Facultad de Ciencias Econémicas
Escuela de Economia
Sede Bogotd




ASESORES EXTERNOS

COMITE CIENTIFICO

Ernesto Cardenas
Pontificia Universidad Javeriana-Cali

José Félix Cataiio
Universidad de los Andes

Philippe De Lombaerde
NEOMA Business School y UNU-CRIS

Edith Klimovsky
Universidad Auténoma Metropolitana de México

José Manuel Menudo
Universidad Pablo de Olavide

Gabriel Misas
Universidad Nacional de Colombia

Mauricio Pérez Salazar
Universidad Externado de Colombia

Fabio Waltenberg
Universidade Federal Fluminense de Rio de Janeiro

EQUIPO EDITORIAL

Daniela Cirdenas
Karen Tatiana Rodriguez

Andrés Diaz
Estudiante auxiliar

Proceditor Ltda.
Correccion de estilo, traduccion, armada electronica,
finalizacion de arte, impresion y acabados
Tel. 757 9200, Bogota D. C.

Gabriela Bautista Rodriguez
Fotografia de la cubierta

Indexacion, resiimenes o referencias en

SCOPUS
Thomson Reuters Web of Science
(antiguo ISI)-SciELO Citation Index
ESCI (Emerging Sources Citation Index) - Clarivate Analytics

EBSCO
Publindex - Categoria B - Colciencias
ScELO Social Sciences - Brasil
RePEc - Research Papers in Economics
SSRN - Social Sciences Research Network
EconlLit - Journal of Economic Literature
IBSS - International Bibliography of the Social Sciences
PAIS International - CSA Public Affairs Information Service
CLASE - Citas Latinoamericanas en Ciencias Sociales y Humanidades
Latindex - Sistema regional de informacion en linea
HLAS - Handbook of Latin American Studies
DOA]J - Directory of Open Access Journals
CAPES - Portal Brasilero de Informacion Cientifica
CIBERA - Biblioteca Virtual Iberoamericana Espafia / Portugal
DIALNET - Hemeroteca Virtual
Ulrich’s Directory
DOTEC - Documentos Técnicos en Economia - Colombia
LatAm-Studies - Estudios Latinoamericanos
Redalyc

Universidad Nacional de Colombia
Carrera 30 No. 45-03, Edificio 310, primer piso
Correo electrénico: revcuaeco_bog@unal.edu.co
Pégina web: www.ceconomia.unal.edu.co
Teléfono: (571)3165000 ext. 12308, AA. 055051, Bogota D. C., Colombia

Cuadernos de Economia Vol. 42 No. 88 - 2023
El material de esta revista puede ser reproducido citando la fuente.
El contenido de los articulos es responsabilidad de sus autores y no
compromete de ninguna manera a la Escuela de Economia, ni a la
Facultad de Ciencias Econdmicas, ni a la Universidad Nacional de
Colombia.

UNIVERSIDAD NACIONAL DE COLOMBIA

Rectora
Dolly Montoya Castaiio

Vicerrector Sede Bogota
Jaime Franky Rodriguez

FACULTAD DE CIENCIAS ECONOMICAS
Decana
Juanita Villaveces
ESCUELA DE ECONOMIA
Directora

Nancy Milena Hoyos Gomez

CENTRO DE INVESTIGACIONES PARA EL DESARROLLO
-CID
Karoll Gomez
DOCTORADO Y MAESTRIA EN CIENCIAS ECON(’?MICAS
Y PROGRAMA CURRICULAR DE ECONOMIA

Coordinadora
Olga Lucia Manrique

CUADERNOS DE ECONOMIA

EDITOR
Gonzalo Combita
Universidad Nacional de Colombia

EDITORES INVITADOS
Yeva Nersisyan
Franklin and Marshall College

Hernando Matallana Laverde
Universidad Nacional de Colombia

CONSEJO EDITORIAL

Juan Carlos Cérdoba
lowa State University

Liliana Chicaiza
Universidad Nacional de Colombia

Paula Herrera Idarraga
Pontificia Universidad Javeriana

Juan Miguel Gallego
Universidad del Rosario

Mario Garcia
Universidad Nacional de Colombia

Ivan Hernandez
Universidad de Ibagué

Ivan Montoya
Universidad Nacional de Colombia, Medellin

Juan Carlos Moreno Brid
Universidad Nacional Auténoma de México

Manuel Muiioz
Universidad Nacional de Colombia

Omer Ozak
Southern Methodist University

Marla Ripoll
Universidad de Pittsburgh

Juanita Villaveces
Universidad Nacional de Colombia



CUADERNOS
PEECONOMIA

VOLUMEN XLII
NUMERO 88
NUMERO ESPECIAL 2023
ISSN 0121-4772

Yeva Nersisyan
Hernando Matallana Laverde
(Guest Editors)

Facultad de Ciencias Econémicas

Escuela de Economia
Sede Bogotd

UNIVERSIDAD

NACIONAL

DE COLOMBIA

2023



Esta obra esta bajo una Licencia Creative Commons Atribucién-NoCometcial-SinDerivadas 2.5
Colombia.

Usted es libre de:
Compartir - copiat, distribuit, ejecutar y comunicar publicamente la obra

Bajo las condiciones siguientes:
* Atribucion — Debe reconocer los créditos de la obra de la manera especificada por el autor o el
licenciante. Si utiliza parte o la totalidad de esta investigacion tiene que especificar la fuente.
* No Comercial — No puede utilizar esta obra para fines comerciales.
* Sin Obras Derivadas — No se puede alterar, transformar o generar una obra derivada a partir
de esta obra.

Los derechos derivados de usos legitimos u otras limitaciones reconocidas por la ley no se ven
afectados por lo anterior.

El contenido de los articulos y reseflas publicadas es responsabilidad de los autores y no refleja el punto
de vista u opinién de la Escuela de Economia de la Facultad de Ciencias Econémicas o de la Universidad
Nacional de Colombia.

The content of all published articles and reviews does not reflect the official opinion of the Faculty of Economic Sciences at the
School of Economics, or those of the Universidad Nacional de Colombia. Responsibility for the information and views expressed
in the articles and reviews lies entirely with the anthor(s).




CONTENIDO

MMT, soberania monetaria y espacio fiscal en Brasil (1999-2019)
Isadora Bonitz Silva Gomes y Norberto Montani Martins

Los Acuerdos Regionales de Pagos: ;una alternativa a la
convertibilidad monetaria?
Marcelo Bruchanski y Andrea Molinari

Ahorro desagregado. Algunas implicaciones para el enfoque
de la macroeconomia basada en el capital

Ignacio Martinez Ferndndez, Miguel Angel Alonso Neira

y Luis Palma Martos

Dinero mundial, China y Estados Unidos, y mercantilismo global.
Una interpretacion keynesiano-monetaria

Hernando Matallana

Los limites de los enfoques monetarios de la teoria del valor
Martin Esteban Seoane Salazar y Herlan André Argandoiia Zubieta

Deuda publica en Colombia: un andlisis pos-keynesiano e institucional
Federico Gutiérrez Naranjo

I

23

43

61

81

99






CONTENTS

PAPERS

MMT, monetary sovereignty and fiscal policy space in Brazil (1999-2019)

Isadora Bonitz Silva Gomes and Norberto Montani Martins

Regional payment agreements: An alternative to currency convertibility?
Marcelo Bruchanski and Andrea Molinari

Disaggregated savings. Some implications for a capital-based
macroeconomic framework

Ignacio Martinez Ferndndez, Miguel Angel Alonso Neira
and Luis Palma Martos

World money, China and the US and global mercantilism.
A monetary-Keynesian interpretation
Hernando Matallana

The limits of monetary approaches to the theory of value
Martin Esteban Seoane Salazar and Herlan André Argandoria Zubieta

Public debt in Colombia: A post-Keynesian and institutionalist analysis
Federico Gutiérrez Naranjo

1

43

61

81

99






ARTICULO

MMT, MONETARY SOVEREIGNTY AND FISCAL
POLICY SPACE IN BRAZIL (1999-2019)

Isadora Bonitz Silva Gomes
Norberto Montani Martins

Silva Gomes, I. B., & Montani Martins, N. (2023). MMT, monetary sovere-
ignty and fiscal policy space in Brazil (1999-2019). Cuadernos de Economia,
42(88), 1-22.

There are controversies regarding the applicability of Modern Money Theory
(MMT) to emerging countries. In this paper, we shed light on this debate by ana-
lyzing the monetary sovereignty and fiscal policy regime in Brazil from 1999 to
2019. An empirical assessment shows the government has a considerable ‘degree’
of monetary sovereignty. However, fiscal rules imposed many restrictions on the
State’s capacity to spend, subordinating fiscal policy to austerity. As there are no
major macroeconomic constraints to Brazilian monetary sovereignty, it is neces-
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sary to change fiscal rules to reorient fiscal policy towards full employment in line
with MMT prescriptions.

Keywords: Modern money theory; sovereign money; fiscal policy; functional
finance; full employment; Brazil.
JEL: E42, E61, E62, H50, H63.

Silva Gomes, 1. B., & Montani Martins, N. (2023). MMT, soberania mone-
taria y espacio fiscal en Brasil (1999-2019). Cuadernos de Economia, 42(88),
1-22.

Existen controversias con respecto a la aplicabilidad de la teoria monetaria
moderna (MMT) a los paises emergentes. En este articulo analizamos la sobe-
ranfa monetaria y el régimen de politica fiscal en Brasil desde 1999 hasta 2019.
Una evaluacién empirica muestra que el gobierno brasilefio tiene un “grado” con-
siderable de soberania monetaria. Sin embargo, las reglas fiscales impusieron res-
tricciones a la capacidad de gasto del Estado, subordinando la politica fiscal a la
austeridad. Dado que no existen restricciones macroecondmicas para la sobera-
nia monetaria brasilefia, es necesario cambiar las reglas fiscales para reorientar la
politica fiscal hacia el pleno empleo en linea con las prescripciones de la MMT.

Palabras clave: teoria monetaria moderna; dinero soberano; politica fiscal; finan-
zas funcionales; pleno empleo; Brasil.
JEL: E42, E61, E62, H50, H63.
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INTRODUCTION

In 2020, the COVID-19 crisis highlighted the need for increased state spending
to contain the advance of the virus and alleviate the economic effects of the pan-
demic. An unprecedented space was opened for the discussion of more hetero-
dox approaches and policies in the international arena. Not even the 2008 crisis
shook the dominant theoretical framework to the point of mainstream economists
suggesting, as at present, that we are experiencing a ‘New Fiscal Consensus’!
(Blanchard et al., 2021; Sandbu, 2021).

While ‘conventional macroeconomic theory is in crisis,” Modern Money Theory
(MMT) is one of the alternative approaches that is commonly referred to (Deos et
al., 2021; Wray, 2020). MMT authors dedicate efforts to demystifying economic
ideas and concepts entrenched in society by the mainstream, offering a new basis
for economic policy and the action of the state. Such efforts are not new, but the
crisis in the mainstream is opening room for conceiving new forms of thinking
about the economy. In particular, MMT highlights the importance of fiscal policy
for the well-functioning of the economic system, especially for bringing the econ-
omy closer to full employment and meeting social demands.

The application of the MMT framework to design economic policies for devel-
oped countries —e.g., the adoption of principles of functional finance— is more
established in heterodox literature. Especially when dealing with the United
States, which issues the global currency and benefits from this ‘exorbitant priv-
ilege.” However, when dealing with developing countries, some authors such as
Wray (2019) associate the applicability of MMT principles to the adoption of flex-
ible exchange rate regimes, while others such as Vernengo and Caldentey (2020)
and Kregel (2021) acknowledge that jurisdictions that issue sovereign currency
cannot default on their own currency, though they can default in foreign currency,
and with this, fiscal policy would be subject to several restrictions. In turn, Prates
(2020) resorts to the idea of policy space of emerging economies as a post-Keynes-
ian alternative, being determined by the degree of monetary sovereignty and a
country’s position in the international currency hierarchy.

In this paper, we develop an empirical analysis of the applicability of MMT to Bra-
zil. Given the country’s conjuncture of stagflation and the growing needs of the
Brazilian population, it is essential to fuel the economic debate with new ideas and
solutions that go beyond austerity policies and interest rate hikes. We consider that
it is of paramount importance to understand whether the arrangement proposed by
MMT, originally conceived in the American context, is applicable to Brazil and

! One can argue this consensus would be challenged by post-COVID-19 austerity and inflationary
pressures. Indeed, central banks around the world raised interest rates, but their current levels are
still low compared to historical standards, and real interest rates are in negative territory in several
countries. Therefore, in the mainstream perspective, the pressure over debt sustainability is not
that high. In addition, the understanding that a more progressive tax system and public invest-
ments —especially those related to infrastructure and the green transition— are needed still holds.
See, for instance, the Biden-Harris Economic Blueprint (The White House, 2022).
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what limitations it might face, especially considering its condition as a peripheral
country.

Therefore, this paper aims to discuss the formatting of fiscal regimes in countries
that issue sovereign money based on an MMT approach and to analyse the appli-
cability of a functional finance regime to the Brazilian case. We analyse the evolu-
tion of relevant macroeconomic variables and the institutional framework of fiscal
policy in Brazil between 1999 and 2019 to assess whether it can be characterised
as a sovereign currency economy and evaluate the policy space of domestic eco-
nomic policy®. The underlying hypothesis to be investigated is whether MMT’s
economic policy prescriptions are applicable to the Brazilian case.

The methodology involves three complementary efforts. First, we make a brief
review of the literature on fiscal policy in sovereign currency countries, considering
the perspective of the periphery, taking into account both MMT and recent main-
stream contributions. Second, we provide an empirical assessment of macroeco-
nomic indicators associated with the characterisation of Brazilian economic policy
autonomy during the period 1999t02019. Third, we map how the current fiscal policy
framework in Brazil is structured based on primary (legislation and complementary
infralegal norms), and secondary (academic literature) sources in order to understand
what changes would be necessary if the country were to adopt a MMT approach.

FISCAL REGIMES IN COUNTRIES
THAT ISSUE SOVEREIGN MONEY

The economic policy framework in force in Brazil since the beginning of the cur-
rent century follows the orientation of the ‘New Consensus in Macroeconomics’
(NCM) (Oreiro & Paula, 2021). This consensus favours a monetarist perspective
on inflation and views macroeconomic stability as a key ingredient for long-term
economic growth. Monetary policy takes the leading role in macroeconomic stabi-
lisation, being used to avoid deviations of production from its potential level and
inflation from its target (Paula & Saraiva, 2015).

Fiscal policy is of secondary importance, as it should focus on creating conditions
for stability and providing credibility —fiscal austerity— to economic authorities,
serving as a beacon for the expectations of economic agents (Lopreato, 2006). Such
a policy should be based on fiscal rules that ‘avoid’ time-inconsistency of govern-
ment actions and are guided by the principle of sound finance —or, to more orthodox
economists, even by the reduction of public spending and the size of the state. This
set-up derives from a theory that postulates that fiscal policy is ineffective in affect-
ing the level of income, with fiscal multipliers smaller than one (Ramey, 2019).

2 In this paper we follow Prates (2020) interpretation that a country’s policy space is determined by
its degree of monetary sovereignty and the position of its currency in the international currency
hierarchy. To other MMT authors, such as Wray (2019), the foreign exchange regime replaces
currency hierarchy.
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However, the international financial crisis of 2008-9 challenged the NCM. The
ability of monetary policy to influence output in the short run was compromised,
as interest rates in central countries approached zero —monetary policy became
ineffective. The severity of the recession opened the possibility of countercyclical
and discretionary use of fiscal policy in the short run, with the recognition that the
presence of hysteresis could render fiscal adjustments self-defeating, compromis-
ing long-run economic growth and fiscal sustainability (Delong & Summers, 2012).

These changes did not imply an abandonment of the previous theoretical frame-
work, as the European crisis itself illustrated in 2011-12 (Fiebiger & Lavoie,
2017), but they opened an important path for the development of alternatives. Even
fiscal rules became more flexible, however, with the development of new institu-
tions, such as fiscal councils to compensate for the authorities’ greater (relative)
discretion (Eyraud et al., 2018).

After COVID-19, the challenges to the mainstream view of fiscal policy were even
more pronounced. Furman and Summers (2020) and Blanchard (2022) point to the
functionality of fiscal policy as a stabilisation mechanism in contexts of low inter-
est rates and severe recessions, even advocating for the use of new metrics —such
as the ratio of real debt service to GDP- in order to assess a country’s fiscal situa-
tion. Fiscal expansion would favour expenditures in public investment and in areas
where the ‘rate of return’ on spending exceeds its costs. Other authors even point
out that there is room for adopting fiscal regimes that are even more flexible than
the second generation of fiscal rules in central countries (Blanchard et al., 2021;
Orszag et al., 2021).

Blanchard et al. (2021) call this a ‘New Fiscal Consensus,’ integrated by three main
propositions: (i) macroeconomic policies are necessary in order to expand aggre-
gate demand and make it compatible with supply, since private sector demand is
chronically weak; (ii) fiscal policy is the main instrument since monetary policy
with low interest rates is not effective or has already had its capacity exhausted;
and (iii) the fiscal space is given by a favourable trajectory of public debt, with low
interest rates ensuring its sustainability.

However, the ‘novelty’ of this new consensus does not extend beyond the borders
of developed countries. For emerging countries, the authors draw a different story:

there are still limits to how high debt can go, and these limits are tighter in
EMs. Prospects for growth and interest rates are more uncertain. The scope
for fiscal adjustment in the face of higher rates or lower growth is more lim-
ited. Consequently, one should be careful in importing wholesale the new
fiscal consensus from advanced economies to emerging-market economies.
(Blanchard et al., 2021 p. 13)

Summing up, despite the theoretical advances within the mainstream towards a
less restrictive approach to fiscal policy, only under very special conditions could
this ‘New Fiscal Consensus’ be applied to emerging countries such as Brazil. For
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emerging economies, balanced public budgets and debt sustainability remain the
main policy goals, guided by rules that avoid discretionary policies. The effects of
fiscal policy on income, employment, as well as the living conditions and dignity
of the population in general are left behind.

In this paper, we present an alternative view of fiscal policy based on MMT and
Lerner’s functional finance paradigm. This alternative is openly critical of the
NCM and shifts the objectives of fiscal policy from budget results and coordina-
tion of expectations to the reduction of inequalities, economic growth with full
employment, and to concrete actions that affect the daily lives of citizens.

This alternative fiscal regime refers directly to the condition of states as issuers of
sovereign currency or sovereign money —in the Brazilian case, the Real. This con-
dition reflects how contemporary monetary systems are structured (Deos et al.,
2021; Kelton, 2020). It aligns with recent MMT contributions, but seeks to high-
light aspects distinct from those conventionally addressed by authors representing
this tradition (Wray, 2020).

The condition of monetary sovereignty refers to the ability the state of a given
jurisdiction possesses with respect to taxation and spending in a currency that it
has issued. A state with monetary sovereignty taxes and spends in the currency it
issues, not promising to convert it into anything the state cannot control®, as well as
not going into relevant debt in a currency other than its own (Kelton, 2020, p.15).

According to Wray (2019), four characteristics must be observed. First, the state
must have the ability to set the unit of account in which prices and contracts will be
denominated. Second, it must be able to impose a collective obligation —for exam-
ple, taxes— denominated in that unit. Therefore, since individuals are obligated to
pay taxes, there is a general demand for the thing (money) that represents the unit
of account. Third, the state must be able to issue the currency that represents the
created unit of account and that currency is the only accepted form of payment for
the taxes. Finally, the state must not undertake to convert the state currency into
anything it cannot control, and it must not subject itself to a relevant foreign debt.

These characteristics would reflect the fundamental fact that money, as we know
it, and with the social role it plays, is originally a creature of the state, which is
configured primarily based on its role as a unit of account and its power to liqui-
date debts (Graeber, 2011). When the state defines which instrument it will accept
as payment for taxes, it is also establishing and creating demand for its currency
(Dalto et al., 2016). Furthermore, by recognising this sovereignty, the conventional
budget constraint applied to governments does not occur.

3 In that sense, one can argue that a debt denominated in a currency that is controlled by a jurisdic-
tion held by foreigners differs from external debt denominated in dollars (or a currency the state
does not control). Though foreign interest groups can exert some pressure over economic policy,
policy autonomy is larger in the former situation due to the state power to tax, issue and manage
public debt in a unit of account it controls.



MMT, monetary sovereignty and fiscal policy space in Brazil Isadora Silva y Norberto Montani 7

In other words, the government has no financial constraints on spending, it cannot
‘break’ in its own currency, even though the macroeconomic effects of fiscal pol-
icy are relevant: fiscal policy should be used according to the availability of real
resources in the economy, considering its effects on the level of capacity utilisa-
tion, employment, and inflation. Thus, public finances should be used in a way that
is functional to the economy, promoting not only the objectives mentioned above,
but also enabling an arrangement that assures citizens their fundamental rights and
reduces inequalities (Lerner, 1943).

It is important to mention that, in this alternative framework, a budget result in a
given fiscal year —whether a deficit, balanced, or surplus budget— cannot be con-
sidered good or bad in and of itself. It should be considered good if it provides bal-
anced conditions for the economy as a whole and delivers the objectives defined
above (Kelton, 2020). Moreover, the state does not depend directly on taxes to
finance itself, but taxation has several functions: it creates demand for money,
destroys money and reduces any excess of purchasing power in the hands of cit-
izens, and is used to redistribute income and encourage or discourage certain
behaviours.

Two principles should guide the government, as established by Lerner (1943): (a)
it must set a level of spending that makes the aggregate effective demand com-
patible with full employment without causing inflation; and (b) the government
may resort to issuing money, public bonds or even increasing taxation to adjust to
agents’ portfolio decisions, but it can always ‘finance’ its expenditures in sover-
eign currency.

The exchange rate regime and the external position of the domestic currency
should be considered, since they are relevant to macroeconomic policy. The exter-
nal position of a country’s currency, or how much its currency is in demand inter-
nationally, can imply a restriction on the balance of payments’ current account
(Dalto et al., 2016, p. 145). Thus, one must be aware of the fact that countries have
different degrees of monetary sovereignty: a higher degree is desirable because
it means that the country has more autonomy in adopting certain types of policy,
mainly regarding interest rates (Kelton, 2020, p. 69).

The short-term basic interest rate of the economy is a policy decision, established
institutionally and exogenously by the monetary authority*, which pursues differ-
ent ultimate goals, such as inflation targets, full employment and the stability of
the financial system (Serrano & Summa, 2013). However, the fact that the mone-
tary authority determines the basic interest rate and indirectly influences the long-
term interest rate does not necessarily mean that it can set any level for the interest
rate, especially in the case of peripheral countries.

4 According to the NCM the interest rate is also exogenous, but it would approach the natural
rate of interest —the one which matches real savings and investment— in the long run (Serrano &
Summa, 2013).
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Vernengo and Caldentey (2020) note that the need to obtain foreign currency
can restrict the scope for peripheral countries to act. Since they are usually more
dependent on their imports, especially for intermediate and capital goods (which
are essential for economic growth), they end up with a need to obtain foreign cur-
rency to finance imports and therefore with a more restricted policy space. In addi-
tion, the higher the external debt of the country, the higher the demand for foreign
currency, considering that the debt service will also be higher, as will the percep-
tion of risk.

In other words, developing countries that issue sovereign currency cannot default
on their own currency, regardless of the exchange rate regime adopted. However,
they can default in foreign currency, and in this case, fiscal policy would not be
unrestricted’: a current account deficit that cannot be financed, either because of a
capital outflow or because of a loss of reserves, may force the government to con-
duct a contractionary fiscal policy in order to reduce imports and the external imbal-
ance (Kregel, 2021; Vernengo & Caldentey, 2020; Vergnhanini & De Conti, 2017).

Regardless of the real constraint and the balance of payments constraint, fiscal pol-
icy in this regime assumes the role of protagonist, being actively used to bring the
economy to full employment and ensure other socially desirable objectives. In the
following section we will assess the degree of Brazilian monetary sovereignty in
the period 1999 to 2019 in order to subsequently discuss the feasibility of estab-
lishing a fiscal regime with the objectives outlined in this section.

MONETARY SOVEREIGNTY AND POLICY
SPACE IN BRAZIL: AN EMPIRICAL
ANALYSIS FROM 1999 TO 2019

To what extent can Brazil, a peripheral country, be considered a sovereign cur-
rency country? What degrees of freedom does it have in determining its fiscal
policy? In this section we will empirically assess the conditions of Brazilian exter-
nal and internal indebtedness. In the past, the Brazilian economy has experienced
major difficulties in foreign currency financing, with emphasis on the foreign debt
crisis during the so-called ‘lost decade’ in the 1980s.

Since the adoption of the real, Brazil has met the basic characteristics of a coun-
try with sovereign money: the government sets the unit of account in which prices
and contracts are denominated and taxes and issues debt and money according
to this unit. However, the condition of foreign currency indebtedness has varied
over time, so that the degree of economic policy autonomy continues to depend on
external constraint conditions.

> Peripheral countries would face some disadvantages regarding their currencies: (i) higher interest
rates to compensate the international illiquidity of their currencies; (ii) more volatile interest rates,
reflecting the volatility of international liquidity preference; (iii) more volatile foreign-exchange
rates; and (iv) smaller fiscal policy space (Vergnhanini & De Conti, 2017, pp. 27-28).
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Table 1 shows a set of external indicators of the Brazilian economy. The current
account balance, used in the literature as a basic measure of external constraint,
showed positive values only between 2003 and 2007, before the international
financial crisis, which indicates that Brazil still needs the inflow of foreign capital
to obtain a surplus in the balance of payments. However, this does not necessarily
mean that the Brazilian economy is continuously indebted in dollars.

In fact, the evolution of the stock of the external public debt in gross terms, a vari-
able that is very sensitive to the exchange rate, does not indicate a greater depend-
ence of the country on foreign currency. Table 1 shows a long-term downward
trajectory of the indicator, which goes from 41.2% in 1999 to 17.2% of the GDP in
2019 —with a minimum of 11.8% in 2013. Net external debt, in turn, corresponds
to the gross external debt minus the investments in foreign currency. We can see
that it also showed a declining trajectory and, in 2007, the net external debt as per-
centage of GDP becomes negative, indicating that Brazil has reverted its external
position, becoming a net creditor in foreign currency —a situation that persists until
today. The accumulation of international reserves in that period provided an exter-
nal cushion for the Brazilian economy.

International reserves are relevant for peripheral countries, as they provide more
room to maneuver for domestic policies and alleviate possible external restrictions
faced by the country®. As Brazil adopts a floating exchange rate regime, this high
level of reserves allows the Central Bank of Brazil (BCB) to avoid abrupt vola-
tility in the foreign exchange rate. From the point of view of the Brazilian state,
the position of (net) external creditor indicates a lower need to obtain a currency
it does not issue, in theory conferring more policy space to Brazilian authorities.

The reduction in the weight of foreign exchange-indexed securities in the total
composition of government debt reflects the easing of external restrictions. Figure
1 shows this reduction in the share of exchange-indexed securities in the total pub-
lic debt, especially between 2004 and 2011. After that, this share remained below
5% for most of the period. Considering the data analysed, we may conclude that,
unlike the past, the last decades have been marked by important changes that have
resulted in the fact that the Brazilian government does not incur in significant for-
eign currency debt and that the public debt is not indexed to the behaviour of the
exchange rate.

