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For many develping and Eastern Eapean countries the 1980s
and early 1990s were years of macroeconomic upheaval. For
instance, the debtistis that erupted in 1982 generated significant
dislocations throughout Latin Amiea,where balance of payments
deficits soaredind inflation increased rapidly. ltne former com-
munist countries, on the othlband, the fall of the Berlin Wall was
accompanied by serious macroeconomic disequilibria, large public
sector deficitsand very high inftion rates. During the last few
years most countries in thesmions—as well as intber parts of
the world, including Asia—have embarked on major stradt
reforms and have struggled to regain macroeconomic stability.
Much of the plicy discussion in thessountrieshascentered on the
most effective way of iplementing stabilization progms, and has
focused on a handful of keysiges,including (1) alternativavays
of reducing public sector defisi; (2) theappropriate use of credit
and mortary polcies in ppgrams ained at taming inflation and
eliminating unsustainable extel deficits; and (3) on theote of
nominal exchange rate anchors as a device for redudiagiam and
maintaining stability over the longer run.

In many counties thestabilization efforts of the last few years
have began to bear fruit, and inflaticetes have eclined sgnifi-
cantly. In Latin America the average rate of inflatisasreduced
from over 1,200 percent in 1989 to 14 percent in 1994. Progress has
also been impressive in many former communist nations: for
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instance, in Poland yearly inflatiomas declined from over 460
percent in 1990 tess than 33 percentin 1993. At ttlenter of these
successful stabilization efforteave been impressive redumnis in
public sector dficits, ancconservative credit palies. Thesadjust-
ments, in turn, have been achieved through tipementation of a
number of neasures, including taxeforms, expenditure (both cur-
rent and capital) reductions, and privatizationspablic enter-
prises! In spite of the enormous progressigtél adjusinent during
the last few years, in a mber of counties fiscal issues have not
been tilly resolved and remain crucially portant. This is particu-
larly the case in those natis where ufunded retirerent systems
are contributing to very large pubkectorcontingent liabilities?

Now that infation is subsiing, policymakers are increasingly
turning their attention to theeal side of the economy. In most
developingand transitional countries there is a keateiiest in
devising polciesthat will accelerate growth andill increase the
rate ofemployment creation. Thisas been espedlly the case in
Latin America, where as a consemee of the debt @is of the
1980s, growth came to a halt for almost a decade. By 1992, and after
a remarkable process of rkat-oriented reformghe natons of this
region had recovered and were once agairwigigp. The sense
among analysts and policyakers, howevehas been that trever-
age real rate ofrgwth for 1992-94—approximaty 3 percent—was
modest, and that in order to compensate for the atagnof the
so-called “lost decade,” thetes ofeconomic expansion should
accelerate substdally.3 In discussing these issuesnamber of
authors have pated out that low saving rates are one of the most
serious constraints faced by the Latin American caesitAccord-
ing to the World BankX993a) the median ratio of gross domestic
savings to GDP wamnly 20 pecent in LatinAmericain 1991, more
than 15p0ints below that of the Ea&tian countries. Moreover, the
Mexican peso crisis of December 198 hghlightedthe fact that
low (and declining) saving ratesave contributed tagenerating
unsustainable current account deficits in manyntdes undertak-
ing major structural refans. Whether or not these low rates of
savings have been a direct consequence of thelishioin and
liberalization reforms pragms is still an open question, but one
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that has generated a heatethdte. Natually, issues related teaving
rates have not been confined to the Latmekicannations, but have
also acquired a central rolepolicy discussons in dher developing
nations and in the tranginal economie$.

The purpse ofthis paper is to analyze somnmportantaspects of
fiscal adjustment in a group of developing eamies duringhe last
few years, and to discuss some of the most pressiresained
issues andhallenges. Alhough the discussiontuses gmarily on
the case of the LatiMmerican nations, most of the analytical,
conceptual, and piey dilemmas in the paper are relevant targe
group of developing amtries, and to many of theamsitional
econonies. The paper isrganized as follows: the first section deals
with Latin America’s experienceith fiscal adjustment during the
1980s and 1990s. In particular isduss in someletail how some
countries—most notably Argeing, Chile, and Meico—were suc-
cessfully able to reduce (orligeliminate) their fscal deicits. The
analysis presented in this section deals with the nature and scope of
tax reforms, the role of expenditure reduction, the relationship
between privatization programs and idéfreduction, and the way
in which some of these countries have dealt with the fisoadién
of their social security systems. The second section concentrates on
the interaction between fiscal policy, savings, and growth. The
section starts with aiscussion of the role of capitalofivs and
foreign indebtedness assaurce of investmnt financing, and then
tackles issues related to thetermination of domestic savings in a
large number of countries. The analysis makes a distinction between
the process of determination of privated public savings. In the
third section | discuss the way in which the policy issues discussed
in the body of the paper apply to the current policy debate in many
of the transition economies, and some coditlg renmarks are
offered.

Fiscal adjustment in the 1980s and 1990s in Latin America
In the mid- and late 1980s, and after treutmatic experience of

the debt crisis, most of the Latin Ameain nations &ced three
fundamental anchierrelted macroeconomic problems.gtjthere
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was a need to reduce, on panent bases and in an efficient way,
the gap between aggregateenxgiture and income. Second, inflation,
which had jumped dramatically after theiption of the debt ¢sis

in 1982, had to be lowered to “reasonable” levels. And third, it
was necessary to generate a stable macroeconomic environment con-
ducive to the resumption of growth. The failure of the so-called
heterodoxstabilization progams in Argentna, Brazil, and Peru
during the earlypart of the 1980s generated a growing agreement
among policymakers that the solution d¢fe$se macroeconomic
problems required decisive fiscal adjustments, including major tax
reforms®

The macroeconomic stabilization pragns impemented in Latin
America during théate 1980gslealt withfour basic andnterrelated
issues. First, programs aimed at reducing the burden obtbigh
debt were designed in most coues. Secondfiscal adjustment
programs aimed atducing the public sectateficit wereimple-
mented. This was donérbugh a number of initiatives, including
tax refoms,expenditure cuts, and, in a numbecofintries, theale
of state-owned enterprises to both domestic aneidn parties. In
many cauntries privatizations were linked to debt-equity swaps,
where foreigners exchanged outstanding debt fakest in state-
owned engrprises. Third, the mcroeconomic adjustment packages
required the implementation of consistent @émtic credit policies
that, at the same time, relieved the pressures on aggregate demand
and avoided @wding out the private sector. And, fourth, exchange
rate pdicies consistent witlihe anti-inflationary effort had to be
designed

Table 1 contains data on theodwtion of inflation in Latin America
between 1984 and 1995—nadlly, the data for 1995 are mid-year
predictions. As can be seen, in the vast majority of the countries in
the region, inflation ratedeclined dramatically betweer®88-89
and 1994-95. In particular, by the mid-1990s inflation had reached
single digit (or very low double digit) l&s in a large number of
countries, eflecting, from a historical point of view, a marked
improvement. This section contains an analysis of the fiscal policies
implemented by (rany of) these &tin American nations during this
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Table 1 is located in file S95EDTBL.PDF
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period, and of the way in which this fiscal effort permitted this
process of inflabn reduction.

Fiscal austerity in the late 1980s and early 1990s

Fiscalimbalances haveraditionally been at théheart of Latin
America’s macroeconomic disequilibrium. Governments’ inability,
or unwillingness, to raise sufficient tax revers tocover expendi-
tures have forcethhem to rely on money creation, or ssigrage, to
finance the public sector deficifThese policies created a vulabte
system that contributed to magnifying the effectthefdebt crisis
in the early 1980s.

During the latter part ahe 1980s and early 1990s, and partially
as a result of the disappointing behavior ledit econores, most
countries in theegion made efforts toeduce their pulic sector
imbalances, as way to restoranacroeconomic equilibrium and
foster economic growth. Tables 2 through 5 provide a broad sum-
mary of the magnitde of the adjustment pragns in a selected
group of countries. Under the nesdbheading, on the other hand,
three casestudies—for Chile, Mexio, andArgentina—are dis-
cussed in some detail.

Table 2 contains data on theodwtion of the consolidated public
sectordeficit as a percentage of GDP, for eleven countries for
1986-92. An adantage of these data is that thefer tothe public
sector—including government-owned esrprises, provinces, and
municipalities—and not to the narrower concept of central govern-
ment. For many years manyatin countries exhibited relatively
balanced central government accounts and very high deficits in the
public sector ledgrs. In most casdlsere has been a marked improve-
ment in public finances; with the exception of Verdaand Costa
Rica, every country in the table has drastically reduced its public
sector deitit relative to the midt980s®

Argentina and Nicaragua are tatartling cases, where truly gigantic
deficits were transformed into large surgasNiaragua’s adjust-
ment after 1990 was part of the Chamorro Administration’s successful
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Table 2
Public Sector Balance as a Percentage of GDP
Selected Counties and Years

1986 1987 1988 1989 1990 1991 1992

Argentina -41 65 -70 -21.8 -33 -1.8 na
Brazil® -37 57 -48 -69 13 -3.0 -22
Chile na -43 -07 35 16 03 .03
Colombid -03 20 -22 -29 08 -01 na
Costa Rich na -03 -03 -28 -29 -12 0.7
Ecuador 51 96 51 -09 04 na na
Guyana -56 -340 -325 -479 -58.2 -32.8 na
Jamaica -56 -54 -128 -6.3 -29 -04 na
Mexico na na na -1.6 1.2 3.5 na
Nicaragua na na -36.7 -184 -178 4.0 -2.0
Peru na na na -10.7 -65 -32 -14
Trinidad & Tobagb 95 7.7 -65 -44 -14 -09 na
Uruguay 52 42 50 -76 -3.6 na na
Venezueld nha -54 -93 -1.3 na -3.0 -3.2

Note: A positive number is a surplus; a negative number is a deficit.

80perational nonfinancial deficit, including netérest payments.
Data rder to nonfinancial public sector.

®Nonfinancial public sector overall balance.

dData rder tothe so-called “reduced public sector.”

Sources: IMF, Government Financial Statistics; Wadahk, World Tables; and individual
country reports.

battle againstyperinflation. The control of puiz finances, coupled
with other measures that includiw fixing of the nominal exchange
rate and the reprivatization of anumber otepises, helped reduce
the rate of inflation from 18,000 percent in 19903t percent in
1992. In Argentina, the turnaround in the fiscal deficit was the central
component of a stabilization program aimed at recovehiegoun-
try’'s historical macroeconomic stabilityand achieving ates of
inflation consistent with those in the rest of the world (see the
discussion below for greater detail). Thistable also illustrates Mexico’s
success in equililating its public finances in the period leading to
the approval of the North American Free Trade Agreement (NAFTA).
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Chile is another interestingase of deficit mnagement. In the
mid-1980s, and as a result of the debsisrand the failure of a
number of financial institutions, @k developed large publgector
deficits® These, however, were eliminated in 1988-89 through
reduced expendites and a new taxeform. The generan of
positive government savingggecame amiportant component of the
government strategy to accedée growth; by 1989 a comfortable
public sector surplus had been achiel®@he existence of this
surplus allowed the new administration of Presideptwix to
finance an increase in social expenditures aimed at reducing
poverty and improving income distribution in the edr®90s—see
the discussion under the next subheading for details.

The case of Brazil contrasts sharply with that of Argentina.
Between 1986 and 1988 both countries experienced significant
fiscal disequilibria that were closely related to fagure of the
heterodox experiment®ublicsector finances deterated rapidly
in Argentina until, in early 1989, the countsyffered a complete
breakdown of macroeconomic management and succumbed to
hyperinflation. In late 1989, the new administration of President
Menem embded on a serious abilization programttat, as dis-
cussed in geater detail below, centered its efforts on a drastic
reduction of the governent deficit. Brazil, on the other hand,
followed a dvergent path. After a briefiterlude with fiscaausterity
during the early years of the Collor de Mello Administration, the
country slipped back into increasingly large public inaslpales that
have fed a voracious inflation which reached 1,195 percent in 1992.
It is only in 1994 with the implementation of tieal plan that a
credible and consistent stabilization programs implemented in
Brazil. Whether the gains achieved tyst program will be main-
tained through time is still to be seen, avilliclearly depend on the
Cardoso Administration’s ability to generate new significant fiscal
adjustments.

In most countries the improvement in the public sector accounts has
been accomplished through a candtion of higher evenues and
lower expenditures. On the reuess sidemost programs included:

(1) tax reforms aimed at impvingthe efficiency and effectiveness
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of the tax system; (2) improvements in tax adstimation, including
efforts to reduce evasion; (3) increases in public services prices in
order to cover costs; and (4) sales of state-owned enterprises.

