curbing inflation. Success in achieving monetary stability
requires coordination between monetary and fiscal policies. Having an
independent central bank alone is not sufficient, particularly when we
do not have adequate knowledge about the incentives facing central
bankers. In theory, economists usually assume that the central bank acts
on behalf of the society to maximize a social welfare function or mini-
mize a social loss function. This is not necessarily the case in the real
world. The objective function of the government, as Cukierman and
Drazen (1987) argue, should be viewed as a reflection of the political
pressures on the government rather than a social welfare function. No
matter what the actual objective function of the central bank is, the exis-
tence of an independent central bank can also potentially be a source of
conflicts of interest and coordination failure, thus resulting in monetary
instability. Therefore, it is obvious why a monetary constitution is nec-
essary to govern the behaviour of the central bank.

A monetary constitution alone is unlikely to be sufficient, a fiscal
constitution may also be necessary. An expansionary fiscal policy might
ultimately put pressure on the monetary authorities to inflate. This is

20 Central bank independence does not guarantee a central bank immune from
political pressure. Debelle and Fischer (1994) argue that the Russian central
bank is independent and yet has chosen a hyperinflationary policy.
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particularly the case if the monetary authorities are not independent of
the fiscal authorities. It is important to distinguish between de jure inde-
pendence and de facto independence. Take the U. S. Federal Reserves
System, for example. It was originally set up as an independent agency
of the federal government. It is legally an agent of the Congress, but it is
not controlled by the Congress or the president. In reality, however, evi-
dence indicates that the Fed’s operations have not been independent of
or immune from influence from the administration.”’ We also do not
find a monotonic negative relationship between legal independence of
central bank and inflation, although those countries which have the
most independent central banks, like Switzerland, Germany, and Aus-
tria, also have the lowest inflation rates over the period under study.
From Figure 3, it can be seen that there is a strong correlation between
money supply growth and the growth in government expenditures.”
This suggests that to keep inflation under control, a control of the
money supply should also be accompanied by a control in the growth of
government expenditure in order to make the policy credible. There-
fore, in the ideal case, both fiscal and monetary constitutions are desir-
able and necessary to achieve the goal of monetary stability.

A monetary rule for the Americas

The theoretical analysis is clear. A credible rule is superior to discretion.
Discretion results in high inflation without output gain. The limited em-
pirical results examined in this paper supports the theoretical analysis.
If a rule is superior to discretion, why is a monetary rule not adopted by
all countries? It is hard to find any country following an enforceable
rule. Why are Brazil, Argentina, Bolivia, Uruguay and Chile the world

21 Havrilesky (1994) argues that the executive branch of government
systematically signals its policy desires to Fed officials, who may respond
particularly at times when Congress intensely challenged the budgetary
authority, regulatory domain and monetary policy autonomy of the Federal
Reserve System.

22 If Iceland is excluded from our sample, we can also find a positive
correlation between the size of government deficits as a percentage of GDP
and money supply growth. The correlation, however, is not as strong as the
one between government expenditures growth and money supply growth.
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Figure 3: Money Supply and Government Expenditure:
Industrial Countries, 1971-1990

50

| :
e 45 -
g w0
o
3
o 35
£
= 30 -~ o
c
[
& 254 o
25
)
§ 20 “o
g o
E 15 - 000
: 0 o
3 B
U ].O-l @ g

s
51 T T T BEE
0 20 ' 40

Growth in Money Supply M2 (%)

Source: International Financial Statistics.

leaders in post-World War Il inflation? One answer is to argue that these
countries are unaware of the long-run harmful effects of expansionary
monetary policy. This may be the case at certain times, but it is hard to
believe governments never learn. It is difficult to believe models where
economic agents are rational but governments irrational.

Our modern theoretical results are from game theoretic models in
which in general the monetary authority maximizes an objective func-
tion where inflation (or deflation) is bad and monetary surprises which
temporarily increases output and reduces unemployment is good. For
the models to be analytically tractable, this objective function is simple
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but it may in fact miss crucial aspects of government and central bank
behaviour.

Perfectly expected inflation may be preferred at certain times by
certain governments. In underdeveloped economies with informal
markets where sales and income taxes are costly to collect, the inflation
tax may be preferred. In wartime the excess burden of a temporary infla-
tion tax may be substantially less than the excess burden of a temporary
income tax. In addition, in most countries the tax system is not inflation
neutral, and higher inflation results in higher effective income tax rates
without any need for parliamentary or congressional approval.

Certain vested interests may gain from unexpected increases in in-
flation. For example, farmers with long-term debt, would gain from un-
expected inflationary increases. If political parties with support from
these groups form governments, new inflationary policies may be
adopted. The game theoretic models assume agents are rational and, at
least, on average actual and expected inflation rates are equal. How-
ever, these models have difficult times handling regime changes. In an
unstable political environment, regime changes may be commonplace.
And when regimes change, inflationary policies may be adopted as a
means of redistributing income to supporters of the party in power.

The efficiency of the tax system is not the only consideration that in-
fluences governments. Tax incidence is another primary consideration.
The game theoretic models completely ignore the question of tax inci-
dence. The incidence of an inflation tax may be substantially different
from the incidence of an income tax. In countries with highly unequal
income distributions and a progressive income tax system, income
taxes fall disproportionately on higher income individuals. The infla-
tion tax may be closer to a proportional tax, placing equal tax burden on
all income groups.? Countries with unequal income distributions may
consistently have higher inflation rates.

23 The incidence of the inflation tax depends on the income elasticity for the
demand for high-powered money. With a unitary elasticity, the inflation tax
will be a proportional tax. The income elasticity will depend on the
availability of substitutes to high-powered money to the various income
groups. A case can be made that high income groups in countries with high
inflation have access to substitute currency (i.e.,, U.S. dollars). Foreign
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Latin American countries, which have relatively unequal income
distributions, have the highest inflation rates, while countries like West
Germany and Switzerland, which have relatively equal income distribu-
tions, have the lowest inflation rates.”* Table 2 shows that the top infla-
tion country Brazil has a Gini coefficient for the post-World War II
period of 0.58, whereas Switzerland has a Gini coefficient of 0.34 and
West Germany 0.38.” The average Gini coefficient for the top six infla-
tion countries is 0.49 (no data for Bolivia) and for the bottom six inflation
countries is 0.35 (no data for Malta). The average Gini coefficient for the
top six inflation countries is significantly higher than the average Gini
coefficient for the bottom six countries.”® Latin American countries ex-
hibiting political instability, constant regime changes, and underdevel-
oped economies with unequal income distributions” may knowingly
adopt high inflation.

Does the foregoing analysis mean that high inflation cannot be
eliminated from high inflation countries or that high inflation countries
will never adopt a monetary constitution? We do not believe this to be
the case. To advocate policy reform, it is important to understand the

monies tend to be used in higher-valued transactions which are made by
high income people rather than lower-valued transactions in which low
income people make most of their transactions.

24 The traditional explanation for Latin American countries having high
inflation rates is the high cost of collecting sales and income taxes. If this is
the main explanation for high inflation rates in Latin American countries, it
is hard to understand why inflation rates are higher in Latin American
countries than in the underdeveloped countries in Africa. It is hard to
believe collection costs of income taxes are higher in Latin American
countries than African countries. Cukierman, Edwards and Tabellini (1992)
argue that current governments in Latin American countries may
deliberately maintain an inefficient tax system in order to constrain the
revenue collecting capacities of political opponents who may form future
governments.

25 We have collected Gini coefficients for 71 countries since the 1950s and
computed the averages for each country. The figures range from the lowest
of 0.27 for Belgium to the highest of 0.68 for Ecuador.

26 The t-statistics for the difference of means is 3.56.

27 Unequal income distribution and political instability may be related.
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Table 2: Gini Coefficients of Selected Countries

Country Early ‘55- mid- ‘65- ‘75- ‘85- Avg.

‘50s '65 ‘60s ‘75 ‘85 latest
Brazil —  0.5896 — 0.6093 0.5388 0.5688 0.5766
Argentina 0413 0435 — 04113 - — 0.4198
Bolivia - — - — - — -
Peru —  0.6123 — 05941 0363 04172 0.4967
Uruguay — - — 0.4968 0.36 — 04284
Chile - — — 0.5065 — 05122 0.5094
USA — 03865 04018 04171 0.3828 0.3536 0.3884
Belgium — — — —  0.2652 — 0.2652
Singapore — — — — 03804 0.3974 0.3889
Malta — - - — - — -
Switzerland — - — — 03232 0.3568 0.3400
Germany — 05219 — 03939 0.3188 0.2998 0.3836
Note

—not available

Sources

1. Jain (1975).

2. Sundrum (1990).

3. World Bank, World Development Report, 1993.

4. United Nations, National Accounts Statistics: Compendium of Income Distribu-
tion Statistics, 1985.

reasons why a current policy is in place. Without understanding the ra-
tionale of current policies, successful reform will be unlikely.

The foregoing analysis indicates that political instability which
leads to constant regime changes will make it difficult to enact reform.
Wide dispersions in income will make reform difficult. In addition, un-
derdeveloped economies with informal markets will make reform diffi-
cult. Stable economic growth is necessary to achieve political stability.
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Strong economic growth is the greatest alleviator of poverty and
maldistribution of income in a country. Policies such as free trade,
which open markets and provide for strong stable growth, will make
the Americas more conducive to the adoption of a monetary constitu-
tion. The adoption of a monetary constitution will itself provide a stable
monetary environment that will permit strong and stable economic
growth and hence relieve any political pressure to follow inflationary
policies. “Such a rule seems to be the only feasible device currently
available for converting monetary policy into a pillar of a free society
rather than a threat to its foundations” (Friedman 1962: 243).

Financial system stability

In addition to monetary stability, central banks also have responsibility
to ensure an efficient and stable financial system. Central banks are of-
ten called upon to act as a lender of last resort and to bail out failing fi-
nancial institutions. Hence financial system stability is important to the
maintenance of monetary stability. In Canada, as well as a number of
other countries, there is a government regulation of the financial system
which we believe threatens the stability of the financial system. This
government regulation is the imposition of federally mandated
non-risk rated deposit insurance.

Deposit insurance was not introduced in Canada until 1967.%* De-
spite the Great Depression, there were no bank failures in Canada from
1923 to 1967. Even in 1967 when the Canadian Deposit Insurance Cor-
poration was formed, there were no bank failures or bank panics in Can-
ada. In 1965, an Ontario Trust company (i.e. a nonbank financial
intermediary), the British Mortgage and Trust Company, experienced
financial difficulties. Another trust company, York Trust and Savings
Corporation lost 11 percent of its deposits in 1966. This run on York
Trust represented the investors’ rational response to a badly managed
company. There was no general crisis resulting from the withdrawal of
deposits from the chartered banks or trust and mortgage loan compa-
nies in 1966. Of the 61 trust and mortgage companies, only six experi-

28 The analysis in this section is essentially taken from Carr, Mathewson, and
Quigley (1994).
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enced a net withdrawal of funds in 1966. The remaining companies
grew rapidly that year; they experienced a 31.8 percent increase in their
liabilities. What happened in 1966 was that depositors transferred their
funds from badly managed trust companies to well-managed loans and
trust companies.