In other words, from the point of view of the external constraint, the high level of
international reserves obtained through a deliberate strategy of accumulating dol-
lars gives the Brazilian government some room to maneuver in terms of political
autonomy. An important aspect of this autonomy has to do with the definition of

¢ Paincera (2021) offers a different view, arguing that reserve accumulation is a byproduct of
Brazil’s financial integration and its subordinated nature. According to the author, the increase
in reserves led to an increase in the financialisation of the Brazilian economy, and prompted a
transfer of resources from Brazil to central countries as well as an increase in public debt due to
sterilisation operations conducted by the central bank. Contrastingly from this paper, the author
associates this increase in public debt with a smaller fiscal space.
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Table 1.
Brazil’s Selected External indicators 1999-2019
USD billion % of Gross Domestic Product
Current | Financial Gross Net
Year Account | Account If::eeii:s CA| FA 11{:25:3525 External | External S:a)rifl;Ze

(CA) (FA) Debt Debt
1999 | -25.8 -25.5 363 | 43| -43 6.1 41.2 324 10.4
2000 | -25.0 -22.0 33.0 |-38| -34 | 5.0 36.6 29.5 7.6
2001 -23.7 -24.2 359 |-42]| 43 6.4 37.9 29.4 8.9
2002 -8.1 -8.2 378 |-1.6| -1.6 | 74 41.8 327 9.9
2003 3.6 3.0 493 [ 0.6 | 05 8.8 38.8 273 9.6
2004 11.1 9.0 529 (1.7 1.3 7.9 30.3 20.4 7.8
2005 13.8 13.0 538 [ 1.6 | 1.5 6.0 19.2 11.5 7.5
2006 13.1 13.1 858 | 12| 1.2 7.8 15.9 6.9 5.2
2007 0.4 2.5 1803 | 0.0 | -0.2 | 129 14.1 -0.9 3.8
2008 -30.9 -28.8 193.8 | -1.8 | -1.7 114 12.0 -1.7 2.3
2009 | -26.4 264 | 2385 |-1.6| -1.6 | 143 12.2 -3.8 2.7
2010 -79.2 =702 | 288.6 |-3.6| -3.2 | 13.1 12.0 24 22
2011 | -76.5 -80.7 | 352.0 |-29| -3.1 | 135 11.8 2.3 33
2012 | -844 -83.7 | 373.1 |34 -34 | 151 13.3 -3.0 2.6
2013 | -80.0 -78.8 | 3588 |-3.2| -3.2 | 145 12.7 -3.7 3.4
2014 | -101.7 -96.9 | 363.6 |-4.1| -39 | 148 14.4 -1.9 2.7
2015| -54.8 -56.6 | 356.5 |-3.1| -3.2 | 19.8 18.6 -3.2 6.9
2016 | -24.5 -16.1 | 365.0 |-14] -09 | 203 18.2 -3.8 6.7
2017 | -22.0 -17.1 | 3740 |-1.1 | -0.8 | 18.1 15.4 -3.8 5.5
2018 | -51.5 -523 | 3747 | 27| 27 | 19.6 17.2 -3.6 6.7
2019 | -65.0 -644 | 3569 |35 -34 | 19.1 17.2 -2.6 59

Source: Central Bank of Brazil.

interest rates: the government has the capacity to set the interest rate with relative
autonomy, but it cannot set it at any level. As discussed in the previous section,
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there is an international hierarchy of currencies. For most peripheral countries,
including Brazil, there is a floor for domestic interest rates, which, in simplified
form, is given by the sum of the US interest rate, the country risk and the expecta-
tion of exchange rate devaluation (Jorge, 2020). In this sense, Brazil has degrees of
freedom and room to maneuver, but does not have full autonomy like the US gov-
ernment and the central bank.

Figure 1.
Percentage of Public Debt Indexed to the Foreign Exchange Rate 2004-2019 (%)
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This relative autonomy in the external front is related in parallel to the internal
debt dynamics of the Brazilian state. Brazil has never gone through a formal dol-
larisation process in its contemporary history, but it has had difficulties in placing
assets denominated in local currency —which, for example, fostered the need for an
‘indexed currency,” or indexed debt, during the period of high inflation. However,
the reality of the Brazilian economy today meets the basic conditions of a sover-
eign currency economy:

given the Brazilian institutionality and the unique role played by the gov-
ernment debt in wealth allocation by the private sector, the government will
always be able to pay for goods, services, and its maturing debt denominated
in its own currency, and therefore, there is no risk of default in sovereign
debt. The role of Central Bank purchasing Treasury debt in the secondary
market provides infinite liquidity for it. This fact, reinforced by the Primary
Dealer System, guarantees an elastic demand for primary auctions. (Jorge,
2020, p. 50)



12 Cuadernos de Economia, 42(88), nimero especial, 2023

There are institutional aspects that confer degrees of freedom to the National Treas-
ury and ensure that it has more bargaining power in the public debt market than the
private sector. The Treasury cannot be held ‘hostage’ by the market in the sense that
the Treasury has the flexibility to adjust its bond issuing strategy according to its
Annual Borrowing Plan. The authority is free to adjust what had been previously
planned for the year in relation to auction dates, the securities to be traded, their
maturities and the total volume of issuances. That is, it observes the economic con-
juncture and market conditions and may decide to hold auctions that were not fore-
seen, or not to hold the foreseen auctions, or even hold them, but not accept any
offer, usually with the purpose of avoiding an increase in the cost of public debt
(Jorge, 2020, pp. 50-51). This flexibility has evolved pari passu with the liquidity
reserve —the ‘debt cushion’ -, which consists of funds deposited in the Treasury’s
account at the Central Bank of Brazil- the so-called Treasury’s Single Account.

Jorge (2020) presents evidence that, in recent years, the Treasury did not suffer any
kind of veto on the issue of its securities or undergo any persistent upward pres-
sure on interest rates, managing to successfully hold its auctions. The ‘bond vigi-
lantes’ argument does not hold up. Not even the downgrades in risk classification
that the country experienced, with the loss of its rating as investment grade, were
capable of creating pressures or persistent changes in the auction rates or in the
quantity of bonds sold. Yet, neither has the increase in the domestic public debt
(Figure 2) implied any major change in the Treasury’s ability to conduct its debt-fi-
nancing operations.

Figure 2.
General Government Gross Debt (GGGD) and Public Sector’s Net Debt (PSND)
as a share of the GDP 2001-2019 (%)
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Source: Central Bank of Brazil.
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Figure 3, in turn, employs Jorge’s (2020) methodology to evaluate the success of
auctions. This indicator analyses the primary auctions of the National Treasury
during the 2000s and compares the quantity of public securities sold in relation to
the quantity offered by the Treasury. It is a proxy of market ‘acceptance’ of Treas-
ury auctions and a measure of how ‘easy’ is to issue new debt by the Treasury. Fig-
ure 3 also plots the behaviour of indebtedness, in order to show that the increase
in public debt in recent years did not jeopardise the Treasury’s capacity to issue
public securities.

Figure 3.
General Government Gross Debt over GDP and the Percentage of Public Bonds
Sold in Treasury Auctions 2000-2019 (%)
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Source: Jorge (2020) and author’s elaboration based on data from the National Treasury.

Our data suggests that there was no market rejection of bonds as a result of the
increase in public debt, since the quantity of securities sold in relation to the total
offered increased even with the increase in the stock of public debt as a propor-
tion of the GDP as of 2014. Moreover, the volume sold during this period was
higher than that registered between 2002 and 2013, when the debt/GDP ratio was
in decline. Added to this is the fact that the average cost of debt did not increase
proportionally to the increase in debt. The Treasury increased the quantity of new
issues and the average cost followed the trajectory of the prime interest rate regard-
less of debt growth (Figure 4).

Another relevant issue is the profile of Brazilian domestic debt. It is generally
accepted that public debt is rather concentrated in short-term and floating-rate
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bonds in Brazil. Many economists argue that this is an undesirable feature (Brito
et al., 2019), reflecting negative characteristics of the Brazilian government bond
market and the existence of ‘bond vigilantes,” which generate upward pressures on
interest rates and prevent an increase in the maturity of public debt. Jorge (2020)
sustains the debt profile is not as relevant as it appears to be in the economic
debate, because the government will always be able to intervene in the public
bonds market, especially to ensure its stability. Even with a debt with a long-term
profile and pre-fixed rates, in times of adversity and greater uncertainty, inves-
tors tend to exchange such assets for short-term bonds with floating rates. In addi-
tion, the cost of public debt is more under the control of the government than of
the market, since the Central Bank directly determines the basic interest rate and
the Treasury may reject offers from agents if the interest rates that they demand
are too high.

Figure 4.
Average Cost of the Stock of Public Debt and Issuances in the Last 12 months and
Prime Interest Rate 2006-2019 (% a.a.)

20 4
— Average Cost Stock Public Debt last 12 months

Average Cost Issuances last 12 months

Prime Interest Rate

Source: Central Bank of Brazil and National Treasury.

Another important feature is that the Brazilian public debt is mostly in the hands
of domestic investors, notably financial institutions and institutional investors such
as investment funds. In the past, financial liberalisation and the absence of capital
controls allowed a large number of non-residents to enter the Brazilian markets,
which could in fact increase the volatility of the foreign exchange rate and cre-
ate certain vulnerability in the public bond market, should the Treasury be overly
dependent upon these investors. However, as shown in Figure 5, the share of for-
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eign investors that hold Brazilian public debt is relatively small and has been fall-
ing over the last few years —particularly after the country lost its international
investment grade rating. The Treasury’s capacity to place domestic public debt,
therefore, does not depend directly on foreign ‘bond vigilantes.’

The data analysed in this section suggest that the Brazilian government has a cer-
tain degree of autonomy in determining its economic policy. The evolution of this
autonomy was very favourable during the period analysed. Although there is a
structural question linked to external restriction, the Brazilian government has
managed to evolve considerably over the last two decades in the sense of reduc-
ing its exposure in terms of debt in foreign currency. This occurred by means of
a reduction in the foreign debt (both gross and net) and the process of deindexing
the public debt with regard to the foreign exchange rate. In addition, the Brazil-
ian State has a very reasonable capacity to borrow in BRL, without facing major
restrictions, with a high success rate in primary auctions. The increase in Brazilian
public debt in recent years does not seem to be correlated with an increase in the
cost of the debt, contrary to the idea that an increase in debt could generate some
perception of insolvency.

Figure 5.
Type of Holders of the Domestic Public Debt 2007-2019 (%)
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Therefore, from an empirical point of view, Brazil seems to have the policy space
needed to build a fiscal policy framework aimed at achieving full employment and
reducing inequality. However, one must consider the institutional aspects that con-
strain fiscal policy in Brazil. Are these the real barriers to the adoption of policies
aimed at growth and equity?

FISCAL POLICY FRAMEWORK IN BRAZIL

The potential economic barriers erected by the external restriction and by even-
tual difficulties in rolling over and issuing domestic debt, as well as greater lim-
itations in determining interest rates, are not empirically verified in the Brazilian
case. Over the past few years, the Brazilian authorities seem to have enjoyed rela-
tive autonomy in defining economic policy, but were at all times constrained by the
defined institutional framework regarding monetary policy, fiscal policy and the
relationship between the Central Bank of Brazil (BCB) and the National Treasury.

The starting point is the institutional mediations that influence the Brazilian gov-
ernment’s spending, borrowing, and tax collection operations. The BCB acts as
the financial agent of the Treasury, which manages its transactions through the
Treasury’s Single Account, which concentrates all operations and receives all
the financial transactions of the government. The BCB is the only authority with
the prerogative to issue currency in the country —the Treasury does not have this
power—, and it is forbidden to grant, directly or indirectly, loans to the Treasury.

For MMT authors, in practice, taxes and public debt do not finance government
spending (Rezende, 2009). The BCB uses open market operations to prevent mon-
etary pressures arising from public spending on the interest rate to deviate from
its target and compromise the operational functioning of the inflation targeting
regime. In this sense, the sale of government bonds has an umbilical relationship
with monetary policy:

In fact, it is a ‘monetary policy’ operation rather than a ‘financing’ opera-
tion. In the absence of daily open market operations, the overnight inter-
est rate would fall to zero. By contrast, the conventional view suggests that
when the government is running budget deficits, it is borrowing from the
nongovernmental sector, thereby pushing up the overnight nominal interest
rate. It should be clear that the Brazilian government is not financially con-
strained operationally —neither revenue constrained nor reserve constrained.
(Rezende, 2009, p. 90)

From this perspective, it would make no sense to discuss sustainability and fiscal
responsibility in the terms of the NCM. The Brazilian government, as the issuer
of a sovereign currency (and not convertible into dollars), would be incapable
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of becoming insolvent in BRL’ and would always be able to issue obligations
against itself denominated in BRL. There may be unintended macroeconomic con-
sequences of the Treasury actions, such as an increase in inflation if productive
capacity is put under pressure or a worsening of income distribution, but default is
not a technical possibility.

In light of this interpretation, the limitations on fiscal policy would be mostly
self-imposed, resulting from an alignment of Brazilian fiscal regulations with an
economic conception centred on austerity (Rezende, 2009, pp. 94-95). In real-
ity, with the strong adversities that marked the ‘lost decade’ of 1980, a process
of imposing limits to the state’s actions and subjugation of the fiscal policy to the
dictates of sound finances began. As Lopreato (2013, p. 153) points out, the cen-
trality of cutting the public deficit became a ‘meta-synthesis of economic policy.’

In the Brazilian case, fiscal adjustment was seen as essential for successful price
stabilisation, and was deliberately included in various stabilisation strategies and
plans —and in particular in the Real Plan. The construction of this new institutional
framework, guided by austerity, redesigned the pattern of state intervention in the
economy. The need for permanent reforms that would change the fiscal regime in a
lasting way was advocated in order to sustain low inflation. The agreement with the
IMF in 1998 was responsible for increasing ‘fiscal austerity in the face of the obli-
gation to restore confidence in the solvency of public debt’ (Lopreato, 2013, p. 184).

In the context of financial liberalisation and globalisation —and therefore increased
speculative capital movements—, the Brazilian government became very concerned
about the result of public budgets as a way to gain investors’ ‘confidence’ and not
influencing their expectations in a negative way. Moreover, the particularity of the
post-stabilisation fiscal regime became budgetary rigidity. It became more diffi-
cult to meet all budget demands, considering the correlation of social and political
forces, in a context of spending limits, obligation to generate primary surpluses,
and low economic growth. The adoption of strict fiscal rules was the counterpart
of such objectives outlined for fiscal policy.

Lled6 et al. (2017, p. 8) define a fiscal rule as ‘a long-lasting constraint on fiscal
policy through numerical limits on budgetary aggregates.” These rules can have
different objectives, such as sustaining public debt, stabilising the economy, or
reducing the size of the state (IMF, 2009). In each jurisdiction, the rules have their
own history. In Brazil, they were created at different times, reflecting the con-
junctural needs of fiscal policy —or rather, of adjustment programmes. Our frame-
work is composed of rules whose objectives are not necessarily interconnected,
and which, in specific scenarios, may even conflict.

The 1988 Constitution already provided for the so-called Golden Rule, which pro-
hibited the issuance of public debt that exceeded the amount of the government’s

7 A “default’ in domestic debt would be possible only due to an arbitrary act such as the one prac-
ticed in the Collor Plan in the 1990s (Belluzzo & Almeida, 1990; Marques & Werlang, 1989).
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capital expenditures. The rule implies that the government cannot go into debt in
order to finance current expenses®. In practice, the rule has never been a limiting
factor for the federal government’s actions, with more recent rules having the role
of constraining Brazilian fiscal policy more boldly.

The Fiscal Responsibility Law (LRF) introduced in 2000 a primary surplus rule,
which was seen, at the time, as the main anchor of the government’s fiscal policy,
aiming at stabilising and reducing the debt/GDP ratio. The surplus target should
be part of the draft Budget Guidelines Law, in the Annex of Fiscal Goals, respon-
sible for establishing targets related to revenues, expenses, nominal and primary
results, and the amount of public debt. This ex-ante fiscal constraint changed the
entire federal budget process after its adoption.

This ‘new’ fiscal regime, however, was not able to promote a fiscal situation con-
sidered ‘healthy and safe’ due to the macroeconomic instability of the first years of
the 21st century and the high interest rates. The surplus rule has an eminently pro-
cyclical character: it allows for an increase in public spending at times of greater
economic growth and, therefore, higher revenues, but forces the government to
reduce spending at adverse times due to falling revenues (Vilella & Vaz, 2021).

Thus, the more active role of fiscal policy and the state depended significantly
on the economic conjuncture. After years of faster economic growth, Brazil wel-
comed greater ‘fiscal space,” with a reduction in public debt and the generation of
surpluses. The 2008 international financial crisis brought greater tolerance to gov-
ernment intervention, but as soon as the worst moment of the crisis was over, with
the deterioration of fiscal results, the clamour for a more austere policy was rees-
tablished. In practice, the maintenance of the institutionality described above did
not give fiscal policymakers the necessary leeway to adopt more progressive poli-
cies, in addition to weighing significantly in favour of tax incentives compared to
increased spending.

In 2016, the Spending Ceiling instituted a brand-new fiscal regime, which estab-
lished a draconian rule for government spending. The limit on the amount of pri-
mary spending each year is equal to the previous year’s limit adjusted for inflation.
It prohibited any real increase in the federal government’s primary expenditures
in a ten-year horizon’®, regardless of the level of revenues collected by the govern-
ment. In case of non-compliance with the ceiling, some triggers were provided,
such as the prohibition of hiring personnel or creating mandatory expenditures
(Brochado et al., 2019).

Although proposed as a rule to ‘anchor agents’ expectations,” the ceiling, in reality,
implies a reduction in the size of the Brazilian state. As population growth is pos-
itive, the rule results in a real reduction in per capita primary spending over time

8 The idea was that a generation only can incur debt to finance investments that would benefit future
generations, as the burden of the debt would be set upon them (Gimene & Modenesi, 2021).

° After 10 years, the rule may be reviewed by the Congress.
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(Gimene & Modenesi, 2021). Moreover, as the rule covers most primary expendi-
tures and the level of mandatory expenditures is very high, there is a tendency to
reduce discretionary spending, including investments associated with the provi-
sion of public goods and services to the population (Vilella & Vaz, 2021).

The Brazilian experience shows that the almost exclusive focus on fiscal adjust-
ment, austerity and reducing the size of the state has ignored fiscal and financial
mechanisms capable of providing the Brazilian state with the capacity to promote
full employment, investments and reduce inequalities (Lopreato, 2013). All these
restrictions, however, are self-imposed, since, as we saw above, the Brazilian gov-
ernment has monetary sovereignty and relative economic policy autonomy. The
‘fiscal responsibility’ associated with these rules, in reality, leaves in the back-
ground the need to guarantee the social rights established in the 1988 Constitution.
Even if the Brazilian experience reveals that it is possible to operate within the cur-
rent institutional limits, if there are conjunctural conditions that allow the author-
ities to do so, the structural framework still significantly restricts the possibilities
of action of the Brazilian state.

FINAL REMARKS

The objective of this paper was to analyse the relevant macroeconomic and insti-
tutional characteristics of the Brazilian economy in the period from 1999 to 2019
that would permit to characterise the country’s monetary sovereignty, its relative
degree of economic policy autonomy, and the institutional impediments to the
implementation of an alternative fiscal regime geared toward promoting economic
growth and development, and meeting social rights and demands as prescribed by
MMT.

In the empirical assessment, it was shown that the country was successful in reduc-
ing its exposure to foreign debt, both through the reduction of gross and net for-
eign debt, and through the deindexation of the public debt with respect to the
foreign exchange rate. Although structural questions related to the external restric-
tion still remain, this movement has conferred a larger policy space to Brazilian
authorities. Furthermore, it was shown that the Brazilian government did not face
any restrictions to borrowing in domestic currency, without difficulties in issuing
debt or in controlling its costs.

The institutional aspects of Brazilian fiscal policy, however, impose constraints on
government action, subordinating it to a vision concerned with the government’s
budget results and not with guaranteeing the rights and demands of society. This
framework represents a major obstacle to a reorientation of Brazilian fiscal policy
in favour of guaranteeing rights and reducing inequality, as well as full employ-
ment. It is possible to align Brazilian economic policy with an alternative fiscal
regime, but to do so it is necessary to review the main objectives to be pursued and
the framework of the country’s fiscal rules.
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Given the current economic scenario, instead of restricting the state’s spending
capacity, it is necessary to expand it in order to return to a path of economic growth
oriented to long-term development, focusing on social deficits and the reduction of
inequalities. A new fiscal framework is needed and MMT and functional finance
could be seen as a viable alternative to accomplish such goals.
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general, these agreements fulfiled their objectives: saving foreign currency and
promoting trade. Hence, RPAs would present an alternative to currency converti-
bility for current account transactions.

Keywords: International monetary arrangements and institutions; International
institutional arrangements; Keynes; Keynesian; Post-Keynesian; Modern mone-
tary theory; International economic order and integration.
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INTRODUCTION

The widespread adoption of currencies convertible to the US dollar was one of the
major trends in the late twentieth century. Towards the end of the 1950s, Western
Europe began using convertible currencies for current transactions, and periph-
eral countries also moved in this direction, albeit more slowly. Furthermore, after
the dissolution of the Union of Soviet Socialist Republics (USSR), even former
socialist countries integrated into international payments through currency con-
vertibility (Braga de Macedo et al., 1996).

One of the best-known theoretical alternatives to currency convertibility for cur-
rent transactions was the International Clearing Union (ICU), designed by John
M. Keynes, submitted by Great Britain to the Bretton Woods Conference in 1944.
Although the US plan prevailed and the ICU was not implemented, the main ideas
emerging from Keynes’ proposal could be contrasted at a regional level through
Regional Payment Agreements (RPAs).

From a historical perspective, RPAs predate the ICU, since their use grew in the
1930s thanks to the key role played by Germany. At the end of the Second World
War, within a context of hard currency shortage, RPAs increased exponentially,
both among capitalist countries and between capitalist and socialist nations. Con-
versely, the International Monetary Fund (IMF), led the currency convertibility
paradigm, advising countries to remove any kind of discrimination from current
payments, such as RPAs (de Vries, 1969).

After the collapse of the Bretton Woods Agreements (in 1971), financial deregula-
tion caused many balance-of-payments and foreign exchange crises, mostly man-
ifested during the 1990s. This resulted in extensive literature concerning financial
account regulations and macroprudential policies. However, current account con-
vertibility has not received the same academic attention. The present international
context, where countries such as China or Russia use their own payment systems
and domestic currencies for international trade, represents a major challenge to
the currency convertibility trend. Peripheral, and particularly Latin American,
countries should evaluate these changes carefully. In addition, different macroe-
conomic theories, such as the “Dominant Currency Paradigm” (Gopinath & Itsk-
hoki, 2021) or the “Currency Hierarchy” (de Paula et al., 2017), study the reasons
why the predominance of the US dollar in international transactions can be prob-
lematic. This paper assumes that RPAs are an alternative to currency convertibility,
and that these agreements have historically served to promote trade within a con-
text of hard currency shortage.

Apart from this introduction, the paper includes six sections. The first one describes
the objectives and the operation of the main precedent of RPAs: the Keynes Plan,
while the subsequent section characterises the main attributes of RPAs. Sections
three to five summarise the background, historical context and main objectives
and operation of the three cases that we consider to be the “founding” RPAs: Fin-
land-USSR, the European Payments Union (EPU) and the Reciprocal Payments
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and Credits Agreement (CPCR, in Spanish) of the Latin American Free Trade
Association (LAFTA) and the Latin American Integration Association (LAIA).
The choice of these RPAs was based on three criteria: (i) historical context, since
all of them were signed during the so-called “Golden Age” of capitalism (a period
between the second post-war and the fall of the Bretton Woods Agreements); (ii)
diversity of the countries considered, since the first agreement links a socialist
economic system with a capitalist one, the second one includes mainly central
capitalist countries, and the third one involves peripheral capitalist nations; and
(iii) economic and geopolitical importance of participating countries.' Finally, the
sixth and final section concludes by comparing the agreements assessed.

THE KEYNES PLAN

RPAs are considered an extension of the British proposal prepared by John M.
Keynes for the 1944 Bretton Woods Conference (Aragdo, 1984; Fritz et al., 2014;
Kaderbeck, 2019; Kregel, 2017; UNCTAD, 2011; Varela Parache, 1966). The
so-called “Keynes Plan” proposed the establishment of an International Clearing
Union (ICU) to register, clear and settle all international payments.

After the war, Keynes refused to return to a freely convertible gold standard, pri-
marily due to the fact that such a system would lead to a contraction in global
aggregate demand (Keynes, 1980). Under a laissez faire framework, the burden of
adjusting external imbalances would fall only on deficit countries and capital flows
would cause financial instability, preventing the implementation of sovereign eco-
nomic policies to expand aggregate demand.

The ICU proposed by Keynes was based on three components: the adoption of
the “banking principle”, the expansive adjustment of chronic external imbalances,
and the control of speculative financial flows. Since the banking principle uses
the clearing house as an alternative payment system, it dispenses with money
as a means of payment and restricts bank operations to bookkeeping customer
accounts. In other words, banks are limited to offsetting assets with liabilities and
credits with debits. Thus, a bank loan would be the exchange of a current debit for
a future credit (Keynes, 1980; Kregel, 2017).

At an international level, the ICU would use a common unit of account (called
“Bancor”), with a fixed parity to gold (which could eventually be changed). The
central banks of member countries would keep an account in the ICU to settle their
bilateral balances at a fixed parity defined in terms of the Bancor. Countries run-
ning a surplus with regards to the rest of the world would have a creditor position

! Other relevant RPAs are, for example: the Central American Clearing House, the Asian Clearing
Union, the SUCRE (Unified System for Regional Compensation) among ALBA countries, the
SML (Local Currency Payments System) between MERCOSUR countries, or the REPSS (Re-
gional Payments and Settlement System) of the Common Market for Eastern and Southern Africa.
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in the ICU, whereas those running a deficit would have a debit balance (Keynes,
1980).

In other words, based on the banking principle, the ICU enables trade between
countries without using an international currency (and currency convertibility).
External surpluses would result in credits extended to the ICU. However, given
that the Bancor was only conceived as a unit of account, it could not be bought or
sold. Moreover, an exchange market or the hoarding of international reserves by
central banks for transactional or precautionary motives would not be necessary
(Kregel, 2017).

In addition, as those credits extended within the system would be automatic,” in
order to avoid chronic imbalances, it was necessary to tackle the excessive accu-
mulation of credits and debits, without placing the burden of such adjustment only
on deficit countries. That is the reason why each country would receive an annual
quota based on the volume of its international trade. Keynes proposed charging
an interest rate for both creditors and debtors.? If a creditor country exceeded half
of its quota, it would have to apply several measures (such as appreciating its
exchange rate with respect to the Bancor or reducing its import tariffs) to restore
the balance (Aragao, 1984; Keynes, 1980). This adjustment scheme, in line with
Keynes’ (1936) ideas regarding effective demand, encouraged deficit countries to
expand their exports to surplus countries, instead of restricting their imports.