During the 1980s and early 1990s World Bank amiginational
Monetary Fund IMF) conditionality focused, among other things,
on the need to implementggiificant tax eforms throughout Latin
America. These reformsad a number of objectives, including the
reduction of distortions, the simplification of the tax syst and
generation of increased tax revenues. Tablee3eits data on tax
rates—for personal, corporate, amddign companies’ income—in
both pre-and post-reformgriods for anumber of couiwss. Table 4,
on the other hand, contaidata on the evolution of the value added
tax (VAT). A number of interesting facts emerge from these tables.
First, asreflected in Table 3, in thejority ofthe counties (eleven
out of eighteen with relevant data) the top income tax rate was
reduced, while the mimum rate tended to arease. At the same
time, mostcountries aised the exemption level for the personal
income tax. Shome (1994) reports that for the region as a whole the
average exemption increased from apmately one times per
capita GDP in 1985 to almost two times per capita GDP in 1991.
The combination ofhese two measures was expecteihtoease
the efficiency of the tax system, at the same time as reducing its
(traditional) degree of regressiness.

Second, the data in Table 3 also show thatiie@mum marginal
rates on the cgorate incomdax have, ingeneal, been reduced.
Also the rumber of corporate tax ratésis been cut downggiifi-
cantly. Additionally, Shome (1994) argues that mportantaspect
of tax reforms in the region is that they have eliminated the uncer-
tainty thathad taditionally surrounded taxation of cégli gains;
most countries have decided to treat capital gains as ordinary income.
And third, Table 3 shows that the iitolding ate on breign remit-
tances waseaduced in most countries in affort to encourage
foreign investnent.

The data in Table 4 deaith the VAT. Perfaps thenost important
effect of the reforms in this areamt at theend of 1993 mostatin
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Table 3
Tax Rates in the Pre-Reform and Post-Rlerm Periods
(percent)
Withholding
Taxes on
Personal Corporate Foreign
Country Income Tax Income Tax Remittanceb

1985-86 1991 1986 1992 1986 1993

Argentina 16.5-4.5 6-30 0-33 20 23 17
Bolivia ...-30 13 0-30 0 25 13
Brazil 0-60 10-25 29-50 25-40 25 22
Chile 0-57 5-50 10-37 15-35 40 38
Colombia .-49 5-30 40 30 40 12
Costa Rica 5-50 10-25 0-50 30 15 18
Dominican

Republic 2-73 3-70 049.3 049.3 20 30
Ecuador 19-40 10-25 059 0-44.4 40 36
El Salvador 3-60 10-50 0-30 0-25 22 20
Guatemala 11-48 4-34 0-42 12-34 16 17
Honduras 3-40 3-40 0-55 0-40.2 10 18
Mexico 3-55 3-55 5-42 0-35 37 22
Nicaragua 15-50 6-50 0-45 0-35.5 20 30
Panama 13-56 2.5-56 0-50 2.5-45 30 22
Paraguay 5-30 0 0-30 0-30 23 25
Peru 2-56 5-56 0-40 0-30 42 19
Uruguay 0 0 0-30 0-30 30 —
Venezuela 12-45 4.5-45 18-67.7 20-67.7 20 15

Regional average 5-36 7-47 3.4-46.3 8.6-36.5 27 22

1Sim ple average.
Source: Shome (1994).

American caintries hadhdopted a value added tax system. Addition-
ally, an effort was made to increase the VAT's efficiency through a
reduction of the number of rates and a broadening of its base. The
IMF has edimated that most countries in the region tivate able

to increase their tax revenue to GDP ratio did so through anincrease
in the contribution ofhe VAT to total evenues.
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Table 4
Value-Added Tax: Percentage Rates
Date VAT
Introduced or

Country Proposed At Introduction January 1994
Argentina Jan. 1975 16 18, 26,27
Bolivia Oct. 1973 5,10, 15 14.92
BraziP Jan. 1967 15 9,11
Brazil* Jan. 1967 15 17
Chile Mar. 1975 8, 20 18
Colombia Jan. 1975 4,6, 10 8, 14, 20, 35, 45
Costa Rica Jan. 1975 10 8
Dominican

Republic Jan. 1983 6 6
Ecuador Jul. 1970 4,10 10
El Salvador Sep. 1992 10 10
Guatemala Aug. 1983 7 7
Haiti Nov. 1982 7 10
Honduras Jan. 1976 3 7,10
Jamaica Oct1991 10 12.5
Mexico Jan. 1980 10 10
Nicaragua Jan. 1975 5,6, 10
Panama Mar. 1977 5,10
Paraguay Jul. 1993 12 10
Peru Jul. 1976 3, 20, 40 18
Venezuela Oct. 1993 10 10

1Suppkememary VAT rates of 8 and 9 percent on non-capital googmits: hrough

“catch-up”, these can revert to 18 perceatail.
%Effectiverate (legislated taxaclusive rate is 13 percent).
30n interstate transdons depending on region.

40n interstate transdons.

Source: Shome (1994).
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Table 5 contains data on tax reves as ercentage of GDP for
a selected group of cotries. As can be seen, in every case where
there are available data, tax reues weresomewhat higher in 1991
than in 1987-88. This is pactilarly thecase in those amtries
where a very high inflation rateas seriously eming tax revenues.
Interestingly enogh, the data for 1994 indicate thatgentina
experienced a significant decline in tax eaues. This drop in
revenues conitouted to the creation of the impressionay inter-
national anajsts, that oward khte 1994, the Agentine macro-
economic pogramwas unning into difficulties. In the first half of
1995, and prompted by the Mexicansisi new péicies geared at
increasing revenues and reducing engitureshave beerimple-
mented as a way to hengineer an adjustment to a significant
reduction in the extent of capital lofvs.

The data presented in the preceding tables suggdsatthough
the Latin American tax reforms have introducedajor changes
geared at in@asing the fairness and efficiency of tax systems, they
have had a rather limited effect on total erues. This is the
consequence of a comhition of factors, including the fact that
compliancecontinues to be low and that taxmaiahistration bueauc-
racies continue to lack the required degree of expertise. Only with
time, and as theshortcomings areahlt with, do taxeverues begin
to increase significantly.

Table 6 dealswith the evolution of publicsector expenditure
between 1987 and 1995. Twotéresting facts emerge from this
table: first, in every country, witthe exception of Colombia and
Venezuela, total public sector expenditures were nhmekrin the
1990sthan in 198788. Infact, a compadson of the evolution of tax
revenues and expenditures shows cletirat the reduction in the
latterhave made the greatesintribution to the attainment of fiscal
equilibrium in the regin. A second feature of thexpenditure
adjustment ppgrams that emerges from Table 6 is that, in almost
every country, capital expenditures were reduced in a very drastic
fashion. In four out of the eight courds withavailabledata, capital
expenditures were in 1991 morean 25 percenbower than the
already depressed levels of 1987, and veéitevery low in 1993.
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Table 5

Tax Revenue as Percentage of GDP
Selected Countiesand Years

1987 1988 1989 1990 1991 1992 1993 1994 1995

Argenting@ 17.8 16.2 19.1 20.0 na na na 11.6 ¥25
Brazil 18.1 17.8 181 238 207 185 196 na na
Colombia 14.9 144 149 149 161 16818.C na na
Costa Rica 22.4 22.0 222 22.2 na na na na na
Mexico 86 9.6 122 11.7 120 124 12.7 128118

Nicaragua na 209 16.6 24.0 na na na na na

3Includes national admistrationand social security taxes.
Preliminarydata.
®Projection.
Soures: IMF Government Financial Statistics and individual country reports.

The nature of these cutmried from country to country. In some
casedarge and mefficient government projectsere cancelled or
postponed; in others, however, public investmebgisic infrastruc-
ture was cut, generating some serious shortcomings in transpor-
tation and power provision. In some countries, includitexico,
Chile, and Argerniha, capital ependitures that were traditionally
made by the gvernment are increasingly being handled by the
private sector. For example, in Mexico, allowing the private sector
to charge tolls on newly constructedghways resulted in some
increase in roads congttion. However, very high tolls for using
these highways have resulted in a low degree of utilization, and in
significant financial digess for thecompaies involved in the
projectsil

Throughout the region, interest pagnts on pblic sector debt—
both domestic and foreign—represent a large proportion of total
public sector expenditures. In fact, when these payments are
excluded and we conceate on therimary deficit, we find that
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Table 6 is located in file S95EDTBL.PDF
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most countries have been ableatthieve very substéial adjust-
ments. Pdraps the most impressiease is that oirgentina, which

in 1989had a consadlated public sector deficit of almost 22 percent
of GDP, and a primary deficit of onl§.4 percent of GDP. Ithat
year, and as a result of a remarkable surge iatiof, interest
payments on the domestimnfinancial sector indexed debt sur-
passed 15¢rcent of GDP!

A large intenal debt can seusly jeoparize macroecnomic
stability when, as has traditially been the case inast of Latin
America, it is concentrated on short-term maturity instems.
Changes in short-terinterest rates steming from changing world
conditions, from macro-policy measures, or, purely froeriprse”
expectations, will have a huge impact on the public sector deficit.
The Mexican peso crisis of December 199darly showed the
extent to which the existence of short-term public debt—and espe-
cially short-term, dolladenominated debt—cancrease a coun-
try’s degree of macroeconomic vulnerability and instability.

An interesting peculiarity of Latin America’s publimances is
that in many countes thefinancial publicsectorhas ecently been
the source of sizable deiis, through the so-callequasi-fiscal
deficits. In most cases these deficits stem from central bank
operations that subsidizeparticular goup, or paticular activites.
For example, two typical sources of quastdisdeficits are dual
exchange rates—where the central baoks “expensive” fagign
exchange at the ongoing ratad sells it “cheaply” to a pactilar
user—andbailout operations of the financial sector. Inldteercase
the central bank usually acquires low quality or nonperforming
assets from affiancial institution about to fail. Sinchis type of
operation is usually fianced by issuinmterestbearing obligatns,
the net effect is anpeerational loss for the centrbank. This has
been the case of Chile, for example, where after the financial
crisis of 1982-83 the central bank incurred very large losses. In
Argentina, on the other hanthe maincause of the gpsi-fiscal
deficit has been the payment of (high) iesrrates on commaal
banks’ legal resees.
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Tax reform and fiscal adjustment in Chile, Mexico, and Argentina

In this section, thexperiences of three countries—Chile, Mexico,
and Argentina—with tax reforms and fiscal adjustment are
addressed in some detail. Chile provides an @&y case of the
management of tax policy to generate macroeconomic stability and
facilitate the adjustment aftdre debt crisis. Mexico is dmportant
case of a major tax reform that included the revision of tax rates,
the broadening of the tdoase, and an improved tax administration.
What is particularly interesting is that in spite of significant fiscal
efforts, as a result of a conmaition of factors—including political
shocks and faulty monetary policy—Mexico faced an unprece-
dented macroeconomic crisis in December 1994. Finally, Argen-
tina provides an illustration of an effort to reduce the fiscal deficit
through a program that fundamentally relied on expenditure
reductions.

Chile: Between 1974 and the end of 19@hile went through
three tax reforms. The first one,phemented in 1975, was the most
profoundone, and introduced sweeping changes in thentrg's
public financed2 The main purposes of this reform wergémerate
a substantiaincrease in taxeverues and to reduce the efficiency
distortions generated by the old ®rst The principal feattes of the
first tax reform included the replacement afascade sales tax with
a flat rate value added tax at a 20 percent rate; a full indexation of
the tax system; an elimination alfl tax exemptions and subsidies;
the unification of the corporation and noncorporation income taxes
into a flat business tax; and thedgration of personand business
income taxes.

The combination of increased tax revenues and reduced govern-
ment expenditure rapidly affected the fiscal deficit, which declined
from over 10 percent of GDP in 1974 to 2.6 percent in 1975 and to
less than 1 percent in 1978. In the years that followed, and for the
first time in more than two decades, Chilepesenced a fiscal
surplus. This situation changed only in 1988en in the midst of
the debt csis, the eduction of tax collection generated a deficit.
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In 1985, and as a way to stimulate the economynddmental
change in the direction of Chilefsublic finance tookplace. First,
fiscal policy focused on redirecting public expenditures away from
current expenditres and towargublic investment. As a result,
public investment in@ased by more than percenage points of
GDP betweerll985 and 1989. Additionallyduring this period a
fiscal reform aimed at encouraging private savingsovier income
tax ratesvasenacted. One of the mostportant components of this
reform was theeduction of the tax rate on corporate earnings from
46 percent to 10 percent. At thpeint, with aggregate expenditures
under control, itwas possible to implement thig/pe of tax cut
without threatening the overall macroeconomic stabilityrefcoun-
try. As a consequence of these policies, between 1983 @8l
investment grew at a rate of 11 percent per year. In 1989, when the
fiscal finances were ehrly under control—the nonfinancial public
deficit had a small surplus—thate of the value added tax was
reduced from 20 percent to 16 percent as a way tourage
consumption.