The trust industry, which represented to a large extent small (high
risk) financial intermediaries, feared that depositors would withdraw
funds from their institutions and place them in large (low-risk) banks.
We believe that in response to political pressure from these small higher
risk financial institutions the government enacted non-risk rated de-
posit insurance. The insurance was made compulsory for the federally
regulated banks and optional for the provincial regulated trust compa-
nies. All the provincial regulated trust companies joined the scheme.

A number of economists believe that in a banking system with a
“first-come-first-serve” rule for deposit payment and with imperfectly
informed depositors, that the banking system is suspectable to runs and
panics. To eliminate banking panics and provide for a stable financial
system, these economists believe that deposit insurance is necessary
and efficient.”

However, in Canada, prior to deposit insurance, the financial sys-
tem was stable. The enactment of deposit insurance encouraged the en-
try of risky financial institutions and provided incentives for existing
financial institutions to engage in riskier activities. Depositors no longer
monitored financial institutions. As long as the institution was insured
and as long as deposits were within the limits of coverage of the scheme,
depositors only cared about the interest rate paid on their deposits. New
riskier institutions entered after the creation of deposit insurance.

In the 18-year period before deposit insurance net entry of Ontario
or federal trust companies was 12, while in the 18-year period after de-
positinsurance net entry was 31. In the 18-year period before deposit in-
surance no banks or trust companies failed, whereas in the 18-year

29 Friedman and Schwartz (1963, p.434) argue that the U. S. deposit insurance
was "the most important structural change in the banking system to result
from the 1933 panic, and indeed in [their] view the structural change most
conducive to monetary stability since state bank note issues were taxed out
of existence immediately after the Civil War."
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period post-deposit insurance 17 Ontario or federal trust companies
failed of which 14 were incorporated after 1967. There has now been
chartered bank failures in Canada. Canada now has a system with sub-
stantial financial institution failure and with substantial loss for the fed-
eral deposit insurer. The evidence is consistent with the private-interest
hypothesis that deposit insurance was enacted to protect small,
high-risk trust and loan companies from the competition of large,
low-risk banks. Contrary to the efficiency hypothesis, deposit insurance
has led to financial system instability.

The Canadian experience points to the risk to financial system insta-
bility imposed by non-risk rated deposit insurance. Deposit insurance
in the Americas should either be eliminated or substantially reformed.
The elimination of deposit insurance should be both de facto and de jure.
Just as in the case of monetary stabilization, the central bank also con-
fronts a time-inconsistency problem in stabilizing the financial sys-
tem —there is a temptation for the central bank (or some other
government agency) to bail out problem financial institutions. Such a
policy implicitly guarantees deposits. Expecting implicit deposit insur-
ance from the central bank, depositors do not have incentives to monitor
financial institutions. This in turn provides an incentive for the latter to
undertake excess risk. If the central bank can tie its hands and
precommit to no bailout of financial institutions, in this case as in the
case of monetary stability, financial institutions will make their portfo-
lio choice based on the correct risk-return tradeoff.

Lessons can be learned not just from Canada. Argentina had both
explicit deposit insurance and a high degree of implicit government
support for insolvent banks up to 1991. Butin 1991 and 1992, as part of a
package of reform designed to end hyperinflation and monetary insta-
bility, deposit insurance was first severely limited in scope and subse-
quently abandoned. The Argentine authorities have gone to some
length to stress their commitment not to bail out insolvent institutions in
the future.’® With the limited data there is, it appears the Argentine fi-
nancial system is more stable in the post-deposit insurance era than it

30 For more details see Miller (1993). Argentina banned the central bank from
rescuing troubled financial institutions except short-term loans on good
security. Apart from legislation, the central bank is required to hold gold
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was in the pre-deposit insurance era. The Argentina experience shows
that monetary and financial stability are interrelated. As such the re-
form or elimination of deposit insurance schemes should be seriously
considered in any monetary constitution for the Americas.

Conclusion

Itis now clear that a monetary constitution is desirable for the Americas
in order to promote both monetary and financial stability. With regard
to monetary stability, both recent theoretical developments and empiri-
cal evidence, for both Canada and other countries in the world, strongly
suggest that rules are superior to discretion. Discretionary monetary
policy results in higher inflation but no gains in output and employ-
ment. In contrast, a monetary rule canlead to zero inflation if the central
bank can precommit and this precommitment is enforceable. The credi-
bility or reputation of the central bank in implementing the rule-based
monetary policy plays a crucial role in maintaining monetary stability.
The more credible a zero-inflation monetary policy is, the lower the
transitional costs to price stability; and a monetary constitution will
make monetary policy credible. At the same time, to enhance credibility
and avoid coordination failures, a fiscal constitution restraining growth
of the government sector is also necessary. In addition, policies which
open markets will lead to larger output growth, more developed mar-
kets, greater political stability and less income inequality and as a result
provide the appropriate incentives for governments to adopt monetary
constitutions. Monetary constitutions insure price stability and price
level predictability which provide a stable economic background that
enhances the flow of information and promotes economic efficiency.
To achieve financial system stability, reforms of the current non
risk-rated deposit insurance are urgently needed. The role of the central
bank as a lender of last resort needs to be specified explicitly so that the
central bank will not be tempted to provide implicit deposit insurance
to depositors when their financial institutions become insolvent. As in

and foreign currency reserves at least equal to the monetary base. This
requirement might be violated if the central bank were to bail out depositors
in a major bank failure.
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the case of monetary stability, it is desirable to have legislated rules for
the conduct of this specific role of the central bank.

What we have discussed and proposed above is definitely not en-
tirely novel. Some of the key arguments for legislating rules for mone-
tary policy have been advocated by renowned economists, such as
Simons and Friedman, many years ago. Nevertheless, policymakers
usually, for one reason or another, ignore the advice and lessons we
have learned from history. In order to prevent them from acting oppor-
tunistically and hence resulting in costly inflation, it is time we had a
monetary constitution to govern the behaviour of the central bank in its
conduct of monetary policy in order to achieve and maintain both mon-
etary and financial system stability.
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The Future of the Dollar
as an International
Currency

Lawrence B. Lindsey’

LTHOUGH THE PRECISE MIX OF SUCCESSFUL POLICIES varies Slighﬂy

from country to country, the world has learned some key lessons.
Widespread prosperity cannot be engineered from the central planner’s
rulebook. Higher real incomes do not flow from the ink of the currency
printing press. Restricting the free flow of goods and investment may
protect the few, but at enormous cost to the many. These rules are not
new; they would not have surprised Adam Smith or David Ricardo. In-
deed, as Margaret Thatcher used to remind Britain and the world so
many times, “There is no alternative.”

1 The author is a Governor of the U.S. Federal Reserve Board.
This article is adapted from a speech given at the Cato conference,
“Monetary Arrangements in the Americas After NAFTA,” held in Mexico
City on May 25-26, 1994,
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Indeed, it is important to remember the context of Margaret
Thatcher’s words. The fundamental soundness of these policies is not
unique to developing nations, but to all economies. It is true that highly
developed economies have a large stock of wealth which temporarily
may be consumed to avoid the stark consequences of pursuing unsound
policies. Politicians may therefore buy time when they pursue
wrong-headed notions before reality comes home to roost. For less de-
veloped nations, by contrast, time is of the essence and the conse-
quences of not getting it right are more dire. But rich or poor, in the final
analysis economic policies are unforgiving in their consequences.

One aspect of sound economic policy is of special importance,
namely, the positive role a currency can play in the international arena.
In particular, I wish to consider the future of the dollar as an interna-
tional currency. I must preface my conclusions by saying that the future
of the dollar depends on which policies are pursued over the long term
by the United States government and central bank. For in a very real
sense, the international position of a currency is one of the most sensi-
tive indicators of the efficacy of the policies being pursued.

The reason for this is that international currency markets are among
the most competitive in the world. International contracts of all kinds
can easily be written in any currency. The attractiveness of a currency
for this purpose depends crucially on whether or not it is attractive as a
medium of exchange. Open borders, liquid markets, and the absence of
restrictions on capital movements are all essential to this attractiveness.
The currency must also hold its purchasing power over the periods for
which contracting parties may be concerned.

In the end, the value of a nation’s currency depends on confidence
in the decision making institutions of the issuing country. This year, as
the world celebrates a half century without a global conflagration, a
number of countries have had the opportunity to develop sufficient in-
ternational confidence in the stability of their institutions to have their
currencies play an international role. We in the United States cannot,
therefore, assume that the international role of the dollar is unassailable.
Unlike during the years immediately following the Second World War,
our institutions do not have a near-monopoly on global confidence. The
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position of the dollar in the world must no longer be taken for granted. It
must be earned, it is not automatic.

Choice in currencies

As a result of the wide variety of choice in currencies, other nations have
less to fear from potential abuse by those issuing the currencies. I know that
there is some particular concern throughout the Western Hemisphere of
potential risks from a growing hemispheric role for the dollar. I believe
such fears are misplaced. In a sense, we are now in a “buyers’ market” for
international currencies. “Sellers,” that is, the issuers of currencies, must
offer a quality product in order to attract users and maintain market share.

Ultimately, an indigenous competitor to the U.S. dollar may emerge
from within the hemisphere. In that regard, it is almost certainly true
that it is in the interests of such nations to pursue policies that increase
both domestic and international confidence in their economic institu-
tions. But in the interim, the widespread use of an international cur-
rency in the hemisphere, be it the dollar, the mark, the yen, or some
other currency holds substantial potential benefits and few risks to the
countries of the region. As I already noted, the issuing countries must
earn their customers’ loyalty.

Constraints on policy makers

Earning a position for a nation’s currency in the international arena nat-
urally imposes certain constraints on policy makers. They must act in a
manner that is consistent with preserving, and if possible enhancing,
faith in the institutions of which they temporarily are in charge. I will
turn to some specifics shortly. But first, let me say that although policy
makers may feel temporarily constrained by the pursuit of virtuous pol-
icies, their countries, and ultimately their own freedom of policy mak-
ing is enhanced. In short, it may be hard work, but it is worth it.

Benefits and costs of using the dollar as
an international currency

I believe that the benefits to the United States of having a leading inter-
national role for the dollar are enormous, and go well beyond those that
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are readily quantifiable. One cannot imagine, for example, New York
retaining its role as the world financial capital if the dollar did not retain
its leading role as a world reserve currency. New York’s role in the U.S.
economy should not be underestimated. It is a prime example of why
the quantifiable benefits of the dollar’s role are but a fraction of the total
benefits.