Last, but not least, the Keynes Plan would ease (both incoming and outgoing)
capital controls (Keynes, 1980), although this would not end international invest-
ments with “legitimate purposes”. For that reason, Keynes suggested distinguish-
ing long-term credits from capital flight and regulating short-term speculative
financial flows.

Regardless of the Keynes Plan, the design of the post-war international mone-
tary system ended up following the aspirations of the new hegemonic country, the
United States, represented in the Bretton Woods Conference by Harry D. White,
whose plan succeeded in establishing the US dollar as the international currency.
It created a stabilisation fund to assist participating countries with liquidity prob-
lems (the IMF), fixed the exchange rates to the dollar and the dollar to gold, and
(in coincidence with the Keynes Plan) regulated capital flows (Eichengreen, 2008;
Serrano, 2003). Since the brand-new IMF sought to promote a multilateral pay-
ment system based on currency convertibility for current transactions, it recom-
mended member countries to minimize or abolish any exchange restrictions or
discriminatory payment agreements (de Vries, 1969).

2 This means that deficit countries do not have to request a credit, since they are only left with a
debit balance against the ICU.

3 In addition, when the debtor’s balance exceeds 25% of the quota, credits would cease to be auto-
matic and, in case it exceeds 50%, the ICU could request the delivery of gold or hard currency as
collateral and the devaluation of the currency.
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A BRIEF DESCRIPTION OF REGIONAL
PAYMENT AGREEMENTS

RPAs,* also known as regional clearing systems or payment unions, are institu-
tional mechanisms designed to facilitate the clearing and settlement of payments
among member countries. RPAs replicate, regionally and to a certain extent, sev-
eral of the characteristics of the Keynes Plan: the central banks of participating
countries (or any other institutions specially assigned to this purpose) operate as a
clearing house, which manages regional trade payments recording them in a unit
of account, and extends automatic credits to deficit countries (Aragdo, 1984; Fritz
et al., 2014; Kaderbeck, 2019; Kregel, 2017).

The main difference between the Keynes Plan and the RPAs is that the latter are
regional (or limited to a few countries). The former aims at establishing a single
multilateral general agreement (or for as many countries as possible), whereas
in an RPA a country with a regional surplus might not necessarily have the same
position in global terms (Aragdo, 1984; Keynes, 1980).

RPAs operate at two offsetting levels. At a national level, each country’s cen-
tral bank is in charge of two tasks: paying in domestic currency to local compa-
nies exporting to another member country, and collecting domestic currency from
those companies that have imported from other members of the agreement. As a
counterpart, on a regional scale, each central bank records credits and debits in
relation to the other central banks. Hence, some of them would run surpluses and
others deficits with respect to the remaining RPA members. During the “account-
ing period” (set by each RPA), each central bank records the transactions made
through the system. The “settlement time” begins at the end of such period, when
deficit countries pay and surplus countries receive net balances (unless the RPA
defines another type of arrangement).’

There are two interdependent reasons why a country may decide to establish and
participate in an RPA. First, to promote intra-regional trade with the other mem-
ber countries, given that importing intra-regionally is relatively more convenient
than doing so from the rest of the world. This discrimination resembles a free trade
area (FTA). Second, to save hard currency, as member central banks have lower
daily liquidity requirements of foreign exchange for transactional and precaution-
ary motives. Both objectives are interdependent, since a country with a hard cur-
rency shortage will foster intra-regional trade, while the more trade is diverted into
the region at the expense of the rest of the world, the higher hard currency sav-
ings will be.

4 RPAs are identified here as “regional” regardless of whether they cover one or more regions, in
contrast to global agreements.

> This is another difference with the Keynes Plan, where the lack of a “settlement time” forced
countries to find the way to resolve imbalances through the operation of the system itself. In other
words, payments in hard currencies or gold would be more the exception than the rule.
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RPAs promote intra-regional trade by reducing transaction costs for payments
made under the agreement. This is because companies in member countries do not
need to access the foreign exchange market or send money abroad to trade with
their peers in another member country. In fact, they can pay in home currency and
incur in financial costs that are comparable to those of a domestic transaction.

Regarding hard currency savings, given that the balances settled in a RPA are deter-
mined by the difference between debits and credits recorded during the account-
ing period, countries would end up requiring less foreign exchange than if each
transaction were paid individually. Moreover, automatic lending in a RPA allows
central banks to settle payments only at the end of the accounting period. Thus,
the volume of daily foreign exchange liquidity needed for transaction motives
decreases. In other words, hard currency savings result from settling the exact net
balances and only at the end of the accounting period (Chang, 2000; Fritz et al.,
2014). In addition, central banks might not require foreign exchange at the settle-
ment time, increasing hard currency savings even more (Fritz et al., 2014). This
would be the case when central banks settle balances at the end of the accounting
period (even partially) in domestic currencies (or in a unit of account specially cre-
ated for this purpose), or if imbalances are outweighed by expanding the exports
of deficit countries.

As will be seen below, the empirical cases analysed in this paper suggest that
there are many differences among RPAs, both in terms of their operation and their
objectives.

REGIONAL PAYMENT AGREEMENT BETWEEN
FINLAND AND THE USSR (1949-1990)

Cold War geopolitics and Finnish neutrality

This RPA is rooted in Finland’s war reparations to the USSR between 1946 and
1952, which in turn helped to develop the installed capacity of the former’s met-
allurgical and naval industries. Given the full closure of Western Europe markets,
once the reparation payments were completed, Finland was eager to find new mar-
kets to place its production (Oblath & Pete, 1985).

The neutral foreign policy adopted by Finland during the Cold War allowed the
country to link economically to both the Western and socialist worlds: while hold-
ing a RPA with the USSR and other socialist countries, it also joined the IMF (in
1948) and the Organisation for Economic Co-operation and Development (OECD,
in 1969), and signed trade agreements (General Agreement on Tariffs and Trade
(GATT), in 1950, and with the European Economic Community, in 1974) (Lau-
rila, 1995; Oblath & Pete, 1985).

Thus, Finland found an amicable environment in the multilateral organisations
and treaties signed among capitalist countries (such as the IMF, the GATT or the
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European Free Trade Association), which strongly fought against protectionism,
trade discrimination and current account inconvertibility. In addition, the IMF did
not request that Finland eliminate its RPA with the USSR (unlike the conditional-
ities imposed on other countries) and “tolerated” its dual position in its trade ties
(Matala, 2020).

Furthermore, this RPA would allow the USSR to oversee Finnish trade and keep
this country under the Soviet area of influence. In return, Finland rejected aid from
the Marshall Plan and did not take part in the EPU. However, during the 1950s and
1960s, the degrees of freedom gained by the Nordic country with respect to the
USSR suggest that its continuity in the RPA was clearly its own decision. Despite
the economic size difference between the two countries, Finland was able to nego-
tiate and assert its position (Matala, 2020).

Finland signed its first bilateral RPA with the USSR in 1949 (for the period 1951-
1955) as a complement to a trade agreement that established quotas for the volume
and structure of bilateral trade. This agreement, albeit with different amendments,
was renegotiated every five years (synchronously with Soviet planning cycles) until
its termination in 1990. During the period 1945-1990, the USSR share of Finnish
trade averaged 16%, reaching 19% in the 1980s, whereas Finland accounted for
10% of the USSR trade with Western countries.

Regarding the RPA operation, payments between the two countries were made
through accounts denominated in rubles held with the Bank of Finland and the
USSR Foreign Trade Bank (VEB). When Finland received a payment, the funds
were deposited in a special account with the VEB and became part of Finnish inter-
national reserves (although these funds could only be used to make payments to
import goods and services from the USSR).® On the companies’ side, the process
resembled the payment of imports using convertible currencies. The RPA stipu-
lated that all bilateral trade-related payments had to be made with clearing rubles,
which were inconvertible to any other currency. In other words, Finnish foreign
exchange regulations prohibited the use of hard currency to pay for imports from
the USSR.

Initially, payments through the RPA were feasible only when there were funds
available for such purpose in the specially created bank accounts. Later on, the
system began to operate with overdrafts and a credit limit, thus allowing payments
regardless of the availability of funds. In fact, the established credit limits were
frequently exceeded, showing that they were conservative. All in all, the fact that
the creditor country did not receive interest payments from the debtor reflected
that the RPA did not aim at restricting bilateral trade.

The use of this RPA was mandatory, both for the trade of goods and services
between the two countries and for any related expenses. Since the framework
within which payments could be channeled was relatively flexible, it was also pos-

¢ The account with the Bank of Finland fulfiled the same role, but from the USSR perspective.
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sible to make some non-commercial payments. Finally, the goods and services
traded were valued at international market prices and/or were subject to negotia-
tions between importers and exporters.

The challenge of sustaining the external balance and
expanding aggregate demand without using hard currency

From the outset, given that this RPA was envisaged to maintain the balance-of-pay-
ments equilibrium in order to avoid, as far as possible, the clearance with hard cur-
rency, it was necessary for both countries to have similar export quotas on an
annual basis. However, given that many prices could not be fixed ex-ante (as they
were subject to negotiations between companies or to international market fluctu-
ations), it was not possible to ensure that trade balances would remain in equilib-
rium. In fact, between 1961 and 1965, the USSR had to pay only 5% of its current
account deficit with Finland in hard currency to cover the import content of Finn-
ish exports under the RPA. This ratio fell to 3.9% (and 1.6% of Soviet sales) dur-
ing 1961-1990 (Holopainen, 1983; Laurila, 1995).

The RPA had various instruments to resolve trade imbalances that exceeded the
credit limits originally set. First, countries had to negotiate to balance trade between
them, to prevent the credit country from suspending its exports or requesting hard
currency for the surplus balance. However, overall, credit limits in this RPA were
frequently exceeded and bilateral asymmetries were addressed by offsetting the
trade balance without restricting business (that is, increasing exports from the defi-
cit country). This allowed both countries to minimise their hard currency pay-
ments (Holopainen, 1983).

Although the hard currency shortage motivated the beginning of this RPA at the
end of the War, this situation cannot account for its relatively long duration. In
1957 Finland signed the Helsinki Club Agreement with the OECD, which pro-
moted its gradual shift to multilateralism and current account convertibility (on a
par with other Western European countries), while in 1967 Finland opposed the
Soviet proposal to terminate the RPA and keep trading with convertible currencies.
The RPA had fostered the aggregate demand expansion in key sectors whose com-
petitiveness required economies of scale, research and development efforts, and
financing (such as the shipbuilding, capital goods, or construction industries). In
addition, the five-year agreements ensured a stable demand for long-term invest-
ments. In the 1960s, since some Finnish exporting companies received their pay-
ments in advance, financing through this RPA was one of the main reasons to
avoid shifting USSR trading to convertible currencies. Finally, the RPA was also
useful as an argument to account for Finnish trade discrimination practices within
the GATT (Matala, 2020).

The large imbalances in this RPA started after the two international oil cri-
ses (in 1973 and 1979), which increased Finland’s trade deficit with respect to
the USSR. It was possible to briefly offset said imbalance by increasing Finnish
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exports, mainly incorporating light industries (such as food and clothing), through
an expansion of aggregate demand (similar to the Keynes Plan). There were no
impediments for Finland to expand its exports, and the USSR had both the capa-
bility and the need to absorb them (Matala, 2020).

This situation was reversed when Finland began to run a surplus, with the falling
oil prices in the early 1980s. For this reason, a special account was created in 1982
to include part of the Finnish credit balance, with funds that, unlike ordinary over-
drafts, did earn interests. Furthermore, in 1986 Finland called for the start of nego-
tiations due to the substantial expansion of the USSR’s debt balance. At the Soviet
request, the Bank of Finland created a credit facility to expand its imports from the
USSR, although this attempt failed to restore the bilateral trade balance (Laurila,
1995; Oblath & Pete, 1985).

The end of the Agreement was decided by the USSR following its disintegration in
the early 1990s, although Finnish diplomacy made several attempts to continue it,
even after the clearing agreements among the Council for Mutual Economic Assis-
tance countries were terminated.

THE EUROPEAN PAYMENTS UNION (1950-1958)
From bilateralism to multilateralism through the EPU

The post-war period showed that it was necessary to import capital goods and
inputs as well as recovering intra-European trade to promote the reconstruction
of countries. However, within a context of US dollar and gold shortage, European
inconvertible currencies, and deficit balances of payments with respect to the US,
it was necessary for governments to restrict imports through licenses and direct
management of foreign purchases.

The institutions created at the Bretton Woods Conference lacked the necessary
funding and were not ready for a post-war context of currency inconvertibil-
ity (Eichengreen, 2008; Kregel, 2017; Triffin, 1961). Intra-European trade had
decreased even more than the trade with the rest of the world,” prompting the
establishment of a payment mechanism that was able to restore trade regardless
of the dollar shortage. The first of these agreements was signed in 1943 by the
(exiled) Benelux governments, a model that was then implemented for the over
200 bilateral RPAs signed in the following four years.

In 1947, the Benelux, France, and Italy (and later West Germany) signed the
First Multilateral Monetary Compensation Agreement, with the objective of eas-
ing bilateralism limits through the multilateralisation of RPAs. Thus, a European
country would be able to offset its bilateral debit balances using the credit bal-
ances with European third parties. Nevertheless, the scope of this agreement was

" In 1947, European exports to the rest of the world accounted for 78% of the pre-war level, vis-a-
vis 56% of intra-European exports (Varela Parache, 1966).
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limited, especially due to Belgium’s strong creditor position and the few partici-
pating countries.

At that time, the IMF limited its involvement in the establishment of the Euro-
pean RPA and did not appoint representatives for the first multilateral agree-
ment.? Therefore, the Bank for International Settlements (BIS) acted as a clearing
agent and maintained this role when the EPU was established. The erratic posi-
tion of the IMF regarding payment problems in Europe began to shift by the mid-
1950s. While some of its authorities (both from the Executive Board and the staff)
believed that a multilateral RPA in Europe was consistent with the organisation’s
objectives, others feared that the creation of new means of payment would post-
pone the currency convertibility of European current accounts (de Vries, 1969).

In 1948, the 16 member countries of the Organisation for European Economic
Cooperation (OEEC) joined the system under the Intra-European Payments Agree-
ment (IEPA). This RPA also allowed for a first-level multilateral clearing, but this
could cause problems due to the chronic deficits of some countries. In addition, the
IEPA operated with the Marshall Plan’s hedge for creditor positions that could not
be outweighed. Although in 1949 the IEPA was reviewed to adopt a more multilat-
eral approach’, the shift to the EPU began shortly after its signature.

The EPU became operational in September 1950. Integrated by the 17 OEEC
member countries,'® it was monitored by a committee of that organisation. As in
the case of the IEPA, the BIS was the clearing and settlement agent. The EPU
expressly stated its objective of helping member countries to shift from bilateral-
ism to current account currency convertibility. Originally, this RPA would last for
two years and would then continue operating among those countries that agreed to
its renewal (as long as they accounted for, at least, half of the total initial quotas),
and from 1952 onwards it would be renewed annually.

Each central bank recorded its transactions with the other EPU members, hav-
ing to notify the BIS about the balances of the accounts opened by other RPA
members, and the EPU oversaw the multilateral clearing of such operations. In a
bilateral RPA, a country is encouraged to import goods and services from those
countries with which it has a surplus trade balance (and to avoid buying from those
countries with which it is running a deficit). Instead, the EPU eliminated the need
of intra-European trade to “buy from whoever buys from us” (Triffin, 1961). The
balance of each country at the end of the established accounting period (that is,
monthly) was a debit or a credit with respect to the whole EPU. It was mandatory

8 Although in the first draft of the RPA the IMF was originally listed as the clearing agent, since
it did not appoint any representative for the 1947 meeting (in Paris), the BIS ended up taking its
place (de Vries, 1969).

° This mainly implied incorporating the possibility that a debt could be paid with the credit provi-
ded by a third country.

10 Austria, Belgium, Denmark, France, The Federal Republic of Germany, Greece, Ireland, Iceland,
Italy, Luxembourg, Norway, the Netherlands, Portugal, the United Kingdom, Sweden, Switzer-
land, and Turkey.
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to use this RPA, and operations included the whole balance of payments and were
not limited to the trade of goods and services. Given that the EPU employed a unit
of account with a fixed exchange rate with respect to gold, operations could be car-
ried out even when a currency was inconvertible.

The Marshall Plan and the management
of intra-European imbalances

The EPU was introduced as an intermediate stage between a RPA with no hard
currency settlement (such as the Finland-USSR Agreement) and monetary con-
vertibility to gold and US dollars. Each country was allocated a quota,'' as pro-
posed by the Keynes Plan. Depending upon the utilisation rate of such quota, a
part of the surpluses and deficits was settled with gold or US dollars (or possibly
another agreed-upon convertible currency) at the end of the accounting period,
while the remainder became a credit extended from creditors to debtors through
the RPA.

The arranged payment scheme set a mechanism that partially replicated the Keynes
Plan for the ICU, since it punished imbalances. Debtors had to pay a progressively
larger part in gold as their deficits increased, whereas creditors received only half
of their surpluses in gold and only when their credit balance exceeded 20%."
The objective was to prevent EPU members from solving dollar shortage prob-
lems through surpluses with other European countries. The payment scheme was
asymmetric between debtors and creditors, as the former received more financing
than that extended by the latter. Therefore, this RPA was not entirely a zero-sum
game, and the operating funds that financed such mismatch (which reached USD
350 million) were provided by the United States through the Marshall Plan (Trif-
fin, 1961; Varela Parache, 1966).

The contribution of the Marshall Plan was not limited to closing the gap between
payments and receipts within the EPU. It also helped to establish “initial credit
balances”, which benefited members with a substantial deficit. Thus, those imbal-
ances at the beginning of the RPA would not hinder its operation. By contrast,
countries with structural surpluses conceded their “initial debit balances” in
exchange for a conditional aid in US dollars. It is important to note that if a coun-
try had a credit balance vis-a-vis the EPU, it did not mean that it had a solid exter-
nal position in global terms.

By mid-1951, the United States replaced all initial (debit or credit) balances with
“special resources” in US dollars so that the EPU could allocate them to debtor
countries, and then it began to gradually reduce its financial assistance, which
ended in 1954. Consequently, around 1952 the EPU had to modify its payment and

""Corresponding to 15% of its trade in goods and services in 1949.

2The EPU did not specify what would happen when a credit balance exceeded 100% of the quota,
as a way to avoid excessive accumulation of credit balances (Triffin, 1961).
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credit scheme to increase payments in hard currency to the EPU and cope with its
commitments at the expense of the credit for deficit countries, and later (in 1954
and 1956) changed its payment scheme in the same direction.

Opverall, since 1952 the imbalances among the EPU countries had narrowed and
only Germany continued to run chronic surpluses, while the remainder of the
countries tended to reverse their position with respect to the RPA. Despite the
tightening of the EPU payment rules, trade liberalisation continued due to the
accumulation of US dollar and gold reserves for the whole region."* Between 1949
and 1955, intra-European trade doubled (vis-a-vis a 37% growth in gross domestic
product). By the end of 1956, all quantitative restrictions had been removed from
89% of intra-European imports, and the OEEC launched a consultation process to
reduce tariffs among participating countries.

The EPU sought to create a transition towards current account convertibility
through the amortisation of accumulated credits and the strong increase in gold
and US dollar payments. Meanwhile, the exchange market was liberalised, and
central banks only intervened to maintain a floating exchange rate band. This fur-
ther complicated the automatic credit operation within the EPU' and fostered a
system of non-automatic credits through the creation of the European Fund. By
1958, most of the countries participating in the EPU had established currency con-
vertibility, terminating the RPA and allowing the European Monetary Agreement
(EMA), created three years earlier, to fully function. The EMA did not extend
automatic credits, and its member countries authorised their commercial banks to
freely carry out foreign exchange transactions.

RECIPROCAL PAYMENTS
AND CREDITS AGREEMENT

Latin American structuralism and the need to establish a RPA

Debates on complementing regional integration with schemes that facilitate
payments among Latin American (LA) countries date back to 1948, when, at
the request of the Economic Commission for Latin America and the Caribbean
(ECLAC), the IMF concluded that a regional multilateral clearing system would
be cumbersome and barely positive for the region. On the contrary, freer convert-
ibility of Latin American domestic currencies would only require minor adjust-
ments (Economic Commission for Latin America and the Caribbean [ECLAC],
1949; Siegel, 1964).

Towards the end of the 1950s, with the LAFTA under construction, the ECLAC
resumed the idea of creating a payment and credit system in the proposed Free

3From USD 8.4 billion (in 1949) to USD 17.2 billion (in 1956).

4A country could borrow from the EPU and, at the same time, accumulate foreign currency outside
the system.



36 Cuadernos de Economia, 42(88), nimero especial, 2023

Trade Area (FTA). Its purpose was to manage a payment clearing mechanism
among member countries, multilateralising bilateral payments, and to provide a
credit system to balance trade among forthcoming FTA members. However, when
the Montevideo Treaty created the LAFTA in 1960, it did not provide any solu-
tions to the potential payment problems, mainly due to the opposition by the IMF
and the United States to the establishment of a RPA in LA (Siegel, 1964).

In the context of the establishment of a FTA, the governments of seven South Amer-
ican countries' called a meeting of central banks to analyse the payment problem
and asked the ECLAC and the IMF for available solutions. These countries con-
sidered that the proper functioning of the FTA would require that all trade-related
payments be made on a uniform basis and within the same area. Moreover, special
credit facilities related to intra-zone trade would help to dispel the concerns and
mistrust inevitably created with any trade liberalisation programme, thus contrib-
uting to ensure the reciprocity of trade concessions and their advantages. There-
fore, signing a RPA was considered essential for the proper functioning of the FTA
(ECLAC, 1959; Siegel, 1964).

The main criticisms of the IMF and the United States to the ECLAC proposal can
be summarised along three lines. First, a RPA would go against the IMF’s aims
to broaden convertible currencies. The second criticism pointed to the fact that
credits would be received (or granted) based on the debtor (or creditor) country’s
position in the region, without considering the global position of its balance of
payments. Finally, like any FTA, this agreement would generate trade diversion,
“artificially” modifying trade patterns (Siegel, 1964).

On the contrary, according to Prebisch (1960), it was necessary to create a pay-
ment system that could meet the FTA requirements, considering the need to fos-
ter trade among member countries as much as possible. Given that Latin American
progress towards import substitution required the development of increasingly
complex industries, countries would need larger markets than the national ones.
In other words, the idea was to create an additional intra-zone trade flow to boost
economic development, but this would not necessarily imply decreasing trade with
the rest of the world.

The CPCR and regional integration of Latin America

The Mexico Agreement (September 1965) created the Multilateral Compensa-
tion System for Reciprocal Payments and Credits (SCMPCR, in Spanish), which
came into force in May 1966. In 1969, this Agreement was complemented with the
Santo Domingo Accord, which provided reciprocal financial support to help coun-
tries dealing with temporary liquidity deficiencies. The result obtained reflected
not only ECLAC’s position (in favour of automatic and semi-automatic credits),

'S Argentina, Bolivia, Brazil, Chile, Paraguay, Peru, and Uruguay.
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but also the IMF’s perspective, since many Latin American countries had signed
Stabilisation Programmes with this institution.

Thus, instead of establishing a clearing house such as the EPU, the central banks
created a multilateral clearing system, based on reciprocal credit lines negotiated
bilaterally. These credits were devised to finance those transactions channeled
through the system during the accounting period. The accounting period initially
lasted for two months, but it was then gradually extended to a four-month duration
(since May 1972). Nevertheless, amounts could still be settled every two months
for less developed creditor countries (Ossa, 1975).

The SCMPCR established ordinary bilateral credit lines between central banks,
denominated in US dollars and with a cap. The clearing house calculated the bilat-
eral balances, which were then offset multilaterally. Those central banks with a
deficit had to pay the Central Reserve Bank of Peru (through the correspondent
bank, the Federal Reserve Bank of New York) in US dollars. Although, in the
beginning, the credit was bilateral, in 1968 a system of partial multilateralisa-
tion was introduced, whereby a country that exceeded its credit line with a partner
could resort to the unused part of the bilateral credit that a third central bank had
extended, as long as the three countries agreed (Aragdo, 1984).

Although payments through the system were, at first, voluntary, the central banks
often made them compulsory with their own regulations. The agreement included
trade of goods, services and related expenses (Aguirre et al., 2016; Pérez Calden-
tey et al., 2013). If ordinary credit was exceeded, it had to be paid immediately,
although it was also possible to use non-automatic financing. The latter was con-
sidered an extraordinary credit and was established as a proportion of the former.
In addition, in 1969 the Santo Domingo Accord created a support mechanism for
temporary imbalances, to hedge debit balances within the RPA that could not be
settled (Aragdo, 1984; Latin American Integration Association [ALADI], 2009;
Ossa, 1975).

Furthermore, every central bank guaranteed to the others the irrevocable accept-
ance of the debts of the importing country, hence eliminating commercial risk. In
other words, the exporting company did not need to get an export credit insurance
and the importer could have access to the exporter’s credit on better terms. There-
fore, central banks assumed a private risk to promote regional trade (Pérez Cal-
dentey et al., 2013).

With the Montevideo Agreement (signed in 1980), LAFTA was replaced by LAIA
and the agencies in charge of ensuring the operation of the Mexico and Santo
Domingo Agreements ceased to function. In 1981, the Santo Domingo Accord was
modified, incorporating two new support mechanisms for countries with liquid-
ity deficiencies. A year later, the Mexico Agreement was amended, creating the
CPCR, now within LAIA’s framework, which continues to be in force (ALADI,
2009).
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Initially (from 1966 to 1981), this RPA managed to incorporate new members and
improve relations among partners, with 64 (out of 66 possible) bilateral credit lines
accomplished. From channeling 10% of intra-regional trade in 1966, it reached
76.5% in 1981, within a growing trade context. In 1982, the CPCR suffered its
first setback following the Latin American external debt crisis, when Argentina
and Mexico were excluded from the operation and the mechanisms provided in
the Santo Domingo Accord proved insufficient. Although the proportion of opera-
tions channeled through the CPCR increased, intra-regional trade dropped by 37%
between 1981 and 1986.

By 1987, a new stage had begun with an exponential increase in Latin American
trade, but since 1990 the proportion of transactions channeled through the CPCR
began to fall abruptly (from 90.9% in 1989 to 1.5% in 2003). Within a context of
financial deregulation and strong capital inflows into the region, prepayments'
increased from 10% (in the 1980s) to over 90% (in the mid-1990s). In short, the
end of capital controls, the spread of currency convertibility in the 1990s, and the
decision of central banks to limit credit lines (all measures promoted by a surge of
neoliberal governments), led the CPCR to become irrelevant, although, in formal
terms, it remains in force. Although after 2003 its use increased slightly (reaching
9.8% in 2007) and then decreased again, such increase was entirely accounted for
by the Venezuelan decision to use the system (Aguirre et al., 2016; ALADI, 2017).