The newly elected government of President Patricio Aylwin
implemented a third fiscal reform in 1990, aimed atréasing
revenue to finance sociatggrams andpublic investment. Econo-
mists associatagith Aylwin's Concertaciércoalition calculated in
1989 that in order to implement significant sociadgnamsaimed
at alleviating poverty, annual funds of the order of £pet of GDP
were requiredTironi, 1989). They ggued thathese resourcesuld
be obtained through a combination of expemdis reallocation,
foreign aid,and increasedtax revenues. In order tmnplement
rapidly these programs, in April of 1990 the executive submitted to
the newly elected Congressegislative project aimed at refoing
the tax system. Theain features of this package were: (1) the
corporatemcome tax was temparily increased from 10 percent to
15 percent for 291-93. Additionally, thebase of the tax which in
1985 hadeen defined as distributpdofits,was bradened to total
profits. (2) The progressivity of the personal income tax was
increased by reducing the income level at which the maximum rate
wasapplicable. And (3) the rate of the value addedtasincreased
to 18 percent from 16 perceht.
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In order to povide credibility to theical adjustment aumber
of institutional reforms were implemented. The maspbrtant one
was the creation, iDecember of 1989, of an independent central
bank, whose bard members are not directly sabjto thevagaries
of partisan politics. A secondstitutional reform that has increased
the credibility of fiscal policy amouncementsvasenacted in late
1989, when legislation that greatly restricted the activities of the public
sector in productiowas passed. Thiegislationplaces severe limits
on the government’s ability to engageniew jointventures with the
private sector, and forbids publicly owned firms from aohing
loans from theentral bank. Finally, it may be argudtt, in a way,
the drastic reduction of the public sector through the privatization of
nearly 600 state-owned enterprises has added credibittig twovern-
ment’s intentons of mantaining a balanced public secidr.

Mexico: The Mexican tax reform was initiated in 1985, and
replaced an inefficient system fraught with corruption by a modern
one based on a value added tax andogem ircome tax. Most
domestic tax havens, subsidies, and exemptions wenmeted. In
particular, theraditionally favorable treatment@vided to, among
others, truck owners, publishing houses, forestry, fishing, and live-
stock raising were abolisheddditionally, tax administration was
greatly improved in an effort to reduce corruption and evasion.

Once fiscal balanceasachieved in 1986, many tax rates were
lowered as avay to provideadditional incerives to the private
sector. The corporate income tax wagiatkd for inflatbn, and its
rate wasreduwced from 42 percent in 1986 to 3&rpent in 1991.
Taxes on dividends were eliminated and the maximum rate for the
individual’s income tax was lowered from 55 percent to 35 percent
in 1991. All tax incentives for corporats were eliminated and
replaced by an investment credit for firms that invest in areas other
than Mexico City, Monterrey, and Gualdjara. This credit is equal
to the present value—computed using a 5 perceait discount
rate—of depreciation expendies.

As a way to reduce tax evasion by cogimns,Mexico devised
an ingenous tax on assets at @@rcent annual rate. This tean be
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fully credited when the firm pays itorporate incomeaix. If in a
particular year (or years) the firm incuesses, it can carry farard
the asset tax, fullynidexed by inflatbn. This type of takas seadily
gained in popularity throughout Latin Ameriead by latet 993 had
been adopted (in one form or another) by Argenand Ctombia.

To improve tax collection and reduce evasion, a number of addi-
tional important administrative reforms were impleiteel) some of
which clashed with the general goal of decaliting the Mexican
economy. For example, the administration of the value added tax
was tansferred from thatates to théederal governmentand a
national data base on VAT taxpayerasconstructed, helping in the
audit and control process. For the firstmie, it wasrequired that
medium-sked firms provide annual audits performed by a fiedti
public accoutant. The actual process ohying taxes was also
simplified, since all commercial banks were allowed to receive tax
payments from any firm or individual.

The Mexican fiscal reform achieved impant goals. In lesshan
five years, a very large fiscal deficitas elimhated, and a odern
tax systemwas put in place. bwever, in spite of the tremendous
fiscal effort, includinghe complete elimination of thpublic sector
deficit, in the early 1990s Mexico’s inflation cimued to besome-
what high—in 1992 it wasll7 percent. This persistence in atfbn
was the esult of two interrelated factors. Bir even thagh a
preannounced rate of devation wasused as a way tanchor
prices, some degree imiertia remaned in the ecoomy, reinforcing
inflationary forces. Second, atting in1991, large capital inflows
into Mexico have been mmetized putting pressure on domestic
prices. These inflowsontributed to inaeasing thalegree of real
appreciationand loss in mternational competitiveness. When the
magnitude of capital imdbws greatly declined in 1994, the Mexican
authorities resisted implementing an adjustment pnogrseting
the stage for the gigantic crisis of December of that year.

Argentina:When President Carlos Menem took over the govern-
ment in mid-1989, Argentina was facing the worst economic crisis
in its history. Inflation reached 200 percent pgnth, output was
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plummeting, the foreign delbiad not been served for more than a
year, and the nation’s male was at aall-time low. Fiscal irrespon-
sibility was at thecenter of all of this. Tax ctdction reached its
lowest historical point in mid-1989, yblic sewices prices were
ridiculously low, and expendites were comletely out of hand. As
was eported in @ble 2, the consolidated public sector deficit
surpassed 20gvcent of GDP in 1989.

From early on, the Menem Administration @ngtood that a
solution of the country’s problems required major action on the
fiscal sidel® Deep reforms aimed at increasing public sector reve-
nues and reducing egpditures had to be dertaken. A succession
of failed programs and unkept prisas in the pgvious ceccade made
things particularly difficult. livasclear that reducing the defi was
not enough; in additin, credibility had to be generated through
major institutional reforms.

Increasing tax revares was aarly a priority in thenew adnini-
stration’s program. During the second quarter of 1989¢aasnues
were only 9.5 percent of GDRdditionally, at that point the tax
structure had becontaghly distoted. On the one hand, it relied
heavily on export taxes and a numberrddfficienttax surcharges;
on the other, there were innumerable exemptions that greatly
reduced the effectiveness of the system. &erhings worse, tax
administration hadleteriorated steadily since th&d-1980s. The
central taxoffice—Direccion General Impositiva-lacked resources
and was plagued by corruption.

The Menem tax reform had several qmnents. Fst, a very
broad and uniform value added taxas impemented. It initially
covered all goods, arndas exénded to all services in November of
1990. Second, a tax on fixed assets—similar to the Mexican tax
discussed above—wast into place in 1990. Third, atax on all bank
checksawvas intoduced in early 1994 And fourth, taxes oexports
were gradually elimiated. In addition to these tax-related measures
aimed at improving the efficiency of the system amcreasing
revenues, taxadministrationwas stengthened. Computers were
adopted, a list of alinajor taxpayersvas canpiled, the evenue
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directomate fired corruptinspectors ages paid to reaining inspec-
tors were drastically raised, random VAT inspections weeatyr
increased, and tax evaders were subject to stifalies,including

the closing of their businesses.

In order to baknce the public sector books, the Menem Admini-
stration took major action on the expenditures side. First, central
government employmenvas reduced by appxonately 100,000
people in 199192. This resulted in a simultaneo@siuction of the
wage bill by 10 percent, and an increase in theageewage of those
still on the government’s payrolif. Second, the federabgernment
transferred almost 200,000 prary and secodary school teachers
to the provinces’ budgets. Thisas done othe basis of theLaw of
Coparticipation” which established a limit on the federal govern-
ment’s contribution to the prowces at 58 percent of revenues.
Third, in early 1991 the governmepéssed a decrdbat strictly
linked public expenditures tevenues, imposing a de facto balanced
budget provision. Fourth, public sector prices were increased dras-
tically in order to cover costs. And fifth, starting in 1990 the
government engaged in an aggressive privatization program that has
not only generated dict revenue from saldsythas als@liminated
the need to subsidizeaney-losing operatizs—see thaext section
of this paper for details.

In order to provideredibility to the shbilization program and to
accelerate the convergence of the domestic rate of inflation to
“world levels,” theArgentine government intratted a set of impor-
tant institutional reforms in March of 1991. These were contained
in the “Corvertibility Law” that fixed the exchange rate between the
Argentinepeso and the U.S. dollar, amdmpletely abokhed all
exchange and capital contrdfsAdditionally, thislaw estblished
that the quantity of money could only be expanded if fully backed
by international reservé$. This praision of the law practically
eliminated the possibilitytat the central bank would fundilplic
enterpises.the federal government, or the proges. Addiionally,
after the opening of internationwhde in 1989-90 itvas expected
that the fked exchange rateould introduce dscipline to pices.
The fact that anglteration of the cuent parity would require the
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passage of a new law by congress addedibility to the govern-
ment’'s promiseghat the fixed exchange rate would be maintained,
and that inflation would subside. Faling a generated trend
across latin America, the Argentine central bawksgranted full
independence in 1994.

Although the overall program succeeded in rapidly reducing infla-
tion, it also created a significant relativeiger misalgnment2°
Prices of domestic (nontradablgpods becamextremely high,
putting a dent into the cmtry’s degree of competiéness. How-
ever, the team led by Minister Domingo Cavallas shown great
resolve in defeding the parity and sticking to theiginal policy. A
speculative attack against the peso in ea®§5] mostly as a result
of the Mexican peso crisis, was fended off successfully through
restrictive credit policy, in@ased interest rates, theesigthening
of the banking sector, and the adoption of an IMF mogWhether
these policies will egntually be fully successfwlill depend on a
number of interrelated factors: $ir, whether fiscal adjustment can
be furthered irthe short run; second, whether significant gains in
productivity can beattained in the domestic goods sector; third, if
the governmentas the political will tanaintain the corse in the
face of very large unenigyment (recent data suggest that the rate
of unemployment syrassed 18 percent in Buenos Aires); and,
finally, whether the domestic banking seatan sustain a period of
high interest rates and ray deteriorating portfolios.

Privatization and fiscal adjustment in Latin America

Privatization, more than anythrer policy, is changinghe eco-
nomic landscape in LatiAmerica. Between 1985 and 1994 more
than 2,40Qoublicly owned firms—including public utilities, banks,
insurance companiebjghways, ports, airlines, anetail shops—
have been privatized throughout the regibAs with other reforms,
however, thgpace of priatization havaried from country to coun-
try. While in some countries, such as Chile and Mexico, a very high
percentage of state-owned enterprises een divested by mid-
1993, in others—Bolivia, Brazil, and [Euador, for example—the
process has been muslower. Yet in other countries, including
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Uruguay, the privatization effort ran into some political difficulties

in 1993 and basically has come to a halt. In this section some of the
most salient features of the Latin American privatization expee

are analyzed in some detail. The emphasis is onelagianship
between privatization and fiscal deficits.

Throughout most of Latin America timaportance ofstate-owned
enterprises (SOEs) grewestdily between the 1950s armarly
1980s. The creation of a substantial SOE sests an impad&ant
component of the structuralist developmenatgtgy and responded
to a number of objectives: first, it was considered an efficient way
of dealing with externalities, and in particular, with natural monop-
olies and oljopolies; second, statewnershipwas gnerally seen
as a way to serve the public interest and advance social objectives,
such as the pwision of (some) services at low prices to fopu-
lation at largeand third, it was tbught that a large public sector
would reduce the vinerability of the economy to exteal shock?

In almost everycountrythe growth of the SOE sector was accom-
panied by the development pfassive egulatory legislation that
restricted the freedom of the private sector.

By the mid-1980s, in most catries SOEs were incurring ajor
losseghat imposed admavy burden on public finances, fueled the
inflationary pocess, and resulted in vgugor provision of sefices.

The eruption of the debt crisis madedmit that the over-regulatory
path followed wtil then had been costly andeffective; despite
good intenibns, the presence of a mammoth public sector and
sweeping distortions did not shield the Latin American economies
from major external shocks. When facaeith the imperiousieed to
tackle massive fiscaibalances during the late 83s, many poli-
cymakers saw the sale pidiblicly ownedassets as a natl way of
obtaining liquid resorces in the shortun. Additonally, many
supporters of the reformrgcess arguethat a rapid privatization
would provide some basigolitical foundatons to the eamomic
transformation toward market orientation.

The decision to embark on massive privatization presented some
gigantic challenges to the region’s governments, including which
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SOEs to sell, and how to sell them. But perhaps the mogtudiff
task—and one which has not always been fubktled—is creating

a new regulatory framework consistent with a ptevsector that is
getting rapidly involved in areas that, traditionally, had been
reserved for the government.

It is useful to distinguish at least four modes dfi@iization?23
(1) the sale of a controlling percentage of shares to a private
company or constium; (2) initial pubic offering of shares on a
stock exchangeither domestic or international; (3) employee buy-
out; and (4) iquidation of the firm andale of its assets. Each of
these nodalitiescan help attain p#cular goals. For exapie, the
sale of controlling interest will usually be consistent with a speedy
privatization thataises gjnificant revenues in thehort un. Public
offerings of shares, on the otheand, can help spread ownership.
Some countrieguch as Chile and Mexico, have offered some shares
at preferential prices to small investor$ig hascreated a broad
constituency of sharelders that support the privaation process
and is concerned with the way in which the private sector is regu-
lated. Public ffers in foreign stock exchanges—such agéntina’s
offer of YPF stock in New York in June 1993—cmurease the
international apeal of certain firmsand can be imrpreted as a
signal of the government’s seriowess regarding privatization.
Employee buyats will generally redce the extent afpposition to
privatization in certain sectors. Most Latim&ricancounties have
resorted to a combination of these fourdas of prvatization. In
some cases, two or more of thesalaldies have been used during
the sale of a p#cular firm—the telephone company, ENTEL, in
Argentina, and the electric utility, ENCEA, in Chile. By corbining
thesemethods, the authorities hoped to makegpess inseveral
objectives, as well as minimize thextent of political oppsition
toward the privatization prcess.