But quantifiable benefits are illustrative. Let us begin by consider-
ing the most basic value of a currency to its issuer: seigniorage. The ca-
pacity of a country to issue currency means that, in effect, a portion of
government spending can be financed by a permanent interest-free
loan. Holders of currency exchanged real goods and services in return
for what is, to all appearances, little more than a piece of paper. In real-
ity, the value of the currency flows from the services which that piece of
paper can provide as a medium of exchange and a store of value. At first
blush, the exchange of real goods and services for paper would appear
to be as close to the proverbial “free lunch” as an economist could imag-
ine. In practice, the price of the supposedly free lunch is real constraints
on policy to convince holders that the currency has value.

An illustration of the amount of benefits seigniorage can provide
comes from the experience of the U.S. dollar during the 1980s. By 1981,
after two bouts of inflation in less than 10 years and serious concerns
about the future of the U.S. role in the world, the ratio of dollars in circu-
lation to U.S. GDP had fallen to just a bit over 4 cents of currency per dol-
lar of GDP. Twelve years later, after a painful disinflation and sustained
efforts by the central bank and successive administrations at rebuilding
America’s international economic credibility, there were slightly more
than 5 cents of currency for every dollar of GDP.

The extra penny per dollar of GDP amounted to $64 billion in extra
seigniorage resulting from an increased willingness to hold dollars. To-
tal currency in circulation had risen by nearly $200 billion over this pe-
riod. Most of this increase was used to provide a medium of exchange
for a higher level of nominal GDP. The extra $64 billion, roughly the
equivalent of half a year of corporation income tax collections, was and
continues to be largely held by foreigners outside the U.S. economy.

These extra resources understate the real financial benefits. Most
use of the dollar as a store of value is represented by interest-bearing
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holdings of government paper. While the government and taxpayer
does not get the “free lunch” from these instruments that currency pro-
vides, the liquidity and convertibility of these instruments, which stems
from the role of the dollar as a reserve currency, certainly carries some
value. As aresult, the yield of these instruments is lower than what they
otherwise would be if the dollar did not have its current role. How much
is involved is uncertain. But each basis point —one hundredth of a per-
centage point — off the yield on government paper is worth $350 million
annually to the American taxpayer.

Thus, the benefits to the United States of having a major interna-
tional role for the dollar are quite significant. But, again, there is no free
lunch. What, then, are the costs?

First, the United States government and central bank must run a
credible anti-inflation policy. An international currency must be credi-
ble as a store of value as well as a medium of exchange. Some might ar-
gue that an anti-inflation program, far from being costly, is actually
beneficial to a nation’s economy. I would not disagree. Butit should sur-
prise no one familiar with the United States if I reported that the political
consensus against inflation is far weaker in my country than in, say,
Germany.

Indeed, while international opinion on the recent tightening actions
by the Federal Reserve seems divided between those who feel it was ap-
propriate and those who feel it was not enough, some leading members
of Congress have denounced last year’s tightening as unjustified and
excessive. Thus, while we might argue about the benefits to the econ-
omy of an anti-inflationary policy, itis clear that some policy makers do
find it constraining.

A second constraint on policy makers seeking an international role
for their currency is an obligation to keep their capital markets open and
their currency readily convertible. I believe that a good portion of the
decline in the international role of the British pound was the result of a
series of experiments with exchange controls during the 1960s and
1970s. Convertibility is the sine qua non of internationalization of a cur-
rency.

There are two very straightforward reasons for this. The first is the
conventional notion of liquidity. Exchange controls and other regula-
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tory limits on capital flows limit the usefulness of a currency as a me-
dium of exchange. The second is that exchange controls signal the
likelihood of other policy changes which are likely to attack the cur-
rency as a store of value. After all, why else would a government restrict
its own citizens from taking money abroad or from holding other medi-
ums of exchange, but to make their capital captive to national policies?
Nor would it make any sense to impose controls if those likely policies
were actually going to enhance the value of either the capital or the cur-
rency. Thus, capital controls and exchange controls are generally
viewed as a strong signal of a currency to avoid.

A third constraint on policy makers in countries with an interna-
tional currency is the need to promote a generally free trade policy.
While less obvious a threat to a currency’s value than exchange or capi-
tal controls, an interventionist trade policy limits the domestic converti-
bility of a currency into goods and services. At the very least it creates
artificial price differentials between the domestic and overseas use of
the currency. Italso signals a willingness, if not a preference, by decision
makers to bend economic policies to political ends. A sceptical foreign
currency holder is likely to find such a willingness a risk factor in deter-
mining which assets to hold.

This final point has wider ramifications. Any government with a
widely used international currency has a stake in promoting the expan-
sion of world trade and a generally open world economic order. A vi-
brant world economy becomes, in an economic phrase, a valuable
public good. The more vibrant the international economic order, the
more demand for the country’s currency, and the more benefits which
flow to the issuer. The self interest of a country such as the United States,
with the widespread use of the dollar, is well served by a world which is
generally free of international political conflict, and one in which politi-
cal disagreements are not allowed to interfere with the free flow of
goods and services. This may mean that policy makers must, from time
to time, pursue international policies designed to promote this liberal
world order which may be unpopular with key constituencies at home.

In sum, the costs of being the country of issuance of an international
currency are low inflation, open capital and exchange markets, a rela-
tively liberal trade policy, and the support of a world order in which
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trade is unimpeded by political differences. Some might say that these
alleged costs are not costs at all. The price of maintaining an interna-
tional currency is the pursuit of sound policies—ones that should be
pursued in any event. But the individual policy maker, faced perhaps
with a looming election or the need to appease key constituencies, may
not always view things so cleanly. Perceived limitations on policy mak-
ers are real to those who must make the decision to promote an interna-
tional currency, even if such limitations may be in their own country’s
best, long-run interests.

Dollarization of Latin America

If being the issuer of an internationally used currency is clearly
good —what of being the user of such a currency? More to the concerns
of this volume, even if the increased dollarization of Latin American
economies is good for the United States, is it good for Latin America? Is
what is good for the United States necessarily bad for the rest of the
hemisphere? There is a simple test that can determine the answer.

The key is whether the dollarization of the hemisphere’s economy is
being done voluntarily or through coercion. For example, if an occupy-
ing army imposed its currency upon the nation it occupied, that would
quite clearly be abusive. But that is not the case here. Latin Americans
haveheld U.S. dollars as a store of wealth, a protection against domestic
monetary policies that have eroded the value of their currencies. More
generally, dollars are not the only alternative currency. Individuals and
businesses may, and sometimes do, hold marks or yen. It is thus hard to
maintain that dollarization is anything other than a voluntary process.

As a policy matter, therefore, dollarization is placing the same type
of constraints on the governments and central bankers of the host coun-
tries as maintaining the dollar’s attractiveness places on U.S. decision
makers. As local currencies are forced to compete with the dollar, do-
mestic economic policies must become less inflationary, more pro-mar-
ket, and more internationally open. In some sense, therefore,
dollarization is a transfer of power from political decision makers to the
individual citizens and market participants of the hemisphere’s coun-
tries. My personal view is that such a transfer is not a zero-sum game,
but is of net benefit to the countries involved. As long as dollarization is
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voluntary, I believe that it is clear that it is a net benefit to the economies
involved.

There is also a public goods aspect to increased dollarization which
deserves mention. Much, if not most, of the international trade among
Latin American nations has never been conducted in the currencies in-
volved, but among third country currencies such as the dollar. In-
creased dollarization in Latin America therefore increases the
possibilities for market development throughout the region.

The risk of mismanagement

Dollarization does hold risks. Not least among them is that the eco-
nomic fate of the countries using the dollar becomes somewhat tied to a
currency controlled by policy makers abroad. Mismanagement of the
dollar will therefore not only affect the United States, but other coun-
tries as well. There is no obvious way to hedge such a risk. But, there are
two mitigating realities that should be borne in mind. First, there are,
and will continue to be for the foreseeable future, international alterna-
tives to the dollar. Aslong as such alternatives exist, the widespread use
of foreign currency within an economy is of lesser concern because the
particular currency used can be fairly readily changed. Second, in-
creased dollarization of the hemisphere’s economy places reciprocal
obligations and constraints on United States decision makers. A larger
international role for the dollar means that the consequences of pursu-
ing unsound policies viewed internationally as unsound are potentially
larger, and the rewards for pursing internationally sound policies are
similarly enhanced.

Conclusion

Like the traditional economic theories of exchange —that both buyer
and seller are beneficiaries, dollarization may well prove to be benefi-
cial for all economies concerned. The only lost alternatives are inflation-
ary, interventionist, or protectionist policies. Speaking frankly though,
that kind of loss can only be viewed as a social gain.
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NAFTA: A Bridge to a
Brighter Future

Michael Wilson®

N 1558, THOMAS GRESHAM, the founder of the Royal Exchange, is said to

have cautioned Queen Elizabeth about the need to restore the purity
of the realm’s coinage. In Gresham’s words, “bad money drives out
good.” Of course, “bad” or “good” money is not exchanged in a vac-
uum, and what has come to be known as “Gresham’s law” is applicable
to more than the physical integrity of coinage. With the benefit of 450
years of experience, Gresham’s counsel should instruct the policies and

1 Michael Wilson is Chairman of Michael Wilson International and former
Minister for International Trade for Canada. He was Chairman of the
Economic and Trade Policy Committee and was directly involved with the
Canada-U.S. Free Trade Agreement and had responsibility for the NAFTA
negotiations.

This chapter is drawn from a speech by Michael Wilson delivered at the
Cato Conference on “Monetary Arrangements in the Americas After
NAFTA,” held in Mexico City on May 25-26, 1994.
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practices that affect today’s monetary relations. In effect, “bad trade and
economic policy drives out the good.”

I'am confident that the course we in North America have set for our
economic futures, particularly as this is reflected in the North American
Free Trade Agreement (NAFTA), will contribute to “good” money and
trade and economic policy in North America and should, in the long
term, serve to improve the value of our coinage.

The globalization of trade

In thinking about NAFTA, one should consider the overall globaliza-
tion of trade that is now taking place with the emergence of multina-
tional enterprises (MNEs) and the integration of international economic
systems. These developments have important implications for policy
makers and market players alike. The globalization process has been a
powerful element in our economic life in recent years, and has been
termed a “virtuous circle” —uniting new technologies, integrating fi-
nancial markets, and internationalizing business. It is a process that has
encouraged the unprecedented growth in the volume of our manufac-
tured goods and commercial services trade. Over the past decade we
have been the beneficiaries of growth in trade that has outperformed
world output. We have also witnessed the increased role of services ac-
tivities in our national economies. In 1992 services trade constituted an
estimated 21 percent of total world exports of $4.6 trillion.

If we look at foreign investment trends, global foreign direct invest-
ment (FDI) outflows have far outpaced both exports and output. In the
period 1982-87, the average annual outflow of global FDI was (U.S.) $67
billion. The outflow in 1992 had reached $171 billion. The flow of FDI
between 1985 and 1992 grew at a nominal annual average rate of 34 per-
cent— far exceeding that of merchandise exports at 13 percent and nom-
inal GDP growth of 12 percent.