CONCLUSIONS

The study of the three RPAs analysed in this article suggests that they may pro-
vide a regional alternative to current account currency convertibility. Like the
Keynes Plan, RPAs are based on the recording and subsequent clearing of transac-
tions. This implies the provision of automatic credit, at least during the account-
ing period. In the cases reviewed, the IMF opposed or maintained a trivial position
regarding their implementation: in the Finland-USSR RPA it tolerated the neu-
trality of the Nordic country, in the EPU it avoided getting involved, and in Latin
America it strongly discouraged its creation and development.

The end or the decline of the three RPAs studied was due to a decision made by
some or all of their member countries (and only when it was feasible to move
towards currency convertibility), but it was never accounted for by intrinsic prob-
lems in their operation. The RPA between Finland and the USSR ended because
of the disintegration of the latter and despite Finland’s intention to continue it. By
contrast, while the EPU could have continued operating, it was its success that
paved the way for the gradual restoration of convertibility in Western Europe (Trif-
fin, 1961). Finally, the CPCR stopped being massively used due to the strong cap-
ital inflow (as part of neoliberal financial deregulation and the Brady Plan in the
early 1990s), which eased the hard currency shortage.

!6That is, the voluntary settlement of credits before the expiration date.
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Overall, RPAs succeeded in compensating external imbalances by expanding
aggregate demand, in the way that Keynes had envisaged the ICU to work. In the
1970s, when the price of oil rose, Finland managed to increase its exports to the
USSR. For their part, most of the countries participating in the EPU managed to
reverse their external position vis-a-vis the region in the early years of the Agree-
ment. In Latin America, the greatest difficulties arose in the 1980s following the
debt crisis, and the response of the countries was to increase the transactions chan-
neled through the CPCR. Thus, the impact of the crisis would have certainly been
much worse without this RPA.

Regardless of the technical features of each RPA (namely the duration of the
accounting period, the extension of extraordinary credit, or the mechanisms
designed to reverse regional imbalances), geopolitics played a key role in their
operation. Thus, the Cold War influenced the first two RPAs: the Marshall Plan
was key for offsetting the European balance of payments and for preventing the
liquidity provided by the United States from leaking into the dollar area, whereas
in the 1970s the USSR avoided leaving oil out of the RPA, thereby improving the
Finnish aggregate demand.

Based on the above, it is possible to conclude that, as an alternative to current
account currency convertibility, RPAs are a feasible tool for easing external con-
straints, both in countries that suffer from frequent devaluation pressures and in
those which, having accumulated international reserves for a precautionary motive,
pay a high opportunity cost for their hoarding. In addition, RPAs could be used as
an instrument that contributes to the development of more sophisticated regional
value chains through intra-regional trade, which is likely to increase export diver-
sification and the added value of local production. Both issues (easing of external
constraints and regional integration) are especially important for peripheral coun-
tries (in general) and for Latin America (in particular).

This article paves the way for the future research agenda in three directions: incor-
porating other RPAs into the analysis, assessing RPAs as a complement to regional
trade agreements and as a tool for greater regulation of international payment sys-
tems by peripheral states, and lastly, by investigating why the CPCR did not regain
some momentum after the setback of neoliberal governments in the 2000s.
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inquiry using the capital-based framework developed by Garrison (2001). This
paper contributes to the literature by studying the impact of heterogenous sav-
ings on economic growth and business cycles in a capital-based macroeconomics
framework. With this aim the implications of disaggregated saving is analysed by
means of the differential market signals that are generated by cash-build savings
(Patruti, 2017) and loanable funds accessible through the credit markets.

Keywords: Business cycles; cash-built savings; term structure of savings; money
demand.
JEL: E21, E23, E32, E41, E53.

Martinez Ferndndez, L., Alonso Neira, M. A., & Palma Martos, L. (2023).
Ahorro desagregado. Algunas implicaciones para el enfoque de la macroeco-
nomia basada en el capital. Cuadernos de Economia, 42(88), 43-60.

Como destacan Bagus y Howden (2010), uno de los caminos para lograr una com-
prensién mds fructifera del ciclo econémico pasa por estudiar el ahorro como una
categoria analitica heterogénea. El objetivo de este articulo es continuar esta linea
de investigacion utilizando el marco basado en el capital desarrollado por Garrison
(2001). Este articulo contribuye a la literatura al estudiar el impacto del ahorro
heterogéneo en el crecimiento y los ciclos econdmicos en un marco macroeco-
némico basado en el capital. Con este objetivo, se analizan las implicaciones del
ahorro desagregado mediante las sefiales de mercado diferenciales que generan
los ahorros en efectivo y los fondos prestables a través de los mercados de crédito.

Palabras clave: ciclo econémico; ahorro en efectivo; estructura temporal del aho-
rro; demanda de dinero.
JEL: E21, E23, E32, E41, E53.
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INTRODUCTION

The debate over the homogeneity or heterogeneity of savings is closely linked to
the debate on the nature of capital, which first began with Bohm-Bawerk and Clark
(Cohen, 2008) and was later developed by Knight and Hayek (Cohen, 2003). Fol-
lowing these contentions, the consideration of capital has followed one of two
opposing views: the first defined capital as a homogenous and self-reproducing
monetary fund and the second as a structure or pattern of combinations of hetero-
geneous and consumable goods.

Years later, Joan Robinson (1953) started the so-called “Cambridge Controversy
on Capital Theory” (Cohen & Harcourt, 2003) with the publication of a provoc-
ative paper attacking one of the core assumptions of mainstream, as well as Aus-
trian, economic theory of capital and interest: the inverse relationship between
savings and interest rates. Besides the implications for the general equilibrium
approach and neoclassical growth theory, this proposition represented a direct
attack on the foundations of the Austrian school of economics’ conception of sec-
ular sustainable growth. After at least two decades of bitter debate, the controversy
came to an end with an “implicit” surrender of the neoclassical economists and the
isolation of the Austrians.

This paper follows the lead of Bagus and Howden (2010) regarding the implemen-
tation of a disaggregated monetary savings framework by the Austrian School of
Economics. The main ideas behind growth constraints caused by savings’ embodi-
ments were established in Hayek (1937)', stressing the complexity of capital good
caused by the complementarity relationships between the supply of saved capi-
tal goods and the investment demand for capital goods. A similar problem arises
when savings are treated as homogeneous within the credit markets, as in the mac-
roeconomic identity S=1I.

This paper contributes to the existing literature in two main aspects. First, defin-
ing and including the subset of cash-built savings based on the desired availabil-
ity. Secondly, with respect to the focus presented regarding how an increase in
aggregated savings can generate different growth paths, this paper is a first step
toward enriching the study of the Austrian Business Cycle Theory through the cap-
ital-based macroeconomic framework

However, instead of basing the analysis on the time structure of savings, this paper
focuses on the market signals of the pure/genuine savings and cash-built savings.
To present the results and their implications a 100% reserve banking system able
to mismatch savings maturities is assumed to showcase the initial equilibrium and
sustainable growth in capital-based macroeconomics,

"' In terms of real savings, meanwhile the link between real savings and saved capital goods was
defined in Hayek (1931).
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SAVINGS AND ITS EMBODIMENTS.
DEFINITIONS AND SOME PARTICULAR CASES

The literature on the conceptual framework of savings can be divided into two rad-
ically opposed views, despite the taxonomy proposed by classical schools of eco-
nomic thought: a) authors identifying saving as a precondition for investment, and
b) those defining saving as a residual of consumption decisions.

The first of these two positions is partially shared by both Neoclassical-synthesis
and Austrian economists, given that both begin by stating that saving is a necessary
pre-condition for investment (and thus the capitalisation of the economy). Solow
(1956, p. 66) illustrates the formal definition of saving proposed by the Neoclassi-
cal-synthesis school and its connection to investment: ‘“Part of each instant’s out-
put is consumed and the rest is saved and invested. The fraction of output saved is
a constant s, so that the rate of saving is s Y(#)...”; However, Modigliani’s (1944, p.
49) definition stresses the roles of time and the individual decision to save:

In his endeavor to reach the highest level of satisfaction he is confronted
with two sets of decisions: (a) he must decide what part of his income he will
spend on consumption and what part he will save, (b) he must determine how
to dispose of his assets.

In the tradition of the Austrian School of Economics, authors such as Rothbard
(1962) or Huerta de Soto (1998) illustrate the connection between savings, capital
structure and time by means of a Robinson Crusoe example?:

He must restrict his consumption [...] and transfer his labour for that period
from producing immediately satisfying consumers’ goods into the production
of capital goods, which will prove their usefulness only in the future. The res-
triction of consumption is called saving, and the transfer of labour and land to
the formation of capital goods is called investment. (Rothbard, 1962, p. 42)

The second of these positions is typically defended by the Keynesian authors.
According to John Maynard Keynes, “[...] saving means a surplus of income on
consumption expenditure” (Keynes, 1936, p. 46). This definition considers saving
as a sub-product of consumption planning, i.e., for a given income level, agents
consume what they want and, by definition, savings would be overrun. This implies
that there is no explicit motive for saving because there is no individual process to
determine the level of expenditure on saving. This position is based on two differ-
ent points. Firstly, Keynes elevates the role of consumption, or rather expenditure,
to the foremost position in economic analysis and, secondly, his analysis assumes
a static perspective rather than a more realistic dynamic one.

2 In Huerta de Soto (1998, pp. 273-275) the element of decision or planning is stressed linking the
choice of saving instead of consuming,
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As the working definition of saving used in this paper: “People do not just save
(S); they save-up-for-something (SUFS). Their abstaining from present consump-
tion serves a purpose; saving implies the intent to consume later” (Garrison, 2001,
p- 40). This definition highlights the two most important features of the concept:
the existence of a clear goal and the existence of a determined time duration in
saving.

To explain the process by which the available stock of savings in each society
varies. Huerta de Soto provides an illustrative explanation on how to verify an
increase in savings (Huerta de Soto, 1998, pp. 313-315):

* Anincrease in the rate of reinvestment of firms’ profits,

* A decrease in consumption by the owners of the original means of produc-
tion,

* The allocation of a part of income (by both the owners of the original means
of production and capitalists) to production-oriented loans.

Following Garrison’s definition of saving and its connection with investment,
the decision of saving can be conceived as an individual’s means to achieve their
goals. Defining the goals pursued by the individual in terms of their future access
to a given quantity of consumer goods, it is possible to analyse the various concep-
tions of this type of saving (See Table 1).

Table 1.
Types of saving, by individual’s goals and economic phenomena

Maintain future Increase future

consumption at present consumption in comparison

levels to present levels

Stability of the monetary
unit’s purchasing power

- Saving cash.
- Saving by purchasing

assets that are perceived
as low-risk

- Saving by purchasing
assets whose expec-
ted returns allow for
increases in future
consumption.

Inflation/Deflation

- Saving by purchasing

assets whose expected

return compensates any
change in the monetary
unit’s purchasing power

- Saving by purchasing
assets whose expected
return increases future
consumption despite
changes in a monetary
unit’s purchasing power.

Source: Prepared by the authors.
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Cash-Built savings

The recent debate between Professors Bagus and P tru i has refocused attention
on the role of cash-built savings, or money demand, in the Austrian school of eco-
nomics framework. Comparing Keynesian and Austrian® theory on the connection
between cash-built savings* and money demand might help understand the par-
ticularities of cash-built savings.

Liquidity preference in the Keynesian theory

In the General Theory (Keynes 1936 pp. 125-133), Keynes outlines his con-
siderations with regard to the fundamental psychological motives that deter-
mined an economy’s money demand. The first of these is the transaction-motive
(income-motive for families and business-motive for firms), the second is the pre-
cautionary-motive and the third is the speculative-motive. The transaction-motive
is given by the amount of time that separates an agent’s receipt of income and its
disbursements. The precautionary-motive arises from an agents’ need to settle pos-
sible contingencies. The speculation-motive depends on the changes in expecta-
tions regarding the value of assets.

Following Keynes, the analysis of money demand should begin with the function
M =M +M,=L(Y)+L(r), (D

where M| contains all money, demand derived from the transaction- and precaution-
ary-motives. The functional form of this first type of money demand, [, (Y ) =Y/V,
depends on the economy’s total output (¥) and total volume of transactions (V). M,
is the money demand which is related to the speculative-motive and is given by the
function L, (r) =f (r"), where 7° is the expected interest rate.

The Austrian perspective on money demand

Murray Rothbard’s view of money demand adds a new axis to the traditional anal-
ysis of money motives, extending it to include dynamic aspects. Thus, he segments
the analysis into that of pre-income demand (or exchange demand) and post-in-
come demand (or reservation demand) versus that of total money demand and its
stock.

Pre-income demand (Rothbard, 1962, pp. 367-452) is the made up of the suppli-
ers’ demand to exchange their goods and services for cash and is characterised as

3 This section focuses on the differential behaviour and market signals of cash-built savings/money
demand, which are studied in empiric terms in Friedman (1959) or as just another asset in Fried-
man (1989).

4 Professor P tru i repeatedly uses the term hoarding but instead it will be referred to as cash-built
savings. Hoarding, as a particular case, will be presented later in this section.
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being, on the aggregate, decreasing in the purchasing power of a given monetary
unit. Post-income demand (Rothbard, 1962, pp. 755-874) is the result of the dis-
cretionary use of income and is assumed to be decreasing in the monetary unit’s
purchasing power. Following this characterisation, variations in the available stock
of money (which provoke changes in its purchasing power) cause opposite varia-
tions in its demand, as with any other good.

Cash-built savings can be a subset of savings that has a specific goal: using the
accumulated purchasing power without limiting, or losing, the capacity to use
these means of payment in the period between receiving income and consump-
tion’. Accepting the early Keynesian categorisation and dividing money demand
into precautionary, transaction and speculation motives, it is possible to integrate
various subtleties into this analysis:

* Precautionary saving. Relates money demand to the precautionary motive
with the subjective cost category, which is given by the existence of uncer-
tainty.

* Transaction motive. It depends on the amount of time that must pass in bet-
ween an individual’s actions of collecting income and spending it, as well
as the total volume of said transactions.

* Speculative motive. This motive is tied to the subjective categories of pro-
fits and losses and is explained by the agent’s expectations on asset price
fluctuations.

In other terms®, the money demand or cash savings function can be expressed as
M7 :f(a,ﬂ'e,rf) 2)

where aggregate money demand is defined to be a function of uncertainty (o),
expected inflation (7¢)and the expected rate of return on investments and assets
(r®). While the first two are directly related to money demand (an increase in either
implies an increase in demand), the third is inversely related.

Before concluding this subsection, it is necessary to briefly address the role of
uncertainty in this model. Although its positive relation to money demand has
been established, it is possible to make the mistake of using uncertainty as a sort
of “catch-all” tool to further the model’s analysis. To respond to this, uncertainty
is composed of four specific components:

> This position can be understood following Bagus (2016, p. 369): “Strictly speaking, cash building
is also an investment. It is an investment in the most liquid good”; and consubstantial with the
qualification of savings presented early on Table 1.

¢ Initially, the expression would be M d_ f(a,t,ﬂ'e, gi,i,ie), but to simplify the analysis it is
considered that the time between collections and payments is fixed (t) and that the expected rate of

return on investments (r<) is made up of the possible gains or losses in portfolios (g%) and present
and expected interest rates.
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* Permanent uncertainty. Since the future is not predetermined, all human
action is subject to a certain degree of uncertainty.

¢ Economic uncertainty. This concept should be understood as the uncertainty
associated with an agent’s sources of income, the volume of said income
and its temporal distribution.

e Regime uncertainty” This subset expresses the uncertainty that surrounds
the political and administrative organisation of a territory.

» Legislative uncertainty®. Simply stated, this type exists because of the lack
of legal certainty.

Hoarding and forced savings

Hoarding, as defined in the General Theory, is a type of restriction on consumption
and accumulation of monetary units used to describe the extreme case of Keynes-
ian liquidity preference theory (Keynes, 1936, pp. 110-111).

The fact that a rise in saving, understood in terms of Keynesian hoarding, leads to
under-consumption is intimately tied to the theory of the circular flow of income
and the analysis of the economy from a static point of view. Considering the mac-
roeconomic identities’:

Yt :Ct+lt
S, =1, 3)
Y, =C +5,

implies that any restriction on consumption, while not fully compensated by
investment', would reduce both output and income. This leads to the “Keynesian
paradox of thrift”: an increase in saving has the effect of reducing the aggregate
level of available income. Without a detailed critique of the concept'!, the inclu-
sion of time into the analysis radically changes its outcome.

Considering the restrictions in terms of intertemporal consumption'? and introduc-
ing the proposed definition of saving, the desire to accumulate present-day pur-
chasing power is fundamentally connected to being able to exercise this power in

7 Could also be understood as external political cycle uncertainty because it stems from possible
shifts in economic policy when there is a change in the governing administration.

8 Just as in note 7, could be understood as internal political cycle uncertainty.

° The simple case of a closed economy lacking a government.

19Tt possible that under extreme liquidity preferences agents to prefer holding on to their income
and wealth in monetary units rather than “freezing” them in loans or less liquid assets.

""To maintain a certain uniformity in the sources, see Huerta de Soto (1998, pp. 342-344) or Garri-
son (2001, pp. 160-164).

“Inclusion of an intertemporal utility function framework in Modigliani and Brumberg (1954)
showed the inconsistency of the classic hoarding analysis.
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the future. Accepting the mechanics of the system of equations stated above (3),
future available income implies higher future output. Therefore, by framing this
process within a dynamic maximisation of income and output scope, the implica-
tions of the Keynesian under-consumption framework can be avoided.

Forced saving

As opposed to voluntary or true saving, forced saving would be an imposed reduc-
tion in an individual’s desired consumption. The involuntary reduction in con-
sumption can have many causes (Huerta de Soto 1998, pp. 409-413), which can be
summarised in two broad categories: those induced by distortions in the produc-
tive process, and those induced by inflationary processes. Although both appear
during expansionary credit processes, their nature differs, as does the process
through which they develop.

In the first case, the process of credit expansion distorts a firm’s productive struc-
tures and pushes it toward the production of future goods. However, consumers’
time-preferences do not change, and the situation devolves into a tug-of-war over
available resources between those industries closest to consumers and those fur-
thest away. Therefore, the gap in time between the consumers’ time-preferences
and a firm’s productive structure constrains individual consumption by limiting
their choice of goods.

The second case is caused by the Cantillon effect that is associated with processes
of credit expansion. The first agents to receive the newly created money face a
price system which has yet to feel the effects of the expansion and, by purchas-
ing goods and services with this new money, their increased demand begins to
push prices upwards. As the newly created means of payments move away from
the credit expansion’s origin, in both space and time, its purchasing power begins
to decrease. The result is that the last consumers to receive the credit expansion’s
“benefits” will witness a fall in their real income, which in turn forces them to
reduce their consumption.

THE DIFFERENTIAL MARKET
SIGNALS OF SAVINGS. RETHINKING
THE LOANABLE FUNDS MARKET

Having defined saving, it’s time to analyse the market signals generated by var-
iations in an economy’s rate of saving. When agents modify their time prefer-
ence rate, they are changing the relative price of present and future goods. This
modification, which manifests itself in various ways'?, sends a signal to produc-

13As showed in the working definition earlier.
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ers indicating that the existing productive structure does not satisfy current con-
sumer preferences.

The manifestation of this lack of coordination between supply and demand is
caused by the consumer giving greater value to future goods in detriment of pres-
ent ones. Resolving this situation requires entrepreneurs to properly assess the
quantity and quality of goods demanded by society.

However, this signal may not be complete, so for now it will be considered a par-
tial signal. This raises the following questions: How can firms know what is caus-
ing the excess supply? Is it caused by the present supply of goods not satisfying
consumer preferences? Or could it be a sign of a future increase in demand?

If the cause is the first of these two possibilities, a sufficient solution would be to
redirect the firm’s productive structure towards fulfiling consumer needs. How-
ever, if increased future demand is the cause, then the firm must become more cap-
ital-intensive, as this will allow it to fully supply consumers.

In accord with Garrison (2001, pp. 36-40), the supply of loanable funds, whether
it be by the owners of the original means of production or by entrepreneurs, pro-
vides clarity to the framework within which firms choose their actions. Therefore,
any variation in the amount of loanable funds works as a reinforced signal since
these monetary savings are “that part of total income not spent on consumer goods
but put to work instead earning interest (or dividends)” (Garrison, 2001, p. 36).

This concept allows the distinction between the two possible causes of excess sup-
ply in the example presented earlier. Should there be a variation in the amount of
savings accompanied by a simultaneous variation in the amount of loanable funds
in the same direction, the signal would be complete. Considering this reinforced
signal, firms would begin to redirect their efforts towards more productive pro-
jects with longer maturities. On the contrary, if the variation in savings were not
followed by a variation in loanable funds, a partial signal is given to the market
and firms would not modify their productive processes. This analysis should also
consider the production of goods and services while simultaneously including a
dynamic conception of the saving process. An increase in savings does not only
lead to a fall in output caused by the so-called derived-demand effect, but, if there
is an equal increase in loanable funds supply, it is also followed by a time-discount
effect improving the expected yield of new investments.

Once established the division between cash-built savings and loanable funds,
the dynamics within the credit market need to be studied. First, the credit market
needs to be compartmentalised according to its time-structure, dividing it between
short- and longer-term markets'. This division also allows to analyse the different
effects of cash-built savings and other monetary savings embodiments.

!4 Alternative or additional segmentations could follow differences in risk preference or preferred
asset types.
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In static terms, an increase in money demand implies a contraction of the sup-
ply of loanable funds and a decrease in their demand in the short-term market. As
the availability of an agent’s liquidity begins to rise, their demand for short-term
credit will tend to fall'>. On the contrary, the long-term credit market will suf-
fer the opposite effect: as the desired investment’s term rises, there will be fewer
incentives to finance it with cash balances. This explains why the reduced supply
of loanable funds is not accompanied by an equal decrease in demand. In general,
the share of long-term credit in aggregate credit will grow'®. Figure 1 shows the
aforementioned effect.

Figure 1.
The effect of an increase of money demand on disaggregated credit markets
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Source: Prepared by the authors.

To study the dynamics of a disaggregated credit market under a 100% reserve
banking system, let us analyse the case of an increase in pari pasu savings and
an increase in liquidity preference, showing some complexities that may arise.
A decrease in the average interest rates still can be expected, but the short-term
credit market would experience a greater decrease than the longer-term market.
This imbalance between market segments drives the banking system to exchange
the credit supply from short-term to longer-term credit markets to aximize the
expected value of their balances.

This arbitrage by banks (Bagus & Howden, 2010) will push to close the gap
between maturity segments, lowering interest rates for longer-term loans while
raising them for short-term loan markets.

5The concept of applied money demand is closely tied to short-term transactions, especially in the
case of transaction-motive and speculative-motive money demand.

*An economy with a high degree of capitalisation will present a high proportion of long-term
credit transactions.
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Figure 2.
Mismatching in a segmented credit market scope
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REASSESSING GARRISON’S ANALYSIS

This study began under the assumption that savings, in analytical terms, were com-
posed of cash-built savings and loanable funds. Given the definitions presented so
far, considering savings to be the part of the available income that agents explic-
itly decide not to use for present consumption, the connections and differences
between both categories can be drafted.

Loanable funds are the fraction of savings which agents willingly decide not to
use during a certain period, so that in the future they may have a greater quantity
(or greater quality) of goods. Cash-built saving shares the goal of satisfying future
demand, but in this case the term is not defined with the same level of precision'’
or the agent is unwilling to relinquish his right to use these funds'®. Although Gar-
rison recognises the existence of cash balances that are not directly transformed
into loanable funds (Garrison, 2001, p. 37), he limits his analysis to the study of
liquidity preferences and static money demand.

Implications for the model in its initial equilibrium

Figure 3 shows the graphical foundation of Garrison’s analysis and presents an ini-
tial situation in which, given agents’ time-preference, there is a productive struc-
ture (a) that is capable of satisfying present and future demand (represented as a
possibility production frontier b)) and the market for loanable funds is in equilib-
rium at the natural interest rate (c).

Despite referring to the loanable funds market and the interest rate in general terms,
this analysis highlights the differential effect created by introducing money demand

"This could describe precautionary- or speculative-motive savings.
'8 As would be the case for transaction-motive saving.
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Figure 3.
Capital structure macroeconomics
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Source: Garrison (2001), p. 88.

asanexusbetween short- and longer-term credit. In the circular flow of income frame-
work, aggregate loanable funds and savings would always be equal, following the
dashedline shownin figure 4. This abstract equivalence is usually implied in neoclas-
sical models that assume a perfect correlation between the economy’s savings rate!’.

The solid lines in figure 4 show a much more descriptive case where savings are
made up of money demand and loanable funds, following the hypothesis laid out
in this paper. It shows how the production-possibility frontier pivots around con-
sumption because both supply and demand for present goods remain unchanged.
This leads to the economy having fewer investment possibilities, hence the con-
traction in figure 4. This effect is also reflected in the market for loanable funds: if
agents are unwilling to lose access to a given portion of a fixed stock of savings, an
increase in the demand for loanable funds will cause the economy’s natural inter-
est rate to rise. The higher interest rate, which represents agents’ new time prefer-
ences, will lead to a capital structure with fewer stages.

This equivalence was challenged by Ando and Modigliani (1963).



56 Cuadernos de Economia, 42(88), nimero especial, 2023

Figure 4.
Initial equilibrium with cash-built savings’ differential nature

Productive Stages

Savings = Loanable Funds
Savings = Cash-Built savings’ + Loanable Funds’

Savings = Cash-Built savings’’ + Loanable Funds’’

Cash-Built savings’< Cash-Built savings”’

Loanable Funds’> Loanable Funds”’

Source: Prepared by the authors.

Implications for sustainable growth

In the capital-based macroeconomics framework there are three possible sources of
sustainable growth: i) advances in technology; ii) increases in available resources;
and iii) changes in intertemporal preferences. Given the aim of this paper,
the focus will be on the scenario of changing intertemporal preferences to show the
impact of cash-built savings on the growth pattern.

A change in social time preferences that translates into consumers becoming thrift-
ier will drive an increase in savings and a decrease in the demand for final goods.
This change in consumer behaviour will push down the prices of final goods, trig-
gering three microeconomic effects (Huerta de Soto, 1998, pp. 317-332):

e Ist. The disparity in profits between the different production stages. Firms
closer to final consumers will begin to observe the effects of falling sales,
reducing their profitability relative to firms located higher up on the supply
chain.

*  2nd. The decrease in the interest rate on the market price of capital goods.
The increase in savings, caeteris paribus, drives a reduction in the market
interest rate. Given that capital goods are priced in terms of the discounted
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value of their cash flows, a decrease in interest rates increases the present
market value of capital goods.

e 3rd. The Ricardo effect. The decrease in the prices of final goods causes a
rise in real wages, which makes less labour-intensive productive processes
relatively cheaper.

The combination of these three effects will lead to a new and more capital-inten-
sive productive structure such as the one shown in figure 5.

Figure 5.
Sustainable economic growth. Changes in time preference
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Source: Prepared by the authors.

As in the initial equilibrium presented earlier, savings in the form of cash balances
noticeably reduces the impact of an increase in savings in loanable funds markets,
which translates into a smaller reduction in the interest rates. The outcome is a
lower yield for investments in capital goods. This consequence was identified by
Patruti (2016) as a decrease in the potential growth rate.