As a way to avoid excessive concentration anemtil monop-
olistic behavior, some countries have broken up public monopolies
before offering them to the private sector. Thés been the case,
for example, in Argentina whetbe Buenos Aires telephone com-
pany and the natural gassttibution companywere divided into
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several independent firms before being sdl@This breakdown of
public utilities has beemomplemented by the design of a new
regulatory framework aimed at curbing potentiausds by the
newly privatized utilites. Also, in Argntina, Chile, and Mexico
efforts have been made to agree withbhgers of public utilities

on future expansion programs and price-setting mechanisms. In
Argentina, however, theagulatory frameworkvas onlyput together
after the telephone company had been sold. This delegased the
uncertainty &ced bypotential byers,reducing the pce offered for

the company.

Massive divestiture programs, of the typeing implemented in
Latin America and in the transition economies of Cerdgral East-
ern Europehave impatant cansequences goublic finances. First,
the proceeds of the sales themselves constitute public sector reve-
nue,improving the fscal accounts in the short run. M@&tperts
have argued that these revenues shootte considered permanent
income and, thus, should notused to financeurrentexpenditues.
Although, in theory, political leaders have agreed with this pre-
scription, in reality, in a number of countries (Argeat Brazil)
governmentshave relied on pvatization evenues to delay the
implementation of other deficit-reducing measures. Privatization
also affects pblic revenues through second channel: &rge
number of SOEs in Latin Amiea have for a long time faced
financial problems requiring large and continuous injections of
funds by the gvernment. Naturally, mmce these firms are sold to the
private sector the goverrant ceases to beesponsible for heir
finances. This effect can bery significant, saving largeolumes
of public funds, asvas the case in @k during its first round of
privatization in 1975-1982. To the extent that privatized firms
become profitable and pay taxes, divestiture will also impact
public finances in theohger run. On the other hand, when a
profitable firmis privatzed, thegublic sectoceases to receive those
funds, and anegative eféct on pblic finances will result. On the
aggregate, however, the available evidence suggests that in most
Latin American countries privatizatidras had an overall positive
fiscal impact?®
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The restructuring of firms in distrebasbecome an increasingly
importantissue in the design of prtization pans. $ould the
government restructure SOEs—both financiadlyd techntmgi-
cally—before hey are sold, or should this task be left to the new
owners? The way in which this problem is handled will have
economic, financial, and political consequences. From a financial
perspective, if the government undertakes theresiring—including
laying off redundant workers—it will be able to sell the firm at a
higher pice. Restucturings tend to be expensive, however, with
costs associated botith the acquisition of new equipment, and the
dismissal of workers. Moreover, gernments do not have a com-
parative advaratge for restraturing inefficient state-owned firms
(Seabright, 1993). Labor legislation in most Latin American coun-
tries does not awsider economic distiss as a validause for “just”
layoffs. This means that the reduction of redundancies will require
substantial resoges to ihance seveamcepayments. In some coun-
tries, such as Mexico and Chile, this Iplem has beerpartially
solved by working out agreements with thréons inthe firms to be
privatized, wherevorkers have consentedlayoffs in exchange for
a fraction of the firm’'s stock.

From a publiciihance perspective, amportant quegbn refers to
the price at which statowned firms are sold to the private sector.
This hasbeen a particularly importatigsue in Chilewhere there
has been ahg debate on whether firms were sold at a “fair” price,
or whether buyers were sub=idd. Although itmay be argued that
the early procedure sometimes lacked transpardgheye is no
evidence of wrongdoing through dedrateunderpricing of assets.
Many of theearly firms weresold at relavely low prices because
they were irextremely poor financial conditiohad a largeaumber
of redundant personnel, and were incurring significant losses.
Additionally, political instability and the lack of a credible regula-
tory framework reduced the market valu¢ha#se assets. In an effort
to sell alarge number of copanies fast, theayernmentmade no
effort to restructure them before offering them to the public.

In retrospect, it is clear that in Chile the cost of nestring the
new firms turned out to be muchgher than whathe private
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“grupos,” or large conglomerates, officials hadicipated at first.

For years many companies—includidgps$e in theexport sector,
which was supposed to be fared by the new policiest#curred
large bsses. The “grupos” increagly tapped the credit market in
order to cover them, generating what Harberger (1B85)alled a
“false demand for credit.” This put severe pressure on Chilean real
interest rates in the late 1970s and early 1980s, adversely affecting
macroeconomic bahce in the country. Moreover, when tihebt
crisis erupted in 1982 amy of these caglomerates could not pay
theirdebts, helping gearate a banking crisis that resulted in a major
government bailout of arge number dbanks. Thidailout, in turn,
ended up being extremely costly to the public sestfuwsequasi-
fiscal deficit increased, for this concept alone, more than 3 percent
of GDP26 |t may be argued, in fact, that if a more gradual privati-
zation policy had benundetaken, the Chilean privatizationqmess
would have had a morpositive fiscal impact.

Between 1983 and 1992 the Mexican government privatized
approximately 1,000 state-owned firms. Thegasscontinued
swiftly during 1993 and 1994nd at the end of the Salinadmini-
stration in 1994, the number of SOEsMiexico had beemeduced
from 1,155 in 1982 to fewer than 80At the present time, and as
a consequence of the peso crisis, Mexicon@ing aggessively
toward anew round of pwvatizatons, where a number of firms
related to the oil sector and manyrasdtructure prigcts will be
offered to the private sector.

The Mexican privatization program began slowly 83. During
its first phase (198397) sixty-four snall and nedium-sked firms
were sold to private interests. Most of the earlyatization corre-
sponded to manufacturing compesoperating in fairly competitive
sectors that did noteguire significantchanges in the regulatory
framework. During this irtial phasethe impact of sales on fiscal
revenues was rathenodest—the gross proceeds were approxi-
mately $2.6 millionin U.S. dollars. &tting in 1988 the privatization
process acceleratedysificantly, as very large public firms, includ-
ing service sector onopoies, were put on the block. These sales
included the telephone company TELMEX—which @& own
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generated a revenue of $1.8 million—the two majorraadieight-
een banks that had beeationalzed imnediately after the debt
crisis, a ggantic steel compleandother large corporatins. From
a fiscal revenue perspead, this second round ofigatization had
a very significant effect, raing more than $12 billion.

Argentine state-owned enterpes have long beeniaéncial drag
for that country’s treasury. During the 8®s, for examje, SOES’
financing requirements spassed 50 percent of thatdl nonfinan-
cial public sector deficit, directly contributing tbe eryption of
hyperinflation in 189. Toward theend of that decade it became
increasingly clear to analysts and policyraekthat a prmanent
solution to the country’s macroeconomic instability would require
a massive restructuring and divestiture of publiegnises. The
Reform Act of 1989 established that fialy owned erterprises
were eligible for privatizatin. Originally the plan ran into political
opposition, especially from the militanemrist unions. wly,
however, and as the quality of sex@s povided bythe newly
privatized firms improved, and the structural adjuesiht program
began to bear fruit in other spheres, the progb&gan to enjoy
increasing support among the population at large.

Between 1989 and 1992, fiftyne firms were privatized for a total
of approximagly $18 billion in cash andebt-reduction schemes.
Drawing from the experiences in othemuntries, the Argentine
government has made an effort to strengthen the regulatory frame-
work for public utilities and other sectors where the government
formerly had an important presence.

The Argenine privatization prgram responded to a humber of
objectives. First, in ader to reduce inéition and to sabilize the
macroeconomy, the Menem Administration urgently needed to
reduce the fiscal burden imposed by staéerpises. The most
effective and rapid way to accomplish thias thraugh the divesti-
ture of most public enter{mes. Second, theduction of the size of
the state and a major decentralization process were integral compo-
nents of the Menerdministration’s vision of a modern Argentina.
And third, the modernization pcessequired a major improvement
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in the quality of public serees, ircluding telecommunicatins,
electricity, transportation, and ports. A long history of failed
attempts to increase the eficicy of SOEs convioed the new
administration thathis could only be achieved through aajor
participation of the private sector ingse area®®

Since 1989, the privatization procdsas beeroordinated by a
special unit created in the Ministry of Beamics, andheaded by the
Undersecretary of Privatizam. Actual sales of SOEs have been
undertaken by athoc commissions that included represgives
from the central unit, sectoral policy areas, auditing bodied, in
some cases, pvincial governments (Alexandemnd Corti,1993).
Most privatizations have been carried out with legislative approval
and oversight, providing political legitimacy tthe process. The
initial round of privatization was approved by the Emergency Law
of 1989; during the second round, a bi-cameral commission had the
right to approve specific sales ofigt-avned asseté? As a way to
reduce themonopoly power of the privatized firms, state-owned
utilities were broken down into two or more companiefobe the
privatization. This was the case adlécommunicationglectricity,
and natural gas.

The Argentine governmensed several pratization procedies.
The most popular method was creatiregvcorporations that owned
or operated public assets; asay to increase the attractiveness of
the firms to be privatized the old state enterprises retained most
liabilities. Shares of theawly formed companies were then offered
to the publicand sold through a&wo-envelope” competitive bid-
ding process. The first envelopecluded the techiil charac-
teristics of the offer, while the secortibalt with its financial
features. In some casesjstead of selling the actuasset, the
governmenhas ofered operating concessions for up to @ang.
This has been the case of somghlwiays, ports, and railays. In the
lattercase, concessions were granted to those bidders thaedequ
the lowest amount of subsidy for a period of ten years. In the case
of the urban-ural raiway system, the winning dder requested a
subsidy of approximately $100 million per year, significantly lower
than the almost $500 million that thevgonment had been shedg
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into the system every year. An additioriateresting aspect of
railways pivatization hadeen that the totdhbor forcehasbeen
reduced from more than 95,000 to a mere 5,B@Peasing produc-
tivity by several orders of magnitude!

The Argentinean privatizatioprogram has had an important
impact on the country’syblic finances. The World Bank has calcu-
lated that the deficit of public enterprises declined fRpercent
of GDPin 1989 t00.06 percent of GDP in 1994. The reason behind
this drastic change is thatin the case afeftina, inefficiexsies and
politically controlled prices have led to systematickssin SOESs.
For the system as a whole the reduction avegnment outlays
(primarily in the form of subsidies andansfers) will more than
offset the reduction in income stemming from the limited number
of profitable operations (see World Bank, 1992).

The privatization pocess allowed thérgentine government to
reduce greatly its public (foreign and domestic) debt. As a result of
the process, as of the first quarter of 1993, the face value of public
debt had been reduced by amgmately$14 billion. Additionally,
the governmentad receivedapproximately $6 billion in cash.
Naturally, his provided welcome breathing fiscal room at a time
whenthe need toconsolidate the public finances has been at the heart
of the adjustment progm.

As a result of privatization theteas been a drastic nection in

the public enterpses sectompayroll—from 250,000 in 1989 to
approximaely 60,000 emplgees by the end of 1993. Thisajor
reduction in public sector employment has been accomplished
through three major channels: transfers to the newly privatized
firms, early retiement and “valntary” quits with sevemce pay-
ments. It hadeen estimated that the amge cost in severance
payments has been around $7,200 pesleyee, or $690 million in
total. This cost has beerapially covered with WorldBank adjust-
ment loans thatequired clear audit conddiths for disbursement.
The reduction in redundant personnel prior to the privatization has
allowed the government to obtairgher pices, and has permitted
the buyers to stadperating with fairly éan crews. Addibnally, the
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existence of geneus severangeayments rendered existing collec-
tive bargaining agreements void, allowing buyers to negotiate from
scratch with the remainirgbor force (Alexander and Corti 199%).

Fiscal deficits and social security reform in Latin America

An increasing number of Latin Americanuwdries have ecently
moved in the direction of privatizing thesocial security systems.
This developrent,pioneered by Chile in the early 83s, isparticu-
larly advanced in Peru and Mexico. Thesbormshave twomain
objectives: First, to repke fimancially troubled pay-as-you-go pen-
sion schemes by fully-funded capitalization systems based on indi-
vidual retirement accounts. This “fiscal justification” ledso been
at the center of the recently approved social security reform in Italy.
And second, to developlarge presence for institutional investors
in the (emerging) capital markets. Also, the creation of privately
administered pensiorufnds ha®pened the opptrnity for devel-
oping new chanels for privatization. For mstance, in the second
round of Chilean divestitures in the mid-1980s, pension funds were
given the @portunity to buy shres at subsidized prices, piglg, in
this way, to further the goal of spreading ownersHip.

