
I 
r 

,,.. 
1 

1 í . 
1 

¡ .. 

1 ) 1__...--·••,JI 
)l. 

~ Sem. 
Eco. 
99/4 

UNIVERSIDAD DE SAN ANDRÉS 

Seminario del Departamento de Economía 

"Reflections on the Indonesian Economy. 
1997-98" 

Arnold Harberger 
(University of California - Los Angeles) 

Miércoles 14 de abril de 1999 
16 hs. · 

Aula 13 

l 

• 



.. 

• 

.. 

.. 

-- .. · ... 

11111111111111 
21991 

e c. 
ro 
en 
)> 

- -------=-::---::::-:-:::::--::--=-=::::-=:---:-::-::---::==-:=-:=-:;=,;=====---------- -·- --- .. 
THE JNDONESIAN CRISIS REVISITED 

Arnold C. Harberger 

University of California, Los Angeies ____ _ 

Aide-memoire on a series of meetings in Jakarta 
(December, 1998), 

organized under the auspices of USAID 

L. The series of meetings being reported on here carne only a littlc over 

three months after an earlier visit, on which I reponed in "Notes on thc Indonesian 

Crisis". It would be useful ifthe readers of the present report could have become 

familiar with the content ofthat earlier aide-memoire. However, be~g mindful , 

that many readers w-ill be subject to severe time c.onstraints, I will try to make this 

· presentation as se)f-contained as I can, while maintaining the conciseness 

demanded by these very same readers. 

~ 1'.1y greatest surprise, on my return to Je.k~ carne from the rapid fall in 

thc real J?rice ofthe dollar and that had take!1 place since-mid-September. The 

nominal price ofthe dollar had been as high as Rp 15,000 in June of 1998, and 

had averaged over Rp 10,000 during thc month of September. This average had 

- ~ 

fallen to almost Rp 7500 by the end ofNovember, and had fluctuated about that 
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leyel through the first three weeks ofDecember. This fall in the nominal rate was 

somethlng that I had expected to happen, but not so rapidly as in fact occurred. 

3. The next surprise was the near-constancy ofthe consumer price index 

since September. This I had not anticipated nor was it something that "should" 
- ..-- - •· - - - - ·- --- - -- -· -- - - - - -

have been expected. To put it bluntly, the constancy of the consumer price index 

in the period following September, 1998 was a fortuitous event, not one that 

resulted from fundamental economic forces. 

The easiest way to see this is to visualize the general price level as being a 

composite of the prices ~f its tracra.ble and nontradable components. The price 
- ----- - -- - - - - - . . . -

• 

level of most tradable goods is detennined by their world-market prices, translated 

to domestic currency using the market exchange rate. Since world prices oftrad

ables were generally quite stable during this period, the main influence in their 

rupiah price_ carne from the nominal exchange rate. Its dramatic fall should be 

reflected in the tradables component ofthe consumer•price index. By the same 

token, the nontradables component ofthe general price level should be continuing 

to rise, as a result of increases in nominal wages, whose ~quilibrium level is 

almost certain to rise as a consequence of the price inflation that has already 

occurred), as a i"esult of the lagged effects of the ongoing inflation upon nontrad

ables prices as such, andas a result ofthe additional inflationacy forces that are 
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likely to be generated over the next year or two . 

4. More important than the precise reasons for the observed stability of 

consumer prices of the past few months is the likelihood that the CPI will exhibit 

significant increases during the next couple of years, if not over a still longer 

period. During 1998, the lndonesian govemment was the beneficiary of a major 

(roughly U.S. $8 billion) aid package that effectively co:vered the current fiscal 

deficit. Ido not foresee similar rud packages during the next few years, yet the 

prospective fiscal situation for those years is not much improved. Toe trouble-

--- -·~-- --- . • -·· 

sorne factorsinélude: 
- ~ --- -- -

• Toe general tendency for real tax revenues to fall as a consequence of 

. -
inflatfon (the so-called Tan.zi effects). 

• A tendency oftax collectors and administrators to feel they have "done a 

good job" by bringing in nominal true revenues well above lasryear's level, 

. . 

when in fact they have not kept pace with the price level. 

• 

• The fact that a major new source of expenrutures has been ·( or will be) added 

in the fonn ofthe costs ofbailing out the banking system, plus perhaps sorne 

corporate debtors with important debts in foreign currency (this usually 

occurs via a preferential exchange rate for the servicing of such debts ) . 

. . -
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5. I had no opportunity whatsoever to embark on an explicit projection of 

future revenues and expenditures. More important, I do not feel that such a P-rO-

jection, made at this time, would be very accurate. The main message that I want 

to convey is that policymakers must -be prepared for the contingency (I would say .. 

Iikelihood) that the price leve} will exhibit significant upward movements in the 

near and middle-term future. In other words, the present circumstances demand a 

strategy that will be flexible and adaptable to "whatever inflation might tum out to 

be", rather than rigidly conditioned on the hope that the price-level stability that 

--_nas charactenzea th-e past fe\\/ nionths will somehow be maintained . 

A flexible strategy does not and should not imply any diminution of efforts 

to close the fiscal and monetary gaps. Toe message i_s quite in the other directi~!l: 

These gaps present such a huge challenge as to demand the greatest of efforts to 

el ose them. And even with such efforts, the possibility of a near-term full victory _ 

is quite remote. 

6. The likelihood of continued increases in the general price leve) of 

Indonesia gives rise to the concems about the future evolution of the real 

exchange rate. There can be no denying that the lndonesian economy is now in a 

deep recession. Toe greatest positive force operating to mitigate that recession is 

. . 

the high real price of the do llar ( or real exchange rate, RER). I finnly believe that 

1 

' ' 

J 

\ 



.- .. .. ,. :· .. _•;• 

• • =: •. . 
. . •· .,, . 

· ... : . . . 

.. the single most important "strategy" for surmounting the recession is to build on 

the positive forces that we see before us, and aim ata recovery based on mounting 

• 

• 

• 

production of tradable goods and on thriving export activities. It should be the 

ai_IP. ofthe Indonesian authorities to provide an economic environment in which 

such a recovery can ta.lee place "naturally". 

This opens the whole question of "targeting" the real exchange rate. Toe 

first point to be made here is that the real exchange rate is not something that 

policymakers can directly manage. Policymakers can devalue the nominal 

· · exchange rate, but the interna} price level can then move upward to annul the 

effect of that devaluation on the real exchange rate. There are man y examples of 

devaluations whose effects on the real exchange rate were totally annulled by 

subsequent price rises within ayear or two (and sometimes injusta few months). 

And history is replete with examples of devaluations with very low efficiency. 

• 

These are devaluations whose effects are not fully but very substantially annulled 

by subsequent price level increases. (Toe efficiency of a devaluation is defined as 

the percentage change in the real exchange rate divided by the percentage change 

( over the same period) in the nominal rate. Thus a devaJuation which raised the 

nominal rate by 200%, but saw the real exchange rate rising by just 50%, would 

have an efficiency coefficient of 50/200, ~r 0.25.) 
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7. My fear is that, if an attempt were made to stabl~izc the nominal 

exchange rate nov<.' or at any time in the neer future, the interna} price level would 

continue to ·r1se, eroding still further thc efficíe~cy of a ·nominal devaluatio~,Sf 
/ 

around 200%. This fear is based on historical evidence. History abounds with 

cases in which the nominal exchange rate was stabilized, unsuccessfülly. Unsuc-

cessful cases are those in whic.h the stabilization held for only a short time -

typically jusr a few months -- after which the nominal exchange rate either was 

sharply devalued or else "floated" up sharply after events proved that it could no 
. . . . 

longcr be held at the leve} at which i1 was initially "stabilized". 

Three Failed Stabilization Plans 

Figures 1, 2, and 3 depict three such experiences from Argentina. In Figure 

I the stabilization of thc nominal rate began in July of 1985 (85:07) and was 

maintained until March of 1986 (86:03), The real exchange rate, however, 

plumme-ted almost continuously, even after the nominal rate was allowed to drift 

upward. The real rate only started rising after November of 1986, as a 

consequcnce ofthe continued rapid increase in the nominal price ofthe doller. 

Figure 2 depicts the situation in Argentina from June, 1988 to Mays l 98~. 

Here the nominal exchange rate underwent a very gradual upward drift, which was 

viewed by all as a stabilization in light of the rapid inflation that Argentina had . 

J 
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been and was still undergoing. This inflation is what causes the real exchange rate 

to go down ~y something like 50% between June, 1988 and March, 1989. Finally, 

.. ...... .. , 

. . . "•: · · ... .. 

in th.is iatter-·month, ·-camea_v_ery sharp devaluation· of the nominal exchange rate, • 

which caused the real rate to more than triple. This marked the end ofthat 

stabilization effort. 

Figure 3 shows the case of Argentina between May and December of 1989. 

The stabilization ofthe nominal rate dates frorn August of that year, and }asted 

'--~ only:-untiJ =November, when once·-'B.gain e.-major devaluation sharply lifted both the 

nomina] and real rates. 

Why did these stabilization p lans all fail, so quickly and so dramatically? 

There can be no doubt that the underlying cause was the failure of Argentine 

·econpmic policy to províde a full ( or nearly full) package of preconditions for 

stabilization. While there can be no doubt that fixing the nominal exchange rate 

can help kecp the pricc level down (so long e.s people are free to huy tradable 

goods at price.s refl~cting the stabilized exchange rate), it can only be a temporary 

palliative if the "fundamentals" of stabiliza.tion (fiscal disc-ipline a_pd monetary 

restraint) are not present. 
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Figure 1 
Argentina: March 1985 - J anuary 1987 
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Source: International Financia} Statistics. Real Exchange Rate lndex based on Argentine CPI and SDR-
WPI. 

Note: The SDR-WPI was calculated with the foll,owing weights: USA 40%, Gennany 21%, Japan 17%, 
UK 11 %, France 11 %. Country wholesale price indexes were con verted to dollars using the prevailing 
exchange rate. They were the.n shifted to index form with 1965=100. Fmally the weigbted ave.rage index 
was constructed using the weights indicated above. These are the weights that were used by tbe 
International Monetary Fund to calculate the value of its Special Drawing Rights (SDRs) during tbe period 
1991 through 1995. 

I believe that the SDR-WPI is a good and easily-calculated index, aimed at reflecting movements in the 
world price level (in dollars) of tradables. I recommend using- this index for éonverting nominal dollars into 
real dollars in most intemational trade applications. This includes conv~g the dollar value of exports 
into real dollars, as in this Figme. It also includes use of the SDR-WPI as p* in tbe formula for the real 
exchange rate, RER = E p*/pd, Readers should know that in graphing tbe real exchange rate for Brazil and 
Cllile in Figmes 4 and 5, the US Consumer Price Index rather than the SDR-WPI was used for p*. This is -
due to the fact that we believe that the real exchange rate targeting of these countries was based on this 
alternative (and we feel inferior) definition of the reaJ exchange rate . 
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Figure 2 
Argentina: June 1988 - May 1989 
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Source:-Intematiorial Financial Statistics. Real Exchange Rate lndex based on Argentine CPI and SDR-~ - . 