Assuming that this change in time preference is caused by one of the factors with
a positive impact on money demand (uncertainty or expected inflation). This can
change the composition of savings by increasing cash-build savings instead of
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other savings embodiments. Two important forces operate against the conclusion
that an increase in savings will lead to a more lengthened and sustainable produc-
tive structure:

1L An incomplete signal market produced by a smaller reduction in interest

1.

rates following the decrease in demand for consumer goods. The allocation
of new savings in cash balances makes it more difficult for entrepreneurs
to identify whether the reduction in consumption implies greater future
demand or the need to redirect their present production lines to other consu-
mer goods. As a result, the production structure should start to contract.

The mismatching in the time structure of credit markets makes the new pro-
duction structure more fragile. As shown in the analysis of a segmented
credit market, an increase in cash-built savings reduces short-term inter-
est rates, lowering the profitability of bank loans in that market. In a 100%
reserve banking system, banks will take short-term savings and inject them
into longer-term loans, which are relatively more profitable. The result of
this practice is a mismatch in the time structure of production.

The effects of this phenomena on the productive structure of the economy are
shown in figure 6.

Figure 6.
Sustainable economic growth. The impact of cash-built savings

-

Source: Prepared by the authors.



Disaggregated savings. Some implications for a capital-based Ignacio Martinez Ferndndez et al. 59

CONCLUSIONS

Disaggregating the signals that entrepreneurs receive through the variations of
demand and changes in interest rates into partial and reinforced signals offers
the chance to explain why investment becomes so intensely biased during credit
expansions. At the same time, combining this division with the analysis of savings
as a set composed of cash-build savings and loanable funds it is possible to add a
new dimension to the analysis of credit contraction processes.

Through a deeper study of the definitions economists use on a daily basis when
designing or drafting economic policies, it might be possible to achieve a bet-
ter understanding of the deviations between means, goals, and economic policy
instead of claiming against unexpected consequences. The denaturalisation of
savings witnessed in the evolution of modern economics is one of those conse-
quences; and maybe one of the reasons for the continuous challenges developed
economies suffer in the design of their monetary policy and financial regulations

Although the study of these two subsets is still only a first approximation, it might
enable future studies into the institutional aspects and the effects of intervention of
the market process’ dynamics.
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the USA and its allies and China will not be reduced by the renminbi becoming a
world money.
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Matallana, H. (2023). Dinero mundial, China y Estados Unidos, y mercan-
tilismo global. Una interpretacion keynesiano-monetaria. Cuadernos de
Economia, 42(88), 61-80.

China y los Estados Unidos de América estdn atrapados en una compleja y dura
competencia por el predominio mundial. Ambos paises instrumentalizan el mer-
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financiero y econdémico, Estados Unidos como medio para mantener su declinante
hegemonia mundial, y China como medio para desafiarla y establecer la suya. La
funcién actual de la moneda nacional del mayor deudor neto internacional como
dinero mundial dominante, el ddlar estadounidense, encierra una contradiccién
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parte, y China, por otra, no se reduciran por el hecho de que el renminbi se esta-
blezca como dinero mundial.
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“Hide your strength, bide your time.” (Deng Xiaoping)
“China, China, China!” (Donald Trump)

INTRODUCTION

China and the USA are caught up in an exacting and complex competition for
world hegemony. Both countries seek to instrumentalise the world market to their
advantage and deploy their global power strategies at monetary, financial and eco-
nomic levels, the USA as a means to uphold its declining global hegemony and
China to challenge this order and establish its own dominance

Tensions between the world’s two largest economies over key international issues
such as monetary dominance, international finance and trade, technology, infor-
mation, and claims over terrestrial and maritime jurisdiction and space will con-
tinue to escalate as China builds up its global financial, economic and military
military capability.

World money and the world market as the means and stage of competition for
global hegemony already reveal the mercantilist nature of great power politics. As
mainstream economics lacks a genuine theory of the world market, and the money-
capital relation (Geldkapitalverhiiltnis) as the power relationship in capitalism is
alien to mainstream economics, a thorough understanding of the market logic of
the ongoing struggle for world hegemony requires an alternative approach that
can only be provided by a heterodox theory of the monetary production economy.

This article proposes an interpretation of US-Chinese global competition in the
light of Monetary Keynesianism, a lesser known Berliner strand of heterodox
monetary economics, which of the key theoretical elements are intermingled in the
text.! Section II examines China’s international monetary condition and its mer-
cantilist strategy towards global hegemony; section III analyzes the global mone-
tary power of the USA and the defense of it declining hegemony; and section IV
concludes with final remarks. References are listed in section V.

CHINA

China has undergone an unprecedentedly rapid transformation from a stagnant
centrally-planned agricultural economy into a powerful industrialized monetary
production economy under the rule of the Communist Party -which has asserted a
control over society reminiscent of the Ancien Régime.

Measured in terms of GDP, its economy is already at least as large as those of the
USA and the EU, albeit its per capita income is one-sixth that of the USA and one-
fourth that of the EU. Its share of global trade is larger than that of any industrial-

! A basic model is not presented here due to space limitations. The key references are the publica-
tions by Hajo Riese and Karl Betz.
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ized country and it has sustained foreign trade surpluses with every world region
except North East Asia (Japan and South Korea), and oil producers such as Rus-
sia and the Gulf states. Its technological advances in manufacturing already pose
a challenge to the EU, the UK, Japan and South Korea; industrial complexity,
domestic transportation and communication systems modernize and expand at a
rapid pace; its share in key industrial chains are main components of world econ-
omy and its military capability already surpasses that of the EU and the UK. Fur-
thermore, China is the largest word creditor (when Hong Kong is included), ahead
of Japan and Germany and the USA’s second largest, behind only Japan.

And yet China’s renminbi is not a world money as are the US dollar, the euro and
the yen. It operates principally as a national currency with no key global role. Most
of its credits and claims against debtor countries are denominated in foreign cur-
rencies, mainly the US dollar. Given China’s weight in the world market, this is
an extraordinary situation not only in itself, but also historically, with far-reaching
implications for China and the world economy.

It is clear that the internationalisation of China’s renminbi has gained momentum
in the past decade, mainly through the financing of foreign trade and infrastruc-
ture projects in underdeveloped countries. Increasing demand for renminbi-de-
nominated financial assets from international trading firms and banks, as well
as demand for international reserves from central banks and the governments of
some underdeveloped countries have enhanced its international role. Demand also
comes from international agents seeking to avoid financial settlement systems
and conditioning of international financial transactions set up and supervised by
Western powers.

However, rising international demand for the renminbi is not primarily the result
of decisions taken by private agents based in the financial and foreign exchange
markets of Western hard currency countries, of its increasing use by international
trading corporations, nor of its use as an international medium of deferred pay-
ments (i.e. as reserve currency) by governments and central banks of developed
countries whose national currencies are already used as the settlement medium of
international debt contracts.

In a world market where money rules, the fact that the renminbi is not an inter-
national medium of deferred payments determines China’s status as an underde-
veloped country, by far the largest by any measure, despite the fact it has become
a world economic power and is the USA’s and the world’s largest net creditor.
As long as this status quo lasts, China will not become a globally monetary peer
capable of competing with the USA, and will remain an underdeveloped country,
that is, an extended low-wage workbench of developed countries, conditioned by
global USA dollar hegemony.

Thus, if China is to challenge the global hegemony of the USA on equal terms, it
must establish the renminbi as an international medium of deferred payments and
impose its status as a world money. As China is already an international net cred-



World money, China and the USA and global mercantilism Hernando Matallana 65

itor and will remain so for the foreseeable future, it still has to harden its national
currency further as a means of forging its international liquidity preference, while
maintaining its undervaluation.

The money-capital relationship implies private property, which in turn entails
financial freedom-to-choose in the world market. Hence, only by hardening the
renminbi and adapting its financial and exchange regulations and practices to the
interests of international private wealth owners, banks and firms -most of which
are based in developed countries- will China ensure agents and institutions become
willing over time to accept and even demand the renminbi as a medium of deferred
payments and hold it as a store of value in their portfolios and use it in interna-
tional finance and trade. The final stage of China’s strategy to impose the renminbi
as a world money involves ensuring it is accepted as a key reserve currency by the
Federal Reserve, the European Central Bank and the Bank of Japan, i.e. by the
central banks of already established hard reserve currencies.?

Protectionist monetary, financial and exchange policies followed by the People’s
Bank of China, opaque fiscal policy and unreliable governmental financial market
policy, plus tight control of foreign portfolio investments and international capital
movements have hindered the succesful forging of the international liquidity pref-
erence of the renminbi and weakened its non-pecuniary liquidity premiums, thus
discouraging acceptance and demand from international financial agents. How-
ever, it has been the tough monetary and financial protectionism of the central
banks and governments of developed countries that has so far created most of the
barriers to the renminbi achieving international convertibility on equal terms with
the US dollar, euro and yen.?

Central banks and governments in the USA, the EU, UK and Japan are well aware
-though they do not admit it publicly- that were they to accept the renminbi as a
reserve currency it would attain the status of an international medium of deferred
payments, thus unwittingly contributing to its acceptance as a world money and a
surge of its liquidity preference among international financial agents. This, com-
bined with the hardening of the renminbi by the People’s Bank of China and the
Chinese government, would further raise its non-pecuniary liquidity premiums.
This in turn would lead to self-reinforcing increased demand for the renminbi-de-
nominated financial assets created by China’s financial institutions, further expan-

2 This is what happened with the US dollar in the interwar period and the Japanese yen in the 1970s.
In the case of the deutschmark, the 1953 London Debt Agreement on pre- and post-war German
debt was key to its early acceptance as an international medium of deferred payments following
World War 11, because of West Germany’s foreign trade surpluses and international net creditor
position, but also the need to foster economic stability in Western Europe amid growing tensions
between the Western Allies and the USSR.

3 Long-standing mistrust and growing geopolitical tensions between China and developed Western
nations have played a part, due mainly to stark ideological differences over private property as a
social relationship, the state and political regimes, conflicting monetary, financial, exchange and
trading policies and practices, outstanding territorial and maritime claims and potential military
threat.
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sion of domestic financial markets and rising use of the renminbi by foreign banks
and corporations for international debt settlement and trade finance.

The ensuing rise of the worldwide share of the renminbi-denominated financial
assets in portfolios of international agents would foster its rise as a dominant world
money. Conversely, the share of US dollar-, euro- and yen-denominated nominal
assets in international financial portfolios would diminish, leading to a relative
(and eventually absolute) reduction in the scale of their own monetary national
spaces globally.

Given China’s current position as a net creditor, the rising international monetary
and financial role of the renminbi as a global currency implies that the People’s
Bank of China would have an increased autonomy to establish its exchange rate
against key world currencies, destabilise the current privileged position of these
currencies in foreign exchange markets and set in motion a deep restructuring of
the international monetary and financial system, leading as a result to a global
power shift from the USA to to East Asia.

Higher non-pecuniary liquidity premiums of the renminbi would allow the Peo-
ple’s Bank of China to set a lower discount rate, while maintaining its stabili-
ty-oriented restrictive monetary and exchange policy and keeping the renminbi
undervalued. Low interest rates and the undervaluation of the renminbi would
simultaneously foster domestic consumption, investment and external foreign
trade surpluses, stabilise and boost realised profits of Chinese firms and provide
room for stability-oriented fiscal policy and sustainable public debt management.

This would in turn further promote public investment in infrastructure, based on
credit and self-financed capital accumulation, technological development and
technical change, rising labour productivity and economic growth, industrial
transformation and rising complexity, increased real wages and employment and a
reduction in urban and rural poverty. Externally, it would lead to expanded lending
to business by already internationally powerful state-owned banks, the increased
competitiveness and global reach of Chinese foreign trade, rising accumulation of
investments in foreign assets, a continued build-up of its net international creditor
position and a powerful military build-up.

Particularly during its early stages, China’s strategic protection of its domestic finan-
cial assets market through tight controls of international capital movements and a
decoupled monetary policy, critical to the successful transformation of its central-
ly-planned economy into a monetary production economy. The implementation of
these policies promoted internal monetary and financial stability, played a key part
in the undervaluation of the renminbi and allowed China to launch and maintain its
mercantilist strategy for national economic development and global dominance.

The continuation of some of these measures may still be necessary, possibly in a
less restrictive form, as a means of increasing China’s labour productivity and per
capita output, which still lag far behind those of the USA, EU and Japan. For the



World money, China and the USA and global mercantilism Hernando Matallana 67

time being, the implementation of monetary, financial and exchange policies sim-
ilar to those pursued in the developed countries, which ultimately serve the inter-
ests of international private, mainly Western, investors and central banks and the
governments of Western powers and Japan, clashes with China’s need to ring-
fence the autonomy of its monetary policy, the stability of its financial markets,
the undervaluation of the renminbi and the shoring-up of its international net cred-
itor position.

Over time, sustained strengthening of the renminbi and the relative expansion of
China’s national monetary space may overcome the resistance of central banks
and governments of developed hard currency countries, lead them to accept it as
an international medium of deferred payments and consequently motivate reluc-
tant international private investors to demand renminbi-denominated assets issued
by China’s banking and financial system. China would become a developed coun-
try in its own right, though this remains uncertain under current global monetary
and financial power relations, due mainly to fierce resistance by the central banks
and governments of Western powers and Japan, and the continuing dominance of
the US dollar as the principal world money.

For the time being, however, China’s rise to world monetary hegemony has been
shifted to the uncertain medium-term future. This is has been partly due to gov-
ernment’s unpredictable drastic changing course of its money, credit, financial and
exchange policy; which has varied from first strategically slowly opening its finan-
cial and exchange markets to Western investors and making it less opaque vis-a-
vis Western governments, central banks and private international agents, in the
1980s and 1990s, to reversing the open policy in the last decade. And partly to the
resistance of central banks and governments of developed countries to accept the
renminbi as a reserve country; and consequently, by the reluctance of international
private agents to demand renminbi both as international medium of deferred pay-
ments and alternative store of value.

In the meantime, however, China has found a temporary workaround, without
renouncing its global mercantilist power strategy. Most probably, it will con-
tinue to build a regional monetary and financial hegemony tailored to its national
economic and military interests, comprising its neighbour countries in East Asia
and the Indo-Pacific, while expanding foreign finance and trade to the Middle
East, the Persian Gulf and North Africa, alongside foreign investment in devel-
oped countries and the acquisition of mining rights and oil reserves in underdevel-
oped countries, including Russia. Underdeveloped countries in Central Asia and
sub-Saharan Africa will continue to supply the mineral raw materials, agricultural
products, low value-added manufactures and cheap labour power China requires
both for its national economic development and the expansion of its regional and
global dominance.*

4 In the last two decades, a more than half of the share of East Asian’s countries foreign trade has
become intra-trade, and its intra- and inter-country input-output matrix of financial services, high
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Russia already fits into China’s new centre-periphery system as a satellite exporter
of food, oil, coal and gas and low- and medium-tech manufactures, enjoying a spe-
cial status due to its technology, industrial capacity and nuclear military power.
Over time it will become increasingly dependent on China given the structural
weakness of the rouble and its financial and economic backwardness, but also as a
consequence of its economic and political breakaway from Western capitalism and
financial, trade and political sanctions by NATO countries imposed in response to
the war in Ukraine.

India follows its own path as a large Third World country, but even so, its economy
is one-fifth the size of China’s when measured in terms of its GDP. Furthermore,
though its foreign debt is relatively low in terms of GDP when compared with
other countries, this will increase if the Bank of India and the government prove
unable to reverse the continuing overvaluation of the Indian rupee. Most probably,
China’s growing power in East Asia and the Indo Pacific will increasingly drag
India into its sphere of financial and economic influence. Japan, South Korea, Aus-
tralia and New Zealand will be confronted in the near future, if not already, with
the dilemma of maintaining their defence alliance with the USA or attempting to
pursue a security-neutral path.

Clearly, none of this stands in the way of mercantilist China continuing to expand
its financial and high-tech trade relations with the USA, Europe, the UK and
Japan as well as with South Korea, Canada, Australia, New Zealand and India,
increasing its infrastructure loans and its imports of raw materials and agricultural
products from underdeveloped countries in Central and South East Asia, Latin
America, Africa and the Middle East and growing its oil imports from oil-produc-
ing Gulf countries.

Yet, China’s successful mercantilism threatens to be derailed, in part by China
itself, due to the recent reemergence of mutual mistrust between China and the
Western powers. This has been occasioned by China’s global monetary, finan-
cial, exchange and trading policies and practices that conflict with the global rules
of the game established by the developed countries in recent decades. Over the
last decade, Xi Jiping’s national ‘striving for achievement’ strategy, burying the
policies of Deng Xiaoping, has led to growing geopolitical tensions due to Chi-
na’s aggressive expansionism and counter-strategy of disengagement pursued by
the USA and possible military confrontation between the two countries.’ Western

tech industrial manufacturing and agricultural production has also become highly dense. Hence,
countries of East Asian region, including China, Japan, India, South Korea, Hong Kong and In-
donesia, have strongly increased their capability to self-produce monetary, financial, production
and trade conditions largely allowing for integrated self-sustainability of their regional economy,
thereby reducing their monetary and economic dependence on Western counterparts.

3> The roots of this mistrust lie in long-standing ideological differences about the private property
relationship and the economic system; the state and the political regime; the colonial legacy of
China’s “century of humiliation” by Western powers from the mid-19th to the mid-20th centuries
and China’s historical and strategical territorial and maritime claims over Taiwan, the South Chi-
na and East China Seas and the Diaoyu/Senkaku Islands.
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countries, and in particular the USA, will wield their global monetary, financial,
economic, trade and military power to contain China and force it to comply with
the international rules of the game whenever they can.

THE USA

The USA was able to impose its monetary and financial hegemony worldwide dur-
ing the final stages of WWII and in its aftermath, largely due to its unique position
as the world’s largest net creditor in its own currency. This particular circumstance
allowed the US government and the Federal Reserve to set the US dollar exchange
rate within the Bretton Woods system, thus reinforcing its international liquidity
preference. In turn, high US dollar non-pecuniary premiums enabled the Federal
Reserve to keep its discount rate low, ensuring modest financial costs both for pro-
duction and demand, which in turn led to the rapid expansion of domestic output
and unemployment, both domestically, while rapid increasing labour productivity
allowed for rising real wages.

This world monetary and financial supremacy placed the USA in Triffin’s dilemma.
Maintaining its net creditor position as well as its absolute advantage in foreign
trade required the Federal Reserve to keep its national world money scarce by
pursuing restrictive monetary policy, supported by non-deficit spending by the
government. Yet, in a world market characterised by the existence of multiple sov-
ereign nations and national currencies, most of which were not internationally
accepted mediums of deferred payments, the development and smooth operation
of its world hegemony required the USA to forgo keeping its currency scarce,
allowing the US dollar to overvalue and leading to sustained foreign trade deficits.

At the height of US world dominance, loose Federal Reserve monetary policy
was characterised by a low money market interest rate, largely supported by high
non-pecuniary premiums of the US dollar. Expansive deficit fiscal policy was
largely driven by aggressive government spending, foreign aid and military policy
as a means to boost activity domestically and sustain near-full employment while,
in the external sphere, containing the USSR during the Cold War. Expansive mon-
etary and fiscal policy led to the overvaluation of the US dollar while its foreign
trade balance turned negative, thus allowing indebted countries to access the cur-
rency, meet financial obligations to US lenders, avoid recurrent debt default and
escape prolonged financial and economic crisis.

This is what actually happened in the case of a rather small number of industrial-
ised and industrialising countries, though the effects were particularly significant
for West Germany and Japan in the 1950s and 1960s as they became successful
mercantilist countries and their currencies gained the status of international medi-
ums of deferred payments, thus permitting the surge of their international liquid-
ity preference.

In the following decades, they became the largest net creditors of the USA, their
central banks gained relative exchange rate policy autonomy and their non-pecuni-
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ary premiums increased while those of the US were destabilized. As a result, since
the early 1980s, the Federal Reserve has generally used its discount rate to coun-
ter inflation and attain domestic price stability and has limited its exchange market
interventions to hinder US exchange rates overshooting, while the US government
has pursued a stop-go deficit fiscal policy coupled with rising public debt. From
this point on it has become increasingly difficult for the USA to impose its world
hegemony by wielding its global monetary, financial and economic power, despite
its military might.

The main consequence of the USA losing its net creditor position and becoming a
net debtor was the eroding power of the Federal Reserve vis-a-vis the national cen-
tral banks of its net creditor countries, entailing the loss of its unchallenged abil-
ity to set the US dollar exchange rate by using its discount rate against competing
countries. This led to a reordering of pecuniary and non-pecuniary liquidity pre-
miums of the three key world currencies and consequently to destabilisation of US
international monetary hegemony of the USA.

The dysfunctional dynamics of the multipolar international monetary system that
emerged after the collapse of the Bretton Woods system was characterised by inter-
national currency competition, unstable non-pecuniary liquidity premiums of key
currencies and mounting international financial imbalances among major econo-
mies. Notwithstanding international monetary and exchange cooperation efforts
by major central banks involving coordinated interest rate hikes and cuts, finan-
cial market instability and overshooting exchange rates threatened the stability of
the world market.®

Initially, in the early 2000s, the euro looked like an international reserve currency
that would achieve high international liquidity premiums and could potentially
weaken the global monetary hegemony of the US dollar. However, the flawed
design of its monetary constitution in relation to the lack of a common fiscal pol-
icy and public debt market of the union, the disparatity of economic and fiscal
policy and continuing tensions between northern and southern Western European
countries, all of which contributed to financial crises in peripheral countries and
provoked a political crisis within the European Union during the Great Recession
(later also during the Covid pandemic crisis), sharply weakened the euro's liquid-
ity premiums as an international medium of deferred payments and store of value.
Conversely, both the international liquidity premiums and the global dominance of
the US dollar strengthened.

In the meantime, the USA has become the world largest debtor to Japan, West Ger-
many (and, after unification, Germany) and the EU, the Asian Tigers and China,
while remaining a net creditor only to indebted, mainly underdeveloped coun-
tries, whose weak currencies lack a liquidity preference as international mediums

¢ The liberalisation of domestic and financial markets in the wake of the neoliberal reforms of the
1980s up to the 2008 international financial crisis only served to reinforce the inherent instability
of the multipolar world monetary system.
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of deferred payments. However, despite the fact the USA has become increasingly
indebted internationally on the back of rising foreign trade deficits, the US dol-
lar remains the key means of global power available to the Federal Reserve, the
US government and US banks and corporations, while international financial and
trade contracts have continued to be settled worldwide primarily in the US dollar.

This is mainly due to its high non-pecuniary liquidity premiums, enabled by its
still undisputed international dominance as the world money, to the depth, liquid-
ity and integration of the US banking system and financial markets, the global
lending and investment reach of its international banks and corporations, the size
of its national economy, the breadth of its resource-rich continental territory, its
huge technological edge and the high productivity of its workforce, in addition to
its unchallenged military might.

The fact that the US dollar has relative higher non-pecuniary liquidity premiums
than other key currencies allows US banks and financial corporations to set inter-
est rates on its domestic financial assets hold by foreign lenders that are lower
than those of financial assets denominated in other currencies hold by US inter-
national investors and corporations. This enables the USA still to maintain a posi-
tive foreign income account despite its being an international net debtor. However,
the internationally dominant position of the US dollar as the world money of the
world’s largest debtor entails a market-logical contradiction, since, being indebted
in its own currency, the USA can always depreciate its debts by devaluing its cur-
rency, thus occasioning in the longer term a net worth loss to its foreign debtors
and particularly to international wealth owners, which it is that it has done over
the last four decades or so.

This privileged position of the US dollar will be maintained as long as the USA
remains a world power unchallenged by a rising, successful, net creditor mercan-
tilist country capable of imposing its currency as the world money, as occurred
with the US dollar against the pound sterling in the interwar period. This is
the current threat that China’s rise to the status of global power currently poses to the
USA as it strives to impose the renminbi as a world money, something that
the USA and its Western allies and Japan are willing to go the lengths to prevent
happening. At the core of the strategic competition between the USA and China
for monetary hegemony are the status of the US dollar as the dominant world
money and the undervaluation of mercantilist China’s underdeveloped renminbi.

The long-standing overvaluation of the USA dollar has also had far-reaching
implications for the USA economy.

Since the realisation of profits depends on a positive foreign trade balance, relin-
quishing its absolute advantage in foreign trade meant that the entrepreneurial
profitability (i.e. profits after paying interest) of US firms henceforth depended
principally on the final consumption of wealth owners, the investment of firms,
government deficit spending, a capital income surplus from the US foreign portfo-
lio and direct investment - although these profits were diminished by sustained for-
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eign trade deficits. However, as the net debtor position of the USA has grown ever
larger, its positive foreign current account has steadily reduced or become nega-
tive, especially in recent years, thus leaving the final consumption of wealth own-
ers, the business investments and the government’s deficit spending as the principal
sources of profit for US firms, which have become increasingly financialised.

Moreover, sustained government deficit spending has become the main way in
which both the foreign trade deficit and the domestic private balance are financed
and, hence, of market-state profits (i.e. profits as defined in Keynes’s Treatise on
Money), and will continue to be so in coming years, since the foreign current
account will remain negative. Thus, US public debt will continue to rise, the inter-
est on government debt as a share of federal spending will remain steady and pos-
sibly rise in the near future’, their joint increase benefitting Treasury bill-holders
by stabilizing the net worth of portfolios and enlarging unearned interest income.
This will further exacerbate unequal functional and personal income distribution,
in favour of private wealth owners and to the detriment of low- and medium-wage
workers and marginalised groups. It is certain that this public debt-private finan-
cial gain will continue as long as domestic and international investors are will-
ing to grant the US federal debt a high enough non-pecuniary liquidity premium.

Furthermore, although the steady overvaluation of the USA dollar has allowed for
an increase in consumption-led well-being because of the availability of low-wage
cost manufactures imported from China, it has come at the cost of its countrywide
de-industrialization, particularly in the Rust Belt states, the relative loss of the
country’s overall edge in terms of labour productivity and the loss of technological
know-how and infrastructure investment. The emergence of high-tech industries
and services has partially offset the effect of deindustrialisation in the larger cit-
ies, but the overall trend continues, at least in formerly prosperous Rust Belt states.

The reduced power of the Federal Reserve to steer the US dollar exchange rate as a
result of the net debtor position of the USA and the growing ability of the People’s
Bank of China to set the renminbi exchange rate because of its net creditor posi-
tion blocks any attempt by the USA to reverse overvaluation of the US dollar by
instrumentalising the Federal Reserve’s discount rate. A higher discount rate leads
to revaluation of the US dollar, increasing both foreign trade deficits and US exter-
nal debt with China, as was the case before and during the first year of the Ukraine
war. A lower discount rate does not drive down the US dollar exchange rate against
the renminbi, even when set at zero, as happened during the Great Recession, since
China’s central bank pegs its currency to the US dollar.

Neither the US government nor the Federal Reserve have a market-conform means
of hindering China’s ability to set the undervaluation of the renminbi by sterilisa-
tion, accumulate international reserves, change its central bank discount rate and
credit policy, control private capital movements and forcibly instrumentalise the

" Its actual path depends on the time dynamics of interest rates, growth rate and primary fiscal
balance.
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portfolio decisions of its own citizens. Except for the two last measures, this was
also the case of the USA vis-a-vis West Germany and Japan in the early stages of
rise of these two countries as mercantilist powers in the 1950s and 1960s under
the Bretton Woods system and of the Asian Tigers in the 1980s after its collapse.