Social securithas for many years beenunflamental element in
the provision of health and pension services tghowt nost of
Latin America (Mesa-Lagol1991). A large number of fanms,
especially from the middle classes, obtain besiome support and
health services through the social security system. Moreover, social
security represents one of the few social serviceasawhere
expenditures ina@ased systemiatlly during the 198049viost social
security institutbns in theregion, however, arenefficient and
underfuinded, and syphon significamublic funds from general
revenuesontributing to fscal instability and inflation. A maber of
analysts have argued that unless sonagomreformsare imple-
mented, there will be a series of major finanaral macroecmomic
crises (see, for example, Coxhards, 1992). Indct, the insol-
vency of the social security system is still a serious, unresolved fiscal
problem in many couns in the egion, including Argentina, Bra-
zil, Costa Rica, Guatemala, and Venetay among thers.
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In most “mature” social security systenmis¢luding Argentina,
Brazil, and Mexico, the ratio of pensioners to cidmifrors is very
high, imposing a heavy burden on the working population. In
Argentina, for example, there is one retiree for every ttoatibu-
tors. This figure is almost two in tlvase ofChile. Table 7 provides
a summary o$ocial security contributins andenefits in ten Latin
American caintries. Cox-Elwards (1992has arguedhat in all
countries, witlthe exception of Chile and Peru, there is only a very
weak actuarial connection between contributions and benefits.
There is also significanbom for increasing the degree of manage-
rial efficiency of social security institas. In theearly 1990s admin-
istrative costs exceeded 15 percent of expenditureppsed to 3
percent in the industrial nations (Wodnk,1993).Also, in many
countries, there hasaditionally been a clearwplication of effort
by two or more institutes serving the same region or population.

In terms of economic efficiency and equity, social security sys-
tems have serious@blems in mostountries in the region. Fit, in
most cases, ésting pension funds enacage early retirement,
generating a sesusburden tdhe country at a time when the retiree
is in the prime of his/her productiyears. Secod, pensions are
often unrehted to theéndividual contrbutions to the system. This is
particularly true for higher income individuals, who ofte able
to obtain lavish pensions aftemving made small and limited
contributions to the general pension funds. Third, as health provid-
ers, social security systems tend to encourage expensive and
highly technological curative care. And foluy thepoorer goups
of society are often excluded from social security. For example, in
Brazil, only 18 percent of the poorest income groups—which
account for more than 40 percent of theydapon—are covered by
social security, receiving only 3 percent of total benefits
(McGreevey, 990).0One of the most serious aspects of the Latin
American social security systems is thatit (potential) iscal cost
is not publicly acknowledged.

In the early 1980s Chile embarked on a major reform of its
social security systemeplacing a traditional (and financially trou-
bled) pay-as-you-go pension system with one based on individual



Public Sector Deficits and Macroeconomi@l$itity in Developing Economies 339

retirement accounts. In the new Chilegstem, health provision is
also based on choice. Workers have to contribute 7 percdmtiof t
taxable income to an insurance program. Téeay choose between

a public system, managed by thational health fund (FONASA),

or private health providers (ISAPRES). Currently, approximately
80 percent of the population is affiliated with fheblic system, and

20 percent have chosen the ISAPRIEgime. The Chilean social
security reforrmhas had impdant results. Fst, the traditional drag

on public fnances has beazliminated3? Second, therbas been
substantial improvement in the degree of efficiency of the sys-
tem33 And third, the cajtalization systenhas provided aefinite
encouragement to the Chilean capital market by creating a number
of large institutional investorgjving decisive impiis to increases in
savings.

The reform of the Clhéan social security system, tiaited in May
of 1981 represented a key step in the dey@hent of that country’s
financial markets. As pointedug this reform replaced a basically
insolvent pay-asgrou-go regime with @apitalization system based
on individual retirement accounts managed by private companies
known as “Administradoras de Fondos de Pensiones” (A¥Rs).
key feature of thenew system is that workers have the freedom to
choose eir AFP,and carshift their unds feely among them. A
detailed and madern regulatory framework—enforced by an insti-
tution especially created for this purpose, thip&intendency of
AFPs—ensures free dgtmination of ées and commissions and free
entry into the industry. Aese two edments have created the condi-
tions for markets to function competitively and efficiently. In con-
trast with the case of banks, the Superintendency of AFPs
established from the first day veprecise norms to secure the
diversification and transparency of the AFPs’ investmentgsglgb
and others, 191).

Currently, pension fundare thelargest institutional investors in
the Chilean capital marketyith assets regsenting more than 35
percent of GDP in 1994compared to a 0.9 percent in 198The
average realturn to investrant of Chilean Pension Funds between
1981and 1990 was 13 percent. Tieal return of individual accounts
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(after subtracting feedas varied between 10.&ment and 9.2
percent. hese impressive results arepiart a reflection of the fast
expansion of a previously underdeveloped financial ma¥k&he
dynamism exhibited bthe Chilean caipal market duringhe past
ten years has forced constaevisions to the norms governing the
eligible securities foAFP investments. Inilly, theseinstitutions
were not allowed to hold commorosk or foreign securities. These
regulations, however, were aled by the Aylwin Administration,
which broadened the scope of instremisthatcan be maitained in
the AFP portfolios. Thikas preided additional impetus to the local
stock market, aiwing firms to fnance expansion @hs in an
increasingly efficient fashin. Rerhaps the most important effect of
Chile’s financial sector liberalization is thathas geatly encour-
aged (private) savings. The ieerse in the savings rate,viever,
was steady but slow. B994, the ratio of gross domestic savings
to GDP bordered 30 percent, significantly higher than the historical
ratio of 20 percent.

Fiscal policy and savings behavior: policy issues and evidence

The first half of the 1990s has been an era of adjustment in most
developingand transitional econoies. Hovever, as argued in the
introduction to his paper, aincreasingly urgentidcussion topic in
policy and politcal circles is how to move froradjustment to
growth. There is little doubt that a sustained acceleration in growth
will require significant increses in both the volume and quality of
investment. Even if, as existing evidence suggests, the market-
oriented reforms generate important improvements in productivity
growth, there will be a clear need itcrease theate of capital
accumulation beyond its current levelskey question, however, is
how will this higher investment be fineed? Recenéxperience
suggests that in the years to come, the availability of foreign funds
is likely to be tight both for developing and transitional countries.
This means that most nations will have to rbegavily on higher
domestic savings to fund the increase in investment. The increase
in the volume of savings and the quality of investment have, in
fact, been some of the overriding goals of the structural reform
policies.
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Capital inflows, savings, and growth

Traditional anafses on savings and growth hawscentrated on
two important issues: (a) theffect of higher savings on long-run
growth; and (b) the ipact of an increase in domestic savings on
investment. Neoclassical models inspired by the work of Solow
(1956) suggest that an increase in saving ratios ggasrhiher
growth only in the short run, during the traimi between steady
states.According to his view, the dng-run equilibrium ate of
growth will depend exclusively on structural demographic vari-
ables. Recent models based theories of endogenous growth
developed by Romer (1986) anddas (1988), heever, predict that
higher savings—and the related increase in capital acedion—
can result in a penanent incrase in gowth rates36 This is because
in the presence of externa#is, themarginal return to capital will
be bounded from below and, under certain coodd;j will exceed
the rate of time mference. In this case theipate sector will face
a permanentincentive to add to the stock of eamnd growth will
be sustained in the longm.

In an open economy, however, it is not necessarilyc#sethat
increasesin domestsavings will be translated intodtier domestic
investment, or that domestic investment widlve to be financed
with domestically generated resoes. In pmciple, if capital is
internationally mobilegchanges in domestic savings and inmesit
can becompletely independerfsavingsgenerated in amtry A can
(fully or partially) be invested in country Bkiewise, investment in
country Zcan, in prirciple, be financed Wth resoucesgenerated in
country Y. If domestic samigs and inveshent are ncorrelated,
increases in the fmer will not be tanslated into a higher capital
stock, and thus will natesult in accelerated gndh. If, on the dher
hand, the degree of international capitalbmity is limited, higher
domestic savings wilgenente hgher domestic investment and
growth. The extent to which domestic savings and investment are
correlated is ultimately an empirical matter, as argued by Feldstein
and Horioka 1980). There is bypow abundant empirical evidence
suggesting that domestic savings amghhi correhted to aggregate
investment. his indicateghat, on average and over long periods of
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time, changes in capital acculation respond mostly to chges in
domestic savings. See dfkel (1985), Feldsin and Bacchetta
(1991), and Montiel (1994).

Empirical work by Barro (1991), De Long and Summers (1991),
Edwards (1992)and others, hascently provided support to the
notion that capital accumulation—and thus savings—are central for
understanding growth differeais acrossountries. Moreover, in
an important recent paper Young9@4) has arguedhat capital
accumulationand not techalogical progress, expins the splendid
growth perfomance of the East Asian “tigers"—Korea, Hong Kong,
Singapore, and Taiwan. Thampirical evidence, however, is less
clear when it comes to explaining savings behavior across coun-
tries or along time. Existing work has been affected by the lack
of detailed reliable data, and haseitbeen controvers, asin the
case of the interest responsiveness ivgpe savings, or hasffered
limited help to policymakers that ask how saving rates can
increase—se8chmidt-Helbbel and othersl©94) for a comprehen-
sive survey.

Economic policy, public sector deficits, and private saving rates

The early financial liberalization literature argued that one of the
most mportantobjectives of these reforms was to gerier among
other things, a signifiant increase in domestgavings. In the
original models of financial repression of McKinnot973) and
Shaw (1973), atiwing (real) interestates to rise to arket levels
altered the inteemporal ate of substiition, encouraging agggate
savings3’ However, empirical studies for a large number of count-
ries—both advanced and developed—have found only a wesak i
est rateelasticity of aggregate domestic says. Boskin 1978)
found a very low elasticity fahe United States. Aumber of studies
for the case of theleveloping cantries, including Giovannini
(1981) have failed to find any effect ahterest rate changes on
private savings. McKinnon (1991) has recentlyremkledged that
“aggregate savings, as measured in the @GNiédunts, does not
respond strongly to higher real interest rates” (p. 22).
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A number of hypdteses have been offered as possibfdama-
tions for thisphenomenon. First, in financiatodels higher (real)
interest rates will result in portfolioeadjustments, including a
higher degree of financial intermedat, but not rcessarily on
higher aggegate savings aefined innational accounts. Moreover,
in general equilibrium macroeconomic models an increase in
interest rates will tend to have two offsetting effects on savings: on
the one handhere will be an intertemporal substitutionesff away
from current consumption that will tend to increase domestic
savings. On the other hand, higher interases will geneate a
negative wealth eéfct that will tend to reduce savingfsDepending
on which of these two forces dominates, higher interest rates will
be associated with either an increase or a decline in aggregate
savings.

In spite of the relative unresponsiveness of savings gbehi
interest rates, fiancial reforms still havemportant effects on
growth through improvement in theajity of aggregate investment,
and especially private invasent. For examle, in a series of studies
Gelb (1989), Fry (288),and McKinnon (1991) have found robust
evidence supporting the proposition that a reduction in the degree
of repression of the capital market will tend to increase the produc-
tivity of investment. Interestingly enoughnis work also suggests
that reducing financial instabilitgnd especially infition, will also
have an impdant positive effect on the returnto investm&ucent
work by King and Levine (1993) pradesadditional support to the
idea that more developed financial sect@gdbeen associatadth
faster total factor productivity growth.

According to life cycle modls, individuals will have negative
savings when they are young and have very low income, positive
savings during heir productive gars, and once agairegative
savings when they are old and retired. Also,ndividuals have
positive bequest mates, they will tend teeave some wealth to their
heirs.According to this view, then, aggregate private savings will
be affected by thagedistribution of the population. If therre a
large number of inaite people relative to those in their productive
yearsaggregate savings will bestatively low. In his classial study,
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Modigliani (1970) used cross-country dataogtly on advanced
nations) to test this hypothesis. He found, as have numerous authors
after him,that differences in deagraphics indeed play a key role

in explaining diferences in savings.

Modigliani also arguethat in a life-cycle settig,income growth
will have an mportant posive effect on private savings. This is
largely the result of aggregation ass households. To the extent
that the economy is growing, workers’ sags will increase relative
to retirees’ dissavingand, thus, measurexbgregate savings will
increase. As Bosworth (1993) has pointed out, howelrere will
also be an effect in the opposite direati In a growing economy
workers will anticpate future incomimmcreases and, as esult, will
tend to increase present consumption and reduce savings. Whether
the positive or negative ettwill dominate is ultimagly an empiri-
cal matter. A problem witlanalyzing this issue emmally, how-
ever, is that there is a two-way causatiOn one hand, growth will
tend to affect savings through the mechanisms just described, and
on the other, savings wilénd to impact growth througheir effect
on capital accumulatn. Some authors, howevégve tried to deal
with this endogeneity problem through a series of mechanisms,
including theuse of nstrumental variables technigs and the com-
putation of causality tests. In a recent paper, for gtepCarroll
and Weil (1993jhave used detailed househdddeldata to deal with
this issue and have concluded that there is evidence suggesting that
growth indeed affects private savingssitively3?

The positive influence of growth on savings has played a central
role in recent angbes of successfulevelopment experiences in
East Asia. According to the World Barik993b), for example, in
these cantries there has been a “virtuous circle” going froigher
growth, to higher sanigs, toeven higher growth.