Note: Toe SDR-WPI was calcuiated with the following weights: USA 40%, Gennany 21 %, Japan 17%, 
UK 11 %, France 11 %. ColDltry wholesale price indexes were con verted to dollars using the prevailing 
excbangerate. Toey were then shifted to index form with 1965=100. Finally the weighted average index 
was constructed using the weights indicated above. These are the weights that wes-e used by tbe 
Intemational Monetary FIDld to calculate tbe value of its Special Drawing Rights (SDRs) during the period 
1991 tbrough 1995. 

I believe tbat the SDR-WPI is a good and easily-calculated index, aimed at reflecling movements in tbe 
world price level (in dollars) of tradables. I recommend using tbis index for converting nominal dollars into 
real dollars in most international trade applications. Tbis includes converting the dollar value of exports 
into real dollars, as in this Figure. It also includes use of the SDR-WPI as p• in the formula for tbe real 
excbange rate. RER = E p*/pd, Readers should lcnow that in graphing the real excbange rate for Brazil and 
Chile in Figures 4 and 5, the US Consumer Price lndex rather than t!le SDR-WPI was u~ed for p*. 'Ibis is 
due to the fact tbat we believe that the real excbange rate targeting of these countries was based on this 
alternative (and we feel infericr) definition of the real excbange rate. 
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Figure 3 
Argentina: May 1989 December 1989 
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Source: lnternational Financia] Statistics. Real Exchange Rate lndex based on Argentine CPI and SDR
WPI. 

Note: Toe SDR-WPI was caJculated with the following weights: USA 40%, Gezmany 21 %, Japan 17%, 
UK 11 %, France 11 %. Colllltry wbolesale price indexes we:Te converted to dollars using the prevailing 
exchange rate. They were then sbifted to index form with 1965=100. Fmally the weighted average index 
was constructed using the weigbts indicated above. These are the weigbts that were used by the 
lnternationa1 Monetary Flllld to calculate the value of its SpeciaJ Drawing Rigbts (SDRs) dwing the peiiod 
1991 througb 1995. · 

I believe that the SDR-WPI is a good and easily-calculated index, aimed at reflecting movements in the 
world price leve! (in dollars) of tradables. I recom.mend using this index for converting nominal dollars into 
real dollars in most intematiooal trade applications. This includes converting the dollar value of exports 
into real dollars, as in this Figure. It aJso includes use of tbe SDR-WPI as p• in the formula for the real 
exchange rate, RER = E p*/pd. Readers sbould know tbat in graphing the real exchange rate for Brazil and 
Chile in Figw-es 4 and 5, the US Consumer Price Index ratber tban the SDR-WPI was used for p*. This is 
due to the fact that we believe tbat the real exchange rate targeting of tbese countries was based on this 
altemative (and we feel inferior) definition of tbe re.al exchange rate. 
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Two Cases of Successful "Real Exchange Raten Policies 

8. We shall here review the cases of Brazil (1968-79) and Chile (1985-95). 

Both these cases were characterized by efforts to base economic growth on a thriv

ing export sector by trying to maintain a real exchange rate that made exports an • 

attractive and profitable economic activity. In both cases the policy was 

successful beyond anybody's initial hopes. 

Brazil's real GDP grew at an average rate of o ver 9% during 1968-79. Her 

exports grew from Iess than $2 billion in 1968 and o ver $15 billion in 1979. Sin ce 

world prices (measured in dollars) increased somewhat less than 150% in that 

interval, one can safely say that exports more than tripled in real terms. 

This period in Brazilian economic history is known as the "Brazilian 

Miracle". Without a doubt it was the most successful economic performance, in 

any period of comparable length, in the whole of Brazilian history. What is 

important to note here are three key facts: 

a) that the Brazilian Miracle represents a period in which economic growth was 

very clearly export-led; 

b) that Brazi11s policy of keeping the price of the dollar high, in real tcnns, so as 

to provide a powerful incentive f or exports, played an important role in 

creating and sustaining the "miracle"; and 

J 
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e) that the "miracle" was achieved in spite. of its being accompanied by arate of 

inflation that averaged somewhat over 20% per annum during the period. 

~ Toe Chilean experience since l 985 has man y similarities to that just • 

described for Brazil. Real GDP growth avera.ged almost precisely 7¾ per annum, 

with real GDP somewhat more than doubling over the period 1985-96. Mean-

while, e:>..--ports of goods and services more than quadrupled in terms of nominal 

dollars and nearly tripled in terms of real dollars. Just as in the Brazilian case, this 

outstanding export performance carne in the-wake of a conscious (and constant) 

effort by the Chilean authorities to maintain the real exchange rate ata levcl that 

would provide a strong incentive to export. And finally. similar to the Brazilian 

case, Chile's successful perfonnance was accomparued by an inflation rate that 

averaged almost 20% from 1985 to 1990 and almost 12% from 1990 to 1996. 

l.t Figures 4 and 5 show the history of the inflation and real exchange rates 

of Brazil and Chile during the periods in question. The nominal ratcs are not put 

on the same graph, simply beca use their growth would dwarf the movements of 

the real exchange rate. But the inflation rate is shown (using the right-hand scale) 

on the same graph as the real exchange rate; just to emphasize that the relative 

stabHity of the real cxchange rate was maintained in thc facc of a continuing, not 

insignificant inflationary process. 
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11: lt is instructive to examine Brazil's real exchange rate history 

imrnediately prior to the adoption of real exchange rate targeting in 1968. Brazil 

was during 1964-70 recovering from a crisis that occurred in early 1964 - a crisis 
- -

that led to a military takeover in that year. Toe high real exchange rate that we 

observe in 1964 bears a considerable similarity to the rates of Rp 15,000 and up 

(per dollar) that were reached in the midst oflndonesia's current crisis -- at a 

moment when foreign exchange supplies were most stringent and speculative 

fevers most acute. The real exchange rate fell sharply as Brazil carne out of this 

"overshooting" of the real e;x..ch~ge rate. Toe notion of stabilizing the real 

exchange rate arose precisely because the need was felt to somehow bring this 

downward-drift of the real exchange rate to an end. That is when the Brazilian 

• 

aut!iorities entered with the explicit goal of preventing a further significant fall in 

the real price ofthe dollar. But-- readers should be very aware ofthis - the 

Brazilians did not anempt to stabilize the real éxchange rate simply by devaluing · 

the nominal rate. Toe key to their success was the use of a real policy instrument 

in their pursuit of a real policy target. Toe instrument in this case was eliminating 

or relax.ing a whole set of restrictions on imports. The mechanics of the operation 

went as follows. Toe Central Bank of Brazil would move the exchange rate every 

few days, in what they called "mini-devaluations". The purpose·-ofthese ~-

- ~ 

~;:·~-~-~ .. ; : ~ :·~ ~--- :' · 

•• . 1 .: 
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devaluations was to keep the real price ofthe dollar from falling below sorne 

target level or range. Now, since the target level was set in the hope of stirnulating 

exports, it should come as no surprise that, as export growth took place, the 

Central Bank began to accumulate dollars. This showed that the target real 

exchange rate was~above the equilibrium level, given the existing set oftrade 

restrictions. What the Brazilians did was to move the equilibrium level upward -

each time they relaxed or eliminated a set of restrictions, the demand for imports 

increased. In doing this I doubt that they thought at all about precisely where the 

equilibrium real exchange rate was at e_ach point in time. Rather, they operated 

the system like a servomechanism, moving to relax import constraints whenever 

exchange than they really wanted to buy. The mini-devaluations policy pursued a 
. ' 

• 

real exchange rate target, with the stimulation of exports as the main underlying 

objective. When this policy led to what were deemed to be excessive purchases of 
. , 

dollars, and/or excessive stocks of international resources, the response was not to 

modify the real exchange rate target, but to stimulate the private sector to import 

more, thus siphoning offunwanted reserves and/or damping their further 

accumulation . 
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Figure 4 
Brazil: 1967 - 1980 

Real Exports 
lndex (1965-lOOf~ --- - --- - - ---

,----, 
I ____ , 

, 

_________ ¡ -------1( _____ , 
I \ 

, __ / ___ , Real GDP 
lndex (1965=100) 

·- . 
- -··· ··--- . 

o~ ...................................... ~ ........ ..-.... ........ ..-.... .................................................... .,..,..., ................................. -
67 68 69 70 71 72 73 74 75 76 77 78 79 80 

• 

1.2 
,------------------------,- 120% 

O) 

16 1.0 
a: 
O) 
O> á o.a 
.r:. 
~ 
w 0.6 
"iij 
O) 

a: 
0.4 

0.2 

f\ 
1 , .. 

' 1 

' ' ---... ' ,', ,' ......... -....... _ ... -------..... -... ,' -, ,, , .. ., I '---... , ,,---........ , ---.... ,,-" ...... , ,, , ....... -, ___ .,,, 

Real Exchange Rate 

' Rate of lnflation 

O.O;-..-,-.-.-,...,......T"T'"T~...,...,..T"T""T"T"T"1...,.....,...,..,...,.-.-.-,...,......T"T'T"T"T"T"T"T"1M"'T",..,..,."T"'T"'l...,...,..,..,..,....-t 

100°/o e 
o 
~ 

80% 'E 
o 
Q) 

60% 1ü 
a: 

40% 

20% 

0% 

67 68 69 70 71 72 73 7 4 75 76 77 78 79 80 
Source: Intematiooal Fmancial Statistics. Real exports equaJ expcrts in nomina] dollars deflated by 
SDRWPI. Real Exchange Rate equals nomina] exchange rate deflated by Brazilian CPI (nominal dollars 
con verted to real dollars using US CPn. Rate of Inflaticn equals percentage change in CPI betweeo guartel' _ 
t-4 and quarter l 

1 
1 

-J 



., 
... .. 

•' . 
• 

• 

• 

• 

' 

.. - : . .,.\. \ º,._ · .. .. ,. • • 
' ... .... .. :· 

: . ' . . 
~ : -~2: -~: _;¿,:'. ,; ·,:~, 0 

'. :i:. 
' . 