Still, the USA could try to undervalue its currency and regain its lost absolute
advantage in foreign trade by various means, including by lowering money wages
domestically. However, assuming it is politically feasible to achieve this without
widespread social unrest - an unrealistic expectation- this would be countered in
the short- to medium-term by China, which would either devalue the renminbi,
limit money wage increases below labour productivity gains or stop them alto-
gether, or by combining both of these options, a possibility which cannot be ruled
out given China’s authoritarian one party regime.

The USA could counter China’s countermeasures by implementing measures
aimed at reducing production costs and increasing its international competitive-
ness by means of the deterioration of labour conditions, which has already occurred
anyway during the last half-century, as labour unions were forcibly weakened and
dismantled by neoliberal policies, in a process that particularly affected blue collar
workers, minorities and unskilled immigrants. The magnitude of the overvaluation
of the US dollar relative to the renminbi seems to have reached a point where even
a sharp reduction in domestic money wages and further deteriorations in labour
conditions in an attempt to achieve domestic price deflation and foster interna-
tional competitiveness may not be sufficient for the process to be reversed, at least
not without triggering a domestic and possibly a global debt deflation crisis.

It may be the case that the accumulating gap between sustained overall labour pro-
ductivity growth and stagnation and a decline in real wages due to the suppres-
sion of productivity-oriented monetary wage increases, particularly of low paid
jobs, has become large enough for it alone to have sufficiently improved US com-
petitiveness in the world market. This by itself would have halted and, at least
partially, perhaps reversed growing US dollar overvaluation and allowed the US
economy to regain its absolute advantage in foreign trade. However, this has not
happened, largely as a result over the last sixty years or so of growing market
power, rising mark-up pricing margins and profit rates imposed by monopolistic
US corporations, as well as increasing financialisation, with all their compound-
ing misallocation effects on the level and structure of industrial production and the
prices of US agriculture, manufacturing and services and their negative effects on
the environment.

Greedy profit-oriented policies followed by US monopolistic corporations have
led not only to a steady internal decline of wages in US functional income distribu-
tion, but have also wiped out possible gains in terms of absolute advantages in for-
eign trade that the US economy might have obtained if free competition had driven
its international competitiveness. It should perhaps be noted in passing that in a
seldom quoted passage of The Wealth of Nations, liberal Adam Smith commented
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critically on high rates of interest and their negative effect on absolute advantage
in foreign trade and on wage earners.

The US government could also selectively use tariffs on Chinese products as a
means of curbing US foreign trade deficits and protecting its domestic manufac-
turing industry, a policy initiated by the Trump administration and continued and
expanded by president Biden. Once again, however, this will not stop China from
countering, not only by imposing tariffs on US products, but also by adjusting
the exchange rate of the renminbi. Hence, while a tariff war between the USA
and China would reduce the US foreign trade deficit and affect the volume and
structure of its trade, its overall effect will be temporary, only lasting until China
fine-tunes its undervaluation of the renminbi. Open price-dumping wars are still
possible as well.

Tough measures by the US government, such as banning exports of high-tech prod-
ucts to China are motivated by trade and security factors. In particular, these meas-
ures involve the recent worldwide ban on critical semiconductor exports to China,
combined with the prohibition on the importation and use of Chinese high-tech.
These measures will contribute to maintaining the technological and military edge
of the USA while negatively impacting Chinese industry, technological advances
and military capability in the short- to medium-term. The extent to which they will
affect China’s route to global power over this period remains unclear though, as
this depends principally on its ability to maintain its mercantilist strategy.

A further means available to halt or reverse the overvaluation of the US dollar is
the ability of the US economy to rapidly increase the labour productivity of its
workforce at a faster rate than China, while holding money wage increases propor-
tionally below those of labour productivity, as a means to reduce labour unit costs
and increase international competitiveness. Increasing the rate of increase in US
labour productivity requires huge funding for investment in research and develop-
ment and technological innovation by the government, private banks and corpora-
tions, including the powerful US military-industrial complex. The US government
will go to great lengths to fund and subsidise any efforts that lead to increasing the
country’s technological advantage over China, including large-scale investments
in infrastructure, computation and communications.

Furthermore, the US government can and has supported the international competi-
tiveness of the US economy by fostering the re-allocation of US firms from China
back to the US mainland by subsidizing domestic production and imposing taxes
on US firms that produce overseas and keep profits offshore. Industrial decou-
pling and de-globalisation promoted by the USA and Europe in the aftermath of
the global supply chain crises triggered by the Covid pandemic, in order to reduce
industrial and economic dependency on China, is part of the US global strategy to
contain China’s advance in the world market.

There is no doubt that the USA wields significant technological leverage over
China, but the key variable in the competitive relationship is not so much the level
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but the relative rate of increased labour productivity. China has not only been
catching up in this sphere, but the rate of increase in the physical productivity of
its workforce has been higher (or at least not lower) than that of the USA in recent
decades and it cannot be ruled out that this will continue to be the case in the near
future, as it also funds investment in technology through its powerful state-owned
banks and is developing its own military-industrial complex.

Even though income, industrial, trade and exchange rate policies have consist-
ently failed to reverse the overvaluation of the US dollar and undermine China’s
mercantilist strategy, the US government and Federal Reserve will nonetheless
continue to pursue these policies, as they are fully commonsensical in a world
economy in which the market logic of money-capital forces individual nation
states to follow mercantilist strategies as a means of global competition, even for
a hegemonic power like the USA.®

In the meantime, the Biden administration has stepped up the USA’s powerful dol-
lar diplomacy in India, South East Asia, the Middle East, the Persian Gulf, Latin
America, Africa and Eastern Europe, particularly since the beginning of the war in
Ukraine, both as means to regain its lost ground in these peripheral regions and to
counter China’s advance. As China lacks a true international medium of deferred
payments of its own, it has thereby been obliged to increase its efforts both to
maintain the undervaluation of the renminbi as its key means of accessing the
US dollars it needs through foreign trade and to continue promoting the accept-
ance and demand of renminbi-denominated international reserves by underdevel-
oped countries and, when possible, by Western industrialised countries, Japan and
South Korea.

The US government’s recourse to the global function of the US dollar as the ulti-
mate world money -albeit this time not primarily as a means to impose its global
monetary hegemony as during the Cold War, but to defend the currency and pre-
vent China becoming a true peer competitor- and China’s resolve to establish the
still underdeveloped renminbi as a world money and impose a global monetary
hegemony of its own, determine, and will continue to determine, the competition
of the two states for global power in forthcoming decades.

The monetary nature of this harsh competition lays bare once again the global
asymmetry that characterises and determines the power-mediated world mar-
ket relationship between the small and exclusive group of hard currency devel-
oped countries and the larger number of weak currency underdeveloped countries
in the international division of labour system. As the saying goes, world money
rules the world.

8 Mutatis mutandis, this was also the core of the mercantilist policy that Amsterdam and the UK
masterfully applied against Italian cities at the beginning of the 17" Century, the UK used against
Amsterdam during the 17" and 18" Centuries, Germany and the USA against UK from the late
19" Century up to World War I, and the USA against the UK until the end of World War II, West
Germany and Japan since the 1950s and 1960s and the Asian Tigers starting in the 1980s.



76 Cuadernos de Economia, 42(88), nimero especial, 2023

FINAL REMARKS

It was the possibility of the resurgence of global monetary and financial instability
that Keynes sought to avoid by coming up with his bancor plan in the latter stages
of World War II while protecting British imperial interests, and the White plan also
sought to avoid while promoting the USA monetary and financial primacy inter-
ests. However, realpolitik prevailed over arguments of enlightened academics and
liberal intellectuals, and the Bretton Woods system became a global instrument of
US hegemony.

The United States set aside any plans for an international monetary system that
would prevent the imposition of the Pax Americana. By so handling, however, it
opened up the possibility of conditions that could lead to its being challenged later,
in an uncertain future, by another country, which at the time, however, seemed
impossible. The current function of the national currency of the largest interna-
tional net debtor as dominant world money, namely the US dollar, entails a sys-
temic market-logical contradiction, which determines current competition in the
world market for global monetary, financial, economic and military supremacy
between China and the USA.

The USA is the largest international net debtor in its own overvalued currency,
while China is the world’s largest holder of financial claims denominated in the
foreign money of its main debtor rather than in its own undervalued national cur-
rency. The role of the US dollar as world money, in addition to the country’s sta-
tus as the only hegemonic debtor in its own currency, puts it in a unique position
vis-a-vis its foreign net creditors, principally Japan and China, but also the EU and
the UK.

The USA could unwind its foreign debt by letting the US dollar devalue against
the national currencies of its creditors, or by denying the latter’s rights to payment
of principal and interest, thereby defaulting on its financial obligations and trigger-
ing a global monetary, financial and economic crisis. The first of these alternatives
has been the path followed by the USA to deal with its position as international
net debtor since even before the collapse of Bretton Woods system, mainly target-
ing West Germany and Japan. As for the second alternative, while the matter has
not so far been raised on the world stage, China has on several occasions openly
expressed its concern and demanded assurances from the USA that it will not
default on its financial obligations.

In all likelihood, the USA will resist accepting the renminbi as an international
medium of deferred payments to the utmost. Accepting this state of affairs would
imply not only allowing the monetary and exchange rate policy of the Federal
Reserve to be conditioned by the People’s Bank of China, but also recognizing
the crisis of its monetary hegemony. As for a possible US strategy aimed at beat-
ing China’s mercantilism, this has already been initiated by the protectionist and
export-promoting measures implemented by the Trump administration and main-
tained and expanded by President Biden. Reversing the overvaluation of US dollar
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and achieving the overvaluation of renminbi -something that appears to be beyond
reach in the short- and mid-term- would require the USA to become a fully mer-
cantilist power, and would entail abandoning free trade and redefining the rules
governing world trade.’

In the meantime, due largely to high mark-up profit margins of powerful US cor-
porations, the financialisation of profits and long-entrenched neoliberal anti-la-
bour and anti-welfare policies, combined with the overvaluation of the US dollar,
both the distribution of wealth and functional and personal income distribution
will continue to worsen, labour conditions will further deteriorate for medium-
and low-paid jobs, blue-collar real wages (though not only) will continue to stag-
nate and fall, middle-class debt will increase, social and drug crises and urban and
rural impoverishment will worsen, as they have over the last half century and rac-
ism, xenophobia and white supremacism will continue to rise.

The USA is still the world’s hegemonic power, and although this will continue in
the near future, it is not clear whether this state of affairs will persist.!® In the com-
ing decades, the USA will have deal with challenges to its global monetary, finan-
cial and economic hegemony. In the 1970s, medium-sized world powers, notably
West Germany and Japan, destabilized US dollar pecuniary premiums and weak-
ened the power of Federal Reserve to set its monetary and exchange rate policies
unilaterally. However, they never posed a real threat to the US monetary hegemony
and ultimately aligned with the dominant Western liberal ideology."!

This time, however, US hegemony is challenged by the rise to global power of
a self-conscious, mercantilist, nationalistic, ideologically dissenting, politically
pragmatic, realpolitik-driven China, which will most likely be supported by Rus-
sia. Europe and possibly Japan, South Korea and Australia will continue to ally
with the USA for the time being, while monetarily and economically dependent
underdeveloped countries will align with one side or the other or assume positions
of non-alignment, as they did during the Cold War and have again recently since
the outbreak of the war in Ukraine.

The liberal conception of the world market that Western governments are always
ready to trumpet whenever it suits their own hegemonic interests, and celebrated

° This would not be a historical novelty, as the USA pursued a mercantilist approach was pursued
in the past, at the end of Civil War, against the UK, Germany and France, with the significant
difference that this time the US dollar is the hegemonic world money and the USA is still the most
powerful country in the world.

'The ongoing tightening of current monetary policy by the Federal Reserve, as a means to curb
energy and food price inflation triggered by Russia’s war in Ukraine, the potential build-up of
price inflation in real assets markets and the continued possibility of the entrenchment of a spill
over to money wages and prices, has contributed to the temporary strengthening of the US dollar
exchange rate against the euro, yen and renminbi. However, the time duration and financial reach
of current US dollar strengthening is uncertain, and not exclusively because of the unknown out-
come of the war.

""While it is true that the USSR was a challenge to US supremacy during the Cold War, this was
mainly due to its status as a nuclear power and not in monetary, financial or economic terms.
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by mainstream economists as the level neutral playing field through which global
economic development can best be achieved simultaneously by all countries, but
also denounced by the liberal Friedrich List in the mid-19th century as a way of
legitimizing their protectionism, does not fit with the Chinese Communist Party's
view (supported by a dubious dialectical-materialist theory) of global capitalism
as a hierarchical power system.

Like every other successful mercantilist country over the past six centuries, includ-
ing the USA between the end of the Civil War and the late 1950s, China will con-
tinue in the coming decades to instrumentalise the world market and expand its
international net creditor position through the strategic maintenance of its absolute
advantage in foreign trade. In the mid- to long-term, as China strives to impose
the renminbi as a world money while maintaining its undervaluation, the US, its
Western allies and Japan will continue to be pushed into a more and more defen-
sive position.

China increasingly needs the renminbi to become a dominant world money —as
a means to impose its hegemonic agenda globally on its own terms, force other
countries into financial dependence on its national currency and reshape the world
economy to serve its particular national interests, unhindered by the capability of
the USA (i.e. the Federal Reserve and the US federal government) to deploy ‘dol-
lar diplomacy’ through its global monetary, financial and economic network.

As for the implications of renminbi becoming an international medium of deferred
payments despite stiff resistance, such a major shift would further destabilize the
dynamics of the global monetary system, possibly triggering an international mon-
etary crisis. This is at least what occurred during the interwar period of the 20"
century as the UK was forced by the rising primacy of the USA to give up the
hegemony of the pound sterling and accept the US dollar as the new hegemonic
world money at the end of World War II.

In the meantime, externally, the restrictive protectionist financial markets policy
followed by the Chinese government and the People’s Bank of China, in tandem
with the nationalism of the Communist Party, will continue to hamper international
acceptance of the renminbi as a medium of deferred payments and consequently
demand for it at the global level. In the meantime, China’s powerful state-owned
banks and companies will continue to expand overseas investments in devel-
oped countries and to finance infrastructure projects in the underdeveloped world.
Yet, despite China being a powerful country, it will remain underdeveloped as
long as the renminbi lacks the status of an international medium of deferred pay-
ments, thus remaining trapped beneath the monetary dominance of developed cur-
rencies, especially the US dollar.

Internally, the Chinese Communist Party will be confronted by growing tensions
arising from its continuing policy of political and cultural surveillance of its age-
ing population, constant bureaucratic supervision and control of both public and
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private economic activity, financial speculation in property and resource misallo-
cation, and rising inequality of wealth and income distribution. Above all, how-
ever, it will increasingly have to deal with the irresolvable contradiction it has set
in motion by pursuing its national (and nationalist) interest in developing China as
a monetary production economy while holding to a conception of society and state
that precludes private property as a social relationship and bourgeois freedoms.

Money and central planning as the two alternative foundations of the economic
coherence of complex societies imply distinct systemic functional conditions.
Consequently, China cannot have both. It will thus be compelled to choose either
to go back to the planned economy (a failed attempt at achieving socialism) by iso-
lating itself from the world market, or to integrate with world economy by accept-
ing the market logic of the money-capital relation without any clear assurance that
it will become a developed country.

In any case, tensions between the USA and its allies and China will continue to
grow and will not ease if the renminbi becomes a world money. To be sure, nei-
ther China’s stark nationalism nor entrenched US primacy will help smooth ten-
sions between these two global powers as the world moves to a new and unstable
multipolar international monetary system.

Since the USA, the EU and Japan will continue to resist China’s hegemonic chal-
lenge by all available means, the emerging multipolar international monetary sys-
tem will be marked by uncertainty concerning interest and exchange rates and
non-pecuniary liquidity premiums in international financial markets, with critical
worldwide consequences for economic stability. Ongoing internal wars, worsening
foreign indebtedness and development crises in underdeveloped countries are all
manifestations of this contradiction, to which must be added the growing worldwide
crises of human rights and climate change, which have no foreseeable solution.

To be sure, the inner particularization of the world market into different inter-
twined national monetary spaces due to the existence of multiple national curren-
cies entails an inner market-logical contradiction involving international monetary
competition through mercantilism as the key strategy towards national global
dominance, the division of the world economy into developed and underdevel-
oped countries, and continuous monetary and financial instability and systemic
crisis. Historically, this dynamic has more often than not led to wars between the
great powers.
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INTRODUCTION

The theory of value seeks to explain the way prices function as a coordination
mechanism of market societies. Schumpeter (1954) was the first to consider that
this theory could have both a real and a monetary approach. The real approach
excludes money in order to consider only real economic magnitudes in its analy-
sis and is the dominant approach that has been more widely applied. The mone-
tary approach, on the other hand, is less well known and has not been applied to
the same extent. It can be classified into two categories: one that considers only
monetary variables, and another that considers both real and monetary variables.
Henceforth we will call the former the strictly monetary approach and the latter
the monetary approach.

The validity of the real approach’s method for achieving the goals of the theory
of value has been widely criticized, so it is surprising that it still has such preem-
inence in economics. This could be explained, in part, by the lack of knowledge
of the monetary and strictly monetary approaches to theories of value, since these
have been developed more recently, and the lack of analysis of their scope and
limits in comparison with their real counterpart. This paper aims to fill this gap by
reviewing these models and analyzing their scope and limits as an alternative to
real analysis.

The paper is organized as follows: the next section defines the main objective of
theories of value in general terms (valid for any theoretical framework) and in
detail (to clarify all its logical implications concerning money) and outlines the
limits of the real approach and the strictly monetary approach as theories of value.
The third section examines the limits of the monetary models developed within the
neoclassical framework and, in the fourth section, those developed within the clas-
sical-Marxian tradition. Finally, the fifth section presents the conclusions.

PURPOSE OF THE THEORY OF VALUE
AND LIMITS OF THE REAL AND
STRICTLY MONETARY APPROACHES

The general economic problem that any social system faces consists of how to
determine what, how, how much, when, and where people will produce and con-
sume at any given moment. In market societies, these issues are decided by all
economic agents in a decentralized manner without any a priori coordination. The
economy is organized in markets so individuals can specialize and exchange
the product of their economic activities, and the adjustment of prices is expected to
prevent these activities from being systematically incompatible (Klimovsky, 2000).

This kind of social system raises several questions. For example, under what con-
ditions can the price mechanism coordinate all economic activities? Are markets
self-regulating or do they always tend towards crises? How do different kinds of
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incomes evolve? And ultimately, will this economic system be able to solve the
various problems that humanity currently faces (such as environmental problems,
economic inequality, etc.)?

Theory of value aims to answer these questions from a general (and therefore
abstract) standpoint, first analyzing the logical conditions under which prices can
function as a coordination mechanism of market societies, and then analyzing the
logical implications that this functioning may have concerning other aspects of
interest such as those just mentioned (environmental problems, economic inequal-
ity, etc.).

Now, assuming a veil of ignorance of the current state of theories of value in all
their approaches, let us consider the minimum theoretical aspects that a theory
of value should have to satisfactorily explain the price system working in market
societies.

First, an explanation must start from a disaggregated description of the economy
in terms of individuals and commodities. This is because aggregate analysis of
the economy eliminates the coordination problem that the price mechanism must
solve, and the theory of value must explain’.

Secondly, the interdependent relations that exist between consumption and pro-
duction activities must be made explicit, since, if these relations are not speci-
fied, it will never be possible to know whether prices can or cannot be an effective
mechanism for coordinating these activities.

Third, the minimum institutional framework that allows individuals to act in mar-
ket societies must be specified. Within this institutional framework, a fundamental
element is money and the monetary system since a barter system is not compatible
with decentralized exchanges.

Next, the mechanisms by which the market economy works (how supply, demand,
prices, and exchanges are determined and adjusted) must be specified in detail. It
is important to emphasize that, in market societies, economic activities such as
exchanges, production, and consumption take place continuously, regardless of
whether the economy is in equilibrium or not.

And finally, it is necessary to show the conditions under which price adjustment
can, or cannot, regulate disequilibrium. In other words, the theory must identify
the conditions under which the adjustment process occurring in the model is sta-

! In this sense, we do not believe that the theories created to explain how the value of commodities
is determined (whether in real, monetary, abstract labor, or ‘quantum’ terms) using a macroe-
conomic approach, as proposed by Moseley (2016) and Cencini (2023) among others, can be
considered value theories. A macroeconomic approach cannot show how and why such values
result from individual decisions, and, if the values are in equilibrium, how do they solve the co-
ordination problem of market societies, or if they are in disequilibrium, how their adjustment can
prevent these decisions from being systematically incompatible. Macroeconomic approaches can
only presuppose the aspects that the theory of value tries to explain.
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ble or non-explosive, in the sense that any imbalance that appears decreases or, at
least, does not increase over time.

Note that once these requirements are met, the other problems posed by this type
of social organization, such as wealth distribution, environmental problems, etc.,
can then be analyzed. It is naive to try to give a scientific answer to these norma-
tive and practical aspects without first having a logically coherent theory of value.
Hence the importance of theories of value for the science of market societies.

Limits of the real approach to the theory of value

The canonical models of the real approach to the theory of value are the neoclassi-
cal general equilibrium model (Arrow & Debreu, 1954) and the classical-Marxian
production prices model (Sraffa, 1966), as well as the neoclassical disequilibrium
model of Walrasian tdtonnement (Arrow et al., 1959) and the classical-Marxian
disequilibrium tdtonnement models of gravitation’* (Boggio, 1985).

Assuming that the main results of these models are known to the reader?, it can be
said that they only fulfill the first and second requirements mentioned above, but
not the third, fourth, or fifth, because 1) the exclusion of money implies that the
decentralized functioning of markets be left aside (Ostroy & Starr, 1974), so the
prices explained by this approach do not result from market economies; 2) the pos-
itive price of money cannot be explained by the theory of value (Benetti, 1990), so
the results obtained by this approach cannot be attributed a posteriori to a mone-
tary economy; 3) except in very particular cases, money is not neutral (Lagos &
Wright, 2005), so the results obtained by this approach will not generally be equiv-
alent to those resulting from monetary economies either; and 4) the tdronnement
process depends on a centralized mechanism that is also incompatible with the
market society. For all these reasons, it can be concluded that the real approach to
the theory of value is logically incapable of explaining its object of study.

Limits of the strictly monetary approach to the theory of value

The strictly monetary approach is formed by a small group of heterodox mone-
tary theories that all construct a theory of value without reference to the real sector,
namely, the theories proposed by Benetti and Cartelier (1980), Aglietta and Orléan
(1982, 2002), and Cartelier (2018).

2 Tatonnement is an adjustment process in which exchanges, consumption, and production activ-
ities are prohibited during disequilibrium. It is widely known that this artifice is used in the real
approach to neoclassical stability theory, but it is less well known that it is also used in most
non-monetary classical-Marxian models of gravitation. That is why Caminati (1990, p.26) states
that those models should also be considered as “a virtual process, i.e., a sort of classical tdronne-
ment’.

3 Considering the preeminence of these models in economic theory as opposed to the monetary
models that are presented more extensively in this paper.
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The starting point for the strictly monetary approach was Benetti and Cartelier’s
1980 study. In this study, they take on the problem posed by the theory of value
directly and try to find a solution in exclusively monetary terms. This, because they
consider commodities to be of no analytical interest due to the fact that 1) they are
the result and not a condition of market relations (they criticize the nomenclature
hypothesis which presupposes the existence of a commodity space independent
of the functioning of the market); and 2) capitalist production activities are inac-
cessible to economists because they are carried out in the “secret laboratories” of
capitalists, so this knowledge could not be obtained even if it were of interest to
economists.

For this reason, this approach conceives market societies as a system of individ-
ual monetary accounts, interrelated by the monetary payments that occur between
them, and which are expressed analytically through the following matrix (Table 1).

Table 1.
Monetary payment matrix
Account 1 Account 2 v Account H Expenditure
Account 1 0 m, m, Zmlj
J
Account 2 m,, 0 my, Zmzj
J
Account H m,, m,, .. 0 ZmHj
J
Income Zmi 1 Zmi 2 ... ZmiH M
i i i

Where my; >0 (with i, j=1,..,H) is the amount of money that account i pays
to account j, as a counterpart of the purchase of a commodity on a given date. If
money is fiat, money enters the matrix in the form of credit offered to individuals
by the monetary authority and leaves it when individuals repay this debt. On the
other hand, if money is anchored to the quantity of a standard commodity, then the
monetary institution sets a legal price for this commodity, and money enters the
payment matrix when individuals sell their stocks of this commodity to the mone-
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tary institution and leaves when they buy these stocks (Aglietta & Cartelier, 2002).
Thus, the monetary authority can control this quantity by manipulating the mone-
tary interest rate, in the first case, or the legal price of the standard commodity, in
the second case.

In a credit market economy, individuals borrow money to finance their expenses
before obtaining income from the sale of their products. To calculate the amount
of arequested loan, individuals rely on their income expectations. One of the char-
acteristics of disequilibrium is that not all individual expectations are fulfilled.
Therefore, during disequilibrium, there are always individuals who have negative
or positive balances of money, with the sum of these balances always equal to zero
(since aggregate income is equal to aggregate expenditure, represented in the pay-
ments matrix by the letter M).

These balances need to be regulated so that debtors meet their obligations by trans-
ferring wealth to creditors (Cartelier, 2009). However, if the punishment of defi-
cit holders is not severe enough, it will discourage surplus holders from keeping
their wealth in monetary form, which may unleash inflationary pressure. On the
other hand, if the punishment is too severe, it may cause a contraction of aggregate
demand, affecting the whole economy (Aglietta & Orléan, 1982, 2002).

Thus, the dilemma that any monetary authority faces is the question of how to for-
mulate balance settlement rules that satisfy these two aspects of the same prob-
lem: on the one hand, to avoid a recession crisis by allowing debtors to settle their
debt and remain in the system and, on the other hand, to avoid an inflation crisis by
giving individuals with a positive balance a return on their balances that satisfies
their expectations. The ‘viability theory’ (Cartelier, 2018) analyzes this dilemma
in dynamic terms.

This explanation, while brief, is sufficient to demonstrate that the strictly mone-
tary approach completely satisfies only the first and third requirements mentioned
above (namely, disaggregated description and consideration of the institutional
aspects of the economy—particularly money—), and the monetary aspect of the
second, fourth, and fifth requirements of the theory of value (consideration of the
monetary relations of interdependence through the payments matrix, specification
of the dynamics in monetary terms and its analysis through the theory of viabil-
ity). It does not, however, satisfy the real dimension of these last three require-
ments, since the relations of interdependence that exist between the individual
activities of consumption and production are not considered, nor are the dynam-
ics specified in real terms, and the conditions of their convergence to equilibrium
are not analyzed.