Recent estimates of the stock of global FDI exceed $2 trillion, with
investment being concentrated heavily in the service industries and in
the industrialized world. As for global portfolio capital outflows, these
averaged $63 billion in the period 1981-85; in 1992 outflows were esti-
mated at $244 billion.
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In Canada FDI increased at an average growth rate of 7 percent in
the 1980s and had more than doubled over the period to (CDN) $140 bil-
lion by 1993. Canadian foreign direct investment abroad (FDIA) in-
creased fourfold over the same period — from $27 billion to $114 billion
by 1993.

As to the influence of technology, even those of us who drive in the
slow lane on the information highway recognize the extent to which
technological advances have helped businesses operate more effec-
tively within an international context. Certainly, the growth and devel-
opment of financial markets and their increasing integration have
advanced in lockstep with improved communications and data man-
agement.

Together, these elements of globalization represent a powerful
force in our economies. They are also beneficial. Policy today must rec-
ognize their existence; at a minimum to accommodate them; ideally to
encourage them.

This was the international context faced by NAFTA negotiators. In
the regional context, the increased exposure of the domestic economy to
international economic conditions was making certain traditional do-
mestic structures and some industries both less relevant and less com-
petitive. This set real parameters on the objectives of the negotiation. We
were also breaking new ground, since these parameters would take us
past what other trade agreements had achieved.

Policy makers recognized the need for an effective policy frame-
work; one that would encourage, guide, and facilitate industry adjust-
ment and foster competitiveness in the manufacturing industries.
Moreover, it was increasingly apparent that the service industries, and
the financial services industry in particular, had to be part of a compre-
hensive policy fix.

Regionalization as a policy response

For more than half a century, Canada’s trade and economic policy mak-
ing has embraced multilateral attempts to move to more open markets.
It has done so (in its best moments) on the premise that measures that
distort the efficient allocation of resources are likely to lower national
and global welfare, while the removal of such barriers among many na-
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tions is likely to raise them. The GATT has been the primary force in this
effort.

Yet, the integration of national economies—and the interdepen-
dence of producers, consumers, and governments internationally —has
more recently served to intensify what might be considered a natural
process of regionalization. With respect to Canada, the United States,
and Mexico, the close economic ties between the three countries are
borne out in the trade and investment figures. The policy response
adopted in North America focused on the development of a regional
trade and investment arrangement first exemplified by the Free Trade
Agreement (FTA) between Canada and the United States and later by
NAFTA.

The North American Free Trade
Agreement

From the beginning, Canada’s negotiating strategy for NAFTA was pre-
mised on two important, overarching objectives: (1) to ensure NAFTA
was firmly rooted in and complementary to the multilateral GATT
framework of rules and disciplines, and (2) to retain and enhance the
benefits provided under the terms of our Free Trade Agreement with
the United States. We succeeded, and transformed the FTA into a more
comprehensive trilateral trade agreement more consistent with the dy-
namic pattern of globalization I described earlier. NAFTA is an impres-
sive framework for trade and economic cooperation in North America.
It provides new rules and disciplines that will encourage business ex-
changes that today generate three-way trade and investment flows
estimated at close to $500 billion.

NAFTA’s market access provisions effectively eliminate tariffs and
import licenses on all manufactured goods. This has been a standard
pattern for trade agreements for years. Where NAFTA made a major ad-
vance was in the recognition that international flows of capital and
knowledge are now at least as important as the flow of goods.

Improved rules for investment and services will significantly ex-
pand business opportunities in previously closed sectors — particularly
Mexico’s automobile and parts industry, and in financial services,
trucking, energy, and mining sectors. The agreement includes many
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other important provisions, including intellectual property protection,
procurement, and the development and administration of product stan-
dards. Of obvious significance, NAFTA's trade remedy and dispute set-
tlement provisions represent a strengthening and improvement over
those of the FTA. Specifically, in dealing with trade remedy measures of
countervail and antidumping, experience has confirmed that the
FTA/NAFTA dispute settlement mechanism has no equivalent outside
North America and has served participants well.

A fair and effective means to deal with disputes is essential. Our ex-
perience with the FTA suggests that the size and breadth of the eco-
nomic relation makes disagreements among NAFTA partners virtually
inevitable. In part, and particularly for Mexico, these will be driven by
the enormous adjustment challenge NAFTA will occasion as Mexico’s
economy is opened further to competition.

Let me be frank about adjustment —living with clearer and more ex-
acting rules of the game as well as with the shock wave that increased
competition brings to the domestic economy presents major challenges.
But, in placing economic relationships on a more solid, open, and
rules-based footing, trade agreements, and specifically NAFTA, can
provide no end of opportunity. What trade agreements cannot do in
themselves is produce the products at the right price the world will buy.
The benefits of trade liberalization come fast and best to those firms and
workers prepared to adjust and take advantage of opportunities that
free trade offers.

Our FTA experience demonstrates all too clearly that sometimes
wrenching adjustment is required to move people and companies to the
point where they are equipped to participate in global markets and
ready to take on the competition at home and abroad. There is no ques-
tion that the FTA severely challenged Canada’s capacity to adjust to
these changes. Nor do I believe there is any question that this adjust-
ment was necessary. The fact is, that adjustment has worked to help
Canada’s export-oriented goods and services firms compete, to the
point where our export success has led Canada out of the recent reces-
sion. I can only sympathize with the responsibility and very real chal-
lenge that these changes force upon managers and politicians in moving
the course forward.
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The Free Trade Agreement

Although the FTA built on the underlying multilateral framework of
the GATT, it went further and faster than multilateral negotiations had
been able to take us. Of particular importance, the FTA established the
first comprehensive set of principles governing services trade. With re-
spect to the provision of services, it made national treatment, the right of
establishment, the right to sell across borders, and transparency all part
of the rules of the game. These four provisions are all interrelated and
are necessary to allow service providers to benefit from access to foreign
markets.

Financial services are critical to this process and very sensitive.
They have been the subject of specific sectoral negotiations, in the FTA,
NAFTA, and the Uruguay Round. While prospects are in sight for sig-
nificant liberalization, a number of remaining barriers inhibiting access
remain.

In addressing only specificirritants, the FTA gave us a series of spe-
cific liberalization commitments. It failed to establish comprehensive
principles for each country to adhere to in financial services and invest-
ment. There were also problems of “turf”. The financial services chapter
covered only bilateral trade in banking and securities but not insurance.
This was covered in the nonfinancial services chapter. In the United
States, the Treasury is responsible for banking and securities. Com-
merce is responsible for insurance. The result was that only insurance
benefitted fully from the principles-based liberalization under the FTA
and from binding dispute settlement provisions.

Under the FTA, Canada exempted U.S. financial firms from certain
laws that limited aggregate foreign ownership of federally regulated fi-
nancial institutions. But Canada maintained the 10 percent individual
ownership limitation for both U.S. and Canadian equity investors in do-
mestic banks. There were additional liberalizing concessions by both
Canada and the United States, but these were admittedly modest. A
comfort level of sorts was achieved as both parties undertook to con-
tinue to provide existing rights and privileges to the other party’s insti-
tutions. Perhaps mostimportantly, both parties undertook to extend the
benefits of any further liberalization of the rules governing the financial
markets and institutions. The text of the agreement summed it up bestin
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providing that the provisions were intended as a first step in establish-
ing “freer” trade in financial services and “not intended to be construed
as representing the mutual satisfaction of the parties concerning the
treatment of their respective financial institutions.”

In sum, while the U.S.-Canada FTA liberalized trade in goods in a
comprehensive manner in tune with clear adjustment requirements
within the two economies, the new areas in the agreement (investment,
services, and particularly financial services) were dealt with on a more
piecemeal basis. The FTA did not, in any systematic way, significantly
encourage further domestic rationalization, competition, and integra-
tion in the service industry. This outcome undoubtedly was influenced
by the fact that the FTA was negotiated during a time when Canada’s
regulatory framework was undergoing substantial reform and during
what continues to be an ongoing debate in the United States concerning
the permitted activities of financial institutions.

Since that time, regulatory reform in Canada has liberalized Cana-
dian financial institutions considerably. There are still some services
banks are not allowed to provide. Many also would like to see the de-
posit insurance system revised and the complex mix of federal and pro-
vincial regulations rationalized. But the process has achieved a lot and
is ongoing. There will be another review of Canadian federal reforms in
1997 and every 10 years thereafter. Future reforms should enhance the
international competitiveness of Canada’s financial institutions.

The United States has not progressed as far. Policy makers in the
United States continue to examine the justification for and viability of
the separation of commercial banking and other financial services as
partand parcel of ensuring the continued health and competitiveness of
U.S. financial institutions.

Meanwhile, the industry is not standing still. Volatile markets and
rapid technological advancement have encouraged banks to explore the
limits of their legal powers —to engage in bank and nonbank activities.
Financial conglomerates have emerged through a process of acquisition
and consolidation and many U.S. institutions have become affiliated
with large nonfinancial enterprises.

All said, many of the same factors which have blurred the distinc-
tions within Canada’s financial services sector have influenced the evo-
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lution of the U.S. financial services sector. But the policy response in the
United States has been far short of what is needed to keep the industry
modern and competitive and, quite frankly, as open as the sector is in
many other countries.

Liberalization of financial services

Going into the NAFTA negotiations, it was clear to us in Canada that as
we addressed the investment, services, and financial services issues,
maintenance of Canada’s international competitiveness required a pol-
icy landscape that supported Canada as a prime location for interna-
tional investment. This seems one of those self-evident motivations fora
trade agreement, but it is useful here to recall that Canada had gone
from being sceptical of the benefits of FDI in the 1960s and 1970s to be-
come a convert and fully committed to the benefit of international in-
vestment agreements by the end of the 1980s. I might add that it took a
change of government to implement this process!

By the time NAFTA was negotiated, financial institutions had
strengthened their identities as export and investment facilitators as
their domestic clients looked further afield for business. With this in-
creased trade, domestic banks and other financial service players are
themselves being encouraged to establish a more effective international
presence.

NAFTA builds on and improves the FTA arrangements which ad-
dressed banking and securities. Canada insisted that it establish princi-
ples for trade in financial services as well as a dispute settlement
mechanism that was lacking for banking and securities in the FTA. Cou-
pled with the significant reforms introduced in 1990 in Mexico’s finan-
cial services industry, Mexico’s undertakings in NAFTA has
established the basis for truly liberalized trade in financial services in
North America.

Banks

From the banks” perspective —for Canada, an industry with extensive
international operations —NAFTA provides a clear opportunity to ex-
pand trade relations in the hemisphere. There were really two major ob-
jectives Canada’s banking industry identified with in the NAFTA
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negotiations: (1) to gain entry into the Mexican market (which had been
restricted for the last decade to representative offices), and (2) to try and
overcome the shortcomings in the Canada-U.S. FTA, both in terms of
market access to the United States and with respect to trade principles.
The United States is a very important market for Canadian banks. De-
pending on the bank, between 30 percent and 40 percent of total assets
are booked in the United States. This is despite the remaining restric-
tions on bank powers under Glass-Steagall rules regarding securities
and the interstate branching barriers —restrictions that NAFTA did not
address.