16 

12, Toe real exchange rate became a central consideration in Chilean 

economic policy in early 1985, immediately after the appointment ofHemán 

Biichi as finance minister. Chile was then still in the throes of the debt crisis, 

which had struck Chile in 1981-82, and which was compounded by a banking and 

ñiíaticfal secfor-cnsis that.began in 1981 and reached its most critica! stage in 

early 1983. Biichi1s team resolved that the most promising path to recovery lay in 

a further expansion and diversification of exports, within the framework of a 

general policy of continuing modemization and liberalization. In Chile, as in 

Brazil during-the· "miracle pe~iod", a real exchange rate "target" was set ata level 

that was destined to produce surpluses in the trade balance. Like Brazil, Chile 

used the·reduction of import restrictions as one device for preventing unwanted 

reserve accumulations. But this device had its limits in the Chilean case, because 

so much trade liberalization had already taken place during the latter part ofthe 

1970s. 

• 

In the event, the Chilean policy team found ( or invented) another way to 

deal with the threat ofundesired accumulations of intemational reserves. This was 

a highly ingenious scheme for "orchestrating" the orderly rep~triatiort of Chilean 

private debt that was held abroad at the moment in 1985 when real exchange rate 

targeting was adopted. The debt in question was the legacy of the 1981-82 debt 

St ~ t6tZ9ZZ60S 6t:Lt 6661/01/UI 
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cns1s. In the runup to that crisis, mainly during 1979-81, the major private banks 

of Chile had borrowed heavily from leading banks in the United States and 

Europe. In the complicated series of agreements and renegot1at1ons that carne in 

the wake ofthe debt crisis, an important share ofthis debt ended up being trans

acted ata discount in what was called the "secondary market" in New York. The • 

Chilean debtor banks were precludcd from buying up their own paper ata 

discount, but no such prescription applied to other Chileans. All of a sudden, 

sorne of these other Chileans became aware of an interesting money-making 

possibility. Toe idea was to buy up discounted debt in the New York market, and 

then repatriate this debt, entering into an agreement in which the old dollar debt 

was exchanged f or new peso debt of the issuing banks. In this way both the 

issuing banks and the empresarios who organized the transaction could end up 

with a profit; in effect, they could divide between thcm, in sorne proportions, the 

discount (which iriitially ran to 40% or more) at w~ich the bonds in question werc 

being transacted in New York. 

Once a f ew empresarios discovered this very attractive operation, others 

soon followed. The operation carne to the attention ofthe Chilean authorities 

because ofthe uncxpected surge in demand for dollars that was created as more 

and more empresarios rushed to cash in on this "arbitrage" opportunity. At the 

9t ~d 
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Central Bank, in particular, there arose a fear approaching panic, that thc operatíon 

would very soon grow to "unmanageable'' proportions, bringing about unwanre.d 

volatility in the foreign exchange market. 

I 

It was at this point that L~e Chilean authorities hit upon what I w~mld 

classify as a "strokt. of genius". Chile had lived with foreign exch~nge controls 

for a long time. With thc military coup of Septernber, 1973, these e-ontrols under

went vast modification and liberalization, but they were not eliminated. This 

the process of debt repatriation. Since the debt in question was owed by Chilean 

_·: - -banks,-whose transactions had to be reported in any case, tbe Central Bank was 

able to require that such debt repatriation take p1ace under license. The licenscs in 

question were not only issued by the Central Bank. but actually auctioned off, at (l. 

bclieve) roughly biweekly intervals, to thc highest bidders. 

One can imagine the celebration that must have takcn place at Chile's 

Central Bank, the day that the idea surfaced ofhaving periodic auctions ofthe 

right to undenake the operation of repatriating the discounted debt of Chile's 

priva te banks. F or now. instead of panic about an uncontrollable flood of such. · 

transactions, thc Central Bank had thc assuran~ of being able to bring back this 

debt at a pace that would strengthen its capacity to pursue and achieve its own 

C:WWIJC\ 
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real ~exch_ange _ _r~te obj ec-tive~J1-0.i~TidJ:tiun;-ti1e--eentra.H3anl--was--makmg--- - - -

money a~ each stage (each biweekly auction)! ! 

Thus it cwne about that for a period of something like five years, the Central • 
- - ---·- · ·•· - .. .... ___ ___ ------·-- -. -· ·- - . . 

Bank of Chile was virtually able to set the real exchange ratc ofthe country at the 

level it decided. It would not have been able to choose any level whatsoever, and 

still achieve this goal, but it happened to choose levels at which, typically, the 

supp)y of dollars coming to the Central Bank exceeded the 11normal" demand for 

dollars to go out. That meant tlia(hi a typical biweekly period, the Central Bank 

_ was left with more dollars than it wanted. With the new auction policy, however, 

-. --·--:~-- ----all it had -to do was decide how many dollars it wanted to get rid of, and auction 

off precisely ~ quantity of "rights to repatriate discounted debt". In effect, the 

Central Bank was able, every few weeks or so, to shi:ft the demand curve for 

dollars so that it intersected the supply at ~ (the Central Bank's) chosen price, and 

to makc money in the bargain. 

13. It is said that all good things must come to an end; that is cenajnly what 

happencd in the case of the Chilean Central Bank's poJicy of auctioning th~_right 

to repatriate discounted debt. Toe short version of the story is .that after a certain 

amount oftime wider the policy, the ''supply" of discounted debt simply ran out . 

Toe longer version ofthe story is that very gradually, and more or less continually, 

t0 ~d t6tZ9lZ60S st:0z 666t/St~0 
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Figure 5 
Chile: 1980-1995 

300...--------------- -------, 

250 

200 Real Exports 
lndex (1980=100) 

150 

100 
Real GDP 

·• - -- - lndex (1980=100) 

50 
80 82 84 86 88 90 92 

1.2 

1.0 

0.8 Real Exchange Rate 

0.6 

0.4 
Rate of lnflation 

0.2 

o.o 
80 82 84 86 88 90 · 92 

i, 

" , , ' 1 ,_, 
1 
1 
1 
1 
1 
1 

' I 
1 

1 

' ,' 

94 

94 

,."·-i .. 

120% 

100% 

80% 
e: o 

60% 
ai 
¡; 

.E -o 
40% 

Q) 

ai 
a: 

20% 

0% 

• Source: Intematicnal Fmancial Statistics. Real exports egual exports in nominal dollars deflated by 
SDRWPI. Real Exc.hange Rate eguals nominal exchange rate deflated by Chilea CPI (nominal dollars 
convatecl to real dollars using US CPI). Rate of Inflatioo eguals percentage cbange in CPI between quartt.r 
t-4 and quarter L 

• 

' 



.. 
• 

.. 

21 

two things happened. First, as debt was repatriated tranche by tranche, less and 

less remained to feed the secondary market in New York. Second, as the Chilean 

se~~n&cy:riiar1cet made itselffeltwéek after week, month after múnth, even year 

after year, the dis~ount at which the discounted bonc:is transacted also fell, Le., the • 

market placed ever-increasing faith in the quality of those bonds. The end result 

was that the Central Bank could still influence the demand for foreign exchange 

through the auctioning of permissions, but to a considerably lesser degree than 

before. This is .P!obably part ofthe exl?~anation for the downward drift of~_e real 

exchange rate starting in 1988. Other parts ofthe explanation were a boom in 

exports., both traditio~ and_ t:iEn-traditional, and a rise in direct and portfolio 

investment coming into Chile. 

By the time of Patricio Aylwin was elected as Chile's next President at the 

end of 1989, one can say that the pennissions-auction idea had run its course. Yet 

the new govemrnent firmly believed in the idea of trying to keep the real exchange 

ratc atan export-incentive level. But how to do it? Here they took a clue from the 

earlier, highly successful policy. That policy had in effect amounted to thc 

replacement of discounted foreign debt denominated in dollars by newly issued 

domestic debt (ofthe Chilean debtor banks) denominated in pesos. That is, dwing 

1 
1 
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1985-89, the policy had fostered a reduction offoreign dollar liabilities plus a rise 

in peso liabílities of these banks. A very el ose counterpart ofthis could be 

achieved, it was thought, by effecting a nse m dollar assets ofthe country (lretd 

abroad) compensated by a rise of peso liabilities. Thus began a systematic policy 

ofthe Central Bank issuing bonds on the local market, and using the proceeds to • 

build up dollar balances abroad. 

, The policy ofbuilding up dollar balances abroad certainly "workcd" in the 

literal sense. Toe international reserves of Chile's Central Bank stood at $3.6 

billionjust after President Aylwin's election in Decernber, 1989. By the end of 

1990 they had risen to $6.1 billion; they reached $9.2 billion by the end of 1992, 

$13 .1 billion by the end of 1994, and $17 .3 billion by the end of 1997. This 

success, however, masked_ two problems, one of "Central Bank losses", the other 

of the "reflux of capital". 

U Although thc "new" policy, under which thc Central Bank of Chile 

borrowed in the home market, then demanded dollars (in order to prop up the real 

exchange rate), and finally placed those dollars abroad in the world financia! 

markets) bore a el ose resemblance to the old policy ( of repatriat1ng discounted 

debt), it differed dramatically in its effect on Central Bank eamings. Whereas the . 
"old" policy brought a regular flow of cash (the proceeds ofthe biweekly auctions) 

J ' 
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intó the coffers ofthe Central Bank, the ;;new" policy geneiated nothing but 

- - losses, These stemmed from the facnhat the interest rate- paid on -the ~so bonds 

denominated securities and deposits that were ac.quired using the proceeds from 

the sale ofthe bonds. Interest rates on both sides ofthis equation varied through 

time, but they always signified losses for the Central Bank. An example ofthe 

discrepancy can be dra"\1.n from recent experience -- with the Central Bank paying 

7 to 8 percent on peso bonds indexed to .the Chilean prke level, while the proceeds 

ofthose bonds were being used to buy securities yielding an average nominal 

retum (in dollars) of only 4 to 5 percent. Sincc over the period since 1990 the 

peso has appreciated significantly in real tenns (in spite ofthc Central Bank's 

efforts), the loss was significantly gieater than the 2-4 pcrccntagc point differential 

between the real peso rate paio and the dollar rate rec-eived. Moreover, the Central 

Bank loss in thls borrowing-cum-placement opc:ration has an automatic tendency 

to grow through time, so long as the operation is itself continuing. Tiús can be 

seen by contemplating the growth in Chile's intemational reserves. If all of the 

growth from $3 billion in 1989 to $17 billion in 1997 was a reflection of 

operations of this type it would mean that the Central Bank would be taking its 

loss on an outstanding stock ofbonds equal to the full incremcnt ($14 :t,illion) of 

• 
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reserves that those bonds harl financed. Ták.ing ari illustrative figure of 5 

pcrccntage points as the net loss per annum, we would calculate the loss at .05 x 

billion), rising to 0.5 x $14 billion, or $700 million by 1997, when Chile's foreign 

reserves had grown to $17 billion. The cumulation of these losses, and the pros

pect of future los ses that would be linked to the extent of future reliance on similar 

operations, was certainly partly responsible for the acceptance. by Chile's Central 

Bank, of thc downward drift in thc real cxchange rate in thc years after 1989 . 