The extent to which individualsan actally dissave when young
will depend on their ability to borrow. If there is atling borrowing
constraint, the marginal utility of present consumption will exceed
the (discounted) expected utility afttire consumption; houselus
would like toincreasegpresent consumption but will be unable to do
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so (Zeldes 1989). In most meld, once the borming constraint is
made less stringent, present consumptidh increase and, thus,
national sawigswill tend to declind9 In an important recent paper
Jappelli and Pagano (1994) have used cross-country data on required
down payments for mortgages agraxy for borraving constraints.

Their econometric results on data for advanced countries supportthe idea
that relaxing these constraints will reduce savings and economic growth.
In their analysis of household savings behavior for a group of
developing countries, Schmidt-Hebbel and others (1992) used
beginning-of-period mney balances as an indicator for the stringency

of the borrowing constraint, and found that its coefficient was negative.

One of the mosimportant savimgs-related policy controvsies
refers to the effect of fiscal policy on private savings. According to
most optimizing models, changes in governmeahstimption
and/or taxation will have an &€t on consmption and saving
decisions. What isnteresting abouthis formultion is that both
present anditure taxes willénd to reduce savings. This means that,
to the extent that the government is subject toraartemporal
budget constraint, it will not matter whethecreases ingvernment
consumption are financed byghier axes or by issuingayernment
bonds. This is, ofcourse, the Ricardo-Barro proposition that gov-
ernment bonds are not net wealth. See Bat®/4). From an
empirical and policy perspective it is important to determine
whether increases igovernment savings will be offset fully by
declines in pivate savings, or if the offset coefficient will be lower
than one.Another importantpolicy issue is whether emges in
alternative taxes—value added tax, assaks income tax—will
have the same effect on private savings. Seekébtl(1984).

Corbo and Schmidt-Hebbel (1991%ed a thireen-country data
set to analyze themacroeconomic consequences of higher public
savings. They found that,thbugh governmergavings crowd out
private savings, thmagnitude ofhis effect is far below thene-to-
one relationship suggested by the simple Ricardianvebmnce
doctrine; overall their empiral analysis strongly indicates that an
increase in phlic savings will be tanslated into higher aggregate
savings*! Corbo and Schmidt-Hebbel also found that, on agey



348 Sebastian Edwards

increasing public samigs via reduced genditures is more effective
than increasing taxation.

Another important implication of the life cycle framework is that
private savingswill be affected by the extent and coage of
government-rursocial security progims. If ndividuals expect to
receive high social security benefits when they retire, they will tend
to reduce the amourdaved during their activeags (Fetistein,
1980). From a policy perspectivid@s$ suggests that a social security
reform that replaces government-fuded system by a pately
administered one will tend to inease private savindgg.

Models with heterogeneous agents generally predict that house-
holds with hgher income will tend teave a highermporion of
their income. At the aggregatedoparative level His has been
interpreted asuggesting that countries with more unequal income
distribution will tend to have @igher sawngs rate. It hadeen
suggested that both macroeomic as well as political instability
will tend to have a negative effect ongaggate sawngs. Open
economy models add two perspees to thanalysis: first, domes-
tic interest ates will be linked to interational nterest rates; second,
in open economies agents case breign borrowing to smooth
consumption thwugh time. This means that foreign savings will,
generally, act as sulisttes to donestic savings (se®bstfeld,
1995). In the empiricahnalysis eported below, | include many of
these vambles as possible determinants of cross-country differ-
ences in aggregate private says.

Fiscal policy and private savings: comparative empirical analysis

Broad comparative anges of savingbehavior haveradition-
ally been plagued by data problefifsSavings araisually estimated
as residuals. Until very recentliidre were no comparable data on
private savings for a large number ofuotries, and data on net
savings are still very scarce.

Table 8 contains comparative data on private and government
savings for four groups of catries for1970-92—Latin America,
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Table 8
Private and Government Saving Rates 1970-92:
A Regional Comparison

1970-1982 1983-1992
Q1 Median Q3 Average Q1 Median Q3 Average

a. Private Savings
Latin America 131 132 217 16.1 109 14.7 17.9 13.8
Asia na na na na 174 19.1 229 20.2
Africa 114 144 189 152 10.7 16.7 19.5 15.6
Industrialized 18.0 216 234 213 183 21.3 234 21.3
b. Government Savings
Latin America -0.7 17 6.6 33 -13 24 55 2.2
Asia 0.0 27 838 44 00 1.6 9.0 3.9
Africa -16 09 21 06 -13 1.0 45 0.9
Industrialized -05 20 38 18 -36 -0.1 1.3 -0.8
c. National Savings
Latin America 145 194 27.7 19.8 140 17.8 19.1 15.3
Asia 49 248 26.7 188 188 23.8 28.5 24.5
Africa 10.8 155 187 164 106 175 22.1 16.8
Industrialized 196 228 258 231 175 19.1 234 20.4

Note: Q1 is the first quartile, Q3 is the third qulart
Source: IMF

Asia (including the higlperformance East Asian courgs), Africa,
and the industrialized countries. A number of interesting facts emerge
fromthis table. First, during the most recgetiod (1983-92), Latin
America’sprivate savings ratios have been the lowest in the world.
Second, during the 1983-92 period the Latin Arcamni countries in
this sample have exhibited an increase imggoment savings. And
finally, when private and @vernment savigs areconsolidated in
panel C of Table 8, LatiAmerica is once again at the bottom of the
scale. From aomparative perspective, another impoitfact ighat
thereare very significandifferences in saving behavior acrosgih
American and East Asian nafis. The East Asian countries have not
only had very high aggrege saving rates—of theraer of 30
percentto 40 percent—but they have alserwery sable. Asecond
fundamental difference between the Latin aadtFAsiarcountries
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is that the contbution of government savings tot& national
savings is significantly higher inast Asia than in Latin America.
While historically in Latin Ameica government savings have barely
contributed to nationasavings, in the East Asiazounties they
represent between 25 percent and 40 percentgréggtesavings.
The next section ofhis paper contains a systematic attempt at
explaining cross-country differentials in government savings rates,
using some insights from recent nedslon thepolitical economy of
macroeconomic policymaking.

Why are private savingates so dirent across counéss? More
specifically, to what extent do défences in fiscal policy across
countries dfect private savigs belavior? In order to invegjate
these issues, a series ouatjons of the followingytpe were esti-
mated on panel data for 36 countries (see the appendix for a list):

Si = aolo + &Gy + agFu + @My + asDy
+ agEy + a7Py + @gSik + U, (1)

where the subindek denotes countrigin periodt. sk is the private
national savings rate fazountry k in periodt; L is a vector of
life-cycle variables,ncluding the age dependency ratio, the rate of
growth of per capita GDP, the ratio of old and young popula@on.

is a vector of variables related to fiscal policy, and in principle it
includes the government savings rateygrnment consumption,
and the ratio of social security expenditures to total government
expenditures (which are used as a proxy for expected social security
benefits).F is a vector of vadblesthat capture the characteristics
of the financial sector, including its degree of develeptm Of
particular interest here are the degree of financial depth of the
economy and the extent to which borrowing caaigtis are binding.
Ideally, F would also include measures of the resiest rate and
the borrowing-lending interestte spread; however, thesgiables

are only available for a small number of dephg countriesM
refers to macroeconomic stability vales,including the rate of
inflation; E includes variables related to the external sector, such
as the current account balance (or foreign savifijs)a vector of
variables thatapture the characteristics of the political systBm;
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captures demographic determinants of savings;Saoaptures all
other variables not included above.

The estimation of private savings equations of the type of equa-
tion 1 presents several challengesst;there are ndata on all the
relevant independent variables; sedpa number afhem are mea-
sured with error; and third, there are a series of instances of endo-
geneity, which smetimes raiseuestions of causalif{# In order to
deal with these issues | have defined proxies for some of the
variables of interest, and | have estimated the private savings equa-
tion using instrumental varids (1V)4°

Table 9 contains the results olstad from the estination of private
saving equations using instrumental vakéston panel data for the
thirty-six countieslisted in the appendi*€ The dependent variable
is the ratio of privatenational savigs to GDP, and was tbned
from the International Monetary Fund. The independent variables
fall in the different categories described above, #mr exact
definition can be found in Edwards (1995b).

Equations 1 through 5 in Table 9 refer to the compdeteple,
while equations 6 through 8 are restricted to developingtdes.
These results are quite revealftfidtlhe Rs are quite highyoarding
0.5in mostases. As ggested by life cycle models, thesfficient
of the age dependency ratio is significantly negative, indicating that
demograplts play an mportant pole in explaning differences in
private savingscross time and cmtries. This cancides with the
results obtained by a mber of authors, including Modigliani
(1970) in his pioneer workVhen alernative demographic variables
were used ingtad of agalependency, the results were basically
unaltered. The coefficient of the ratio obanpopulation is negative
and significant in most regressions, supporting“théfer stock”
approach to private sayjs—see Deaton €D0).

Of particular inteest for the subject discussed in théper is that
fiscal policy appears to play a very important role in tracpss of
private savings determination: The coefficient of government savings
was significantly negative in evy regression. More imp@nt from
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a policy perspective, however, is thatias always signi€antly
different from -1.0. For example, in equation 1, the 95 percent confi-
denceintervalis (-0.673,-0.8) Thisindicatedtat, athough higher
government sawigs crowd out private savingtey will not do it
one-to-oneand that Ricardian equivalence does not hold strictly.

Equally, if not more impo#nt, is thefact that the cefficient of
social security expernidire by the public sector is negative and
significant at conventionaélels in all the regressiomgere it was
included. This is consistent with pwvious findhgs by Feldstein
(1980), and gives support to tietion that reforms that replace
government-run (and partially funded) social secusitgtems, by
privately run capitalization sysms will tend toresult in higher
private saving rates. Notichpwever, that a reform of the social
security system will tend to redugevernment savings the short
run. The reason is that during the transition from the old regime to
the new one, theayernment will contiue to have olgations to
(older) retirees, but will receive no contributions from active workers.

Also, the regressioneported in Table 9 show that thate of
growth of per capita GDP is significantly positive. This result has
been previously obtaed by a number of authors—most recently by
Collins (1991), Bosworth1(993),and Carroll and Weil (1993)—and
provides somesupport to the hypothesis that there is a “virtuous
circle” that goes from faster growth to increased savings to even
higher growth‘?8 When GDP per capita was added torgggessions
its coefficient was always positive andgsificant, indicating that
with other things given, more advanced coigstrtend to save a
higher percentage of GDP. Cols (1991) reports a similar result in
her analysis of ten developing couag.

The next three independewdriables in Table 9—money/GDP,
private credit, and real interest rate—are proxies that try to capture
the extent of development of the financial market, the severity of the
borrowing constrait, and thalegree of “financial reqgssion.” The
coefficient of the money/GDRtio is always significantly posve,
suggesting that countries with a “deepeanahcial system will tend
to have hgher prvate saving rates. In order to investigate the
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robustness of this result, seveadiernative definions of thisindex
were used, ioluding yearly M1 and M2 ratios, as well as beginning
of period ratios. When thigas done, hwever, the esinates did not
change in any significant way. Theafticient of private credit was
also significantly positive in all regressions where it was included.
Overnall, these esults do not provide support folne view that
borrowing constrainthaveresulted in lowesavings. This contra-
dicts evdence presented by Schmidt-Hebbel atiebis (1992) and

by Japelli and Paganal®94) who bund, on different samplethat
relaxing borrowingconstraints have nege¢ly affected private
savings. There are several possible explanatifor these results,
including that the share of private credit is a (very) poor proxy for
borrowing constraints, and thdteseoperate on household savings
only, and not on corporate or total private savings. Unfortunately,
more adequate measures of borrowing (ouitigy) constrants,
such asthe down payment required to buy a housenbravailable

for a small mmber of advanced countries. The role of this type of
constraints—including restricths on consumecredit—possibly
constitute one of the most important unresolvaediés inresearch

on savings behavior.

The coefficients of the real interest rate in Table 9 wergifi
cant in every equation where it was indéd. This is consistentith
results obtaied by anumber of prevaus researchers (see Maokkon
1993, for example); moreovewhen an interactiveeal interest
rate-real GDP per capita termas ncluded, the result did not
support Ogaki's and other$q94) finding suggesting that the degree
of intertemporal substitutability in consumption increases with the
degree of developmen/hen aternativemeasures of the efficiency
of the financial sy&m, such as the spread betweending and
deposit interest rates, were included in the regressions their coeffi-
cients were not significart®

The currentaccount balance was significantly positive in every
regression, but the estimatedefficient was smaller than one,
indicating that mcreases indreign savings awd out private sav-
ings in a less thamwmne-toone fashion. Also, the inflation and
political instability coefficients were not signg@ant in any of the
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regressions where they were inded. Income distbutiondata are
available for a very small number of countries—moaityanced.
In one of the regressions itsafbicientwassignificantly positive;
additional data would bequired,however, to get a clearer gpec-
tive on the role of this variable.

Why are government saving rates so different across countries?

