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Preface

The Center for Latin American Economics is pleased to present Issue 1 of the 2003 Research
Abstracts. The main body of Research Abstracts contains the titles, authors and abstracts of the papers.
An index at the back lists all authors and how to contact them to request copies of the papers.
Wherever possible, the index also lists the web sites where you can find papers.

This edition’s offerings include Latin America-related work on inflation targeting, business cycle
synchronicity, optimal currency areas, monetary regime options, currency crises, trade liberalization,
banking regulation, privatization and much more. There are 92 papers by 155 authors or coauthors.
In our own work at the Center for Latin American Economics, we find the analysis in these papers
invaluable not only for our own scholarly and technical research but also as bases for briefings we
make. We hope that you will gain as much from these papers as we do.

Research Abstracts appears on the Federal Reserve Bank of Dallas web site, www.dallasfed.org,

in the Center for Latin American Economics section.

As soon as we complete one issue of Research Abstracts, we start work on the next. We accord-
ingly urge you to send abstracts of your recent research, along with copies of the papers. We ask that
authors write the abstracts in English, limit each abstract to 250 words and confine submissions to
research related to Latin American monetary and economic issues. If you are not yet a member of the
Center for Latin American Economics, we invite you to join by filling out the application form at the

back of this publication. Membership is free. Please send communications to the following address:

Center for Latin American Economics
Research Department

Federal Reserve Bank of Dallas

P.O. Box 655906

Dallas, TX 75265-5906

E-mail: clae@dal.frb.org
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William C. Gruben Carlos E. Zarazaga
Director General Executive Director
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Abstracts

Latin America:
The External Context, 1928-1982

by Marcelo de Paiva Abreu

This paper covers the time span between the great debt crises
that began in 1928 when the Wall Street boom and the Fed’s con-
tractionary monetary policy started to crowd out new loans to
Latin America and 1982 when the Mexican debt crisis ended the
15-year second cycle of voluntary international lending to Latin
America. Between these major balance-of-payment crises, what
happened in Latin America was strongly influenced by events in
the world economy. There had also been a long-term trend mak-
ing the Latin American economies much less outward-looking
than they had been before the end of the 1920s. The chronologi-
cal organization of this work reflects major changes in the world
economy. It is divided into six sections: (1) the impact of the
Depression on Latin America, 1928-1933; (2) recovery, 1933-1937,
and further shocks following the 1937 recession in the United
States and the beginning of World War I1; (3) dollar plenty followed
by dollar shortage, 1942-1947; (4) the golden age of import-
substituting strategy, 1947—early 1960s; (5) macroeconomic insta-
bility, export diversification, and growth, mid-1960s—early 1970s;
and (6) two oil shocks and a new debt crisis: 1973-1982.

The Financial Clutch:
An Alternative Focus to Banking Amplification

by Elias Albagli

This paper develops a model that explains the amplification of
negative shocks faced by an economy through its banking system.
When a bank faces insolvency, it has incentives to continue
suboptimal projects in its portfolio, retarding or clutching the
necessary process of creative destruction, which leads to sluggish
economic performance. Considering three sectors, asymmetric
information and agency problems, the paper shows how the
original magnitude of a generalized adverse shock can be ampli-
fied by the banking sector. The motivation of this study is pro-
vided by the current symptoms of the Japanese banking sector
and the Chilean experience of the debt crisis of the early 1980s.
These episodes show clear signals that validate the mechanisms
identified by the theory while suggesting how to face crisis periods
effectively.

Forecast Errors in Perspective

by Elias Albagli, Gabriela Contreras M., Pablo Garcia, |. Magendzo
and Rodrigo Valdés P.

This paper examines the growth and inflation forecasts contained
in the Monetary Policy Reports (MPR) of the Central Bank of
Chile and compares them with private forecasts, forecasts made
by the bank during the previous decade, and forecasts performed
by other central banks that follow inflation-targeting frameworks.
It concludes that forecast errors during the last few years have
been smaller than those committed by the Central Bank of Chile
in the past and that although the errors in forecasting growth are
marginally larger than those committed by private forecasters,
they are substantially smaller in the case of inflation. Moreover,
the performance of MPR forecasts is similar to those of other
central banks, in particular, when considering the different
volatilities of GDP growth and inflation across countries. Although
the volatility of MPR forecasts is comparable to those of other
central banks, the changes in growth forecasts have been more
persistent in the case of Chile. (Central Bank of Chile Working
Paper no. 199)