Canadian banks increasingly are integrating their North American
strategy. NAFTA now allows North American banks to bring Mexico
into a unified strategy. Recent examples include: (1) the Harris Bank
purchase by the Bank of Montreal and their recent acquisition of Subur-
ban Bank in Chicago, and (2) the Bank of Nova Scotia’s purchase of a 10
percent share in Grupo Financiero Inverlat, which owns the fourth
largest Mexican bank.

Life insurance

The virtual free trade that existed in the life insurance sector between
Canada and the United States focused negotiations on preserving the
status quo. No Canadian life insurer had established a presence or mar-
keted its product in Mexico at the commencement of NAFTA negotia-
tions in 1991. Mexico’s financial sector liberalization in 1990 allowed a
49 percent minority ownership stake in a Mexican life insurer, and some
U.S. and European companies already have entered via joint venture
arrangements. I hope Canadian insurers follow suit.

Clearly there is great potential in Mexico. Canadian and U.S. life in-
surers can enter into joint venture arrangements with new or existing
Mexican life insurance companies subject to 50 percent share ownership
limitations that will gradually be phased up to allow for 100 percent
ownership by the year 2000. While full access is not yet a reality, na-
tional treatment and equality in competitive opportunity with domestic
companies is enshrined in the agreement.
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Securities

The impact of NAFTA’s financial services provisions on securities trade
between Canada and the United States is expected to be limited. On the
downside, the legal text contains no bilateral freeze between Canada
and the United States on new restrictions on the cross-border provision
of securities services. NAFTA cannot be seen as having provided signif-
icant liberalization benefits for securities trade between Canada and the
United States. But both countries will see opportunities with respect to
the gradual liberalization of specific aspects of the financial services
industry including the securities sector.

Clearly, in financial services, more liberalization must be achieved.
The direction is set. The objectives are understood. But domestic pres-
sures resulted in less progress than that achieved in other parts of
NAFTA. Both the industry and policy makers must keep this file open
and continually press for domestic policy changes and further opening
of markets. There is fertile ground for further reform and a consequent
reduction in derogations from NAFTA. If this is not achieved, this key
sector will not be able to contribute as fully as it should to the develop-
ment of trade and investment in the region.

Monetary union

Does NAFTA argue for a monetary union? My answer is “no.” For both
economic and political reasons, this is simply not on. We have seen from
the tensions in the European Union how difficult it is to bring about suf-
ficient convergence in economic policies and performance to support a
system of fixed exchange rates. This would be even more difficult when
the system encompassed economies as different as the United States,
Canada, and Mexico—and possibly other developing nations. Politi-
cally, it would not be acceptable. There have been periodic calls to fix the
Canadian dollar to the U.S. dollar, or to have us share a common cur-
rency. Again, one need only look at the debate in which the European
Union engaged respecting monetary union to recognize just how sensi-
tive anissue is the surrender of political and economic sovereignty asso-
ciated with a common currency. I do not think it a likely subject of any
trade agreement involving Canada for the foreseeable future.
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Clearly, I am not ruling out increased cooperation, and in this re-
spect would note the recent trinational facility put in place by the United
States, Mexico, and Canada to deal with shocks to our respective curren-
cies. This accord underscores the commitment of the three governments
to monetary stability in North America, but falls far short of monetary
integration.

I do think that one of the best ways to assist in creating a stable mon-
etary environment and one in which exchange rate volatility is less of a
concern, is through a common objective of price stability — particularly
important given the global move toward lower inflation.

Quo vadis?

The horizon offers reason for optimism. Commitment to the free move-
ment of both goods and capital is entrenched in the framework of sev-
eral trade arrangements, most notably the Uruguay Round agreements
now under the umbrella of the World Trade Organization and NAFTA.
This said, the WTO has set itself an ambitious agenda, both in terms of
implementing the Round results and in tackling new issues which in-
clude the environment, labour standards, and technology policy.

The Multilateral Trade Negotiation’s result offers far-reaching lib-
eralization gains including improved and more secure access to impor-
tant developing country markets, butin no way does it provide Canada,
the United States, and Mexico with the degree of comprehensive and
preferential access provided under NAFTA.

Laurel wreaths are not yet in order, however, since the NAFTA pro-
cess is not complete. While countries with aspirations of NAFTA mem-
bership deepen their policy reforms, NAFTA members must continue
to press their own agenda toward reform. NAFTA working groups
have been established to develop solutions to antidumping and sub-
sidy/countervail issues; review of the relation between competition
law and trade may see the replacement of the pernicious aspects of trade
remedy regimes. Additional negotiations in the area of government
procurement and in services, including financial services, are planned.
Ongoing liberalization of trade in financial services is particularly im-
portant to a successful outcome of NAFTA. It will require removal of re-
maining impediments limiting foreign ownership, entrenchment of the
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right of establishment, and the provision of effective market access
through the elimination of barriers that impede operations of foreign
and domestic financial institutions alike.

NAFTA accession

There can be no doubt of Canada’s commitment to ongoing develop-
ment of economic and trade relations within the hemisphere, a commit-
ment reflected in the NAFTA accession clause. Open regionalism
plainly envisages partnerships in Latin America. But it must be clear
that accession requires adoption of the agreement’s exacting disciplines
over the full range of obligations.

NAFTA’s accession clause foreshadows the extension of NAFTA
and of agreements on environmental and labour cooperation to other
Latin American and Caribbean countries. Adherence to NAFTA is only
feasible for those countries that have made a major and sustained com-
mitment to market-based economic reform.

A bilateral arrangement, or even a piecemeal approach to liberal-
ization as an alternative to accession, may suit a political or short-term
economic imperative. But there are a number of drawbacks. In the case
of bilateral negotiations, one cannot underestimate the negotiating dis-
advantages smaller economies face when sitting across the table from a
much stronger economic partner. Smaller countries can quickly find
themselves responding to the “elephant’s” agenda. I have already
noted the contrast in the FTA and NAFTA negotiations. The former was
driven by bilateral irritants; the latter negotiation was framed in a series
of principles from which countries could negotiate limited derogations.
I believe there is far more protection available to smaller countries join-
ing a principles-based NAFTA than exists in entering into a bilateral ne-
gotiation with the United States. Inevitably, that bilateral negotiation
will be driven by the bilateral irritants as perceived by Congress and the
administration.

A piecemeal approach to negotiations will likewise undermine co-
herence and control over the overall process of reform. I call it death by a
thousand cuts. It may seem attractive to engage in negotiations or a se-
ries of negotiations limited to specific sectors. Domestically, it can be
very divisive, particularly to those sectors that lose out. There are al-
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ways going to be economic and political gains and losses to any negotia-
tion. Domestic support will more easily be garnered when negotiations
involve a comprehensive package of tradeoffs that can be shown to bal-
ance the gains and losses.

At the risk of being blunt, one of the strengths of NAFTA, and
where it betters a bilateral trade arrangement, is in its greater balancing
of interests and power. This advantage over a bilateral trade approach is
reflected in both the conduct and in the outcome of negotiations. In a bi-
lateral relation, a dominant U.S. partner sets a powerful challenge to a
small country. The United States will abuse its position —not due to any
ill will, but simply because of the nature of the U.S. political system.

A multilateral arrangement, with a strongly supported dispute set-
tlement system offers clear advantages. In addition to optimizing re-
sources and broadening the size and depth of the market, it provides a
more level playing field for negotiations.

In short, for both raw political reasons, as well as to most effectively
advance economic objectives, I strongly encourage those countries in
the hemisphere that may be weighing the option of NAFTA or a bilat-
eral arrangement with the U.S. to opt for NAFTA. Let me add that the
prospect for NAFTA accession is not universally evident in Latin Amer-
ica. Candidates that initiate adjustments in domestic policy that meet
the standard for trade and investment liberalization established under
the agreement will be best positioned for accession.

There are those who would ask whether policy reform is worth it.
Many countries in the Americas have shaken off the economic stupor of
the 1980s which saw regional GDP growth plummet from almost 6 per-
cent in the 1970s to 1 percent between 1985 and 1990. In the transforma-
tion, policies that favoured import substitution have been discredited
and given way to bold new economic development strategies based on
market-based development and trade liberalization. Reforms are
far-reaching and have taken hold most effectively in Mexico, Chile, Co-
lombia, and Argentina.

With these reforms, there are welcome signs that growth prospects
have taken root. In 1990 Latin American economic growth climbed to
over 5 percent, and one analyst has predicted that Latin America’s com-
pound annual growth in real GDP in 1990-95 will exceed 4 percent.
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Prospects are likewise bright for the last half of the decade, with GDP
growth predicted to be twice that of North America and Europe and
slightly ahead of Asia.

There is no doubt that, apart from trade, patient investment capital
is essential to sustained growth. There is every indication that investors
are responding to the reform process. Foreign direct investment flows
to the five major markets of Argentina, Brazil, Chile, Mexico, and Vene-
zuela rebounded in 1991, more than doubling to $36 billion. The cau-
tionary note is that predictions for a buoyant decade of growth are
predicated on Latin American countries staying the course. Itis very im-
portant for political leaders to continually reinforce their vision of the
results of their reform measures and encourage people to look past the
inevitable short-term costs of reform.

To some extent the necessary discipline should be reinforced
through recent liberalization commitments undertaken in Mercosur;
the G-3 negotiations between Mexico, Venezuela, and Colombia; and
the bilateral accords between Colombia and Venezuela and Mexico and
Chile, respectively. To a certain extent, the obligations undertaken in
those agreements will help to lock in domestic reforms. From my van-
tage point, however, I would like to think that NAFTA and the accession
prospect provides an even greater incentive and a more focused disci-
pline.

The process of economic reform and renewal that we have em-
barked upon in this hemisphere should be pursued in concert with our
underlying commitments to global trade liberalization and to the
rules-based system supported in regional and multilateral trade and
economic arrangements. The process of economic reform and renewal
that we have embarked upon in this hemisphere should be pursued in
concert with our underlying commitment to global trade liberalization
and to the rules-based system exemplified by the GATT and reflected in
the NAFTA. This process will contribute to greater competitiveness
globally and, in the longer term, should help sustain business confi-
dence, a key requisite of monetary stability.



CHarrER 18

Problems and Prospects
for a Mexican
Currency Board

Roberto Salinas-Leon’

By and large, currency boards have outperformed central banks on
price stability.