~ The "reflux" problem was related to the operation just described. As 

the Central Bank sold additional bonds on the local market,.the interest rate withln 

\ - -

Chile tended to be driven higher -- i.e., abov~ the level where it othcrwise would 

have found its equilibrium. This higher ínterest rate within Chile made it more 

attractive for both foreigners and Chileans t~ shift money from, say, New ~ ork to 

the Santiago markcl Thus, if the Central Bank were addíng $4 billion to its in ter- · ~ 

national reserves in New York, perhaps a quarter or a third or half of tha-t amount 

would flow back to Chile: asan "induccd" prívate capital flow. We do not Jcnow 

the precise fraction of funds put abroad that carne back to Chile as an. induced . 

"reflux". But we do know that the Central Bank took the problem very serlously. 
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· The response ofthe Chile's Central Bank to the 11reflux" prol-Jiem was to 

- institute-what was in effect á-tax on flows of shoit-tenn capitaJ intó the country. 

This -was accomplished by a requirement that 30% of any inflow of short-term 

funds be placed in a zero-interest deposit at the Centre.l Ban.k, for a period of a 

vear. Tous, if these funds could have earned a 1 (¡% interest rate in the local . ' . 
! 

/ 

market, the effect would have been the same es a tax of 3 percentage points. 

(lndeed, in the latter part ofthe period, investors could simply pay the Central 

:-Banl< an--.1up1tont" fec· of three· p-ercentagc points ·ofthe capi1Al flowin-question, 

thus "buying out" ofthe deposit requirements). 

-- --:=---· ···-1ne-300./o deposit rcquirement (and more recently the option of a 3% fee in 

lieu of a deposit) stayed in effect until very recently. In the wake ofthe so-called 

Asian crisis, however, the dcposit was firsi reduced from 3 O to l O percent, and 

subsequently (late in 1998) elimin.ated entirely. By that point the Chilean 

authorities were more interested in attracting capital to the country than in 

preventing too much of it from coming. 

Some Lessons Cor Indonesia 

16. I have described these recent Chilean experiences in sorne d.etail, 

because they provide examples that may be particularly relcvant in the current 

setting in Indonesia. I would particularly note that trying to influence the real · 
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exchange rate by the route of issuing debt in the national marketplace and 

accurirulatiñg iriternationalreserves abroad (bidding up the real exchange rate in 
-. 

.. . ;: 

the process of such reserve accumulation) ended up having significant costs in the • 

Chilean case. We have denominated these costs as: a) Central Bank losses, and 

b) the "reflux" problem. These two problems are related: in that the reflux 

problem makes it necessary for the Central Bank to ere-ate a larger buildup of 

reserves for a given effect on the real exchange rate (the capital that returns to 

buildup). Bm quite clearly the biggest costs carne, in Chile's case, from Central 

- -Bank losses. --

At this momcnt in time, however, I still consider the building up ofreserves 

to be Indonesia's first-line policy instrument for influencing the real exchange rate. 

I say this in particular because it is an instrument that works almost automatically 

as one tries to implemcnt a real-cxchangc-ratc policy. This is ver¡ clcar if one 

follows the Brazilian example of a very tight real-exchange-rate target. This 

entails the Central Bank buying and selling foreign exchange every day, ata rate 

that is estimated to gi ve the desired real rate ( estimated, because today wc only_ 

know last month's= not today's price level). In this case, reserves accumulate 

automatically so long as there is an cxccss supply of dollars on the market 

J 
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The J:hileans did not operate with such a tight real-exchange rate target, fi>ut 

worked instead with a "band" on the nomina] c:xchange ra.te, which-was set so as to 

would do nothing ifthe exchange rate were in the middle ofthe band) but would 

start buying as the rate approached the bottom of the band. This was the way the 

"automatic" process ofreserve accumulation worlced in Chile. 

1L I would urge sorne such systern for Indonesia at the present time, 

•- simp ly-because-what happen-ed:..automati call y umier-the .system~-. .an·.accumulation 

of intemational reserves -- is something faat wise economic policy would call for, 

even·in_the·absence of.a·primary .. poli~y of kceping .the re.al :exchange rate high 

enough to foster a thriving or even booming export sector. Assuming that the 

authorities accept such a primary poli'cy, the reserve accumulation that ensues can 

be looked on as, up to a point, a virtually free "dividcnd" ofthat policy. 

1 say "up to a point" because one cannot tell the complete story without 

exploring how the Central Bank gets the money (in this case the rupiah) to buy the 

incremental reserves. Most economists would probably say that the "natural" y.,ay 

for the Central Bank to get these rupiah is simply to print them. This is what 

would happen under a gold standard, or under a currcncy board, or under a 

"ID?lita" systcm in which the Central Bank buys and sells dollars ata givcn ratc 
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each day, but with the rate changing from day to day or week to week according to 

sorne prearranged table (tablita), or schedule. A mini-devaluation policy ofthe 

Brazilian typcjs in fact quite close to a tablitA, the main difference being that the 

rate at which dollars are being bought and sold by the. Central Bank. today were not 

published or known well in advance. 

There is, however, a quite subtle but extremely important difference 

between the workings of a Brazilian-type real-exchange-rate-targeting system and 

the other three systems (gold standard, currency based, and tabli:ta) mentioned 

above. That difforence resides in the fact that the real exchange rate i_s free to 

- adjust .under the other three systems, but not under a system of RER targeting. I 

will illustrate for the case of a currency board system. Under such a system, a 

surplu.s in the trade balance or an inflow of capit.a.1 leads to a purchase of dollars 

by the Central Bank with a corresponding expansion of the monetary base (high

powered money, H). This expansion ofH leads toan expansion ofbroad money 

M2. Unless people's desire to hold real cash balances (M2tpd) has increased, 

they wil1 be led to spend sorne or all of their excess balances. Toe pan of this 

spending that goes to huy tradable goods or services or assets will add to the 

dcmand for foreign exchange, thus tending to offset the inflow of dollars. The 

part that is spent on nontradables wil1 operate to raise the domestic price levcl, 

.. .,. -.-.....J 
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Pd, thus ténd.ing to reduce the real exchange rate, which we define as Ep* Ir,¿, 

where p,. is an index ofthe world price leve! of tradables, and can be taken as 

given for the present exercise. 

A sale of dollars by the Central Bank under a currency board system works 

in the opposite direction, first reducing high-powered money H, which then tends 

to produce a consequent fal] in M2t whích in turn brings M2IPd below the lev~l 

level causes people to try to rebuild those balances. In the process they are likely 

to reduce their demand for tradable goods, services and assets, tending thus to 

' 
offset the initial drain of dollars from the Central Bank. At the same time they 

will tend to reduce their dcmand for nontradable goods, services and assets, which 

operate.s to reduce the domestic price level, ¡5¿. This, in tum, causes the real 

exchange rate to rise. 

Toe point of this brief exercise is that even though the nominal exchange 

rate is fixed under a currency board or gold standard or other fixed-cxchange-rate 

system. the real cxchange rate is free to move as e. consequence ofÍhe influence of 

I 
economic forces on the domestic price level, ~d- In the real exchange rate formula 

RER = Ep*IPd one can say that in a flexible-ratc system RER adjustment takes 

• 
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place principally through the nominal rate E, while in a fixed-rate system it takes 

place mainly through ~d- Under both systems, movements ofthe world price 

. .. 

leve} of tradables, p•, can work to either help or impede a given country's 

carrying out a needed adjustment of its real exchange rate. 

18. Let me now contrast the situation of a fixed nominal rate with that of a 

fixed ( or targeted) real exchange rate. Assume that the process begins with an 

inflow of dollars at: 

a) a given (high) nominal fixcd rate, or 

b) the same high nomjnal rate, produced by a targete.d real exchange rate policy 

at a given moment in time. 

We saw above how a high nominal fixed rate wou]d lead toan induced outflow of 

funds (through increased purchases oftradables) and toan induced fall in the rea1·

. exchange rate (through the effect of increased spending on the price level of 

nontradables ). 

\Vhat happens in such a case if a policy of real exchange rate targeting is in 

effect? Actually both ofthe mechanisms of correction that come into play under a 

fixed nominal rate are substantially or fully "aborted" if a real exchange -ratc wget 

is pursued. Quite obviously_, if the policy fixes the real exchangc rate, it will no! 

"allow" the real exchange ra.te to adjust. The way this happens is that, as nontrad-

'- . 
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ables prices start to rise: pushing up the general price level Pd, the authorities will 

raise the nominal exchange rate E so as to keep the real price of the dollar from 

falling. In the process more high-powered money will have been created than in a • 

similar scenario with a fixed exchange rate, and tradables prices wil1 have moved 

(up in this case) to keep pace with nontradables prices (this is implied whenever 

the RER itself kept constant). 

Now let us consider whether there will be an induced loss of reserves during 

·-==,----,-::-,-_-~==~--------· .-=------:-e:= 
this process. - Recall that in th~ -fixed nomina{ r~te -s~e~arf~ there is a very strong 

presumption that real cash balances will rise above the desired level, causing 

- -_ ·• • :e -aaditioñaI-speñding on tiacfahfes an<f lñducmi a loss ofrcservcs that partly off sets _ 

the initial reserve purchase by thc Central Bank. This presumption simply dis

appears, once we shift to a fixed real rate, under comparable initial éircumstances. 

The sirnplest case here is that in which all measures of money (H, M, and M2), 

plus the nominal exc.hange rate and hence the price level of tradables, plus thc 

nontradables price level and hence the general price index :Pd, ali move up in thc 

same proportion. In this case we can clearly see that real cash balances remain 

unchanged, so that compared to their original level people have no excess cash 
/ 

balances to get rid of. This is the "easy answer" for the case of a fixed RER. 