This is a problem because although the objects of final consumption may be the
result of a specific market performance, such objects can only be produced by sat-
isfying the terms of certain technical relations with other objects which are inde-
pendent of market relations at a given moment in time. The theory of value must
explain how the price mechanism can or cannot satisfy the terms of these interde-
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pendent relations over time. These terms must be satisfied in order for the produc-
tive activities to continue to function. If production activities were to decrease or
even cease, this would jeopardize the very existence of society, regardless of the
circumstantial objects of final consumption produced in the economy.

In other words, every social system has a set of technically viable productive meth-
ods that establish relations between economic objects, the terms of which must be
satisfied in order for the objects to be produced. These relations are characterized
as real, non-monetary and independent of the social system, and are a fundamental
aspect of the relations of interdependence that exist in any social organization and,
therefore, are a central part of the coordination problem posed by the functioning
of the price system. However, by using a strictly monetary analytical framework
which leaves these relations to one side, this approach cannot provide an answer
to the problem of coordination, as was later recognized by Benetti and Cartel-
ier (2013). A strictly monetary analytical framework, then, cannot be a coherent
approach to the theory of value either.

This section has shown that a coherent approach to the theory of value must be
framed in a microeconomic model of disequilibrium, in which the monetary and
non-monetary relations of economic interdependence between individuals and
their activities are made explicit. This model must also show the conditions under
which the price system can (or cannot) coordinate economic activities and their
interdependent relations.

THE NEOCLASSICAL MONETARY
APPROACH TO THE THEORY OF VALUE

In the neoclassical framework, Patinkin (1959) was the first economist to, cor-
rectly and completely, set out the requirements of a research program studying
a monetary approach to the theory of value. According to Patinkin, the research
must “explain the determination of equilibrium prices in the market”, and to do
this, researchers must “be interested in presenting first a static analysis of our
problem (the nature of the equilibrium position), then a dynamic analysis (the
nature of the market forces which bring the economy to equilibrium from an ini-
tial position of disequilibrium)” (p. 34).

For this, Patinkin formulates a model of pure exchange (no production), pure cash
(no credit), and temporary equilibrium (at each date there are only markets for the
goods to be consumed at that date). At the beginning of each period ¢ there is a
Walrasian tdtonnement in which an auctioneer adjusts prices, following the law of
supply and demand, until a temporary equilibrium is reached. Then, individuals
trade in a random sequence until all possible exchanges are exhausted in ¢ and con-
sume the goods in such a way that, at the beginning of the period # + 1, they only
have the money they have carried over from the previous period and the endow-
ment of goods they will receive in 7 + 1.
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Patinkin assumes that the utility function of individuals depends on the goods they
can obtain in the period and the real stock of money they wish to transfer to the
next date. The reason that justifies such a transfer is that individuals do not know
what the sequence of exchanges in each period will be, and it is possible that to
obtain the goods they want, they will have to buy these before selling their own
goods. For this, they will need to have an amount of money available at the begin-
ning of each period that will allow them to finance those purchases.

Patinkin fails to solve his research question because, on one hand, he does not
offer any proof of the existence of monetary equilibrium and, on the other, he ana-
lyzes equilibrium stability only in the case of a two-commodity economy, which
implies that his stability proof lacks generality (Arrow & Hahn, 1971). Moreo-
ver, as mentioned above, the Walrasian rdtonnement is incompatible with market
economies.

The research program put forward by Patinkin was taken up in its full form by
Arrow and Hahn (1971) who used an intertemporal equilibrium analytical frame-
work. That is, they assume that, from the initial date, there are open markets for all
goods that will be available in the present and future. At each date, exchanges of
(property rights to) goods are admitted, at prices determined by a Walrasian auc-
tioneer, who modifies them following the supply and demand law and forbids con-
sumption activities while general equilibrium is not reached. Once equilibrium
is reached, if the process is stable, all markets are closed, and the rest of the time
individuals dedicate themselves to fulfilling the commitments assumed during the
adjustment process.

The first important problem with this model is that there is no reason to hold fiat
money in equilibrium, since when this state is reached there are no more exchanges
in the economy, so no individual would accept the holding of fiat money in equi-
librium. To avoid this problem, Arrow and Hahn (1971) assume that money has a
direct utility for individuals that justifies its holding in equilibrium. The authors
recognize that this artifice implies a “bad monetary theory” (p. 339)*.

Under this analytical framework, Arrow and Hahn show that the existence of a
monetary equilibrium depends on the same conditions as a non-monetary equilib-
rium and that a sufficient condition for its stability is that individuals never run out
of money at the beginning of each period>.

The Arrow-Hahn model has many other problems which have been pointed out by
Fisher (1983) and Benetti (1996), among others. The main problem highlighted

4 Since Hicks (1967), a (‘good’) monetary theory is one that must justify a positive demand for
money based on explicit micro-foundations, understanding money precisely as an object that has
no direct utility other than money in its three functions (unit of account, medium of exchange and
store of value).

> This does not mean that the equilibrium is unstable when individuals run out of money at the
beginning of some periods, but that the authors could only show that such a condition is sufficient
(though unnecessary) to achieve stability.
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here is that their model remains incompatible with market society because 1) it
maintains the fiction of the auctioneer and a centralized process to explain the
price adjustment, 2) it maintains the need for a centralized mechanism to control
(forbid or allow) consumption activities while the adjustment process takes place
and 3) it stipulates that exchanges and markets disappear during equilibrium, a
strange property for market societies. For all these reasons, it can be said that this
model is also contradictory to a monetary approach to the theory of value.

After Arrow and Hahn, the only author who has continued to experiment with Pat-
inkin’s program in the neoclassical framework is Franklin Fisher. First, Fisher
extended Arrow and Hahn’s model into production (Fisher, 1974), and a few years
later he proposed an entirely new model of a monetary economy under imperfect
competition and in an intertemporal disequilibrium framework (Fisher, 1983). In
this model, trade, consumption, production, and credit are admitted during the
adjustment process, and Fisher also identified the conditions sufficient for conver-
gence to equilibrium.

In Fisher’s new model, credit is expressed through bonds that are exchanged in
its markets like any other commodity. Bonds can be public (when the issuer is the
government) or private. An individual becomes interested in issuing these bonds
when they consider that the amount of money they can obtain through them is
more convenient than any other form of financing. The government issues or with-
draws bonds to control the amount of money in the economy. On the other hand,
bonds are demanded not because they generate some intrinsic utility, but because
they provide an expected future return.

Given that not all individuals may be able to fulfill the commitments made dur-
ing disequilibrium, there must be a regulation obliging the defaulting individuals
to pay a fine to the injured agent. Fisher recognizes this problem and assumes that
such a fine must fulfill the following properties: 1) that the injured agent will not
be better off receiving the fine than they would be if they had received that pro-
vided by the contract and 2) that the defaulting agent would not prefer to repur-
chase the contract rather than pay the fine. In addition, he highlights the moral
sanction that fraudsters receive in terms of loss of confidence and allocates a nec-
essary last resort for those who cannot pay their fine: prison.

Fisher analyzes the stability conditions of the equilibrium of this economy through
the second Lyapunov method. One of the most important conditions he identifies
is the “absence of favorable surprises”. This condition refers to the fact that, as
long as individuals do not make an optimist adjustment to their expectations of the
future, the disequilibrium process will follow a path on which their expected util-
ity and profit levels will worsen until equilibrium is reached, so the sum of these
levels is used by Fisher to construct a Lyapunov function to prove both stability
and the existence of general equilibrium.

To illustrate the implications of this result, let us consider the case of positive
excess demand in one of the markets. Individuals realize that there are potential
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buyers who cannot buy the commodity being sold in this market, so they antic-
ipate that its price will increase, and will try to take advantage of this situation
by increasing their current demands, either for consumption or arbitrage, thus
increasing the excess demand and raising its price. This pressure will continue
until the relative price ceases to provoke an optimistic revision in the expectations
of most of the individuals participating in the market. This means that the arbi-
trage opportunities perceived by these individuals will disappear and they will no
longer want to buy the commodity, thereby reducing the excess demand until equi-
librium is reached.

And in the case of an excess supply imbalance, individuals realize that there are
suppliers who want and cannot sell these goods, and anticipate that their price will
decrease, and will try to take advantage of this situation by postponing their pur-
chases (if they have a positive excess demand) or rushing their sales (if they have a
negative excess demand), thereby increasing the excess supply and the downward
pressure on the price. This pressure will continue until the price decrease ceases to
cause an optimistic revision in the expectations of most of the individuals partici-
pating in this market, so that they no longer perceive arbitrage opportunities and,
as a result, the excess supply will begin to diminish.

Thus, when individuals cease to perceive arbitrage opportunities generated by any
disequilibrium, their expected level of welfare worsens because the goods they
could not buy will increase in price and those they could not sell will decrease in
price, so that in the “absence of favorable surprises” the aggregate level of wel-
fare will decrease until it reaches the level corresponding to the equilibrium state.
And using this aggregate level as a Lyapunov function, Fisher shows that “...under
very general circumstances, economies with rational, arbitraging agents will con-
verge to equilibrium given an assumption of No Favorable Surprise” (Fisher, 1983,
p. 91).

This result is the most important so far achieved by the monetary approach of the
neoclassical theory of value, due to the general character of the specified economy.
However, the model presents two important problems that remain to be solved.

The first problem is that nothing is known about speeds of adjustment. This is
important because a stable equilibrium with a very slow adjustment process jus-
tifies some sort of government intervention. Secondly, the proof for the exist-
ence and stability of the equilibrium is so general that nothing is known about
the characteristics of the equilibrium. Thus, even if the equilibrium is stable
and the adjustment process rapid, some sort of government intervention is justified
if the equilibrium is quantity-constrained, for instance, with underemployment, as
Keynes points out.

Therefore, with this model, we find ourselves at almost at the same level of igno-
rance that the theories of value were intended to overcome. Moreover, if nothing
is known about economic equilibrium in terms of its competitive structure or the
presence or absence of quantity constraints, less will be known about the other
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aspects that derive from the theory of value and which are of much more practical
interest, such as, for example, the role of the market in economic inequality or the
environmental crisis, etc.

THE CLASSICAL AND MARXIAN MONETARY
APPROACH TO THE THEORY OF VALUE

The monetary models of the classical-Marxian theory of value have a much more
recent history. They began to appear in the 1980s with the emergence of models
that tried to formalize classical-Marxian gravitation theory. Broadly speaking, this
theory of value postulates that when market prices do not guarantee a uniform rate
of profit, they cannot remain fixed, since differences in profit rates will encour-
age capitalists to transfer their capital from the less profitable sectors to the more
profitable ones, thus altering the productive structure of the economy and market
prices. This process of adjustment will stop only when the prices that guarantee
uniform profit rates (the equilibrium prices of the classical-Marxian approach to
the theory of value) are reached.

Although there are differences between Smith, Ricardo, and Marx on this issue,
the literature usually encompasses the different formalizations made in this field as
gravitation models (Caminati, 1990). Most of them are non-monetary and tdtonne-
ment models. To the best of our knowledge, only three types of gravitation mod-
els stand out as being monetary and non-tdtonnement, namely: those of Nikaido
(1983; 1985)%, Duménil and Lévy (1983; 1990a; 1990b) and Benetti et al. (2014;
2015).

These three models share the following assumptions: the economy is monetary and
bi-sectoral; wages are given and paid ex-ante in physical terms; each branch pro-
duces a single commodity with a single method of production, using both goods as
productive inputs in fixed proportions and under constant returns to scale. We will
now examine the particularities of these three models.

Nikaido analyzes Marx’s gravitation theory through two disequilibrium models,
the only difference between them is that in one, he assumes simple reproduc-
tion, and in the other, expanded reproduction. Despite this difference, both models
share the same hypotheses: the accumulation rate of each capitalist is exogenously
given (it is zero in the first model and a constant proportion of their income in the
second). Nevertheless, the amount of money that capitalists invest in each branch
depends on the differentials of their profit rate, where: if the rate of profit is higher
in branch 1 than in branch 2, at the next date the amount of money invested in
branch 1 will increase at the expense of branch 2 concerning the previous period,
etc. The monetary institution is a pure cash system, meaning that the amount of

¢ Kubin (1989; 1990) develops a variation of the Nikaido models that will not be explicitly analyz-
ed here because they share the same scope and limits as the Nikaido models.
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money spent by capitalists in each period is equal to their income at the previous
date. Prices are determined by two alternative rules: the rule of temporary equilib-
rium (supply equals demand on each date) and the following temporary disequi-
librium rule: commodity prices are those which match the value of capital with the
monetary amount of investment.

The two Nikaido models show that, if the capital composition of branch 1 is lower
than that of branch 2, the adjustment processes of both models converge to equilib-
rium, that is, market prices ‘gravitate’ to production prices. Otherwise, the process
diverges in the sense that market prices move indefinitely away from production
prices.

Nikaido’s two models have several problems: 1) the hypotheses are quite specific,
which shows the narrow limits of his results: his models are bi-sectoral, with only
one method of production, no fixed capital, no rent, etc. and it is not evident that
generalizing such hypotheses would yield the same results; 2) the absence of a
theorized behavior for capitalists that would explain how their consumption and
investment decisions are determined; 3) the mechanism of capital mobility lacks
micro-foundations (if branch 1 yielded a higher rate of profit than branch 2, and if
all capitalists have this information, why do capitalists not invest all their capital
in branch 1? Why is there a non-zero investment in branch 2?); 4) both rules for
determining prices are incompatible with market societies because they are cen-
tralized: the equations system to calculate prices in both rules can only be solved
by considering the interdependence relations among the whole economy, and 5)
the pure cash monetary system is one of the two extreme cases in which any actual
economic monetary system is found’. Therefore, Nikaido’s monetary hypothesis
is very particular, and there is no evidence to suggest that generalizing it would
give the same results.

In Duménil and Lévy’s model, they propose an alternative formalization of the
Marxist gravitation theory which, in addition to the basic characteristics already
mentioned, they set the accumulation rate at zero. However, capitalists allo-
cate their capital in each branch according to the differentials in sectoral profit
rates; branch 1 produces a durable good (fixed capital), so now the economy is a
joint-production system. The prices of each commodity are set by the capitalists in
each branch using the following rule of price adjustment: the price varies in pro-
portion to the difference between the actual and the desired stock of each com-
modity held by the capitalists in their warehouses; the economy works through a
credit monetary system (there is a banking system which captures the savings of
consumers and lends to producers at a zero interest rate and according to the dif-
ferentials of the sectoral profit rates).

The authors show that, under certain conditions which concern the reaction coeffi-
cients of prices and quantities, the dynamics of their model converge to production

7 The other extreme case is the pure credit monetary system.
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prices. However, in addition to the assumptions criticized above made by Nikaido
in his model which this model reproduces, the Duménil and Lévy model has the
following two additional problems:

First, the theoretical indeterminacy of their rule of price adjustment. This rule
depends on two parameters: 1) the desired stock of goods and 2) the coefficient
that relates price variation to the difference between the actual and desired stock
of goods. The problem with these two parameters is that both are, on the one hand,
arbitrary (in the sense of being theoretically unjustified) and, on the other hand,
fundamental to the stability results, which makes their model uninteresting.

And, secondly, the Duménil and Lévy model does not consider the regulation of
monetary balances that may appear during disequilibrium, due to the existence
of credits in the economy. This situation puts the whole monetary system in con-
flict, meaning that institutional rules must be specified to allow the settlement of
these monetary balances to reestablish ex post the budget constraint of individuals.
However, Duménil and Lévy are silent on the matter.

Benetti et al. (2014; 2015) do specify a monetary balance settlement rule in their
models. In addition to the basic features already mentioned, these models assume
that: 1) capitalists accumulate all their income and reinvest it in their branches
(Benetti et al. criticize the mechanism of capital mobility between branches to
explain the adjustment of quantities and reject it for lacking micro-foundations);
2) prices are formed by a perfectly competitive market mechanism called the ‘Can-
tillon rule’ (under which the prices of each commodity are determined by dividing
the quantities of money and commodity brought to the market to be exchanged); 3)
the monetary framework is a pure credit system issued by a bank (credit is issued
at the producer’s request, and the producers commit to reimburse the bank imme-
diately after the exchange); 4) the monetary balances appearing in disequilibrium
are settled by the following rule: the capitalist with a positive monetary balance
gives his balance to the capitalist in the red in exchange for a basket of commodi-
ties whose monetary value is equal to the monetary balance (evaluating the goods
at their market prices) and whose physical composition is chosen by the agent with
a positive monetary balance.

The authors of this model show that the balance settlement rule can be unfeasi-
ble in certain cases, which they call “pathological”’. But, when these cases are
excluded?, the dynamics to which the economy gives rise are non-explosive, in the
sense that the adjustment process converges to equilibrium or to a cycle of order
two, in which market prices ‘gravitate’ around equilibrium prices.

However, in addition to the assumptions criticized above from the Nikaido and
Duménil and Lévy models that the Benetti et al. model reproduces, it has the fol-
lowing two additional problems:

8 They exclude these cases on the assumption that productive interdependence between industries
is not as significant as productive dependence within an industry.
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First, the balance settlement rule that they assign, as well as being unrealistic and
naive, is very restrictive in two different senses: 1) its feasibility can only be guar-
anteed when the property described in footnote 8 is met, meaning that this con-
dition is quite strong for a market society (because, due to the social division of
labor, one would expect that in these societies inter-industrial dependence would
be significantly higher than intra-industrial dependence), and 2) the balance set-
tlement rule can only be used when the model is set in a bisector economy, since
in an economy with »n sectors, with n > 2, there may be compatibility problems
between the accumulation plans of capitalists with positive monetary balances and
the availability of commodities produced by capitalists with monetary deficits.

A second problem is that the Cantillon rule is a very particular market mechanism
that is not used in any actual market (as other market mechanisms such as the dou-
ble auction or the first price sealed-bid auction are used); and there is no evidence
to suggest that the same stability results could be obtained using these alternative
market mechanisms, or individual pricing rules under imperfect competition.

Thus, this section can be concluded by stating that none of the classical-Marxian
monetary models of the theory of value reviewed here are completely satisfactory,
due to the specificness of their hypotheses that make their results very limited in
scope.

CONCLUSIONS

A coherent theory of value must be monetary and must analyze in a disaggregated
manner the dynamics of the economy, considering the monetary and real interde-
pendence relations that exist between all individual economic activities. For this
reason, the real and the strictly monetary approaches cannot be considered coher-
ent approaches to the theory of value. The former cannot explain decentralized
price and exchange formation based on an economy without money, and the lat-
ter cannot explain how prices solve the coordination problem posed by extra-mon-
etary interdependence relations (such as technical-productive relations between
commodities that must be fulfilled to guarantee their production).

In this paper, we reviewed the main models proposed within the framework of
a monetary approach to the theory of value. We have shown that the models of
Patinkin, Arrow et al., and Nikaido require centralized instances that make them
incompatible with market societies, and so should be rejected. In contrast, the
models of Fisher, Duménil and Lévy, and Benetti et al. explain how prices work
consistently within market societies. However, these models are not free of prob-
lems. In the case of Fisher’s model, its main problem is that its conditions are
so general that nothing can be said about the adjustment process and the result-
ing equilibrium state other than its existence and stability properties. On the other
hand, in the case of the Duménil and Lévy and the Benetti et al. models, these are
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based on such specific hypotheses that their results have a very limited scope, cir-
cumscribed to the fulfillment of such hypotheses.

For this reason, it can be said that the theory of value currently faces a dilemma
between the degree of generality of its results and the specificity of its content. It
seems that the more general the hypotheses used in the models (which allows their
results to have a much wider scope), the less informative they are, in the sense that
not much can be said about the characteristics or properties other than the stabil-
ity of the economies (for example: whether or not they have quantity constraints,
whether they are optimal or not, whether they are perfectly competitive or not,
etc.). And vice versa, the more specific the results are, the less generalizability
they have, in the sense that they depend on very particular hypotheses such as a
two-sector economy, with linear technology, specific rules for price determination,
exogenous accumulation rates, etc.

In a future research agenda, we see the need to analyze the relations between the
generality of the results obtained by Fisher’s model with the particularity of the
results obtained from models such as those of Duménil and Lévy and Benetti et
al. (or eventually others), either by formulating particular models in the neoclas-
sical framework that can be compared with Fisher’s general model or by general-
izing the classical-Marxian monetary and disequilibrium models such as those of
Duménil and Lévy and Benetti et al., so that the general stability conditions that
these models have shown under their particular hypotheses can be established in
different conditions. Regardless of whether a neoclassical or classical-Marxian
theoretical framework is applied, the monetary approach to the theory of value
must follow this research path if it is to achieve preeminence as the theoretical core
of the science of market societies.
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INTRODUCTION

Public debt emission is a powerful macroeconomic policy instrument that can
be used by the government in order to fulfil its legal obligations through pub-
lic expenditure in education, health, infrastructure, etcetera; in order to help the
economy to achieve a desirable use of its productive resources; and to provide the
financial and monetary system with state-backed financial assets when needed. All
this without necessarily undermining the macroeconomic stability of the fiscal,
monetary or financial systems.

In order to set an adequate institutional arrangement that allows a country to fully
use public debt emission as a policy instrument, and then to actually use this
instrument in a desirable and responsible way, it is necessary to understand how
it works, what can it be used for and which are its limits. This article intends to
answer these questions for the case of Colombia by presenting an analysis of the
institutional framework and the empirical evolution of the Colombian public debt
for the period 2001-2020 with a post-Keynesian (PK) approach.

Two reasons motivate this study. The first reason is because the PK approach
offers a realistic and sufficiently coherent theoretical framework on how public
debt works in modern capitalist societies. This understanding is necessary in order
to draw realistic paths of actions under the actual institutional, economic and polit-
ical reality. The second reason is because in Colombia there is an astounding lack
of PK studies regarding public debt, and the academic literature, the institutional
framework and the policy practice concerning this topic have been dominated by
the orthodox approach which has contributed to a narrow understanding of the real
functioning, possibilities and restrictions of public debt emission.

The final objective is to contribute to the understanding of public debt as a policy
instrument, and to propose various policy routes that would allow the Colombian
government to gain all the potentials of public debt emission. These policy routes
suggest a different path than the one indicated by the orthodox economic tradition
that has ruled policy practice in Colombia. Instead of a passive attitude regard-
ing the fiscal policy and a ‘sound finance’ orientation, the government should,
if needed, use government expenditures financed by debt emission to fulfil its
legal obligations, help the economy to achieve a desirable use of its productive
resources, and provide the financial and monetary system with financial assets,
while maintaining the macroeconomic stability of the fiscal, monetary or finan-
cial systems. Finally, taking into account that the current institutional framework
and the external conditions impose constraints on these types of policies, this text
supports the idea of undertaking institutional reforms that help to overcome them.
In particular, it considers the revival of the ‘Development Bank’ inside the Cen-
tral Bank of Colombia.

The text is divided into four sections: (1) describes how public debt operates in
Colombia; (2) analyses the role Colombian public debt has had as a policy instru-
ment from two different angles; (3) analyses the policy space of Colombian pub-
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lic debt, that is, its sustainability; and (4) brings the previous elements of analysis
together, and elaborates on an alternative policy route.

HOW DOES PUBLIC DEBT EMISSION
WORK IN COLOMBIA?

This chapter is divided in two: first, it describes the general institutional frame-
work regarding public debt for the Central Bank (CB) and the Central Government
(CG); and then describes the general institutional framework of the monetary and
exchange system.

Central Bank and Central Government:
A post-chartalist relationship

The Ministry of Finance and Public Credit makes decisions regarding the public
expenditure and the annual deficit to be financed, which then have to be approved
by the Congress (Decree 1068/2015). In order to carry the fiscal, monetary, finan-
cial and external macroeconomic policies it has a special coordination with the
Central Bank (CB).

The CB is an autonomous institution and hence is not part of any of the three
branches of public power. The CB functions are: (a) regulating the monetary emis-
sion of the Colombian currency; (b) administrating the international reserves; (c)
controlling the exchange regime; (d) being the lender of last resort of the internal
financial system; (e) and serving as the fiscal agent of the government for public
debt (Hernandez, 2020). The main objective of the CB is to maintain the pur-
chasing power of Colombian currency —Colombian peso (COP)-, that is, control
inflation.

Regarding public debt, the CB is the fiscal agent of the government in internal
and external credit operations and for the emission of public debt TES (local
bonds/treasuries), and can directly finance the government only if there is a
unanimous decision of the Board of Directors of the CB. In practical terms
Colombia has a “post chartalist” scheme for the internal public debt, in which
the CB does not directly finance the bond issuance of the government and can
only acquire bonds in the secondary market. Bond issuance occurs in a pri-
mary market where the market creators (‘“dealers”) acquire the bonds emit-
ted by the government, and then in the secondary market the bonds are freely
negotiated'.

As Figure 1 and Figure 2 suggest, the Colombian CB has not engaged in an active
role for financing the government directly, and only slightly indirectly. Figure 1

! For a detailed explanation of the “post-chartalist” scheme see Lavoie (2013; 2014). For the role
of ‘market creators’ see Cesaratto (2016). For the case of Colombia, the ‘market creators’ are
regulated by way of Resolution 5112/2018.
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shows the assets of the CB: the left axis presents the total assets, in which it is clear
that the majority of them are international reserves (clear orange), and that the
monetary interventions (clear grey) are low; the right axis underscores the mone-
tary interventions, in which the TES possession has increased in three moments:
the 2009 financial crisis, the 2016 international commodities prices crisis, and the
2020 Covid crisis.

Figure 1.
Left axis: Assets of the Central Bank of Colombia (taken from annual balance
sheet). Right axis: emphasis on the monetary interventions assets
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Source: By the author, data from the Central Bank of Colombia (2022).

Figure 2 shows the amount of TES controlled by the Colombian CB and compares
it with several developed countries. For the case of Colombia, the CB does not
hold more than 6% of the total TES, while for the case of USA., France, Germany,
and Italy it is approximately 20%, and in case of the United Kingdom and Japan it
is around 35%. It is important to notice that the change in the pattern experienced
after the 2008 crisis? did not occur for the case of Colombia.

To complete this subsection, it is important to clarify that it has referred mainly to
the internal government bonds (TES) specifically of long term —at least a year or
more. This accounts for around 60% of Colombia’s public debt. The other 40%
comes from external public debt of which almost all of that is denominated in for-

2 The changes in the public bond holdings by CBs in developed countries is explained in Gabor (2021).
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eign currency, and follows a different logic: the debt in foreign currency appears
in the liabilities of the government balance sheet, and the sum of foreign curren-
cies in the assets, without changes in the CB balance sheet. From the perspective

of the local economy, the foreign currency already existed before it was borrowed
—that is, as in a loanable-funds logic.

Figure 2.

Top graph : % of government bonds held by Colombia CB. Bottom graph: % of
government bonds held by other countries
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CB and the monetary and exchange regimes

To control inflation, the CB influences the short-term interest rates —what for
Colombia are the TIB and the overnight interest rate. For this, it follows a particu-
lar kind of corridor system?. It sets up the “penalty rate” (the rate it lends to com-
mercial banks to satisfy the payment system) and the “reserve rate” (the rate of
return of the deposits at the CB) in +1/-1 based on the target interest rate. Then
it calculates the quantity of additional reserves the system is going to need each
day and consequently sets a fixed supply of reserves (credits to commercial banks)
available each day (Osorio & Sarmiento, 2018).