Misalignment, Liabilities Dollarization and
Exchange-Rate Adjustment in Latin America

by Enrique Alberola

Exchange rates in Latin America constitute a central component
of policy strategies in the region. Since the dollarization of liabili-
ties is quite common in most Latin American countries, large
exchange-rate volatility in the region has had an important impact
on financial stability. In spite of their importance, assessments on
equilibrium exchange rates are scarce in the region. This paper
aims at both filling this gap and analyzing the impact of the
adjustment of the exchange rates to equilibrium on financial
stability. Building on the methodology of Alberola et al.
(1999-2002), we show that the stock of net foreign assets and the
evolution of productivity are the fundamentals underlying the
behavior of the real exchange rate. Using an unobserved compo-
nents methodology in a cointegration framework, a time-varying
equilibrium real exchange rate is derived, and deviations from
this equilibrium provide an estimate of the degree of multilateral
misalignment. The results uncover among other things the large
overvaluation of the Argentinean peso in 2001, which was only
partially explained by the estimated dollar overvaluation. The
final part of the paper addresses the impact of liability dollariza-
tion on the adjustment of exchange rates. It is argued that the real
exchange rate will tend to overshoot its equilibrium level, due to
the need to foster a higher current account surplus in the after-
math of depreciation to make up for the increase in liabilities. An
adjustment to account for this effect is performed on the previous
results. This overshooting, when coupled with sudden stops of
capital, may help explain the higher volatility of real exchange
rates in the region.
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What Really Does Discipline Fiscal Policy
in Emerging Markets?
The Role and Dynamics of Exchange-Rate Regimes

by Enrique Alberola and Luis Molina

Under the fiscal dominance hypothesis, fixing the exchange rate
stabilizes inflation and reduces seigniorage, a key source of
financing. However, the link between fixed exchange-rate regimes
and fiscal discipline in emerging markets has been found to be
paradoxically weak. This paper thoroughly reviews the issue
through three venues. First, an alternative measure to gauge fiscal
discipline—the shadow balance, inclusive of seigniorage revenues
—is proposed since the traditional one, the primary balance, does
not convey monetary financing. Even with this modification, we
still found no robust relation. Second, we sustain and then prove
the hypothesis that fixing the exchange rate may have offsetting
effects on fiscal discipline through the relaxation of the fiscal con-
straint of the government. In particular, fixing the exchange rate is
expected to reduce the cost and burden of debt and to enhance
the ability to obtain revenues through a higher level of activity.
The empirical test of this hypothesis follows a two-stage approach.
First, we test the impact of the fiscal constraints on discipline. As
expected, a higher fiscal burden induces higher discipline. How-
ever, we found that higher activity does not clearly relax disci-
pline, although expenditures grow and the burden of debt is
shown to diminish. The second stage tests the impact of a fixed
regime on the determinants considered. Again, the relation
between fixed regimes and the reduction of the burden is robust,
but fixed regimes do not impact the cycle. We then explore the
dynamics related to the pegging of the exchange rate, discovering
that at its inception, pegging rates triggers an expansion and
reduces the debt burden. This final outcome not only strengthens
our hypothesis but illustrates how the peg sows the seeds of its
own destruction and has a negative fiscal effect.

World Market Integration Through the
Lens of Foreign Direct Investors

by Rui Albuquerque, Norman Loayza and Luis Servén

This paper analyzes the unparalleled increase in foreign direct
investment to emerging market economies of the past 25 years.
Using a large cross-country time series data set, we evaluate the
dependence of foreign direct investment on global factors or
worldwide sources of risk (i.e., factors that drive foreign direct
investment across several countries). We construct a globalization
measure that equals the share of explained variation in direct
investment attributable to global factors. We show that our global-
ization measure has increased steadily for developing and devel-
oped countries. For the full sample of countries, the globalization
measure rose eightfold from 1985 to 1999. Furthermore, in recent
years developing countries’ exposure to global factors has
approached that of developed countries, particularly so for Latin
America. Finally, our globalization measure correlates strongly

with measures of capital market liberalization. Overall we find
strong support for the hypothesis of increased market integration,
which necessarily implies a greater role for worldwide sources of
risk. We discuss the implications of our results for public policies
regarding capital market liberalization and policies directed at
attracting foreign investment. (JEL: F21, F23, F36, G15, G18, G28)