Making assumptions that are even slightly different, we would get ans~crs that 
1 
1 
1 
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were not so simple, and that in particular could entrul sorne reducbon ot real cash 

balances. But in the end we would surely have bought ;11orc: reserves th.an under 

the similar :;cenario with a fixed nominal rate. This should be clear simply 

because the new equilibrium price level and rnoney supply will be higher under 

the real rate scenario that under the fixed rate sce.nari o. Toe path by which the 

money supply gets to be greater is through the Central Bank purchasing more 

reserves. Q.E.D. 

l.2i Another way to view the comparison between systems with fixed real 

rates on the one hand and systems with fixed nominal rates on the other is to 

recognize. that in the laner type of system the exchange rate serves as a "nominal 

anchor", helping to contain inflationary forces and pressures. The classic scenario 

here is that when, for whatever reason, "too much" money is issued. people will 

spend sorne of the excess, and sorne of that spending will be directed to tra.dable 

goods, services, and assets. Thls extra spending in tradables will cause a loss of 

reserves, which should~ if thc "rules of the game" of a fixed-rate system are 

observed, result in a reduction ofthe money supply, tending to eliminate the initial 

problcm of "too much" money. A fixed real rate system has no such built:.in . _ 

nominal anchor. lf the price level is to be "anchored", the anchor must be the 

money supply itself. Thus it is not at all surprising that the showcase periods of -
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real exchange rate targeting carne frorn countnes where fiscal disc1plme prevailed. 

In Brazil, the central govemment was the recipient of more than a quarter of the 

tg!al_ domestic credít portfolio of the bank.ing system at the outset (in 1968) of the _, ·--::·:. ._;_· ____ --~:--=-=--=-- -~ - . . - .. • 

stable RER episode, but by the end of the episode in 1979 it had paid off ali this 

debt and was, in fa~ a modest net }ender to the Brazilian banking systern. Chile's 

case is less drarnatic, but nonetheless sends a similar message. Toere, the central 

government was the beneficiary of 3 5% of total domestic bank cred.it in 1985 at 

~e beginnin~. of the period of RER targeting. By the mid-1990s this fraction was 

down to less than l 0%. 

~ Jf, for whatever reason, the pursuit of a real-exchange-rate policy by 

simply buying dollars leads to a larger stock of M2 than is considered desirable 

or wise, the authorities can resort to mechanisms that work in the opposite 

direction. 

In such a case, I believe first prlority should be given to policies like import 

liberalization, because these policies do not carry an ongoing financia! or fiscal 

cost The second line of defense consists of mechanisms of sterilization which 
1 

typically do entail such a cost. The Chilean policy from 1990 onward, of selling 
I 

peso bonds to finance the purchase of additional dollar reserves, is a perfect 

example or stcrilization. (Thc idea of sterilization is to take an operation like the 

} 
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purchase of dollars, which in normal circurnstances would involve the cxpansion 

of the monetary base! H, and link it with another operation, like the sale of 

Central Bank bonds, which in effect "undoes" that monetary expansion, thus 

"sterilizing" it.) 

Other ways of sterilization include the reduction of Central Bank credits to 

the private sector, the reduction of its rediscounts to commercial banks, and the 

sale of pan or all of its portfolio of public sector obligations. All these mechan

isms of sterilization lead in one way or another to Central Bank losses. If the 

. - --- - - - --- ---- - -- -- ---·- --- - . 

Central Bank issues bonds or shorter term obligations, it has to pay interest on 

these. If, on tbe other hand the Central Bank sells assets like government bonds or 

commercial paper from its portfolio, it ceases to receive interest on these. Toe 

same goes for the case where the Central Bank reduces the arnount of credit it 

gives (through rediscounts) to the commercial bank.s. 

One way of making sterilized reserves less costly is to invest them more 

profitably in the capital markets ofthe world. I have for severa! years tried to 

persuade Chileans (in and out of governrnent) that their Central Bank would be 

well advised to ac-cept somewhat greater risks on its overseas portfolio, in 

exchange for higher expe-cted retums. This suggestion runs afoul of a long

standing tradition in internationa1 financia! circles, of keeping intemational 
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reserve funds extremely liquid and extremely safc. There are good reasons for this 

• tradition, so long as the reserves in question are performing the function tradition

ally assigned to reserves. But in the Chilean case, no more than half of the $17 

billion of funds that they were holding in 1997 was really needed for the normal 

functions of international reserves. Nor had they been accumulated for tbat 

purpose. On the contrary, they had been accumulated simply as a by-product of 

the government's real-exchange-rate policy. \\Thy not, then, sequester these funds, 

and call them not "intcmatiorial reserves'' but something else, like an "exchange 

• stabilization fund" . Of course, the label shouldn't matter, but in this case calling 

· them intemationa] reserves runs up against all the tradition and mythology that has 

come to s'.lITound the fonn in which those reserves should be held, and the types 

of assets in whicb they should be invested. Having a different label, like "ex

cbange stabilization fund" should help to free the authorities from those traditional 

constraints surrounding reserves, and should enable them to make more money. It 

would not be fair for me to act as if the recent performance of world markets is 

typical, but the fact remains that had the Chilcan Central Bank, starting in 1990 or 

1992, put half of its overseas holdings into index funds, there would havc been 

large gains (on the Central Ba.nk's total portfolio, i.c., after paying ali the interest 

on its domestic obligations) rather than the billions of dollars oflosscs it actually 

t6 tz;9Z:U,0!ii 
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sustained. \Vhat is fair is to point. out that by accepting mode.rate stock-market

type risks, one can reasonably work with expected real retums (in real dollars) of 7 

to .8.percent per annum as distinct from real retums of no more than 2-3 percent on 

a typical international reserves portfolio. 

At the moment, I would not extend this Chilean piece of advice to 

Indonesia, because lndonesia's internationaJ reserves are currently still well below 

the leve) that prudence would dictate, particularly in light of all the uncertainties 

that n_ow pre~~l. Nonetheless this message is something that should be kept in 

mind, in case international reserves grow1 say1 to 10% or more ofGDP. Certainly 

forcign assets beyond that point should not be subject to the risk and liquidity 

constraints that have traditionally been applied to international reserves. 

Another important point concerning sterilization operations is that they 

invariably work to raise intemal interest rates. In the Chilcan case rcported on 

earlier, the sale of Central Bank bonds caused interest rates to rise in Santiago's 

capital market. This is what then stimulated the "retlux" of induced capital in

flows from abroad. In lndonesia's current situation, I believe the reflux problem to 

be of minor importance ( due to the wariness of foreign financia! institutions 

vis-a-vis the Indonesian market). But that only means that the rise in interest rates 

that would be induced by a stcrilization operation would be ali the more important. 
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Justas the sale of Central Bank bonds tends to raise local rates of mterest, 

so too do the other forms of sterilization · __ redudng Central Bank-credits to the 

_pri:v..ate_sector, to banks (typicaBy through rediscounts) or to the government. 

They either add to the demand for loanable fünds (via the sale of bonds or other 

obligations) or reduce the supply of cred.it at the source. Moreover, since all of 

them work through reducing base money, H, they also would tend to produce a 

general contraction of bank. credit, as commercial banks ,-..ill have to accommodate 

tfie s-izeof iheff" opcrations-fu a-smáller base of bank·reserves ( ene of the-main uses 

of H). 

· -:e---::- -·-Mention should be made of one-device of-sterilization that does not directly 

involve H, and that does not, in and of itself, lead to Central Bank losses. This is 

the rnodification ofthe reserve requirements imposed on the com.mercial banks. 

By incre_asing resel'"l/e requirements, the Central Bank can reduce-the size of the 

so-called money rnultiplier, forcing the commercial banks to contract the amount 

of loans and deposits that they carry on the basis of any given amount ofreserves. 

Yet even though the Central Bank does not in this case suffer a cash drain, the 

interest rate that firms pay for loans will go up as a result of thc credit rcstriction 

forced on the commercial banks by a higher reserve requirement. I 

• 
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Thus we can say that no matter what fonn stenhzat1on takes, 1t w1ll 

typically entairhigher interest rates than if the reserve accumula.tion (that is being 

sterilized) simply had not taken place. And the other side of the same coin is a • 

lower real volume of domestic bank credit, whích typically will mean a lower real 

volume of lending by the commercial banks to the private sector. This is not 

something to be lamented. lt should be taken as the simple and natural counter-

part of a sterilization operation - the price to be paid, as it were, for the benefits 

that one was·seek.ing-by entérirrg ·the·foreign exchange market in the first place 

(presumably with the goal of maintaining the real exchange rate). 

··- - lh-l -hope I have said enough about the consequences ofpursuing a policy 

of real-exchange-rate targeting for readers to realize: a) that this is not a policy 

for everybody, all the time, and b) that even where it is the best policy, the target 

• real exchange rate (or the target band for the RER) should be set in recognition of 

the attendant costs of potential Central Bank. losses, and of higher interest rates 

and restricted volumes of domestic credit. 

As alluded to earlier, 1 believe that consideration conceming these costs 

were the main reason why the Chilean authorities pennitted the-real exchange rate 

to drift downward bcginning around 1988. Some might say that this drop in 

Chile's real exchange rate occurrcd because the autborities simply couldn't 
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maintain a higher one. But I do not believe it makes sense to think that fue. RER 

that actually prevailed at each moment oftime was the -highest~rate-that could 

.possibly_be achieved at that moment . . 0n the contrary, one can be almost certain • 

that a higher time path of the RER could have been attained if only the authorities 

were willing to pay tbe price in terms of higher Central Bank losses, higher 

interest ratcs, and lower volumes of real credit to the private sector. 

I believe that a real exchange rate policy, probably a band rather than a 

fixed-target, is what is indicatea:rorlffiforiesia now·ana for··at1eBSt'tWO"'or-three 

(and most likely more) years to come. I believe the target should be set quite high 

initi~iy,~th the aim in.mind.of guaranteeing that the export..sector, taken as a 

whole, will prosper and will lead the rest of the Indonesian economy ~ack to 

prosperity. But from what has been said above it should be cJear that the authori

ties should remain flexible, and sensitive to new evidence as it emerges. Setting 

the target high in the beginning is an easy step to take becawe ofthe desirability 

of building up additional intemational reserves. As these reserves come in thc 

question would arise ofwhether to sterilize. In the luckiest of cases, people's 

desired c.ash balances may grow through time, as a result of economic recovery 

together with greater confidence on the part of the public. In this case per~s no 

sterllization will be needed. 

J 
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But the most likely outcome of setting a target band for the real exchange 

rate is that at sorne point or points along the way, the course of ""isdom will be to 

sterilize all or part of the ongoing reserve accurnulation. Such sterilization may 

serve its purpose for a time, but ifthe reserve accumulation is "too" rapid, the 

necessary ( or indicated) degree of credit contraction may be deemed to be too 

great. That is the point at which the authorities ought to consider the pros and 

cons of additional measures such as import liberalization. And finally, having 

used these-options-asllluch-as-is--deemed-appropriate;-consi deration should be 

given to allowing the real exchange rate band to drift downward (much as the 

Chileans did· aftcr 1988) rather than ·be locked into a situation of continual money

printing to buy the dollars to support a real exchange rate that has turned out to be: 

"too high" to be maintained over the long pull. 