As pointed out above, one of the mostportant diferences
between high and lovaggregate savingatescountries refers to
government sangs. This impotant (and surprisingly little known)
fact suggests two important questions: Whygdeernment savings
differ so markedly across couigs? and, what are theost effective
mechanisms tancrease governant savings? In recent years a
number of authorbave relied on insights frompublic choice and
game theory to study government behavior—see Peesgbhabel-
lini (1990) for a comprehensive discussidfany of these models
have assumethat politicalparties alternate in power, and that the
group in office acts sategically, in an intertemporalensewhen
making decisions that have economic consequences that span more
than one period (Cukierman, Edwards, and Tabellini, 1992). In this
setting the group in office will beeluctant to implement piaies
when the fruits will be reaped in the future by its opponents. This
type of approach is used by Edwa(ti8%ba) to address crosstaury
differentials ingovernment savingsites. He argudkat the authori-
ties’incentive to increaggovernment savingsand thus the ability
to produce public goods—will depend on two fundamental politi-
cal-economy variables: 8t, it will depend on the probability that
the party in power will still be in office in the subsequent gabrif
this probability is low, the opposition party is likely to be in office
once the projects atureand will get the credit from the increased
production of th@ublicgoods. Mturally, undethese circumstances
the incentives to inerasesavings will be low.

The recent political-economy literature on inflation and stabiliza-
tion has associated thegtrability of the incumbent to remain in
office with the degree opolitical instability in the country in
guestion. This analysis predicts, then, that tighdrthe degree of
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political instability, the lower government savings. The second
determinant of government’s incentives to save is the extent to which
the political parties have differentgderences. In the extrenmase
where their preferencese exactly the samé&ere will be a high
incentive to government to save, even if the praiyabi remaining in
office is low. The difference ingpties’ preferences has been referred to
in the political economy literature as the degree of political polariza-
tion. This analysis predicts that, withther things given, a greater
degree of polarization will result in lower government savings. In
regression analyses, however, it has been difficult to find empirical
counterparts for political polarization. Some authors, such as Cukier-
man, Edwards, and Tabellini (1992), for example, have argued that the
frequency of pitically motivated attacks andssassiations are
appropriated proxies.

Table 10 contains results obtained from instrumental variable
estimations of government sags egations using both panel data
as well as cross-country variables for 198392n addition to
political instability, and political polarization—proxied by politically
motivated attacks and assassinations—some afdependent vari-
ables included in the private savings regressions were incorporated
into the analysiS! The dependent variableas oltained from the
IMF, and the independent variables were defined as icdbe of
the private savigs regressiongported in the pragus section.

The results obtained differ from those for ptiv savings ported in
Table 9, and provide some support for guditical economy per-
spective to government sangs. In everequation the coeffieint of
political instability was sgnificantly negative. fis suggests that in
countries with more unstable potiéil environments, pblic savings
will tend to be lower than in countries with a more stable political
environnment. Interestigly enaigh, when alternative measures of
political instability were used—such as the estimated probability
of government changes—the results were maintained. However,
the proxies for polarization—politically motivated attacks and
assassiations—were significantly fferent fromzero in only some
of theregresaons. It isimportant to nte, however, that in spite of
these positive results, the regressioggorted here do not allow
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Table 10
Determinants of Government Savings
(t-statistics in parentheses)

Equation 9 10 11
Sample Panél Panel Cross-
section
Estimation method v IV - Fixed v
effects
Age dependency 1.657 0.402 0.042
(0.298) (0.321) (0.533)
Urban 0.078 -0.153 -
(3.334) (-0.941)
Social security - - -0.008
(-0.103)
Growth per capita 0.632 0.794 1.801
(4.140) (7.270) (3.285)
GDP per capita -4.0E-04 -6.2E-04 -1.83E-04
(-2.627) (-2.412) (-1.032)
Money/GDP -0.012 -0.001 -0.074
(-1.240) (-0.183) (-0.747)
Current account 0.378 0.532 0.822
(5.044) (4.570) (2.449)
Political instability -0.820 -0.363 -0.511
(-2.900) (-5.183) (-2.569)
Political assassinations -0.181 - -
(-0.259)
Attacks -0.0901 -0.018 -0.002
(-2.701) (-4.149) (-0.358)
R? 0.439 0.484 0.365
N 334 334 38

8The following instruments were used: assaa$ons, Agged growth per caai, lagged
investment, ratio of social securiégxpenditures toatal expenditure, frequency of transfer of
political power, attacks, lagged current account balance, adi@mm, openness, inflation,
ratio of broad money to GDP, goverent consumption.
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discrimination between the political-economy strategic behavior
approach proposed ihis paper, and alternative mel$ based on
the political weakness of governmeng&eeEdwards and Tabellini
(1994) for a disussion on these two families wiodels.

As in the case of private sags, the coefficient of gwth is
significantly positve. Moreover, the computation of standardized
beta coefficients indicates that this is the mogiortant varable in
explaining cross-country flerences irgovernment savings. (Politi-
cal instability is the second moshportant keta coefficient.)

Interestingly enagh, and contrary to the private savinggse
reported in Table 9, neither tltemographics, social security, or
money/GDP variablesave sgnificantcoefficients. As in thease
of private savings, the edficient of the current account igysifi-
cantly positve, indicating that éigher level of foreign savings—
thatis, a reduction in the current account balance—has been associated
with a lower government savings rate. Its coefficient, however, is
significantly below unity in both panetgressionsreported here.

For example, in ecation 10 the 95 percent codénce ntewval is
(0.29,0.75), indicating that the degree ofetfis nobne-toone.

It is important to note thahcreasing governent savings does
not imply that these amtries stould, pari passu,ncrease pblic
investment. In fact, both decisions should be kept separate. Whether
or not specificpublic investments should be undsén has to be
decided on a project-by-projebasis. This equires inplementing
highly professional procedures for appraising public investment
projects. In those amtrieswhere an expansion in public investment
is not justified, the government should still increase itsregvand
channel those resoeess to thecapital market.

Some lessons for developing countries

During the last few years, the majority oatin American coun-
triesundertook majorigcal reformsaimed at reducing inflation and
achieving external sector sustainability. llmsh cases these goals
have been successfully achieved. Average inflation irgdien has
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declined from over 1,000 percent in 1989 to less than 15 percent in
1994; also, iimmost countries external accounts are now safely under
control. This adjustment was accomplished through the implemen-
tation of a number of policies, including teeferms, expenditure
reduction, and the sale of public enterprisedirLAmerica’s expe-
rience with fiscal adjugstent during the last few years offers a
number of importantessons for otherations, including most tran-
sitional economies in Eastern Europe and Certsa.

A first importantlesson from Latin Ararica’s experience is that
tax reformsaimed at improving the efficiency of the tax system—
through the reduction of tax rate dispersion and the introduction of
the value added tax, for example—usually do not result in large (or
any) increases in tax revenues in the short run. In factetien’s
experience suggests that only in those countries tipetrienced a
very substantial reduction in inflation didx revenues increase
rapidly and subsintially. From a policy point of view this means
that the goal of impnang the efficiency of théax system should
usually be separat, at least in the short run, from the fisealanue
goal. Taxrevenues will only grow to the extent that tax administra-
tion and tax compliance improve. This, howevequires signifi-
cant effort, including the taining of persanel, and usually takes
time. An important consequence of this lesson is that in most cases
of successful adistment, the reduction of public expenditure has
made the fudamental contribution.

A second lesson from Latihmerica isthat, from a polittal point
of view, it is easier to redugaublic investment than to cut current
expenditires. While in some cases this masant canceling large
and wasteful prects, in others it has resulted in a decline in
investment in basic infrastruget Some contries have faced this
problem by transferring the provision of basic infrasture to the
private sector. The Latin Aerican experience strongly suggests,
however, that the degree sficcess of this type ofperation will
depend on the existence of clear amatiern regulatory frameworks.
In fact, as largue below, the development of instituts able to
regulate new activities—ricluding newly privatzed public utili-
ties—consitutes akey challenge of most fiscal reforms.
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Third, LatinAmerica showghat the financial public sectoan be
a substantial source of fiscahbalances. In fact, in aumber of
countries the quasi-fiscal defi continued to be quitlarge even
after the rest of theyblic sector had attained equilibm. There are
two fundamental charels though which a financial public sector
deficit can take place: first, plibly owned developrant banks—
either belonging tahe central or provincial governments—can
contribute significantly to theeficit.>2 Second, the central bank can
experience substantial losses that contribute to the overall deficit.
Thiswill be the case, for example, if deéaichange rates are in place,
or if the central bank has to participate in a major rescue operation
to bail out some financial institatns. Thislatter case has been
common among darge number of countries ithe region and
underlines, onceagain, the need forery efficient regulatory and
supervisory frameworks.

Fourth, Latin America suggests that in order to add credibility to
the fiscalpolicy it is important to undeske institutional reforms.
Along these lines, a ptcularly importtant development is that, in
recent years, a large number of Latin Arcar countries have
granted independence feeir central banks. Although it is too early
to know whether this measure will make a difference in every (or
even most) counites, the iniial evidence suggestbat these inde-
pendent centrdlanks have indeed added credibility to fiscdiqyo

The experence of Chile after 1989 provides a fifth imfzort
lesson: to the extent thdtere is politcal will andagreement it is
possible to increase taxation to finance social programs. However,
Chile suggests that for this potidl consensus to emerge, it is
crucially important that these mgmams are ideed focused on the
poorest segments of society and are channeled to areas such as
education and health.

Latin Americaalso offers a number of key lessonsarding the
relationship between privatizati@and fiscal plicy. Most countries
in Latin America have, in one way or another, relied on the sale of
publicly owned enterprises to reduce their fiscal deficits. While in some
cases the proceeds from privatizations have comgdbsignificantly



362 Sebastian Edwards

to public revenues, in odlis thdfact that the governmehas stpped
financing largdosses has beemportant initself. Pertaps the most
important lesson of privatizain in Latin Amefcan countries is that
the formulation of adequate regulatory frameworks keyadeter-
minant ofsuccess in the process. Propegulation affects, among
other things, the pricthat the private sector is willing tomay for
SOEs. Also, itdetermines thasuccess of these firms once in the
private sector. Mexico, for instance, found out that#élo& bf proper
regulation regarding toll charges greatly affedtesidegree of use
of privately constructed higvays. Themost important aspect of
regulation, however, refs to the baking sector. Again and again
the Latin Amercancounties have found out #t, due to the absence
of proper supervisioand regudtion, private banks-and in some
casesrecently privatized ones—run into serious difficedt and
have to be bailed out by the authorities. the cases of Chile,
Argentina, Colombia, and Mexideave shown, in these cases the
process of rescuing the banks has added deradly to the fiscal
accounts.

An important question idesigning a whasale divestiture pro-
gram is the sequence in which firms in different sectors should be
privatized. In particular, shuld banks and other financial institu-
tions be sold early on, or should they be maintained umalelic
property for a longer te? McKinnon (1991) has argued that
because of moral hazard considerations, the privatization of banks
should “come near the end of the refornogess.” McKimon’s
position is partially based on the Chileaxperience of the 1970s,
where banks were sold early to emerging—and not fully solvent—
conglomeratestfegrupo9, which used them to finance the acqui-
sition of firms subsequently privagd. Duing this pocess the
newly privatized banks engaged in extremely risky and financially
guestionable operains, and accunlated large valmes of bad
loans—many to interrelated compies owned by the same con-
glomerate. Due to the existence of amplicit) government guar-
antee on deposits, the public did not distinguish betwolid banks
and those that were famcially troubled. This mrcess—which, in
the first placewas able todevelop because of thadk of an
appropriate supervisory framework—ended in a major financial
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crisis in 1982-83when some of the largest Chilean banks became
insolvent and had to be taken over by the government.

This episode starkly illusaites the importance ahplementing a
modern supervisory framewobeforeprivatizing banks. However,
it is unclear whether, as argued by McKinnon (1991), this is a reason
for delaying the divestiture of financial institutions beyond what is
required to put the new regulatis in place. In fact, it is possible to
argue that there are some cafling reasons for privatizingamks
during the early stges of the reform process—but oafierthe new
regulatory framework is firmly in ice. First, in order to success-
fully move from a protectionist envirorent to a cometitive one,
manufacturing@ndother firms willhave to engage imajor restruc-
turing activities that will allow them to increase praotuity. This
will require financing wich, under most circumstances, will be
difficult to obtain from a largely inefficient and old-fashied sate-
owned banking system. Second, recent experiences have gtawn
in many cases a bankimystem dminated by large government-
owned banks will usually stand in the way of macroernic
stabilization efforts. In these cases thlic-bank culture usually
continues to preail, and cedit is granted at a pace that is inconsis-
tent with overall macro equilibrium his has been, for exarng the
recent case in Nicaragua, where the inability to control the state-
owned Banco Nacional de Desarrolas popardized the macro-
economic stabilization prografi.Also, delaying the privatization
of the banking system may delay the creation of a dynamic and
modern capital market, negatively affecting resource allocation and
intermediation.

After years of (lagely successful) adjustmentggrams, mlicy
discussions in Latin Amera haveincreasingly turned toward the
resumption of growth. As the Mexican crisias vividly reminded
policymakers and politicians, the reliance on very higheign
saving rates often ends up in crises and foadjdstments. This
meansthat in the years to come the acceleration of growth will
require rapid increases in domestic saving rates. This will not only
be imporant for the Latin American coumdés, but also for the
transitional economs. Accoding to the most recent World Bank’s
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World Development Repothe transitional economidgve a sav-
ing rate of only 17 percent, even lower than that of the Latin
American caintries.