Real Balances in the Utility Function:
Evidence for Brazil

by Leonardo Soriano de Alenca and Marcio I. Nakane

This paper examines the relevance of a money-in-the-utility func-
tion model for the Brazilian economy. In addition to consump-
tion, the household is supposed to derive utility from leisure and
from the holdings of real balances. The system, which is formed
by the first-order conditions of the household intertemporal prob-
lem (Euler equations), is estimated by generalized method of
moments (GMM). The results for Brazil show strong support for
the presence of money in the utility function. (Central Bank of
Brazil Working Paper Series no. 68; JEL: D91, E21, E49)

Optimal Monetary Rules:
The Case of Brazil

by Charles Lima de Almeida, Marco Aurélio Peres,
Geraldo da Silva e Souza and Benjamin Miranda Tabak

Within a dynamic programming approach, we derive an optimal
rule for the central bank to attain its inflation targeting goals. The
short-run nominal interest rate is used as an instrument to achieve
monetary objectives. The model is tested for the Brazilian economy
and compared with results found for other countries. Evidence for
the estimated feedback interest rule for the central bank suggests
that the cost of reducing inflation in an open economy is lower
than that of a closed economy. (Central Bank of Brazil Working
Paper Series no. 63; JEL: E43, E52)

Exposure to Foreign Markets and
Firm-Level Innovation:
Evidence from Chile and Mexico

by Roberto Alvarez and Raymond Robertson

Unlike most studies that calculate productivity as a residual, this
study uses detailed firm-level data to examine the relationship
between exposure to foreign markets and specific innovations
including product design, investment in new tools (such as com-
puters), research and development, and innovation in products
and processes. The results suggest that exposure to foreign mar-
kets is positively related to most types of technology. The effects
seem to be stronger in recently liberalized Mexico, which may
suggest that the innovation gains from liberalization are greatest
in the early stages of liberalization.
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Reserves Over the Transitions to
Floating and to Inflation Targeting:
Lessons from the Developed World

by Fernando Aportela, Francisco A. Gallego and Pablo Garcia

This paper highlights the evolution of official international
reserves in developed countries that transited toward inflation
targeting (IT) and/or floating exchange rates. We find several
results that are of interest to policymakers in emerging countries
such as Brazil, Chile, and Mexico, which have revamped their
monetary and exchange-rate arrangements along those lines.

First, the adoption of a floating exchange rate and an IT frame-
work are associated with a persistent 10 percent to 20 percent
reduction in real official reserves held at the central bank.
Second, this reduction in official reserves corresponds mainly to a
reallocation of international liquidity toward the private financial
sector that accommodates part of the effect on the level or com-
position of the net foreign asset position of the countries. Third,
there is a clear change in the correlation between interest rate dif-
ferentials and the dynamics of official reserves, strongly support-
ing the Mundell-Fleming result regarding the exogeneity of
money supply under floating exchange rates. Fourth, the latter
also shows that once constraints on exchange-rate volatility are
removed, the central bank can independently determine the stock
of reserves according to cost-benefit analysis, without hindering
the credibility of the combination of a floating regime and infla-
tion targeting. (Central Bank of Chile Working Paper no. 211)

A Comparative Analysis of Market Power
Mitigation Measures:
The Case of Chile’s Electricity Industry

by Maria Soledad Arellano

In a previous paper, | found that the implementation of an unreg-
ulated wholesale electricity spot market in Chile would result in
prices far above competitive levels as a consequence of the uni-
lateral exercise of market power by the largest generators. In this
paper | examine whether and how much market power could be
mitigated by (a) requiring the largest producer to divest some of
its generating capacity to create more competitors and (b) requir-
ing the dominant generators to enter into fixed price forward con-
tracts for power covering a large share of their generating capac-
ity. Splitting the largest producer into two or more smaller firms
turns the market equilibrium closer to the competitive equilib-
rium. Contracting practices proved to be an effective tool to pre-
vent large producers from exercising market power in the spot
market. In addition, a more efficient hydro scheduling resulted.
Since it is not practical to rely permanently on vesting contracts
imposed for the transition period, conditions for the development
of a voluntary contract market are analyzed. Regulatory mecha-
nisms to provide incentives for producers and consumers to
engage voluntarily in contracting practices are discussed.