A voiding Severe Contraction of Real Mooetary Balances 

22.i It has always been true that serious inflation causes people to reduce 

their "real cash balances". This malees a great deal of sense, because inflation 

operates to erode the real value of those balances. Historically, we have many 

instances in which, in the face of an inflation ofhuge proportions, thc fraction of 

ODP held in the fonn of money fell to a half, a third, or a quarter of what it had 

been before. Obviously, such a sb.arp monetary contraction has to have an ctfect 
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on the other side of the balance sheet of the banking system. VeryiJroadly speak

ing, one can say that M2 ( or sorne el ose counterpart) represents the main liability 

. of the consolidated banking system, while its principal assets are credit to the 

private sector, credit to the public sector, and "net foreign assets". Thus, in an old-

fashioned inflation, as people reduced their real cash balances (M2/P), the 

country was simultaneously and almost automatically subjected to a huge real 

credit squeeze. Typically. the asset that suffered most v.ras real credit to the 

.. -
private sector. 

- :_- --- • :.:=_ ____ ._ •. _. 

n One ofthe important lessons that economists have learned over the last 

··half-éenuiry tif inflationáry- expérierices in many different countries is that both the 

contraction ofrcal money balances and its consequent squeeze of real credit can 

be k.ept under much greater control than used to be the case. · Toe key elemcnt of 

this partial 11solution11 toan old problem is paying adequate interest rates on bank 

deposits. A minimal objective here is to see to it that at least sorne important 

types ofbank deposits actually pay (and are perceived by the public to pay) posi

tivc real interest rates. This has been done using indcxed deposits, using deposits 

denominated in dollars, pounds, francs, or sorne other relatively stable currency, 

and simply by having ordinary local-currency deposits carry nominal interest rates 

that exceeded the contemporaneous rate of inflation. 
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In rny opinion, th~se simple lessons have been very positive, for to the 

extent that by followjng them one can limit the reduction in (M2/P); one also 

... 
.. . ·. ':.. 

reduces the degree to wlúch real credit to the prívate sector has to be squeezed. • 

And even though we economists do not have a clear vision ofthe precise mechan-

ism by which rnajor credit squeezes bring on overal] recessions and depressions, 

there is ample historical evidence to support the proposition that a genuine causal 

connection exists. This malees it a matter of high priority for the authorities to 

attempt to find sensible ways of check.ing-any-major tendency for people to "run 

away" from real rnoney balances. 

~ --rhe obvioT1s corollary to banks paying positive real interest ratcs on 

their deposits is that they rnust then (to remain solvent) receive positive real inter

est ratcs on their loans and investments. It is a matter of quite bread consensus 

among professional expens in t.his area that bank laws and regulations should 

require that banks should lend or invest "in dollars" the deposits they receive "in 

dollars", and "in indexed loans" the amounts they receive "in indexed deposits". 

In this way the banks are covered in the event ofunexpected changes in the 

exchange rate (in the case of do llar deposits) or in the rate of inflation (in the case 

of indexed deposits ). Also, in a healthy banking system there will be a positive 

spread between the interest rate on dollar deposits and that on dollar loans, and 
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correspondingly positiv·e (but not necessarily equal) spreads between the tates on 

--indcxca deposits and loans, -and,-of c·ourse,-betweeffthose on-nominal-local 

One important change that took place in Latin America between the l 950s 

and the 1980s was in the degree to which interest rates werc kept positive in real 

tenns, even during infla.tionary episodes. In sorne countries one has seen in recent 

years all three mechanisms -- indexed deposits, dollar dcposits, plus nominal peso 

interest rates that were above the rate of inflation. In other cases with significant 

inflation at least two of these mechanisms were operative. These mechanisms 

--- pr-e:v.ented-huge collapses 0L.(M2/P), and helped greatly to keep prívate sector 

credit from being slashed in real tcnns. In a few cases (notably Argentina 1974-

76, Bolivia 1982-85, and Peru 1987-90) the mechanisms of defense were not yet 

in place~ thus conducing to ''old fashioned" contractions of real money and real 

credit -- down to a fifth, a quarter, ora third of their earlier level. 

~ Jñe healthiest way for positive real interest rates to emerge, in a setting 

ofinflation and uncertainty, is for business finns - in their role as demanders of 

credit - to create the market. This implies a relatively free market far bank 

credits, governed by the forces of supply and demand (with due allowances for / 

rislc). In such a market, the driving force setting interest rates ·¡s the competi~on 
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among the borrower firms for the supply of loanable funds that is forthcoming, 

under the ·markc:t conditions prevailing a t each gi ven moment. A "good" scenario 

here wo_!lld~~~et_ the foJlowin_g cond.itions: 

a) the demand for loa.ns should be genuine, Le., the demand should come from 

solvent and viable finns and the loans should have a high probability of being 

paid back at the agreed interest rate at the time they are due; 

b) the uses to which the loans are put by the borrowing finns should be 

sufficiently productivc that theirreal ·"yield" to-the-finns is greater than the 

real interest rate the finns are paying for the funds; and 

e) the real interest rate that emerges in the market should be one that is not so 

high as to force important numbers of firms to go out of business, orto impede 

economic growth by choking off a largc amount of what would nonnally be 

considercd to be economically productive investments. 

In countries with sound economic policies and healthy economies, these 

conditíons will almost automatically be met. But we have in recent years 

witnessed a number of cases where they were quite obviously, even blatantly 

violated. In all these cases, bad loans played a critical role. 

J 
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The Cancer of Bad Loa ns 

26. It should be clear frorriThe oütset that é,1en extrémely heálthy banking 

systems are not immune to the phenomenon of bad loans. Risk is inevitable in the • 

world of business; as a consequence sorne fraction of existing enterprises is likely 

·to fail each year. Hence banks cannot be 100% certain that their commercial loans 

will be repaid. Ali participants have therefore come to expect. in the normal 

course of events, that a modest share of all outstanding loans will run into trouble, 

-tnaCsonie of these will ·end üp-be1ng reñegotiated, and that a smallei- fraction will 

be closed out with a loss for the lending bank. This happens all the time, and 

·s1iould.be no cause for alarm. · 

Trouble can start, however, when non-performing loans move up to occupy 

far more than their 11normal" fraction ofbanks' portfolios. Usually some outside 

force or event_helps trigger the emergence of such an episode. Natural disasters, 

the collapse of a major export market, an abrupt flight of capitel from the country 

•· these fonn a partial list of trigger events. But often the scene for a crisis has 

already been set by lax bank.ing practices and regulations. A critfoal clcment in 

such cases is the almost automatic "ro llover" of bad loans ~ with the lending bank 

simply adding the unpe.id interest to the amount ofthe loan, and continuing to 
! 

carry the loan on its books as if it were a "good" asset. 
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Readers should realize that most of the time banks will tind it in their 

interc:st to roll-over bad loans rather than ''recognize" them as bad. Toe reason is 

that when a bank recognizes a bad loan it typically must declare a loss, which 

reduces the bank's capital and surplus. And since the legal and regulatory frame

work usually lirnits the size of thc bank's operations (its deposits, its loans, etc.) to 

sorne multiple ofits capital and surplus, the simple act of recognizing abad loan 

keeps the bank from engaging in other, potentially profitable operations. 

=-=27,: 0ne·ofthe important functions ofbankregulation is·to force relevant 

banks to recognize bad loans where they exist, and make adequate provision for 

them. ·Once one starts down a road where many banks are hidingtheir bad loans 

through the rollover mechanism, and where the regulatory authorities fail to 

require the needed adjustment. one risks building a snowball of ever-increasing 

vulnerability to a crisis. 

28. My own version ofthe snowball effect works like this. Let us suppose 

that in a normal situation the country in question would have capital market equil

ibrium with real bank credit to the prívate sector at, say, 1000 and with a real 

interest rate of 10% per annum. Now let it occur that, say, 200 ofthese bank loans 

turn bad, and ere rolled over in the portfolio of the banks. These represent loans 
\ 

whicb in effect should not cxist, yet they are occupying a fifth of the loan portfolio 

• 
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of the banks. Toe healthy firms that are demanding good credits now have to 

content themselves with only 800 of bank loans. As a consequence, the real 

interest rate ( equating bealthy· demand with the reduced loan supply of 800) will 

rise, maybe to 15%. At this point some-ofthehealthy firms nin into trouble 

becaus·e· of the··higher real inter-estTate, and these loans too get rolled o ver rather 

than "recognized11 as non-performing. Now there are, say, only 700 of funds 

nvailable to carry good loans, and the real interest rate equating supply and 

demand goes still higher, say to· 20%. I am assuming here a competitive banking 

system in which the great bulk ofthe increase in interest rates is passed through to 

depositors, so one cannot look to this as a m-ajor "biood transfusTon'1 to strengthen 

an already weakened banking system. 

·---- The·' 1snowball11 thus works with real interest rates getting ever higher, with 

a greater and greater fraction ofthe portfolios of the banks being represented by 

11bad loans disguised as good ones", and with more and more business firms being 

shifted (via the higher a.nd higher real interest rates they have to pay) from the 

healthy category down to doubtful, then precarious, then "technically bankrupt'1. 

It is enough to see how, once a country starts dovm this path, it could end up 

with a major banking and credit crisis, just through the endogenous accumulation 

of more and more bad loans, through the operation ofthe "snowball". But a more 

I 
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correct description would be that the sno,11:ball proc.ess operates to weaken both the 

banking system and the business sector of the economy, leaving them much more 

vulnerable to oÚtside forces and events, and thaffii--the eno it is one of these 

-
outside-forc,es or-events that actually triggers ilie crisis. -

Strengthenine The Banking System 

29. I chose to commen.t on strengthening the banking system before talking 

about "rescuing" it, simply because the guidelines are clearer1 simpler, and more 

straightforward. A sound banking system cannot, in my opinion, be self-regulat

ed, or regulated by the forces of competition alone. Maybe this would work in 

sorne utopian societ)' wifh a-highly efficient systern- ofenforcing "the legal 

liabilities of financia! and other institutions. But this is not the world we live in, 

orbave seen up to now. To me the big observable·fact-that one has seen in 

country after country, the world over, is that govemrnents tend to bail out banking 

systems, when such systems get into real trouble. This is the language commonly 

used to describe what governments dot but it is not the language I prefer. I would 

rather say that when govemment intervene, they are bailing out the depositors 

rather than the banks themselves. In particular, I do not believe that any payment 

should go from the government to the shareholders or other owners ofbanks that 

have been rendered technically bankrupt. But I definitely bclieve that a centuries-

• 
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old tradition is correct in holding that in a cns1s s1tuat10n, the depositors shoulá he 

assured that their money is safe. Otherwise one invites a run on all the banks in 

the system, and a consequent co11apse of ~e entire credit structure. 
·- . - -- - - . --- . :: -_-_:_-:-:·:: .-..:~:-:. . - ~- . - ---- -

This is what govemments (or Central Banks) by and large, have done in 

crisis situations. This is what I believe is meant by the "lender oflast resort" 

function of a Central Bank. My position is that in thinking about the organization 

of a banking system we should take this type of intervention (the bailout of 

depositors in time of crisis) as given. Our next step is to pursue what this 

indicates or implies with respect to other dements of the puzzle. 