— Paul Volcker

HE DEMANDS FOR A NEW EXCHANGE RATE regime in Mexico to stabi-
lize the sharp volatility in the financial environment following the

1 The author is Executive Director of the Centro de Investigaciones Sobre la
Libre Empressa (CISLE) in Mexico City and an Adjunct Professor of Political
Economy at the Escuela Libre de Derecho. The account of currency boards
offered in this paper owes much to the conceptual framework and defense
of currency boards articulated in the contribution of Steve Hanke and Kurt
Schuler to this volume, “Monetary Systems and Inflation in Developing
Countries.” Iam also grateful to both authors for extensive conversations on
the topic.
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peso currency collapse has generated a vigorous debate concerning the
feasibility of a currency board. Unfortunately, this debate has exhibited
a widespread misunderstanding of the aims and claims behind the es-
tablishment of such a strict system. The original goal of stabilizing the
peso-dollar parity at 4.5 pesos per dollar quickly collapsed in view of
the disorder engendered by the devaluation in the macroeconomic
scene. An immediate challenge for Mexico’s monetary authorities is to
fashion mechanisms that can bring about a closer and more stable rela-
tion between the local currency and the U.S. dollar. A currency board
seems to be an ideal method to achieve this top policy objective.

The reason is simple. A currency board involves transforming Mex-
ico’s monetary system into a de facto dollar standard, by guaranteeing
that all money in circulation (notes and coins) be fully backed by dollar
assets. The system is based on three principles: a fixed exchange rate,
full convertibility of the domestic currency with the “anchor” currency,
and a monetary law prohibiting the central bank (or board) from ex-
panding the monetary base beyond the stock of available hard currency
reserves. Thus, the size of the monetary base depends entirely on the
market demand and supply of local money.

The principal virtue of this system is that it practically rules out a
devaluation of the local currency vis-a-vis the target currency. This
means that if a run on the peso occurred, under a currency board system
in Mexico, the worst that could happen would be total “dollarization” of
the economy, that is, trading would take place in U.S. dollars while the
currency board would hold all pesos in stock. This is so since, under an
ideal currency board, each unit of the local currency is backed at a fixed
exchange rate by international reserves. Hence, the potential for discre-
tionary monetary policy is virtually null. The government cannot bor-
row from the board for fiscal purposes, that is, to finance a deficit, in
order to expand the bureaucracy and underwrite government spend-
ing. This makes boards powerful antidotes against culprits like mone-
tary expansionism, fiscal irresponsibility, and inflation.

A normative monetary framework

In his contribution to this collection, Juan Andrés Fontaine encapsulates
the “beauties” of a currency board system. It is, he says,
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clear, understandable, and publicly announced. It serves as a
public commitment to price stability on the part of both the mon-
etary and the fiscal authorities. Any deviation from it is politi-
cally and economically very costly: it creates a crisis of
confidence that typically forces out from their offices central
bank presidents, ministers of finance, and even presidents. It ef-
fectively eliminates discretion, and thus [removes] that source of
price instability....It is also operationally very simple...[and]
serves to foster international trade and finance.

This summary of the virtues of a currency board under a fixed ex-
change-rate regime underscores the normative importance of transpar-
ency and accountability. A currency board solves the problem afflicting
traditionally unreliable central bank regimes (and certainly one of Mex-
ico’s thorniest problem at the moment): the lack of transparency. The
board is fully transparent because it is liable to the real owners of re-
serves: regular moneyholders. In Argentina, where the system resem-
bles the operation of a currency board, the level of reserves can be
identified every 24-hour period. In contrast, in the past several years,
the government in Mexico would announce the level of reserves three
times a year. This was a source of major speculation.3

A currency board is a rule-bound system, not a discretionary system.
It has a clear and specific purpose: to ensure that the domestic currency
is fully redeemable in hard currency assets at the selected exchange rate
and thereby fulfil its contract with the real owners of reserves, namely,
regular members of society. It does not seek to “manage” the main mon-
etary variables. Hence, a currency board system is based on a normative
idea of money.

Domingo Cavallo, Argentina’s finance minister, explains this nor-
mative conception as follows: each unit of currency is an implicit con-
tract between the government and the ordinary holder of currency. The

2 See his “Applying Monetarism,” this volume.

3 The Bank of Mexico now regularly announces the level of reserves, as part of
the requirements imposed by the Clinton bailout package. The condition
requires a monthly announcement, although the central bank has been
unveiling the data every two weeks. This is a highly welcome change of past
practices, but it has yet to be legally institutionalized.
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contract is supposed to guarantee that the value of the currency is le-
gally bound to remain stable throughout a specified period of time. So,
under this framework, a devaluation breaks this contract and therefore
breaks the monetary law. This normative feature of stability has been in-
corporated into the framework of countries that give maximum priority
to money as a stable store of value. In New Zealand, legislation prohib-
its the central bank from exceeding an annual inflation rate of 2 percent.
In Argentina, Cavallo himself acted as the main architect behind the
convertibility law, which requires a large majority of legislative votes in
order to be changed (or repealed).

Argentina is facing a severe crisis as a result of the fallout of the peso
devaluation — the so-called tequila effect. Many critics claim that the sys-
tem will be unable to survive the tide of capital flight that has taken
place in the wake of Mexico’s financial disaster. Still, itis instructive that
the Menem government responded to the liquidity crisis by seeking
strong budget cuts rather than by falling prey to the false temptations of
a devaluation. In other words, the peso was defended at all costs, de-
spite the electoral pressures to relax monetary policy. Indeed, the
re-election of the Menem government can be interpreted as an over-
whelming referendum in favour of monetary stability. The system of
convertibility helped Argentina bring inflation down from 2,400 per-
cent to 3 percent in three years, and real economic growth has averaged
7 percent per year during that time-frame.

The currency board system has gained credibility in nations facing
financial turbulence, a discredited currency, and hyper-inflation. Re-
gions as varied as Estonia, Lithuania, Singapore, Hong Kong, and Ar-
gentina have successfully instituted currency boards. Currently
Venezuela and Ecuador are considering a currency board system in or-
der to effectively counteract the destabilizing forces of the tequila effect.

Currency boards and central banks

In an address given in 1991, Miguel Mancera, governor of the Bank of
Mexico, inveighed against the currency board model on the grounds
that it imposes “too strict a degree of discipline” on monetary and fiscal
policy, and that it precludes the “proper management” of monetary
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variables.* For advocates of the currency board system, these are pre-
cisely the reasons why it should be adopted. The authorities of Mexico’s
Ministry of Finance have also opposed the model, for the wrong rea-
sons: it would sever all control of the exchange rate by making the large
bulk of monetary policy purely passive.

An important issue concerning the currency board alternative is:
what would happen to the central bank? If a currency board system
were established, the central bank would radically downsize its opera-
tions. It would require a much smaller bureau, consisting of a set of
members in charge of maintaining full convertibility of the currency. On
the other hand, a central bank can also coexist with a currency board asa
parallel regulatory entity. The net effect of union or coexistence is the
same: monetary policy action would become severely limited.

The prevalence of strict fiscal discipline and sound monetary policy
was supposed to be provided by the implementation of an autonomous
regime in the central bank, in April 1994, backed by a mandate to pre-
serve the purchasing power of the currency. In other words, it seemed
that public policy would be practised consistent with the demands of
price stability and exchange rate stability. The peso collapse and the en-
suing declarations to escape blame for the crisis revealed two flaws.
First, that real autonomy could not be pursued with a monetary regime
that left exchange rate policy in the hands of the executive branch. Sec-
ond, that an autonomous monetary policy was devoid of public ac-
countability. After all, an explicit constitutional mandate to maintain
price stability was violated.

Not surprisingly, many voices have demanded change. It is a mis-
take to think of the currency board option as an impulse to castigate the
central bank for broken mandates and unfulfilled promises. Some ana-
lysts have erroneously opposed the currency board idea on those
grounds. The point is that a resignation of the monetary establishment
in the central bank would have little or no long-term effect without a
major restructuring of the system. It is not a problem of persons, but of
the way institutions work. Indeed, even if some saintly leader were to

4 This address was delivered at the Kansas Fed symposium on Trade and
Currency Zones in August 1991, and subsequently in Mancera (1991).
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assume the executive duties in the current state of the central bank,
things would not change much. Itis fundamentally a problem of institu-
tionalizing confidence.

A recent and important study in the United States found that the
Banco de México ranked 101 out of 108 central banks worldwide in pre-
serving a stable currency (Deane and Pringle 1994: 352-54). This result
indicates that Mexico’s monetary problem centres on the lack of institu-
tional credibility. According to Steve Hanke, the main appeal of a cur-
rency board system is that “it commands instant credibility.” It makes
the monetary constitution of a country fully transparent and fully ac-
countable, by imposing a rule-bound lock on sound fiscal and monetary
policy. Thus, it can survive the most unorthodox of discretionary au-
thorities. The post-1994 peso has lost one of the two fundamental func-
tions of money: it is still a medium of exchange, but it has ceased to be a
reliable store of value. This renders it “funny” money. A currency board
would restore the credibility of the currency by strongly linking it, un-
der a strict framework, to a more reliable currency that can act as a store
of value.

Objections to a Mexican
currency board

Despite the clarity and transparency of the currency board system, it has
come under heavy fire in Mexico by authorities, policy analysts, and
members of the financial status quo. Itis impossible to include all objec-
tions to a currency board, but the most common and important will be
addressed.

Some objections are superficial reactions to the strictness of the sys-
tem —for instance, it is claimed that currency boards began in different
historical circumstances (so what? what hasn’t?), or that they preclude
fighting inflation through discretionary policy (correct, the problem is
precisely that monetary discretion has a pathetic record), or that a cur-
rency board is just a measure to artificially bring down the peso-dollar
parity to 3.5 to 1 (the actual rate is a matter of secondary importance,
what matters is that the parity, at1, or 3.5, or 5, or 12, or whatever, has in-
stitutional credibility).
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Itis also stated that a currency board is “too costly”, that the central
bank does not have the amount of reserves required to back the mone-
tary base. This is not an objection per se, but a short-term technical ob-
stacle. Permission would have to be obtained from the creditors
underwriting the $52 billion package, but the point is that the resources
are available. If the exchange rate is fixed at 6 to 1 (or even 5 to 1), then
only some $12 billion would be required to underpin the monetary base.
Of course, bank deposits cannot be fully backed. If the latter are liqui-
dated and exchanged for foreign assets, then the money supply would
contract in the same proportion. The commercial banks then would be
forced to offer more attractive premiums.

A standard objection is that a currency board would transform
Mexico into a de facto 13th district of the Federal Reserve System, and
with Mexico in the dollar zone, there would be a loss of monetary sover-
eignty in Mexico. This is true, but as economist David Hale (1995: 2) ar-
gues, “monetary sovereignty in an era of capital mobility is an illusion.”
For obvious reasons, the peso has traditional close links to the U.S. dol-
lar. Indeed, even without a currency board, Mexico has already wit-
nessed a spontaneous rush towards dollarization, as investors and
savers continue to seek out a store of value. This explains why the peso
has traded at patently undervalued levels (as much as 8 pesos per dollar
at one point). Hale again explains: “If the peso is to continue a role as a
denominator of transactions, it will have to be underpinned by a new
central bank regime which explicitly focuses on currency stability and
convertibility” (ibid.: 4). A currency board does just that.