Diagnosing Market Power in
Chile’s Electricity Industry

by Maria Soledad Arellano

Chile’s electricity market is modeled as a Cournot duopoly with a
competitive fringe. Due to the importance of hydro-storage
resources (62 percent of total generation in 2000), particular care
was given to the hydro-scheduling issue. The model was esti-
mated over a one-month planning horizon using real cost and
load data for April 2000. | found that if an unregulated spot mar-
ket were implemented in Chile’s electricity industry, large genera-
tors (especially the largest, Endesa) would have the incentive and
ability to exercise market power unilaterally. Endesa would exer-
cise market power by keeping its thermal portfolio outside the
market and by allocating its hydro production to take advantage
of differences in price elasticity of demand. In particular, it would
allocate too little supply to high demand periods and too much to
low demand periods (relative to the competitive equilibrium).
Endesa has so much market power, especially when demand is
high, that optimal strategy for Gener, the second largest producer,
is to produce at capacity. It only has the incentive to exercise
market power by constraining its production when demand is
low. The source of Endesa’s market power is its hydro capacity.
Indeed, when hydro flows are reduced, so is its market power.
Under these conditions, Gener has the incentive and ability to
constrain its production to hold prices above competitive levels.
Still, prices are lower than when Endesa had all its hydro capac-
ity. Endesa’s incentive to exercise market power by shifting hydro
production from one month to another depends on how large the
intermonth differences in price elasticity are. As expected, final
equilibrium is also very sensitive to the value of the price elastic-
ity of demand.

Explanation and Prediction of Inflation in
Emerging Markets:
The Case of Mexico

by Jeannine Bailliu, Daniel G. Garcés Diaz, Mark Kruger and
Miguel Messmacher

This work evaluates the precision of predictions generated by
three types of inflation models in Mexico during 1983-2001. The
first model utilizes the markup margin; the second, the classic
Phillips Curve with the exchange rate; and the third, the money
gap. The models are compared with each other and against the
minimal standard of the best model of the available time series.
The results indicate that the markup model exceeds quite signifi-
cantly the others while the classic Phillips curve only exceeds the
time series model if it includes the exchange rate. The money-gap
model does not produce good results, indicating that the para-
digm of “passive money” is applicable to Mexico. The paper con-
cludes with a discussion of the future of these models in a low
inflationary and stable environment.
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Fear of Floating or of Inflation?
The Importance of the Exchange-Rate Pass-Through

by Armando Baqueiro Céardenas, Alejandro Diaz de Le6n Carrillo
and Alberto Torres Garcia

This work analyzes the exchange-rate pass-through in the transi-
tion of scenarios from high inflation to low inflation. The paper
looks at regimes of low inflation to determine if they have more
of a tendency toward lower exchange-rate pass-through than
those with higher inflation. The study also examines if this lower
exchange-rate pass-through diminishes the “fear of floating” phe-
nomenon that exists in some small and open economies. We
show that in recent years for a group of small open economies
that have experimented with reducing inflation, the intensity of
the exchange-rate pass-through correlates with the level of infla-
tion. Thus, we argue that once the nominal variables are stabi-
lized, the fear of inflation that a central bank ought to have does
not imply “a fear of floating.”

Bank Regulation and Supervision:
What Works Best?

by James R. Barth, Gerard Caprio Jr. and Ross Levine

This paper draws on our new database on bank regulation and
supervision in 107 countries to assess different governmental
approaches to bank regulation and supervision and to evaluate
the efficacy of specific regulatory and supervisory policies. First,
we assess two broad and competing theories of government regu-
lation: the helping-hand approach, in which governments regulate
to correct market failures, and the grabbing-hand approach, in
which governments regulate to support political constituencies.
Second, we assess the impact of an extensive array of specific
regulatory and supervisory practices on banking-sector develop-
ment and fragility. These policies include regulations on bank
activities and the mixing of banking and commerce; regulations
on domestic and foreign bank entry; regulations on capital ade-
quacy; deposit insurance system design features; supervisory
power, independence, resources, loan classification stringency,
provisioning standards, diversification guidelines, and prompt cor-
rective action powers; regulations on information disclosure and
fostering private-sector monitoring of banks; and government
ownership of banks. The results raise a cautionary flag regarding
reform strategies that place excessive reliance on a country’s
adhering to an extensive checklist of regulatory and supervisory
practices that involve direct government oversight of and restric-
tions on banks. The findings, which are much more consistent
with the grabbing-hand view than with the helping-hand view of
regulation, suggest that regulatory and supervisory practices that
(1) force accurate information disclosure, (2) empower private-
sector corporate control of banks, and (3) foster incentives for
private agents to exert corporate control work best to promote
bank performance and stability. (JEL: G38; G21; L51; O16)