--~_Toe main "implication" I draw from the principle of bailing out 

depositors in time of crisis is that since the taXpayers end up paying a large ~hare 

· ofthe ultimate cost of such bailouts they (the taxpayers) definitely deserve and 

should have a "seat on the board of directors". This is, to me, the strongestjustifi- -

cation for tb.e regulation of banking operations. This implication also provides 

guidelines as to the nature of such regulation: it should be to eliminate ( or at the 

very least impede) the type of bank behavior that ma.kes the system vulnerable to 

crises. 

Toe ñrst step in this direction is to ensurc that banks make adequate 

provision for the risks to which their portfolios ere subject. The modero tendency 
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is to classif)· the different assets in a bank's ponfolio according to ~sk categories, 

and to require. banks to "provide" for these risks. This provision can take many 

·. ;. 

different forms. Toe holding of reserves against deposits js one such form - and 

one with a long tradition behind it. But contemporary analysts point to the fact 

that two banks with the-same deposit structur-e-can have very different riskiness if 

one ofthem hoJds most of its assets in the form oftreasury biUs a.nd high-grarle

commercial papc:r, while the other has mainly loans to consumers and small 

businesses. This type of thinking is what led to the conclusion that in deciding 

what provision should be made for risk, we should look mainly to the asset side of 

a bank's portfolio. One strong implicátion concems the term structure ofthe port• 

folios of banks. Since bank1s liabilities are typically on sight (demand deposits) or 

for short terms of say, thirty or ninety days, banks really have no business holding 

financia] assets with durations of two and five years and more. They certainly 

have no business hoJding ten- or twenty- or thirty-year mortgages. (Sávings and 

loan institutions, which receive deposit money and lend on mortgages, are "acci

dents wa.iting to happen". They simply have no way of coping when the market 

interest rate rises above the ra1e tbey are receiving on their long term as sets.) 

But standard, modern provision for risk is, in my opinion, not enough. 

Risks analysts work with given probability distributions, which are based on_ 
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situations are precipitated by events that involve drastic shifts of_those risk 

distributions. Using the old economic distinction between risk and uncertainty, 

prudent banking regulation should require provision for the latter as well as the 

former. Toe mechanism of deposit insurance is perhaps the most natural way to 

deal with this type of contingency. A good rule is that provision for risk can be 

made within each individual bank, while provision for uncertainty should be 

----sys_t~m-wide. --- -

31. One problem that may seem of minor importance but is in fact a maj or 

challenge in the area of bank regulation coni;e:rps how to "properly" compensatc 

bank inspectors and other rcgulatory personnel. The problem is that, if ordinary 
' 

government salary scales apply, the regulators \vill be earning very much less than 

people of similar sldlls and talents in the banks thcy rcgulate. It will be, and is, 

quite natural for commercial banks to offer good jobs to bank inspectors, not as a 

bribe ora payoff, but simply because the bank inspectors have shovm themselves 

to havc knowledge and skills that are highly va]ued by the banks. Toe ever

present danger is that by this route the most able and energetic- inspectors will end 

• 

upas cmployees of the individual commercial banks, leaving thc rcgulatory body / 

staffed with professionals oflower capacity and energy. 
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The situation described above is very real. Indeed, it is hard to find a 

country where it has not emerged at one point in time or another. The solution to 

the problem is very simple--- to pay· the bank inspectors the same or more, not 

less, than similar]y qualified bank personnel are earning. This "objective" solution 

is e-asy. but implementing it can be exceedingly-difficult in a setting where a very 

large bureaucracy exists, whose salaries are governe.d by unifonn scales and 

norms. Toe best way by far to get around this problem is to separate the Super

intendency of Banks ( or whatever the regulatory agency is called) from the regular 

bureaucracy. One convcnient mechanism wou]d be to establish itas an autono

mous or semi-autonomous body, in which the govemment and/or its agencies 

would have rnajority control, but of which the commercial banks would be 

- members;-Thefwould be r.equired to defray-a good share of the costs ofthe 

agency, and it would be part of the agency1s charter that its personnel should be 

c-ompensated on a scale equa1 to or greater than the prevailing salaries paid by the 

commercial banks to staff members with equivalent qualifications. 

Rescuing a Banking System 

3k, I have already noted {in para 30) that the avoidance of a collapse of 

deposits is perhaps the prime responsibility ofthe Central Bank (and/or other 

relevant authorities) at the moment of crisis in a banking system. This entails the 
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Central Banlc1s standing ready to pay the depositors, e.ven in circurnstances where 

the individual banks are unable to pay. 

-- Th~~;~; different m~ch~i~ms through whlcb. su-cb a guarantee can work. 

-One-is fer the C¡ntral bank to a<l~ance funds to commercial banks ¡,as needed", in 

exch~ge f~r obligations of tho;e banks to repay the advances within a certain 

time and ata certain interest rate. Another is the exchange of "good paper for 

bad'', wi1h the Centrai Ban.k (or sorne other agency, perhaps constituted for this 

purpose) giving a commercial bank its good obligations in exchange for that 

bank's ba<l loan portfolio. Toe first of these is appropriate in circurnstances where 

a run might occur, but one does not know either how big the run will be or when 

(or if) it wi11 take place. Handling this situation directly calls for something like a 

line ·or éredit, which can be used. as needed. Toe second mechanism~ the cxchange 

of good paper for bad, is indicated when the confidence of depositors has been 

-

weakened by their knowledge ( or belief) that the bank in question may not be able 

to pay all its depositors because too many of its loans bave "gone bad". Once a 

rumor to this effect st.arts to circulate, it is virtually certain that a run on the bank 

will follow. In such circumstances, it can be very helpful for the bank to get rid of 

the bad paper, and have 100% solid Central Bank bonds or similar obligations in 

its place. Ifthe "exchange operation" is extensive enough so that the public is 
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quite certain that the portfolios of the individual commercia) bank.s are now safe, 

the threat of nms on these banks can be beaten back. 

33. Toe "exchange. of good paper for bad" can assuage the threat of a run 

and can put the. balance sbeets of the commercial banks in a much sounder condi

tion, but it does_nothing to ameliorate one important effect ofthe "snowball" of 

bad credit; referred to in para. 28 above. For this exchange of paper does nothing 

at ali to alter the consolídated balance sheet of the banking system. All it does is 

shift the locatíon ofthe bad loans from the commercial banks to the Central Bank. 

This helps, with respect to convinci.ng the public to maintain their deposits in the 

banking system. It does not do anything to ease the scarcity of credi! that healthy 

firms have to face. 

Suppose, for example, that the "snowball" of our earlier example had driven 

the real volurne of 11good credit" to thc priva.te sector down from 1000 to, say, 600, 

and that the real interest rate that "rationed" this volume good credit among the 

--

good demanders was 25% per year. If now the 400 (= 1000 minus 600) of bad 

paper held by the commercial banks is exchanged for Central Bank bonds, that by 

itself does nothing to augment the 600 that is available for demanders of "good 

credit". There is therefore no reason for the real inter~st rate to drop from its 

earlier level of 25%. The credit squeeze is still on; healthy tinns may still find 
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themselves put in peril through the high interest charges they have to pay; and 

manufacturers will still be forced to postpone. or scrap investment projects that 

would be interesting in normal times, but now are not viable simply because they 

are not productive enough to withstand a 25% real interest rate . 

. ·::e . _._. -_This place~ in stark re_lief the unvami_shed truth -- that once a banking 

system is saddled with a large mass of bad credit, there is no easy way out Toe 

road back to normal times is long and arduous, and has implications not just for 

the benks but for business firms and for the economy as a whole. 

Many people have wondered how an cconomy can live through a period 

when bank loans carry real interesfrates as high as·2, 3, 4, or even·s percent per 

month. The answer is that it is not at ali easy, but it has bappened. Such re.tes 

have prevailed in Argentina, Brazil, Chile, Mexico, Ecuador and Peru, among 

others. In sorne cases they have stayed above 20% per annum, in real terms for , 

two or three years in a row. How does this occur? Toe bad news is that such high 

rates may in fact end up causing otherwise viable firms to fail. Toe good news is 

that many borrowing firms are ab]e to survive, even in the face ofthose interest 

retes. 

The secret ofthese firms is that they "find" investments whose yield is even 

higher than the huge real rates they are paying for bank loans. But thcy do not 
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find many such investments, and even those that they do find carry an aura that is 

not so happy. A perfect example of a high yield investment is a new set of tires 

for a small firm1s only truck. Toe old tires have worn out. Tne truck is useless 

without them. Hence by 11 investing11 $300 or $400 in a new set oftires, the finn is 

in effect "buyini' the use of its truck. Compared with the alternatives available to 

it, the firm may be making a real return of several hundred percent per year, 

simply by buying that set of tires. 

This example should convince readers: a) that there really are investments 

of sufficiently high yield to justify borrowing at real rates of even 40 or 50 percent 

per year; b) that by the nature of these investments there is not likely to be a large 

volume of them, and e) that typically these investments will be 11defensive" or 

11preventive" in nature, helping to obviate a fall in production and unemployment 

rather than stimulating a rise. 

It is very difficult to write the script. for a scenario in which an economy 

d.irectly rebounds from a huge credit crunch in which the volume of "good" creclit 

to the private sector is sharply cut in real terms, with a consequent shaxp rise in 

real interest rates. As the economy grows, coming out of the trough of its depres

sion, new and incrcased savings will add to the supply ofloanable funds. If the 

central government runs budget surpluses, it may be able to use tb.em to buy the 
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bad paper from t.l-.le Central Bank ( or other places where it may have come to rest). 

In this case the lending power (for "good'' loans) of the bankin.g system can be 

expanded by a correspondfug airiount. As a recove!")' gets started and gains 

momentum, perhaps foreign funds will once again appear 10 feed the capital 

markef,-working eithetWithin-oi-alongside the banking system; · 

All the above ways of escape from a credit crunch require both time a.nd thc 

gradual rebuilding of confidence, They are very far from being a "quick fix". 