Another important objection is that, under a currency board, the
central bank could no longer act as a lender of last resort to troubled
banks. In light of the precarious situation that Mexican banks face to-
day, amid a high interest-rate environment, this could prove deadly.
The response is that there is a crucial tradeoff. If the central bank begins
to rescue insolvent commercial banks, it will have to expand internal
credit, and the result will be the very factor that reduces real patrimony
and contributes to high interest rates: inflation. The establishment of a
currency board, by restoring confidence and stabilizing the peso, would
encourage a faster transition to lower interest rates and hence diminish
the damaged loan portfolios of weakened commercial banks. This risk
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is unavoidable. However, in the very process of transition, the govern-
ment could fashion alternate measures through public and private de-
posit insurance as a means to provide financial support for fragile
banks. In fact, no large commercial banks have failed under currency
board regimes.

Arelated objection is that a currency board places too much burden
on interest rates as the main variable to offset external shocks. Thus,
acute recession becomes unavoidable in troubled times — which is, any-
way, precisely what Mexico now suffers. The claim is that a currency
board would have collapsed in 1994, just as the fluctuation band did.
This is highly speculative, and applies to other regimes as well. The
“bet” is that a currency board has a more credible opportunity to offset
external shocks than other options, in light of its role under a well-de-
fined monetary constitution. So, in 1994, had Mexico operated under a
currency board, it would have forced the central bank to raise interest
rates instead of expanding internal credit and let reserves fall below the
monetary base. This does not make a devaluation completely inevita-
ble, nor does it preclude abandoning the board system in favour of an-
other option, but it is illuminating to find that in its 150-year history in
over 70 nations, currency board systems have never witnessed a balance
of payments crisis and have never resulted in a devaluation. The current
crisis in Argentina is a litmus test of this claim. It might collapse, but the
historical evidence is on the side of currency boards.

A similar objection to currency boards is that they make the econ-
omy too dependent on foreign capital flows—that is, they allow the
same external vulnerability that brought about the currency crisis in
Mexico. This is a serious problem. However, it is a problem in all ex-
change rate regimes. The solution lies not with the monetary system
alone, but with the entire foreign investment regime. It requires greater
emphasis to attract direct capital investment, and this is a function of
proper public policy. Mexico is an undercapitalized economy and as
such will remain dependent on foreign capital flows as long as it contin-
ues to seek modernization and greater standards of living. To use a bio-
logical analogy, a healthy heart does not remove all illness, but it is
clearly a precondition for a healthy body.
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A recent study by Argentine economist Carlos Zarazaga (1995) at-
tempts to discredit the currency board model. Many of the objections he
levels are sophisticated variations of the foregoing, but they merit close
scrutiny to gain a broader perspective on the problems and prospects
for the adoption of a Mexican currency board.’

Zarazaga claims that “currency boards are no better than wedding
rings at keeping everlasting commitments.” The regime can be aban-
doned at any time, particularly in the face of a liquidity crisis. This is
true, but so what? Everything and anything can be abandoned. If the
leadership of a country decides that price stability is an overblown ideal
(such as during the Lopez Portillo administration in Mexico), it can
readily abandon anti-inflation policy. Currency boards have an attrac-
tive public choice element with respect to the execution of policy: they
encourage fiscal discipline and a liberal investment regime. The issue
surrounding the choice to abandon the model or not simply reflects the
issue of whether stability should be abandoned or not. The rational
course is to sustain stability, but this does not necessarily translate into
policy initiatives. In short, the claim that currency boards do not work
because they can be abandoned proves too much.

A more serious objection is that under a board regime, “a minor Or-
ange County-like liquidity crisis” can generate a massive financial
panic overnight. Zarazaga offers Argentina as evidence: despite the
currency board model, a financial panic ensued associated with the cap-
ital outflow shock occasioned by the tequila effect. Thus, since a cur-
rency board is “defenceless against financial crises,” the medicine they
administer can have devastating side-effects in the form of prolonged
credit crunches similar to the Great Depression. This, of course, is a

5 Some of Zarazaga’s objections are silly, such as the claim that Hanke and
others unwittingly confirm the suspicion that currency boards have
functioned because they “were controlled by foreign powers”, in view of
Hanke’s claim that board directors should be foreigners appointed by
commercial banks (Zarazaga 1995: 3). If I understand Hanke correctly, the
point behind this was to exercise overkill in transparency, and the need to keep
the exchange rate isolated from political pressures. However, if the rules
behind currency boards are followed, the directors are really a matter of
secondary concern. In fact, this is the crucial appeal of a board system: it
would prevail, even if managed by Keynes, Alan Garcia, or Fidel Castro.
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purely hypothetical scenario. In any case, speculation aside, it is untrue
that currency boards cannot resort to financial rescue of commercial
banks: the function of lender of last resort (as Hanke explained to me, in
conversation) can be shifted from the monetary to the fiscal side. More-
over, for the sake of fiscal precaution, a rule may be adopted whereby
the board can offer a discount window on the basis of an additional per-
centage of reserves. This would involve tying the monetary base to over
100 percent in hard-currency reserves.’

This too involves excessive reliance on counterfactual speculation.
To repeat, anything can happen. A currency board is best understood as
a manifestation of conservative risk management in the execution of
monetary and exchange rate policy. This is what Zarazoga’s apology for
discretionary monetary policy misses. In effect, the report in question
was written in April, at a time when many critics predicted the collapse
of Argentina’s system. To substantiate his claims, Zarazoga points out
that interest rates skyrocketed 32 percent in mid-March, in order to stem
the wave of capital outflows. Zarazoga never mentions that interest
rates reached triple-digit levels in Mexico during the same time-frame.
Yet, the rise in Argentine interest rates was a natural expectation, given
the foreign capital outflow externality. It was an instrument of tempo-
rary adjustment. Since then, interest rates have fallen to single-digits
once again, amid the renewed expectations of stability and a new round
of aggressive liberalization measures —just what one is supposed to ex-
pect from the public choice features of currency boards in encouraging
proper market-based solutions to external shocks.

In effect, Zarazoga’s study underestimates the strategic and norma-
tive role of a currency board system. He asks: “If it is true that currency
boards can prevent the financial meltdown we observed in Mexico, as
their advocates claim, then why are we seeing a perhaps worse crisis
now in Argentina?” (Ibid.: 10).

6 For Zarazoga (1995: 7-8), such an initiative would mean that the system was
no longer functioning as a currency board. This, of course, trivializes the
dispute, rendering it a verbal and boring issue. It is not a matter of
definition, but a matter of the principles involved behind what is called a
currency board. In fact, the name is irrelevant for conceptual purposes.
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It seems completely gratuitous to claim that the Argentinean case is
economically worse than the Mexican case. Argentina will still grow at
over 3 percent in 1995, with a stable inflation rate of under 3 percent. In
Mexico, stagflation has set in and credibility has collapsed. In fact, how-
ever, itis estimated that virtually all deposits in Argentina’s system will
return by the end of 1995. The reason is clear: the stabilizing effect of its
rule-bound monetary system. Zarazoga also asks how long can the Ar-
gentinean economy continue to take the heat. In fact, the Menem gov-
ernments re-election constituted a popular mandate for
stability — despite recession, despite unemployment, despite the liquid-
ity crunch, and despite the worst fears of critics like Zarazoga.

Indeed, Zarazoga’s objections blatantly miss the moral of the peso
collapse: the institutional need for a currency regime that rules outs dis-
cretionary monetary policy and thereby restores the peso’s credibility
as a store of value and an internationally accepted financial instrument.
To be sure, a rule-bound system that links expansion of the monetary
base to foreign reserves risks a meltdown in light of the huge foreign
debt incurred via the bailout package. However, this particular prob-
lem reflects the need for creative strategies designed to bolster new in-
vestment and earmark revenue toward debt amortization—for
example, via privatizations and a new round of foreign investment lib-
eralizations.

In sum, there are important obstacles and objections to the estab-
lishment of a currency board system. It is not a perfect system, but then
neither are the alternative policies of a peg, a floating rate, or a band sys-
tem. As Fontaine notes, the adoption of a currency board regime is a
matter of “cost-benefit analysis” vis-a-vis the specific circumstances
surrounding the country under analysis. Mexico seems ripe for such a
system. The current state of affairs is more a crisis of credibility than a cri-
sis of financial volatility; and this demands shock therapy. In turn, this
is what makes the currency board option attractive.”

7 Infact, other voices have expressed the need for a system based on a basket
of currencies, in order to avoid excessive dependence on what is deemed a
gradually unstable currency —namely, the U.S. dollar. Others, such as
economists working with the centre-right wing party PAN, advocate a
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Conclusion

Some members of the Bank of Mexico, including Vice-Governor Fran-
cisco Gil Diaz, quietly voice their approval of a currency board system
as the only viable regime consistent with the institution’s mandate to
guarantee sound money and price stability. One the other hand, the vast
majority of politicians disapprove of a currency board regime. A promi-
nent and oft-cited criticism is made by Francisco Suérez Davila, chair-
man of the finance committee in the Chamber of Deputies. He
denounces the currency board alternative as “colonialist and funda-
mentalist.” In truth, this is a convenient smoke screen that reflects the
failure of the government to follow a normative, rule-bound monetary
system.

The issue of exchange rate adjustment transcends the complex
models fashioned in the ivory towers of academic universities. It is an
issue which centres on the medium of exchange and the real value of a
person’s patrimony. For this reason, future efforts in Mexico to create a
more reliable monetary system must incorporate the normative con-
cepts of accountability and transparency into the framework governing
monetary policy. This is just what a currency board does. It acts as a
mechanism to maintain the most important ingredient of sustainable
economic growth: price stability.

Unfortunately, the gap between monetary theory and political real-
ity is wide. The proposals for monetary reform along the lines of a cur-
rency board have lost momentum. In other words, the “timing” has
waned. To be sure, one of the obstacles to a currency board is the ability
of the host government to meet its strict financial and institutional pre-
requisites. Gil Diaz (1995: 18) expresses this dilemma as follows:

Market interventions are counterproductive and may combine
with other developments to contribute to a collapse, a problem
that could be solved under a currency board. Buta board is an un-

system of competing currencies between the peso and a new unit backed by
silver (given that Mexico is the world's foremost producer of silver). Such
proposals aim to enable consumers to choose between the two currencies to
denominate transactions. Space precludes a full treatment of those issues,
but the point is clear: there is a popular demand for a mechanism that is able
to guarantee monetary strength and currency stability.
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likely immediate proposition for Mexico given the vast institu-
tional and reserve requirements imposed by such a system. The
other possibility is a floating rate and that this is a feasible solu-
tion, one only has to look into the recent experience of a small
economy managed successfully under such a regime: New
Zealand.