Growth, Integration and Macroeconomic
Policy Design:
Some Lessons for Latin America

by David Begg

Even the richest countries face the ongoing challenge of how to
combine monetary and fiscal discipline with sustainable growth.
Increasingly, it is recognized that growth requires not merely fac-
tor accumulation but the appropriate market and political institu-
tions. Rich countries are rich partly because of their past success
in resolving these issues. This paper gives an overview of eco-
nomic performance in Latin America, showing output growth,
inflation, and the evolution of budget deficits. Then, it introduces
a simple model, based on Begg (2000, 2001), capturing the inter-
action of macroeconomic policy and structural reform. Reform is
costly today but improves future opportunities. These benefits
may apply to means or variances. By increasing robustness to
shocks, reforms that enhance labor market flexibility reduce the
variance of output. Other reforms, by affecting means, not vari-
ances, reduce systematic distortions that depress potential output.
Finally, it examines the optimal speed of reform under different
macroeconomic regimes and, hence, isolates the effects of the
choice of regime on the pace of reform. In general, in more dis-
torted countries (or regimes), the benefit of reform is greater.
Hence, regimes that inefficiently mitigate distortions should
induce faster reform. Consequently, if dollarization or other policy
changes reduce distortions, they should (optimally) slow the pace
of reform. (Central Bank of Chile Working Paper no. 193)

The Beveridge Curve, Vacancies
and Unemployment:
Chile 1986 —-2002:2

by Dolly Belani, Pablo Garcia and Ernesto Pastén

This paper provides a vacancy index for Chile for the period 1986
through second quarter 2002. This index is calculated using the
number of jobs offered in newspapers’ advertisements of the five
main urban areas. This information, in addition to employment
and labor force data, is used to draw and estimate a Beveridge
Curve (CB). We use the curve to analyze the sources of unem-
ployment volatility. The stability of the curve along the sample is
a signal of the anticyclical trajectory of unemployment. Shifts in
the curve allow us to conclude that unbalanced shocks have
affected the labor market. The main conclusions of the paper are:
(i) the index is reasonably unbiased even though some statistical
problems were not completely corrected; (ii) there is no evidence
to reject the stability of the CB (or the anticyclical behavior of
unemployment) at the national level during the sample, including
the recent period; (iii) in the context of an impulse-response
analysis, a transitory innovation of vacancies has a permanent
impact on employment; (iv) the index may be considered as a
leading indicator of GDP (in one quarter) and a leading indicator
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of employment (in half a year); (v) these aggregated results are
strongly influenced by the high weight of Santiago, the capital
city, over the total; (vi) outside Santiago, the CB seems more un-
stable, especially in Concepcién-Talcahuano and Temuco (both
located in the south of the country), suffering a shift in the early
1990s. However, it is not possible to determine if these displace-
ments are caused by sample problems in the data, by sectorial
shocks or by nonlinearity in the employment-vacancies elasticity.

The Determinants of FDI and the
Impact of Mercosur

by Gustavo Bittencourt and Domingo Rosario

This paper analyzes the factors that determine the receipt of
foreign-direct investment (FDI) by the Mercosur countries, espe-
cially the role played by the regional integration process. After
taking into account a conceptual framework and utilizing an
econometric model and the methodology used by Bittencourt and
Domingo (1996), regressions were estimated in several panels for
the dependent variables: total FDI, FDI corrected (less mergers
and acquisitions and privatizations), FDI from the United States
and FDI in manufacturing. The joint panel (40 years and four
countries) enables us to identify a “model” of Mercosur’s FDI
receipts. The internal market dynamism, the export performance
and the macroeconomic stability have importance as FDI determi-
nants. FDI corrected and FDI from the United States presented a
structural change in 1986. The regional integration process
impacts FDI with significant and positive net effects. These flows
seem to prefer the bigger countries. The results of the panels by
sector show that the internal market size and dynamic are the
principal variables defining the investor’s choice between eco-
nomic sectors and countries. Mercosur also is one of the principal
determinants in some sectors.