~ I should mention a very common way of carrying out an "exchange of 

good paper for bad". In this scenario it is not the Central Bank that intervenes, but 

sorne new authority, like a Reconstruction Finance Corporation. Such an author

ity could issue its own bonds in exchange for the "bad paper" it was acquiring. So 

. - -- - - - -·-

-1ong-a-fllieseoónds are credible assets, depositors might be satisfied to keep their 

money in the banks. But again, this switch of assets does nothing to add to the 

power ofthe banks to extend additiona] amount ofloans to "good" borrowers. lt 

does nothlng to alleviate the shortagc of funds or the high real interest rates that 

these firms face. 

Moreover, it is unlikely that thcse bonds of an RFC or similar entity would 

be considered by depositors to give sound backing for their deposits unless sorne 

entity (presumably the Central Bank) werc willing to tum them into cash to he1p a 
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commercial bank me-et a series of withdrawals by depositors. J.t would work 

equally well if an entity like the coW1try's treasury or, far that matter, the IMF 

were to be the guarantor of the bonds, but these entities are far less plausible 

candidates than the Central Bank for such a role. So even when the Central Bank 

is not directly involved in the exchange of good paper for bad, it is Iikely in any 

case to play a.'1 importan1 part in the scenario. 

The Costs of a Banking BaiJout 

~ People are often lulled into a false sense of security by the ease with 

wlúch the first steps of a banking bailout are carried out. The simple switch of 

"good paper for bad" costs essentially nothing in the first instance - just printing 

the Central Bank ( or RFC) obligations, transporting them to the banks, and taking 

the "bad-paper" to wherever it will be stored. 

But the costless nature of the first step masks very serious costs still to 

come. Toe bonds issued by thc Central Bank or (the RFC) have to bear interest, 

clse the banks will be left with no income on an important part of their portfolio. 

Tbat intereSt is a real cost to the entity and to the society at large. In most cases, it 

is the taxpayer who will end up paying this bill. 

Second, ifthese bonds are to be retired (ultimately) without adding to 

inflationary pressurcs it must onc-e again be with "outside funds11 (like the 
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proceeds of taxe~) that this is accomplished. 

Operating in the opposite direction we have only what little juice can be 

squeezed out of the "bad paper" acquired by the Central Bank or the RFC, or what 

can be obtained from the commercial banks themselves after, at sorne point in the 

-future, .their operations become profitable again. The history of banking bailouts • 

shows that these offsetting sources of funds do not come el ose to covering the 

direct costs mentioned earlier. 

This is true even if the existing owners of thc aff ected commercial banks 

lose all oftheir equity in the process. Toe story goes something like this. A 

commercial ban.k has a portfolio with an important fraction (say 30 or 40 percent) 

ofbad loans. These are exchanged for Central Bank bonds a.t sorne point with the 

existing owners of the bank accepting liability for the difference between the face 

value of the bad loans> and what will ultimateJy be collected on them. When the 

portfolio ofthe bank is va]ued, the loss on the bad paperturns out to be large, 

substantially exceeding the owner's equity. So the Central Bank (or the 

govemrnent or some other entity) dispossesses the owners (who lose everything) 

and temporarily takes over the bank. But the Central Bank does not want to own 

and operate a lot of failed commerdal banks, so it tries to auction them off ( or 

otherwise sell them) as going concerns. But the bidders in those auctions are not 
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in there for charity. They are not going to pay positive prices for entities with 

negative net worth. So really the only way the failed banks can be sold is for the 

auctioning body (Central Bank, RFC, or other) to assume the loss on the bad paper 

(to the extent that it has not been atready absorbed in the "'ipeout of the owners). 

Toe costs borne by the taxpayers can tum out to be exceedingly high. An 

IMF report lists such costs for thirteen cases of banking system bailouts. Ofthe 

thirteen cases, six had estimated ta>...-payer costs equal to more than 10% of a years 

GDP (and this does not count Finland~ for which the estimate was 9.9%). 

Moreover all but one of the thirteen cases had estimated taxpayer costs equal to at 

least four percent of a years GDP. l 

Special Aspects of the Indoneslan Case 

36. I was struck on my visit to Indonesia ofDecernber 1998, by an 

assertion that was made by a wide variety of informants. Thcir story went 

something like this: 

At sorne point in time during the early months ofthe crisis, 
the Indonesian commercial banks, beset by demand 
from their own creditors, virtually shut their "ncw loans ' 
window. Their determination was to collect on their 
"old loans" to the extent that these were amortized, and 
then to use the proceeds either to pay their own creditors 
orto strengthen their very precarious liquidity positions. 

1 Claudia Dziobek and Ceyla Pazarbasioglu, "Lessons F~om Systemic Bank 
Restructuring," Intemational Monetary Fund, Economic Issues, #14 (1998), p. 4 . 
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Tbe response of the commercial banks1 customers to this 
new policy wa.s simply to stop making amortization 
payments on their debts to the bank.s. Sorne customers 

- --------- -c~o""'n,-;;ti...,.n.+tu.P.edA--f<tOf'\-..pay--i-ftt~rest, others did not Of thos ..... e-d .... e ..... b-ta ..... r _ _____ __ _ 
companies that paid neither interest nor amortization, 
sorne were solvent anda.ble to pay, simply choosing not to 
pay under the special circumstances ofthe moment. 

Others wcre truly unable to pay; their loans would be 11bad 
·-· loans'1 -under- anrcircumstances. Unfortunately it was not 

easy to discriminate among the non. payers, so that one 
did not have a e-lear idea ofhow many ofthem were in one 
category and how many in the other. 

The situation of a wholesale "borrowers' strike11 against paying off existing 

loans carne as something new to me. It adds new complications to the problem of 

bailing out the banks, and may greatly magnify the cost that ultimately has to be 

borne by the taxpayers. 

lZ. A problem related to the 11borrowers strike" phenomenon is the apparent 

absence (ornear absence) of an active market for loanable funds from the banking 

system. 1bat is, whereas in earlier sections of this paper l divided the portfolios of 

troubled banks into 1'good loans" and "bad loans11 (either classified or non• 

perfonning or being continually rolled over), here, it seems, we only have varying 

classes ofbad loans - those that pay interest but no amortization, those that pay 

-neither but are really able to pay, and those that pay neither and are unable to pay. 

In this trichotomy, I see no group ofloans that serves as a true revolving fund -
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being pa:id off by old borrowers and then being lent to new ones, 

.. .&\ .. 

. .. :-"'-·:.:. • :: 

Once banking operations lose this aspect of a revolving fund, they cease to 

perform onc ofthe most fundamental functions of an active capital market. In 

fact, one is dealing with an "ossified" or even "dead'' capital market. 

38; Aíiother attribute of the Indonesian capítal market, as ofDecember 

1998, were the high real rates of interest that had been and were still prevailing. 

As I read the evidence relayed to me, these high rates of ínterest looked like a very 

large payment being made to depositors and holders of short tcrm paper, whose 

main purpose was to keep Mz from faJling too much. 

In point of fact, M2 appeared to have performcd rather well through the 

months ofthe crisis, falling only by a little more than 10% in real tenns from July 

1997 through October 1998. But this figure masks a sharp faU in dollar deposits 

from $19.12 billion in June of 1997 to $1 2.85 billion in October of 1998, with this 

fall being reflected in the rupiah accounts as an actual ~. from Rp. 46.8 trillion 

in June, 1997 to Rp. 97.0 trillion in October 1998. Toe difference between these 

two figures is explained by the great rise in the rupiah pricc of the dollar in the 

interim. Meanwhile, the part of the Mz money supply that was denominated in 

rupiah fell somewhat more than the l 0% fall revealcd by the aggregate M2 

figures. 
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But the success of the authorities in keeping Mz from falling carne at a 

huge cost in terms ofthe interest rate paid on SBis (short-term obligations of Bank 

Indonesia). Toe SBis found their way into bank portfolios by a roundabout route, 

being issued for the purpose of absorbing E!xpansions of high-powéred money (H) 

that e.ame as a by-product of Hquidity credits granted by Bank Indonesia in pursuit 

of its commitment to guarantee the safety of bank deposits. 

Toe situation of the lndonesian banking system at this point in the crisis is 

quite compli.cated, but it boils down to a quite simple picture. Toe public has 

maintained its M2 holdings quite well, in real terms: but it is also being paid 

• handsomely -to do so. Toe SBJ. rate .was abo ve 50% for most of November and 

was around 40% in mid-December. Meanwhilc the ratc paid by banks on 3-month 

time deposits was rising steadily from June of 1997 onward, reaching over 50% in 

early November1 1998. Inflation spurted during this period but, as mentioned 

earlier, the general price l~el was almosi stagnant after September, 1998. Hence 

one can say that the banks were paying very high real rates, measured using the 

contemporaneous rate of inflation. And I believe that these real rates would still 

be high if a reasonable expectation ofthe 3-month future inflation had bccn used. 

-

l2. All this gives rise to the question ofwhat are the authorities, in effect, 

getting in return for the high real interest rates being paid on SBis and on bank 
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deposits. In et.her countries my ov.11 explanation of high interest rates is that these 

rates were the resuJt of healthy finns bidding for a very short supply of real bank 

credit available for the private sector. But it appears that in lndonesia's case such 

an active market for commercial loans simply does not exist. Indeed, the reported 

loan rate of-Indonesia's commercial banks is below both the 3-month deposit rate 

and the rate on SBJ s. 

My interpretation is that the high real interest rates that we observe are 

really a price that is being paid for keeping (t--12/P) from falling by much more 

than the modest decline it has already experienced. But this price -- particularly 

the enonnous rate on SBis, is very high, especially when one considers that it is 

not supporting an active market for commercial loans to healthy finns . 

40. What would happen if the SBI rate and the deposit rate were lowered 

significantly in real terms? I would expect that M2/P would be-reduced, though 

this tendency rnight be offset by the effects of increasing confidence, once 

recovery got underway. The reduction of M2/P by itself should have positive 

effects on spending -- sornething that should be welcomed rather than fcared under 

the current depressed condition of Indonesia's economy. The negative aspect -

and this is potentially very serious -- is the degree to which a reduction in M2/P 

would be reflected in an increascd flight of capital out ofthe country . 
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tvly own view is that the authorities ought very carefully and very gingerly 

to "test the market" along these lines. First, by allowing SBI and hopefully bank 

deposit rates to drift down, testing to see if a serious fall in M2/P ensues, and/or 

if a serious pressure on the country's intemational reserves is precipitated. I would . 

be-súrprised·to ·see either resu1t-occur so long as expectations of-continued sound 

policy are maintained. 

Many more very difficult steps stand between the Indonesian economy of 

today and the robust and confident recovery we all hope for. But at the prescnt 

moment I feel a sense that huge costs in terms ofhigh real interest rates are being 

borne (or "paid") with relativcly little being acquired in retum. Seeking ways of 

reducing these costs or raising the recompense obtained in return seems to me to 

be a matter of very high priority at present and in the months immedíately ahead. 
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