The months ahead are supposed to see the unveiling of a new ex-
change rate regime. Once the level of international reserves consoli-
dates to adequate levels (i.e., in the area of $20 billion), discussions are
bound to resurface concerning the plausibility of a currency board. A
floating regime is theoretically sound, and supported by the majority of
the central bank. Yet, it has failed to restore confidence. As Rogelio
Ramirez de la O says (in conversation), the problem with a float is that in
it, Mexico continues to sink.

The principal issue derives from the institutional requirements of a
sound monetary policy, one able to avoid a speculative onslaught and a
generalized rush for a store of value such as the dollar. As Gil Diaz
states, a floating regime is viable in the long-term and does not require
the strict preconditions of a currency board system. On the other hand,
as the experience that Gil Diaz describes makes manifest, such a regime
is unlikely to restore credibility in the absence of a mandate that holds
the central bank publicly accountable for price stability. New Zealand en-
joys such a mandate, whereas Mexico does not. It is arguable that if such
a mandate were supplemented to the autonomous regime adopted in
1994, it would render Mexico’s monetary system credible, transparent,
and accountable. Then, the political choice between a board and a float-
ing regime would constitute a distinction without a difference.

Be that as it may, if a currency board is not adopted, it will likely not
be due to technical reasons, but to the fundamental political unwilling-
ness to relinquish control of a powerful policy tool: the exchange rate.
However, monetary history in the period of 1976-94 has taught what or-
dinary Mexican citizens know all too well, and far better than the ruling
technocracy: that the peso desperately requires transparency, simplic-
ity, and complete depoliticization.
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The Natural Course
of Trade

Edward L. Hudgins'

HE FUTURE OF FREE TRADE IN THIS HEMISPHERE will effect directly any

future hemispheric monetary arrangement. Indeed, greater eco-
nomic integration through trade will drive monetary considerations.
But some analysts caution that expanding NAFTA could cause adverse
consequences. For example, they fear expansion could lead to trade di-
version; that it could result in trade blocs; or that it could cause America
to neglect its “natural markets” in Asia in favour of those in Latin
America.

While it is theoretically possible that some trade diversion might
take place, these criticisms for the most part are not well founded. The
case for expanding NAFTA to the entire hemisphere is overwhelming.
Consider three reasons that call into question the critics.

1 The author is the Director of Regulatory Studies at the Cato Institute and
Senior Editor of Regulation magazine. He has served as a Senior Economist
with the Joint Economic Committee of the U.S. Congress.
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The case for expanding NAFTA

First, the nature of free trade areas mandate that market liberals not
miss an opportunity to establish them wherever and whenever possi-
ble. A free trade area basically is a tax cut for individuals. The U.S. gov-
ernment agrees not to tax its own citizens” purchases of goods from
overseas, thatis, it lets them import goods and services more freely. And
the same, of course, applies to the citizens of other countries that are
members of free trade areas. In a sense, trade liberalization takes power
out of the hands of bureaucrats, that is, out of the hands of governments.
It restores the sovereign right of individuals to trade freely with one an-
other and to dispose of their property as they see fit.”

Some Americans who oppose free trade, Ross Perot and Pat Bu-
chanan, for example, say that the United States should not mix or merge
it’s economy with the economies of Mexico or Chile or Argentina. But
this is a collectivist premise that assumes that the U.S. economy is the
property of the U.S. government. But it is not. It is the property of mil-
lions of property owners, that is, private individuals. Those favouring
free markets should never miss an opportunity to restore freedom to the
hands of individuals, which would include establishing free trade ar-
eas.

A second reason not to fear expanding NAFTA is that the United
States can avoid trade blocs by, among other means, making similar free
trade area offers to other, especially Asian, countries. If Japan wants to
have a free trade area with the United States, the two countries should
negotiate one. Actually, the U.S. government has had discussions with
Japanabout such an arrangement but Japan, frankly, was not interested.
That country has not reached the point of economic policy maturity to
go this trade route. This is Japan’s loss. The Japanese suffer with lower
living standards.

But other Asian countries, for example, Singapore, Taiwan and
Thailand, have expressed interest in free trade areas. The U.S. govern-
ment should pursue these arrangements not only for their inherent eco-
nomic benefits but because such arrangements would help ensure that
exclusive trade blocs are not established in Asia or the Americas.

2 For an overview of NAFTA, see Hudgins (1993).
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Trade blocs also are unlikely because of the trade liberalization and
international trade rules brought about through the General Agreement
on Tariffs and Trade (GATT) since its formation after World War II. Tar-
iffs have been cut, on average, from 40 percent in the late 1940s to less
than 5 percent today. The imperial preference systems that character-
ized trade between Britain and its colonials and dominions, and be-
tween France and its dependents before World War II, would be
extremely difficult to reproduce today. This is because a trading bloc
would have difficulty insulating itself from the competition from mem-
bers of other blocs.

Further, trade integration in the Western Hemisphere is not moving
toward a customs union, with common tariffs or other trade barriers
that might effectively hinder imports from non-hemispheric countries.
Finally, the United States, the hemisphere’s and world’s economic gi-
ant, has substantial trade relations with Japan and Western Europe.
This means that Americans would benefit by opening hemispheric mar-
kets but would suffer by closing markets elsewhere.

A third reason not to fear expanding NAFTA is that the way for
America to discover its “natural markets,” at least in part, is to trade
freely with countries wishing freer trade, not simply to look at present
trade patterns. Consider the error that the United States would make
through too shortsighted a trade policy. If we were having this discus-
sion in the early 1960s, some trade analysts might say that America’s
“natural market” was in Western Europe, not Asia. And at that time
more U.S. trade was transatlantic. But in the early 1960s Western Euro-
pean countries were on the verge of expanding many of their destruc-
tive welfare state programs. And this also was the time many Asian
countries were on the verge of initiating fairly free-market oriented re-
forms. Using the “natural markets” criteria, the United States would
have rejected free trade areas with Asian countries just at the time their
economies were about to burst forth with spectacular economic growth.

The U.S. government should be a trade entrepreneur and seek out
countries that are engaging in market reforms, the Hong Kongs and Ja-
pans of tomorrow, and offer them free trade areas. These will certainly
include Latin American countries.
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Crisis in the West

Itis necessary now to offer a cautionary note about expanding free trade
areas in this hemisphere. But to do this requires a discussion of condi-
tions in the world today. Western Europe, Japan, and the other industri-
alized democracies, including the United States, are experiencing a
slow motion version of what happened in the communist world.? The
contradictions of the welfare state have produced economic, social, and
political crises that can no longer be mitigated by the same kinds of gov-
ernment policies that caused them to begin with. In the Western Euro-
pean countries, half of GDP, on average, is in the state sector, compared
to about 35 percent in the United States. Attempts in these countries to
help workers through mandated benefits, through generous unem-
ployment compensation, through rules making it extremely difficult to
dismiss workers, have in fact produced unemployment twice as high as
in the United States. Productivity in Western Europe is lower than that
in the United States. Not surprisingly, real purchasing power for
Western Europeans is lower than for Americans.

Another problem faced in the West is corruption. This is the prob-
lem that many people believe is confined to less developed countries.
And critics often will complain about corruption in Mexico and other
Latin American countries. This kind of corruption occurs when a bu-
reaucrat or public official exchanges a favour for cash or some other ma-
terial benefit. In other words, the arbitrary use of power governs rather
than the rule of law.

But more destructive of civil societies is a form of corruption that is
inherent in the welfare states in the West. By its nature, a welfare state
breaks down the separation between government and the private sector
and thus between political and economic power. Government is ex-
pected to act directly to help this industry or that sector. The public good
becomes, in fact, simply interest group driven. This means that policies
are often arbitrary, often contradictory. In essence, the rule of law grad-
ually gives way to the rule of particular men and particular powerful in-
terest groups. Politicians trade favours not simply for cash but for other
coins of the realm: for political power, for political influence, for pres-

3 For a more detailed analysis of this theme, see Hudgins (1994).
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tige. And the buying and selling of favours, at least technically in the
West and in the United States, is legal. In other words, corruption is in-
stitutionalized and legal.

Exporting goods or

exporting failure?

Given the current global economic situation, Western industrialized
countries face two options:

1. They can dismantle the welfare and corporate state systems that
have caused their problems. The French, Italians, and Swedes
among others at least are considering this approach. Many law-
makers in the Republican controlled Congress in the United
States claim they wish to adopt this approach as well.

2. They can make minor reforms in an attempt to save their sys-
tems. This approach simply will forestall disaster but guarantee
that disaster, when it does come, will be far worse than any in-
conveniences that might result from fundamental reforms.

Unfortunately, many policymakers are opting for this latter ap-
proach. And one way to buy time for the failed systems is through man-
aged trade.

The Clinton administration insisted that NAFTA include labour
and environmental side agreements and establish international panels
to deal with domestic policies in these areas. This approach was an at-
tempt to export not goods and services, but many of America’s failed
policies to Mexico. Mexican firms, free of the kinds of regulatory bag-
gage that U.S. policymakers refuse to lift from the shoulders of Ameri-
can businesses, could compete effectively and make Americans more
acutely aware of the weight of their regulatory burdens. Fortunately,
the side agreements are very ineffective.* But if the United States ex-
pands NAFTA in this hemisphere, some of its statist policymakers and
special interest groups will try to foist regulatory burdens on the pro-
spective Latin American members. Those countries should resist such
attempts.

4 For a detailed analysis of the probable effects of these agreements, see
Taylor (1993).
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Pollution that harms health and property is undesirable, and Latin
American governments should be concerned about this problem. Of
course, Latin American leaders should not consider workers in their
countries as enemies, just as workers should not fear free markets. In-
deed, it was Ludwig von Mises who observed that the poor have the
most to gain from free markets since they have the least. They are the
ones who need the opportunities that free markets, including free trade,
offer. For the sake of their own countries, Latin American leaders would
do well to understand that allowing all of their citizens the opportunity
to participate in market systems characterized by open entry, not gov-
ernment insulation from competition for the already powerful, will
head off social unrest to say nothing of economic problems in the future.

Latin American leaders should vocally oppose attempts to impose
American regulatory burdens on their economies as the price for freer
trade. But they should adopt a positive strategy as well. Much good
scholarly work has been done on free-market ways to protect the public
health and the public safety. Ideally, strict protection of private prop-
erty rights and freedom of contract for all citizens, rich and poor, is the
basis of such a regime. Especially important is a system of tort law that
enforces reasonable standards of liability, injury, negligence and the
like. Latin American countries that do not have the English common
law tradition in some ways will find tort reform more difficult. But then
again, the United States has lost a good part of this tradition through de-
cades of judicial activism that ignored the Constitution as well as com-
mon law.

Latin American leaders should adopt these property and tort-based
approaches for protecting health and safety and dealing with pollution
in their own countries. They should also counter demands by America
that they adopt a command-and-control approach to regulation by sug-
gesting that America adopta market approach. Regulatory competition
in this hemisphere would be good for Latin American countries and the
United States as well.

But most important is that trade be allowed to take its natural
course so that markets expand to create new opportunities and prosper-
ity in the Americas.
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