The Central Bank of Chile’s Seasonal
Adjustment Procedure

by Héctor Felipe Bravo, Leonardo Luna, Victor Correa and
Francisco Ruiz

This paper was written as a technical note to explain the seasonal
adjustment procedure used by the Central Bank of Chile. The
methodology used, X-12-ARIMA, was developed by the U.S.
Census Bureau. This paper also includes a procedure manual for
the seasonal adjustment of economic series using the EX-12 pro-
gram. (Central Bank of Chile Working Paper no. 177)

A Dynamic Model of Formal and Informal
Aggregate Labor Force Participation

by Oscar Budar-Mejia and Rodrigo Garcia-Verd(

This paper develops a dynamic model of formal and informal
aggregate labor force participation and estimates it using quarterly
data from Mexico’s National Urban Employment Survey (ENEU)
for the period 1994:3-2001:1. This data set has a rotating panel
structure, which allows us to track individual workers over five
consecutive quarters and to estimate the fraction of individuals
transiting among four different occupational states: formal
employment, informal employment, unemployment, and out of
the labor force. Once the transition matrices are estimated, they
are combined with the official population projections from
Mexico’s National Population Council (CONAPO) to forecast the
future evolution of formal and informal labor force participation
under alternative scenarios for GDP growth.

Could Higher Taxes Increase the Long-Run
Demand for Capital?
Theory and Evidence for Chile

by Alvaro Bustos, Eduardo Engel and Alexander Galetovic

Is a tax increase always detrimental for capital formation? This
paper estimates a long-run demand for capital in Chile and studies
the responsiveness of firms’ desired capital stock to variations in
tax rates. We combine the neoclassical model with a cointegration
argument to obtain a long-run demand for capital that is valid for
a general adjustment-cost structure. On theoretical grounds alone,
there is no a priori reason why higher taxes should reduce the
desired capital stock. Higher taxes reduce returns but simultane-
ously increase depreciation and interest payment allowances.
When the sum of increased allowances is large enough, a higher
corporate tax rate may reduce the cost of capital. We show that
this result continues holding when the corporate veil is lifted and
firms consider the income tax paid by its stockholders. The model
is estimated with a panel of Chilean corporations with annual
data between 1985 and 1995. The results suggest that changes in
the corporate tax rate have almost no effect on the long-run
demand for capital: in 10 of the 11 years in our sample, an
increase in the corporate tax rate leads to a negligible increase in
the desired capital stock. We also find that firms ignore the mar-
ginal rates their stockholders pay when they make investment
decisions, i.e., there is a corporate veil.
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Coping with Chile’s External Vulnerability:
A Financial Problem

by Ricardo J. Caballero

With traditional domestic imbalances long under control, the
Chilean business cycle is driven by external shocks. Most impor-
tant, Chile’s external vulnerability is primarily a financial problem.
A decline in the Chilean terms of trade, for example, is associated
with a decline in real GDP that is many times larger than one
would predict in the presence of perfect financial markets. The
financial nature of this excess sensitivity has two central dimen-
sions: a sharp contraction in Chile’s access to international finan-
cial markets when it needs it the most; and an inefficient realloca-
tion of this scarce access across domestic borrowers during exter-
nal crises. In this paper | characterize this financial mechanism
and argue that Chile’s aggregate volatility can be reduced signifi-
cantly by fostering the private sector’'s development of financial
instruments that are contingent on Chile’s main external shocks.
As a first step, the Central Bank of Chile could issue a benchmark
instrument contingent on these shocks. | also advocate a counter-
cyclical monetary policy but mainly for incentive—that is, as a
substitute for taxes on capital inflows and equivalent measures—
rather than for ex-post liquidity purposes.

Trade Intensity and Business Cycle
Synchronization:
Are Developing Countries Any Different?

by César Calderon, Alberto Chong and Ernesto Stein

Some key criteria in the optimal currency area literature are that
countries should join a currency union if they have closer interna-
tional trade links and more symmetric business cycles. However,
both criteria are endogenous. Frankel and Rose (1998) find that
trade intensity increases cycle correlation among industrial coun-
tries. We study whether the same result holds true for developing
countries since their different patterns of international trade and
specialization may lead to cyclical asymmetries among developing
countries as well as cyclical asymmetries between industrial and
developing countries. We gather annual information for 147 coun-
tries for 1960-1999 (33,676 country pairs) and find: (i) countries
with higher bilateral trade exhibit higher business cycle synchro-
nization, with an increase of one standard deviation in bilateral
trade intensity raising the output correlation from 0.05 to 0.09 for
all country pairs; (ii) countries with more asymmetric structures of
production exhibit a smaller business cycle correlation; (iii) the
impact of trade integration on business cycles is higher for indus-
trial countries than both developing and the industrial-developing
country pairs; (iv) a one standard deviation increase in bilateral
trade intensity leads to surges in output correlation from 0.25 to
0.39 among industrial countries, from 0.08 to 0.10 for our sample
of industrial-developing country pairs, and from 0.03 to 0.06
among developing countries; (v) the impact of trade intensity on

cycle correlation is smaller the greater the production structure
asymmetries between the countries are. (Central Bank of Chile
Working Paper no. 195)