Thispaper proides evigtnceclearly suggesting that thequesses
of determination of private and goverant savings are significantly
different. Private savings respond to demographicabées, social
security expendituregnd the depth of the financial sectGovern-
ment savings, on the other hand, are affected bgnpartant type
of variable that does not impact on private savings: the degree of
political instability of the country in questi. However, both private
and governrant savings are affected by real growth and by the
current account balance or foreigavings.

From a policy perspeete, the results aported in this paper
suggest that there are a number of possible avenues—many of them
discussed in the policy étature—for raising priate savings. An
increase in the depth of the financial sector will tend to have
important positve effect. It is hteresting to ote that for the case of
Latin America the ratio of M1 to GDP was almost one-half of what
it was in the rest of the sample. It is less clear, however, what is the
mechanism through which this could happen. Also, the results
presented here have not resolved the question of the impact of
borrowing constraits. While thgpanel data analysis did not unearth
such an effect, cross-section results do provide some evidence in
support of the notion that relaxing the borrowing constraint may
reduce savings. Filrer research omis issue will be needdzkfore
a clearer picture eerges. At this point, however, it seems that the
most fruitful type of research along theseels waild be microe-
conomic in nature. In particular, investigatimgwincreased access
to consumption credit affects household saving deessivould be
of crucial importance.

The resultgeported in thigpaper also suggetiat the reduction
of government-providedocial security benefitmcreases pviate
savings. Again, however, additional progress in this area would
require detailed microeconomamalyses of specific country expe-
riences. In that sense, the study of the Chikese appears to be
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particularly important. Specifically, it igriportant to investigate at
least three issues ragling this case: first, whether this expeie

has resulted in excessively high administration costs; second, what
were the actual effects of thiseam on total aggregate savings during
the transition; and third, wat has been the actual microeconomic
evidence regarding tredfects ofthereforms on priate savings.

Perhaps one of thenost important redts refers to the role of
public savhgs as deterimants of private samigs.While the results
strongly suggest that higherogernmentsavings depress igate
savings, they do it in less than aesto-one fasion. In fact, the
results suggest that an ieerse irgovernment savings of 1 percent
geneates adcline in private sawvigs of appoximately 0.55 percent,
with the consequent increase in national aggregate savings of 0.45
percent. To the extent th&is neincrease in ational savings results
in higher capital accumulation and growth, it is possible to get
started on the “virtaus circle” discussed above.

It should be noted, however, that due to the nature of the data—
short-time sees and a rather largeumber of cross-sections—the
results reported in this paper do not provide enough information
regarding the transition from low taghersaving rates. However,
evidence from a score of countries—including the “East Asian
miracle” nations—suggests that theciease in private domestic
savings ratios is a rather slow process (W&#hk 1993a). This
evidence also indicates that a drastiarease of gvate savings has
usually been affected by an importaattor not captured in the
regression analysis: the creation of an institutional environment that
instills confidence in small savers—ttase opostal savings in East
Asia is a good example of this typeinstitution.

Another important finding is that government savings, in turn, are
positively affected by the creation of so@aldpolitical institutions
that reduce the degree of political instability. Countries thatha
“national project” and where politcal forces coexist in rative
harmonyseem to find it easier to increagevernment savings. This
suggests, then, that a strengthening of deawydnas impdeant, and
fairly direct, positive diects over growth and economic gress.
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Appendix:
Countries Included in the Empirical Analysis

Sebastian Edwards

IMF IMF

code Country code Country
122 Austria 288 Paraguay
124 Belgium 299 Venezuela
128 Denmark 429 Iran

134 Germany 524 Sri Lanka
136 Italy 548 Malaysia
142 Norway 564 Pakstan
156 Canada 566 Philippines
172 Finland 576 Singapore
178 Ireland 578 Thailand
182 Portugal 622 Cameroon
186 Turkey 652 Ghana
196 New Zealand 664 Kenya

218 Bolivia 684 Mauritius
223 Brazil 686 Morocco
228 Chile 694 Nigeria
233 Colombia 724 Sierra Leone
253 El Salvador 742 Togo

273 Mexico 744 Tunisia
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Endnotes

1some observers have argued, however, thatrasudt of these §ical programs growth
prospects have been hurt, and social conditions haveaiated.

2see, for example, the detailed discussion in World Bank (1994).
3see, for example, World Bank (1993a) and CEPAL (1994).
4see, for exam ple, the discussion in the IMKsrld Economic Outlook, 1995.

50n the heterodox programs—the so-caléestral, cruzado,and APRA programs—see
Kiguel (1991), Dornbusch and Edwards (1991), and Edwards (1995b).

6During the early phases of the crisis, the question of the sequencing betazsconomic
stabilizationand stuctural reform became an important poligsue. Patymakers asked
whether fscal réorm should precede structuraform, orwhether both types gfoliciesshould
be implemented simultaneously. By the late 1980s, most analysts began to agree that, in
countries with serious macroeconomic imbalances, the most appropriate sequencing required
early and decisive action on the maameomic front, including solving the “debt-overhang”
problem.

7In some countries governments covered parthefr deficit by floaing domestic debt.
However, given the underdeveloped nature of the regmapgal markets, this was a limited
option. Clearly, a vicious circle dewgled, where the lack of sophisticatempital markets
precluded using domestic debt as a source of finarmaidgin turn, mflation discouraged the
growth of the ihancial sector.

81t should be noticethat in someountries these figures are affecteddyenues obtained
from the sale of public entprises.

9See Edwards (1995b) for a discussion of the Chilean financial crisis of the early 1980s.

10see Fontaine (1989) for a discussion of the government’s macroeconomic strategy during
this period.

11The Mexican authorities have pointed datthey will deal with these issues in thecond
wave of privaizations.

13yhen the Allende government came to an end in 1973, Chile faced a tremendous
macroeconomic disequilibrium. Inflation surpassé&D percent and theidcal deficit had
reached 22 percent of GDP. See Edwards and Edwards (1991).

13 the first half of 1993 the Chilean congress decideddimtain the 15 peent tax rate
on corporate earnings.

145ee Edwards and Edwards (1991) and Bosworth, Dornbusch, and Laban f(x984)
detailed discussion of the Chilean privatiaatprogram.

19 spite of acknowledging the decisive role isicél imbahnces, the twearly Menem
stabilization atterqpts—Roig/Rapanelli and Gonzalez—only made limited progress in this area.
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16see Newdrmer(1992) for a detailed angis of the Argentine public sector agfment
under the Cavallo plan.

17see World Bank (1992).

18The original rate wag0,000 Ausrales per dollar. After theurrency reform ofl991,
however, the rate became ongénine peso per U.S. dat.

19The interpretation of “liquid” international reserves is somewhat lacgesit includes
government financial assets denominated in foreign curr8eeyCanavese (1991).

20pornbusch (1992).

21The monthly journalLatin Finance provides usefulind detailed information on the
privatizationprocess in the region. Thedus ormassive privatization wateveloped rather late
inthe efforts todckle the debt crisis. For example, the minoraskgned to pivatization during
the early debates on the debt crisis iterted bythe fact that in the pioneer volume edited by
Jeffrey Sachs in B®—which colected thepapers presented at a conference held in late
1987—the word'privatization” is not nentioned even once in thribject hdex. Only hree
years later the situian had changedramatically, as isvidenced by the discussion inthe volume
edited by John Wiliamson in 1990—from a conference held in 1889. In this book,
privatization-relate dssues cover almost a full page in the subjedéx.

220n the use of public ownership asay to deal with exdrnalities, see, for example, Willig
(1993).

233ee Seabright (1993) for a similaassificaton.

24owever, animportant technical issuahen dealing with the privatization ofatge
monopolies is whether it is moréfieient to break them down vertically or horizontally.

253ee Galal and others (1992); World Bank (1992).

265ee Edwards (1995b), @k (1992).

2THowever, the Mexican govement will still own some important firms, including the oil
giant, Pemex. The Mexican governmahiowed its aar commitment to privatation and
restructuring \Wmen, in 1987, it allowed Aemexico, a state-owned airline, tactually go

bankrupt.

28\lenem’s main economic stegist, Domhgo Cavélo, articulated his vision of &new”
Argentina in his 1985 book/olver a Crecer.

29nterestingly enough, if the commission failedr¢ach a consensus on specifivptiza-
tion, the executive could act on its own (Alexander and Corti 1993).

30The bargaining process was still subject to the faigyodied Argentinedbor legislation.
3lsee Luders (1991).

3ZHowever, during theransitional period theigcal effort required tdund the pensions of
those in the old system will increase.
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33A number of experts have argued that there is still room fotiedali efficiency improve-
ments. Ako, the minimal pension assured by the regstem may be totow to cover
“requirements.” On details of the Chilean system, see, for pleai@heyre (1991).

34n the reformed system, the state plays a fundamental role regulating and monitoring the
operation of the management companies, and guarantseliggrity in thebase” through a
minimum pension. An important feature of ti@wvsocial security system is that it is obligatory,
requiring that everydependent worker (non-self-employed) makes rdmutions equal to 10
percent of her disposable income.

3%or further details see Edwardsd Edwards (1993). In January of 1993 @felean
government announcdht it was relaxing the restrictiofts AFPs to invest in theastk market.
Diamond and Valdés (1994) have argubdt the current opeiiag mode of CHe's AFPs
generates sizable waste.

3bsee, for example, the family of Ak models pioregtby Rebelo (1991). There is now an
abundant liteature orendogenous growth. Sefer example, Grossmaand Helpman (1991)
and Sala-i-Martin (1992). See Gersovitz (1988), Deaton (1990, 1995) and Schmidt-Hebbel and
others (1994), for detailed surveys on the links between savings, growth, and development.

37see Fry (1988) for surveys of these type of models.

38f the objective ofsavers is to receive a certain fixed income, higherést rates lower
the amount required to attain the income flow desired.

39%urprishgly, however, a number of emisial studies on savings comtile to ignore the
endogeneity of the rate of growtBee,for example, Schmidt-Hebbeaind others (1992) and
Doshi (1994).

40Gersovitz (1988) makes theportant, but often forgagh, pointhat even though savings
will be higher with borrowing constints,household’s welfare will tend to be lower.

41on Ricardian-Barro equivalence, see Barro (1974).

42Strictly speaking, what matts is the relation between cdhtitionsand expectedial
security benefits in the future. Whether aggregate savings increastepeihd, however, on
what happens to government savings once the segatity reform is implemented.

435ee Gersovitz (1988) for a discussion on data problems in aggregate savings studies.

4n particular, the rate of growth of GDP peapita, the (real) interest rate and the current
account are likely to be endogenous.

Asis usudly the case witlpanel data regressions, it is rathdficlilt to find appropriate
instruments. In thipaper | have faced this problem by using lagged values efithegenous
variables, as well as variablésat areexogenous to savings but celated to some of the
endogenous variables, such as exports and population growth.choskesection estimates, |
dealt with1983-92 averages. In this case endogenous variables for 1970-82 were used as some
of the instruments. Although this procedure does not fildlgl with causality, it provides a
convenient way to handle tharailtaneity issue.

46A more detailed discussion of savings behafiom acomparative perspectivan be
found in Edwards (1995a), from where tlesults discused here have been drawn.
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4TThe countries used in thegressionsvere chosen according tata avaability and are
listed in the appendix. The rate gfowth of GDP per &pita, real interest ras, and the current
account balance were casred to be endogenous variables. The follovimstruments were
used: constangge dependency, lagged moving average of growbhey/GDP, privateredit,
laggedreal interest,government savings, social security, lagged cureegbunt, income
distribution, political instability, GNP per capitgovernment consumption ratio, lagged invest-
ment, inflation, openness, and population growth.

48The fact that the regressions reported in Talhe\d beerobtained using mstrumental
variables supports the idea thhts positive coefficient is not siply the consequence of a
simultaneity bias. Carroll and Weil (1993) pres@manger causality tests that suggest that
growth Granger-causes aggregate savings.

49 rom theoretical and empirical points of view, the (possible) effects of interestrand
other incentives—on privaisavings constitute a major controversy.

50The following instruments weresed: a constant, lagged growth, pchit instability,
assassinations, attacks, socialsiy, lagged current account balance in 1970-82, age depend-
ency, share of government consumption, GNPcpgita, money/GDP ratio, inflation lagged
investment, openness, and sociaisiy.

515ee Edwards andaellini (1994) for a discussion on the sources for these variables.

52Interestngly enough, in a number of countries there has been a reluctanceatzpriully
the banking sector. Even in thst advancedeformer—Chile—the state has agted owner-
ship of the largesbank (Banco del Estado). Government-owned banks have made macro-
economic management diffilt in anumber of countries, including Argentina,a&il, and
Mexico.

53n Nicaragua the staff of Banco Nacional desBxeollo has contiued to operate wiin the
populist mode that chacterized the Sandinista admstiation. This has resulted in theoavding
out of private investmengind hasaffected the country’s ability to meet the International
Monetary Fund’s targets.
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