Inflation Targeting Regimes
by Alina Carare and Mark R. Stone

This paper classifies countries that define their monetary policy
framework by an inflation target into full-fledged inflation targeters,
eclectic inflation targeters and inflation targeting lite regimes. This
classification is based on indicators of the clarity and credibility of
the commitment to the inflation target. The three regimes can be
viewed as corresponding to different welfare maximizing combi-
nations of policy objectives, each conditional on a country’s
“endowed” level of credibility. The credibility of the regimes is
related empirically to structural differences. Policy implications are
drawn, especially for emerging market countries aiming at full-
fledged inflation targeting. (IMF Working Paper no. 03/9)

Estimating Gaps and Trends
for the Chilean Economy

by Gabriela Contreras M. and Pablo Garcia

Trend GDP and the output gap are key inputs for policy evalua-
tion and forecasting in standard models of monetary policy. How-
ever, the measurement of these variables is plagued with difficul-
ties. In this paper we propose two different approaches: first, a
data-based approach that starts with the primal and dual estimates
of total factor productivity (TFP) growth and then uses a variety of
procedures to filter the inputs; second, a model-consistent frame-
work that simultaneously estimates the macroeconomic dynamics
and the underlying trends of the economy. We compare the diffi-
culties in using each methodology, and we use them to construct
measures of the output gap and potential growth for Chile.

Growth and Adjustment in Chile:
A Look at the 1990s

Vittorio Corbo and José A. Tessada

This study provides a thorough review of the post-1998 slow-
down in economic growth in Chile. This was a rather turbulent
period in economic history and, as such, motivates research on
the likely causes of the slowdown and its possible solutions.

The authors use an econometric model to test three competing
hypotheses and derive general implications from the analysis. The
first hypothesis blames bad luck or, more specifically, external
shocks: namely, terms-of-trade losses and reduced capital inflows
following the Asian crisis. A second hypothesis blames the slow-
down on policies implemented as a response to the deteriorating
external conditions, in particular, the inability to achieve a bal-
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anced mix of monetary and fiscal policies during the 1997-1998
period. Fiscal imbalances and restrictive monetary policy, it is
argued, led to very high interest rates, severely affecting the
investment and consumption decisions of the private sector.
Finally, a third explanation is that the slowdown resulted from the
completion of a high growth cycle associated with the structural
reforms introduced in the 1985-1995 period. The authors con-
clude that the slowdown in the Chilean economy was a mix of
severe external shocks and lack of cooperation between fiscal
and monetary policies.

Graduate Education in Brazil
in the Decade of the ’90s:
Size, Quality and Federal Spending

by Paulo Roberto Corbucci

The purpose of this text is to outline the evolution of graduate
education in Brazil during the past decade. In doing so, the work
examines the expansion of institutional programs, as well as
enrollment data. The results of evaluations executed by Capes are
analyzed, comparing the beginning and the end of the decade.
The paper also analyzes federal government expenditures, espe-
cially those executed by Capes and CNPg. Finally, the work high-
lights the main improvements as well as some of the present
challenges. (IPEA Working Paper no. 953)

Macroeconomic Synchronization Between
Mexico and Its NAFTA Trading Partners

by Alfredo Cuevas, Miguel Messmacher and Alejandro Werner

This paper analyzes the changes in degree of macroeconomic
synchronization between Mexico and its NAFTA trading partners.
The methodology used is based on four samples. The first deals
with the three different countries; the second includes diverse
sectors of economic activity; the third integrates aggregate supply
and demand components of each country; and the fourth exam-
ines regional changes in jobs in both Mexico and the United States.
The results of the study show that synchronization has increased
as a result of NAFTA, and because of this, it has strengthened the
traditional commercial ties between Mexico and its NAFTA trading
partners. In regard to the possible implication for monetary policy,
although it is a fact that the optimal policies for stabilization will
be qualitatively more similar among the three member countries,
idiosyncratic disruptions appear to affect Mexico’s economy more
proportionally than those of the others.

Mexico’s Experience with a
Flexible Exchange-Rate Regime

by Alfredo Cuevas and Alejandro Werner

The conventional wisdom is that the main benefits from choosing
a fixed exchange rate are the availability of a nominal anchor to
help control inflation and the increased flows of trade and invest-
ment associated with the stability of the exchange rate. The main
advantage of flexible regimes is the freedom to use monetary pol-
icy. In this paper, we show that Mexico has not missed much, if
anything, in terms of its ability to fight inflation, develop trade
and attract investment since it adopted a flexible exchange rate.
Moreover, we explain how the ability to conduct monetary policy
has been used to address shocks on the economy with good
results so far, while the elimination of explicit and implicit exchange-
rate guarantees has helped prevent the emergence of currency
and maturity mismatches in capital flows and balance sheets.

Money and Inflation, in Which One Are We?
by José De Gregorio

This paper analyzes the rapid growth of money (M1A) in the
Chilean economy that has coincided with low inflation and a
loose monetary policy. It has been argued that rapid monetary
growth is inconsistent with inflation targeting. This work is
intended to prove such an argument wrong. First, we present
episodes which have occurred in low-inflation countries, where
monetary aggregates have grown even faster than in Chile with-
out resulting in higher inflation. Second, we show that money
trends are consistent with money demand estimates. Finally, we
explain why in the context of a monetary policy based on infla-
tion targeting, where the policy instrument is the interest rate, it is
possible for money to fluctuate widely without jeopardizing the
inflation target. Even if inflation is associated with an excessive
increase in the amount of money and monetary policy is neutral
over the long term, monetary aggregates provide little information
on inflationary pressures. (Central Bank of Chile Working Paper
no. 201)

The Role of Foreign Direct Investment and
Natural Resources in Economic Development

by José De Gregorio

This paper analyzes the role of FDI in economic growth. We discuss
whether there is some rationale for special policies that discrimi-
nate in favor of particular sectors to attract FDI and to promote
growth. At a sectoral level, this paper also discusses the role of
natural resources in economic growth. The view that having
natural resources is bad for growth and welfare is questioned.
(Central Bank of Chile Working Paper no. 196)
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How Well Does a Monetary Dynamic
Equilibrium Model Account for Chilean Data?

by Roberto Duncan

The purpose of this paper is to figure out how well a money-in-
the-utility-function model with a Taylor rule can match Chilean
data, especially with some monetary stylized facts. A dynamic sto-
chastic general equilibrium model is formulated, solved, and cali-
brated to evaluate its ability to replicate the main features of the
Chilean economy in the 1986-2000 period. In particular, it
focuses on a possible explanation of what the empirical literature
calls the “price puzzle,” the co-movement between interest rate
and inflation. The solution of the model is adequately achieved
through a perturbation method (second-order approximation).

A positive transitory policy interest rate shock causes: (1) a tempo-
rary (nonsignificant) decline in output, (2) a decrease in real
money balances, and (3) a temporary increase in the inflation
rate. These findings are relatively consistent with those obtained
from impulse-response functions estimated for Chile. Therefore,
the theoretical model proposed is able to explain and reproduce
the co-movement between interest rate and inflation. This rela-
tionship is caused by a Fisher effect and strengthened by the
presence of a Taylor rule that depends positively on inflation
deviation from its steady state equilibrium. (Central Bank of Chile
Working Paper no. 190)

Do Preferential Trade Agreements
Matter for Trade?
The FTAA and the Pattern of Trade

by Antoni Estevadeordal and Raymond Robertson

This paper employs a standard gravity model with two important
departures to analyze the possible effect of the FTAA. First, bilat-
eral trade patterns depend on the bilateral tariff frictions among
members (preferential tariffs) vis-a-vis the tariff frictions that each
member faces with respect to the rest of the world (MFN Tariffs).
The second emphasizes the asymmetric nature of some trade
costs. By precisely measuring bilateral and multilateral tariff liber-
alization with asymmetric tariffs, this paper advances the way
trade costs are included in the gravity equation and constitutes a
first attempt to precisely measure the effects of preferential trade
agreements on trade.

Extreme Value Theory and Value at Risk
by Viviana Fernandez

Value at Risk (VaR) is a maximum potential change in value of a
portfolio of financial assets with a given probability over a given
time horizon. VaR became a key measure of market risk since the
Basle Committee stated that banks should be able to cover losses

on their trading portfolios over a 10-day horizon 99 percent of the
time. A common practice is to compute VaR by assuming that
changes in value of the portfolio are normally distributed, condi-
tional on past information. However, asset returns usually come
from fat-tailed distributions. Therefore, computing VaR under the
assumption of conditional normality can be an important source
of error. We illustrate this point for some 