On the left axis Figure 3 presents the CB policy interest rate, the short-term interest
rate of the market (TIB), the inflation rate and the real policy rate (the CB interest
rate minus inflation); and on the right axis the exchange rate. Three movements can
be observed: (a) first, how the CB has managed to attract the short-term interest rate
of the market (TIB) to the policy target interest rate. (b) Second, how the real policy
interest rate (the CB interest rate minus inflations) partially follows the inflation rate
(which has a decreasing tendency), with the exception of the years 2002 and 2016
in which the movement is clearly the opposite. This behaviour is coherent with the
one promoted by the orthodox view by means of Taylor’s rule, and has been corrob-
orated by the studies of Villa et al. (2014), and by Pab6n and Bedoya (2016). And (¢)
third, the exchange rate, represented in the secondary axis, has a similar movement
to the inflation rate. In this sense, there seems to be a movement that goes from the
exchange rate to inflation, from inflation to the CB target interest rate, and from the
CB interest rate to the short-term rate of the market.

Figure 3.
Left axis: CB interest rate, real CB interest rate, TIB rate, and inflation rate. Right
axis: exchange rate
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3 For a detailed explanation on the “corridor system” see Fullwiler et al. (2020) or Lavoie (2014).
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To complete this subsection, it is important to briefly mention that Colombia has a
floating exchange rate regime and free movement of capital. The floating exchange
regime has been used as a policy variable that absorbs external shocks, facilitates
inflation targeting and operates as a natural counter-cyclical variable —e.g., when
there is a decrease in exports, then the local currency devaluates and the capacity
to import is reduced. Regarding capital controls, the free movement of capitals that
started in the 90’s has increased in the 2000’s—e.g., in the first decade of the 21st
century there has been a reduction of capital controls specifically with respect to
bonds held by foreign actors, and “after October 2008, there have been no restric-
tions on portfolio inflows” (Ocampo et al., 2020, p. 8).

PUBLIC DEBT EMISSION AS
A MACROECONOMIC POLICY
INSTRUMENT IN COLOMBIA

Public debt is a macroeconomic policy instrument that can play different roles
and serve different policy objectives. This section analyses Colombian public debt
from two* angles: first, based on the fiscal balance and the expenditures/incomes
logic; and second, based on the relation with the balance of payment and the pos-
sible interpretation of the fundamental macroeconomic identity.

Public debt emission and the Central Government fiscal balance

Figure 4 shows the CG incomes, expenditures, primary balance, final deficit, and
interest debt payment for the period 2001-2020.

As explained below, to a great degree the fiscal balance of Colombia does not
depend on the CG: its fiscal expenditures have legal and political rigidities, its
incomes depend on the economic cycle and the international commodities prices,
and finally the public finances are subject to fiscal rules. The external side of the
economy exerts high pressures on growth, government incomes and a current
account balance that reduces the policy space of the government, and pushes it
to engage into pro-cyclical policies instead of counter-cyclical policies (Ocampo,
2021). To understand this tendency to pro-cyclical policies it is necessary to delve

4 A third function that has not been studied much is the role public debt emission can have in provi-
ding liquidity to the financial market. One example is the short-term TES bond (less than one year)
that is emitted to guarantee the liquidity of the CG and to help the CB regulate the liquidity of reser-
ves: “the treasury notes —short-term TES, finance temporary operations of the treasury and are con-
sidered instruments to regulate liquidity, and mechanisms of the monetary policy that complements
the work of the Central Bank™ (Ministry of Finance and Public Credit of Colombia, 2018, p. 19)
[Author’s own translation]. The ‘temporary loans of value of public bonds’ programme created in
2019 is another example. This is a financial mechanism that allows the ‘market creators’ to ask the
Ministry of Finance public for debt titles in order to cover specific shortages of TES, or to improve
their market positions (Ministry of Finance and Public Credit of Colombia, 2019).
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Figure 4.
CG fiscal balance as % of GDP
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deeper into the study of (a) the expenditure structure, the (b) incomes structure,
and the (c¢) fiscal rule.

(a) Colombian expenditures can be divided in three types: operating, investment
and payment of debt interest —see left part of Figure 5. Most of operating expendi-
tures such as pensions, transfers to the local government, etcetera, are fixed by
law or by political constraints. These rigidities make them counter-cycle but not
with the deliberate intention of generating aggregated demand during periods of
recessions. On the contrary, investment expenditures tend to be the flexible part of
expenditures, and they are used as the variable that accommodates the fiscal con-
straints. As a result, they generally have a pro-cycle behaviour, impeding invest-
ment from having an active role in promoting aggregate demand during periods
of recession (Becerra & Ramos, 2020). This can be seen on the right part of Fig-
ure 5 that contrasts the nominal changes of operating and investment expenditures
with the nominal growth rate of the economy. While operating expenditures have
small changes in the opposite direction than growth (counter-cyclical), investment
expenditures have big oscillations without a clear pattern of counter/pro-cyclical-
ity. Finally, it is important to mention that Colombian government expenditures
are low compared to other Latin American countries, with a steady tendency con-
trary to its neighbouring countries that have an increasing expenditure tendency
(CEPALSTAT, 2022).
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Figure 5.

Top graph: Type of expenditures of the Central Government as % of GDP and
growth rate. Bottom graph: nominal changes in operating expenditure, investment
expenditure and growth
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(b) Incomes can be classified in three types: current incomes (that include tax reve-

nues), capital gains and other special deposits —left part of Figure 6. Incomes follow a
similar path with the growth of the economy, in particular that of current incomes —see
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right part of Figure 6, that compares the nominal changes in the type of incomes with
the growth rate. Government incomes have a high dependence on the international
price of commodities in two ways: first, Colombian growth is driven by the exports
of oil and coal (see, for example, Figures 7, 8 and 9), thus tax revenues that depend
on growth also depend on commodity prices; and second, Ecopetrol, a Colombian oil
company and one of the biggest in Latin America, is a public company.

(c) Apart from the analysis of expenditures and incomes, the Colombian government
faces a fiscal rule (Law 1473/2011) that has to be considered. The fiscal rule estab-
lishes the long-run of public debt/GDP ratio to converge to 30% of the GDP. For this
convergence to happen the ‘net structural primary balance’ should decrease from the
year 2012 until it reaches a positive sign in 2025 (Ministry of Finance and Public
Credit of Colombia, 2015). The ‘net structural primary balance’ is the primary bal-
ance derived from the structural incomes and structural expenditures, which do not
include the cyclical phenomenon of the economy. In particular, the structural income
discounts the incomes that are product of taxes and oil cycles. The tax cycles are cal-
culated based on the difference between the observed GDP and the potential GDP,
while the oil cycles are calculated based on the difference between the real oil prices
and the long-run tendency of prices. The structural expenditure is equal to the nor-
mal expenditure when there are no specific programmes of counter-cyclical expend-
iture (Ministry of Finance and Public Credit, 2014). In this way the fiscal regulation
tries to clean the fiscal balance of the international prices of commodities fluctu-
ations and other deviations of the long-run growth path, and hence to establish a
“structural” long-run primary balance that tends to be positive.

Figure 6.
Left: incomes of the central government as %GDP. Right: nominal changes of cen-
tral government incomes
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The structural deficit has been decreasing every year and has reached the expected
goals (due to the Covid-19 pandemic, the fiscal regulation was suspended in the
year 2020). The structural income has been higher than the normal income, which
is expected because the real growth has been lower than the potential growth and
because between 2012 and 2017 the oil prices had a decreasing tendency. The
counter-cyclical expenditure has been zero in all periods, except for the year 2019.
This double movement of structural incomes higher than the observed one and no
counter-cyclical expenditures are expected: the economy by itself does not tend to
full employment and the government has not engaged in active aggregate demand
policies to boost the economy.

In conclusion, public expenditure in Colombia is low compared to other Latin
American and European countries. The deficit is constrained by fiscal regulation,
by the international prices of commodities fluctuations that govern the incomes,
and by the fiscal expenditures that have legal and political rigidities (the investment
expenditures end up being a pro-cycle variable when they should be counter-cy-
cle). The result of this is that the government assumes a passive fiscal attitude,
without engaging in active counter-cyclical policies, and public debt emission is
not a source of income available for the government in order to promote higher
levels of aggregate demand —particularly during a recession.
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Public debt emission and external constraint:
The fundamental macroeconomic identity operation

Fundamental macroeconomic identity affirms that the sum of the savings of the
private sector, the public sector and the external sector have to be in balance. As an
accountable identity this is always true ex-post, but analytically it is necessary to
understand the economic mechanisms that enter into operation. In a closed econ-
omy, the neoclassical approach sustains that the government deficits have to be
financed by the savings of the private sector. The PK theory correctly points out
that the mechanism is the opposite: it is the fiscal deficit that allows the private
sector to have positive savings by means of an increase in total output (Ciccone,
2020; Lavoie, 2014).

When considering the external sector, the analysis of public deficit in this identity is
more complicated and can have at least two different channels: («) if there is a reduc-
tion in exports, it will pressure the external balance deficit with a decrease in govern-
ment revenues, without an equal decreasing of its expenditure, leading to an increase
in the government deficit; or (b) if the government increases public expenditure and
emphasises aggregate demand, the productive structure will naturally increase the
imports that will pressure the current account deficit. These two channels are more
prompted in Latin America countries because of their import-productive structure
and their export composition of low technological content (primary products and
raw materials, or labour-intensive manufacturing) that are subject to low-income
international elasticities, low added value and highly exposed to international fluctu-
ations (Prebisch, 2012 [1949]; Thirlwall, 2011).

For the case of Colombia, its productive structure is highly dependent on imports
of capital goods and intermediary goods —see Figure 7. Exports are dominated by
oil and coal, whose price and demand depends on international factors, and not on
the neoclassical presupposition that a depreciation of the currency will increase
the demand of export products. The right axis of Figure 7 shows the ratio of the
current account with the GDP, that presents a negative and constant decreasing
behaviour over time.

On the left axis Figure 8 presents the deficit of the CG and the current account
deficit as percentages of GDP, and the growth rate of the economy. The right axis
shows the evolution of the total debt/GDP ratio and the external debt in the USA.
The U.S. dollars/GDP ratio —the external ratio is important to compare the exter-
nal debt movement with the general debt movement. To complement this infor-
mation, on the left axis Figure 9. shows the financial account of the balance of
payment and the liabilities of debt contracted by the general government interna-
Ily and externally, which is part of the financial account, and on the right axis the
international price of oil.

To understand the movements of the variables in Figure 8 and Figure 9. It is useful
to divide and contextualise them in time. The periods in green (2001-2007; 2010-
2013; and 2018-2019) are the ‘normal’ times in which most of the macroeconomic
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Figure 7.
Left axis: Exports and imports composition. Right axis: Current Account/GDP ratio
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Source: By the author, Data from the Central Bank of Colombia (2022).

indicators are having a positive tendency. The periods in red represent economic
crises (2008 -2009; 2014-2017; and 2020).

Taking all this into consideration it is possible to put forward various hypotheses
on the relationship between public deficit, public debt and the savings of the pri-
vate and external sector.

In ‘normal’ times there is an increase in the international price of oil, economic
growth is positive and the government is able to reduce the public deficit. This will
naturally decrease the debt/GDP ratio. The current account deficit worsens, with
a natural increase in the financial account, but without an increase in the external
debt in U.S dollar/GDP in dollars’ ratio. Actually, this last ratio follows the normal
debt/GDP ratio in a similar way. Finally, if you take a look at the financial account
of the balance of payment (which is increasing, as already said), the public debt
is decreasing while there is an increase of portfolio investment, direct investment
and in the accumulation of reserves (these last three elements are not shown on the
graph to avoid overcrowding the visual space).

All this suggests that during ‘normal’ times: (a) in Colombia the growth is driven
mainly by the international prices of oil, its main export commodity, and not by an
increase in fiscal expenditure through fiscal deficits; (b) CG balance reduces its defi-
cit when there is an increase in the international prices of commodities and in the
economic growth; (c) because of the productive structure, economic growth neces-
sarily increases imports and hence pressures the deficit in the current account that is
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Figure 8.
Public deficit (CG), external deficit (current account) and other variables
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Figure 9.
Financial account (with internal and external debt of general government), and oil
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backed up with an increase of the financial account; (d) both the debt/GDP and the
external debt/GDP ratios are improving despite the increase in the current account
deficit, suggesting that the external deficit is not directly financing the government
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deficit, nor that the public debt in foreign currency is financing the external defi-
cit —this is corroborated by the fact that the increase in the financial account is not
led by external public debt, which actually decreases. This is also related to the fact
that during these periods the COP is stronger and hence the exchange value helps to
reduce the external debt as a percentage of the total debt in COP.

Crises have also a similar behaviour among themselves, but opposite to ‘normal’
times. There is a decrease in the international prices of oil, a decrease in growth
and an increase in the fiscal deficit. This leads to an increase in the debt/GDP ratio,
followed by a similar tendency of the external debt in U.S. dollars/GDP in U.S.
dollars that, however, is much smoother. Paradoxically, there is always a reduction
in the current account deficit due to less pressure on imports, and a decrease in the
financial account led by a decrease in portfolio investment, direct investment and
in the accumulation of international reserves -however this last one has never been
negative. Of particular importance is the increase of external public debt within
the financial account during the crisis of 2014-2016, which is explained by the fact
that in 2014 the JP Morgan GBI-EM index improved the qualification of Colom-
bian bonds. This led to a massive amount of passive institutional investor funds
inundating the local bond market (Romero et al., 2020).

The opposite movement between the current account deficit and the government
deficit seems to go from the external side to the public side, and not the other way
around as suggested by neoclassical theory. In particular, this occurs because the
decrease in the international oil prices contracts the external side of the economy
and diminishes the portfolio and direct investment of international financial cap-
ital, while having negative effects on government incomes —this phenomenon is
reinforced by the high dependence of the productive structure on imports. This
is corroborated by the study on the Central Bank set forth by Tejada, Angel and
Castro (2021), in which they concluded that the twin deficit of Colombia did not
follow the neoclassical or neo-Keynesian logic of public deficit causing external
deficit, but on the contrary, the external deficits are those that put pressure on the
public deficit. This double movement of the fiscal end external deficits has also
been well described and studied by Ocampo (2021).

THE POLICY SPACE OF
COLOMBIAN PUBLIC DEBT

The neoclassical approach understands the sustainability of public debt as the ten-
dency of the debt/GDP ratio to converge to a small ratio, and the main policy
recommendation is the application of contractionary policies in order to achieve
positive primary balances. However, PK theory has correctly pointed out the flaws
of this approach®. What is important is to compare the annual flows of debt pay-

> For a critical perspective of the neoclassical sustainability approach see, for example, Ciccone
(2013; 2020).
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ment with the annual GDP and the capacity of the government to serve the debt.
In this sense, what is important is to observe the interest in the debt/GDP ratio,
the tendency of the state incomes as part of the GDP, and the capacity of the state
to pay debt issued in external currency. To address these issues, this section anal-
yses: first, various ratios of debt sustainability; second, the foreign currency debt;
third, the interest rate of debt; and fourth, the relationship between the growth rate
and public expenditure.

Debt/GDP, interest on debt/GDP, and
interest on debt/gov. incomes ratios

The debt/GDP ratio becomes critical when it exerts a structural pressure on the
interest debt payment/GDP ratio, specially of that of the external debt. However,
it is possible to have a situation where the debt/GDP ratio is increasing and the
interest payment of debt/GDP ratio is decreasing, and thus debt is becoming more
sustainable. It is also important to include the movement of government incomes
as percentage of GDP: if they increase, it has more space to pay the interest on
debt and thus its debt is more sustainable. This is the case for Colombia: while the
debt/GDP ratio has an overall increasing tendency, both the interest on debt/GDP
and interest on debt/Gov. incomes ratios have an overall decreasing tendency —see
Figure 10. The evolution of these indicators shows that the debt in Colombia has
become more sustainable even if the debt/GDP ratio has increased.

It is worth mentioning that compared to other similar Latin American coun-
tries, Colombia’s public debt/GDP ratio is in an intermedium position: Argen-
tina and Brazil have a debt/GDP ratio over 60%, Ecuador and Peru under 40%,
while Colombia has oscillated between 40 and 50% in the last decades (CEPAL-
STAT, 2022). Latin American countries are somehow low if compared to devel-
oped countries. In the 2018 Japan had this ratio at 234%, U.S.A at 137%, United
Kingdom at 116%, and Germany at 69% (OECD, 2022).

External debt, currency hierarchy and monetary sovereignty

According to MMT, if a country has monetary sovereignty® then it can “always
finance its activities while keeping the interest rate on the public debt under con-
trol and maintaining the stability of the payment of systems” (Tymoigne, 2020,
p- 1), and can always pay the public debt denominated in its own currency assur-
ing its sustainability’. For the case of countries that have public debt denominated
in foreign currency, MMT authors suggest that a flexible exchange rate will tend
to maintain monetary sovereignty even with external debt because the country
can always devaluate the local currency at a level as to be able to pay the external

¢ A country has monetary sovereignty if it sets the laws of the monetary system, sets the domestic
unit of account and expense, collects taxes and issues debt in that unit of account, “creating” and
having control of the domestic money (Tymoigne, 2020).

7 This position is correctly critiqued in the practical field by Lavoie (2013) and Epstein (2019).
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Figure 10.

Left axis: debt/GDP ratio, and interest on debt/Gov. incomes ratio. Right axis:
interest on debt/GDP ratio
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Source: By the author, data from Ministry of Finance (2022).

debt (Tymoigne, 2020). However, as Vernengo and Caldenty (2020) have correctly
indicated, the devaluation policy in order to gain monetary sovereignty is not sus-
tainable for the simple fact that it will lead the local economy to a complete cri-
sis through an increase in inflation and in the value of the external debt held both
by both the private and the public sector. This is reinforced by the fact that these
countries’ currencies are low in the international currency hierarchy, limiting the
exchangeability for strong currencies and imposing additional limits to the mone-
tary sovereignty (Prates, 2020).

PK authors have characterised the current international monetary system as essen-
tially asymmetric. From this asymmetry, emerges a currency hierarchy, that is, an
institutional arrangement organised around a national currency that becomes the
key currency to perform the three functions of money at the international level —
means of payment, unit of account and store of value (Paula et al., 2017). In this
perspective, currencies are hierarchically positioned according to their degree of
liquidity: the key currency (fiduciary U.S. dollar) has the highest liquidity pre-
mium, followed by the euro and currencies issued by other core (developed)
countries. At the opposite end, currencies issued by developing and emerging
economies present the lowest liquidity premium (Prates, 2020). In turn, “currency
hierarchy, amplified by financial globalisation, imposes major constraints on the
adoption of Keynesian policies for these economies” (Paula et al., 2017, p. 2). The
conclusion is that, granted the authority of money emission, the question of sus-
tainability moves away from the simple concept of monetary sovereignty to the
issue of the external balance and currency hierarchy.

The left side of Figure 11 presents the debt/GDP ratio, while the right side pre-
sents the interest payment/GDP ratio, both with the internal and external debt. In
both ratios the public debt denominated in foreign currency has an overall decreas-
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ing tendency (with the exceptions of years 2015, 2016 and 2020). This, despite
Colombia having constant deficits in its current account (see Figure 8).

Figure 11.
Left part: Debt/GDP ratio — internal and external. Right part: i on debt/GDP ratio
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One can say that Colombia has achieved monetary sovereignty by reducing the
foreign debt, accumulating international reserves over time and expanding and
strengthening its internal public debt market. However, at the same time, its cur-
rent account/GDP ratio has constantly worsened, together with a COP deprecia-
tion tendency and no structural international changes in the hierarchy currencies,
maintaining the COP at the bottom of the international currency hierarchy. This
undermines its monetary sovereignty and renders it more dependent on inter-
national financial movements. In the following section a further analysis of the
effects of this in the interest rate policy of the CB is addressed.

Interest rate and debt sustainability

Public debt is sustainable if the growth rate of the economy is higher than the inter-
est rate of public debt, and both these variables are influenced by government pol-
icy decisions®. This section analyses whether for Colombia the growth rate has
been higher than the interest rate on debt, and whether the government has had
some degree of control over the former.

8 This is derived from the accountable identity of debt and is accepted by the neoclassical ap-
proach. However, this approach sustains that the government has no influence on the interest rate
on debt, and that historically the interest rate of debt has been higher than the growth rate. On the
contrary, Fullwiler (2020) shows that the interest on debt is theoretically a policy variable, and
that for the case of the USA has been historically below the growth rate of the economy.



118 Cuadernos de Economia, 42(88), nimero especial, 2023

Figure 12.
Growth minus interest rate on debt
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Figure 12 shows the difference between: the nominal growth rate and the consol-
idated interest rate of total public debt, internal public debt, and external public
debt; the nominal growth rate and the interest rate of public bonds TES in COP for
1, 5 and 10 years; and the real growth rate and the interest rate of public bonds TES
in UVR for 1, 5 and 10 years®. All variables follow, naturally, a similar path with
oscillations that do not show any constant increasing or decreasing tendency over
time. Throughout the years 2004-2008, 2010-2013 and 2018-2019 the interest rate
on debt was, in general, below the growth rate of the economy —under this param-
eter, 15 years out of 20 the debt was sustainable. These are basically the same peri-
ods that were labeled as ‘normal’ in Figure 8 and Figure 9. If we consider that the
interest rate on debt should have the discount of the tax rate, as correctly pointed
out by Lavoie (2014), then this result improves because it will give extra space to
the difference between growth rate and interest rate on debt.

The first question is whether the Colombian government has any control over the
interest rate of the debt. The influence of the Government on the interest rate of
debt occurs through two economic mechanisms: the first one is by control of the
short-term interest rate of the market that the CB has, and that influences all the
other interest rates of the market, including the long-terms; the second one is by

° Note that in the TES in UVR, which are denominated in local currency but attached to a real value
indicator, the difference is with the real growth rate of the economy and not with the nominal
growth rate.
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the fact that the CB can always buy the internal debt of the government, directly or
indirectly, and so it could influence the market interest rates of bonds. Figure 13.
shows the evolution of the interest rate of the target policy rate of the CB (that as
shown in Figure 3 controls effectively the short-term interest rate of the market),
the consolidated internal debt, the consolidated external debt, the TES in COP for
1, 5 and 10 years, and the TES in UVR for 1, 5 and 10 years. All variables seem to
follow a similar path. In particular: (a) the interest rate of the Central Bank and the
interest rate of the TES in COP of 1 year have practically the same movement; (b)
the TES in COP of 5 and 10 years have a similar movement to the TES in COP of
1 year, but with a difference of 2-4 points in the interest rate; and (c) The TES in
UVR also follows the movement of the TES in COP but with a lower interest rate,
which is expected because they are attached to a real value —the difference can be

seen as an inflation measure. All this suggests that the CB interest rate influences
the debt rate'°.

Figure 13.
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The second question is whether the government has real freedom on the target
interest rate. As explained by Rey (2015), in the actual situations of free move-
ment of capital and high financialisation of the economy, for peripheral econo-
mies the traditional macroeconomic trilemma becomes a dilemma: the CB has
factual limits on setting the interest rate because the inflows and outflows of inter-
national financial capitals would destabilise the economy. In fact, the interest rate
of the CB has to be equal to the international interest rate (which is governed by
the interest rate of the FED) plus the liquidity and risk premium of Colombia. If

10 Akram & Uddin (2021) explain theoretically the relation between interest rate and debt rate, and
then analyze emprirically the case of Mexico bonds.
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this does not occur, the country will experience massive out-flows of financial cap-
ital, both local and foreign, that will generate a crisis on the financial account of
the balance of payment, limiting the imports and hence all the productive structure
of the country. This has to be connected with the fact that for Colombia the inter-
est rate of the CB follows inflation. These two objectives of the interest rate of the
CB —targeting inflation and providing a high level or financial return in such a way
as to attract financial investment— move along: inflations have strong connections
with devaluation of the currency that results from low levels of exports, which at
the same time requires higher levels of foreign incomes from the financial account
(Ocampo, 2021).

In conclusion, the policy interest rate of the CB has an important influence on the
interest rate on debt, however, as the policy interest rate of the CB has to obey the
inflationary demands, the current account pressures and the international finan-
cial capitals, then the idea of considering the interest rate as a free policy variable
for the CB for Colombia is reduced. If this is true, then the CB is not completely
free to set the interest rate below the growth rate of the economy in order to ren-
der debt sustainable.

Government expenditure in Colombia: An unsustainable path

For PK, government expenditure increases aggregate demand and growth with-
out necessarily crowding out private investment. If debt is sustainable when the
growth rate is higher than the interest on debt, then the government expenditure
through public deficit can have the paradoxical —for the neoclassical approach—
effect of rendering debt sustainable.

PK’s have put the accent first on the role of the government to assure full employ-
ment, and then on arguing that this effort is sustainable over time. This view can
be summarised in the concept of functional finance inspired by Lerner (1943).
Lerner took the Keynesian idea of aggregate demand with the state finance theory,
to argue that public expenditure policies should be measured only by the effective-
ness in achieving full employment without undermining macroeconomic stabil-
ity. Different PK views on this topic, such as Godley and Lavoie (2007), Ciccone
(2013) or Garbellini (2016) arrive at the same conclusion: there is a level of pub-
lic expenditure such as to achieve both full employment and sustainability of pub-
lic debt —or, putting the emphasis on sustainability, public debt is sustainable if
expenditures pursue a full employment policy.

For the case of Colombia this has not been the path, even if its public multiplier is
higher compared to others in the region, and during recession has even higher val-
ues (Gonzilez, 2020; Restrepo, 2020; Angel et al., 2020). As already described,
public expenditure in Colombia is low and is constrained by fiscal regulation, by
the international prices of commodities fluctuations and by legal and political
rigidities. The consequence is that the government does not engage in active coun-
ter-cyclical policies, and that public debt is not a source of income available for the
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government in order to promote higher levels of aggregate demand (Rodriguez,
2021; Ocampo, 2021).

The way fiscal expenditures work in Colombia does not help the sustainability of
public debt through the increase in growth. On the contrary, fiscal expenditure is
subordinated to legal and external causes that push it in the opposite direction: low
and counter-cyclical expenditures.

PUTTING THINGS TOGETHER:
AN ALTERNATIVE POLICY ROUTE

It is now possible to consider altogether the relationship between the Colombian
institutional framework, its economic productive structure, its external depend-
ency, government fiscal behaviour and the sustainability of the public debt. Dur-
ing commodity booms there is an increase in growth, decrease in public deficits,
increase of international financial capital inflows (in form of portfolio and direct
investment), appreciation of the local currency, low inflation and a decrease in the
interest rate, with the result of a more sustainable path of public debt. The oppo-
site happens when there is a fall in the international prices of commodities: there
is a decrease in growth, increase in public deficits, decrease of international finan-
cial capital inflows, depreciation of the local currency, inflation pressure and an
increase in the interest rates, with the result of a less sustainable path of public
debt. All this occurs without the intervention of the central government which has
a passive attitude regarding its fiscal expenditures, and with not much intervention
from the CB except for accommodating the monetary interest rate in accordance to
the inflation target and the demands of international financial capital.

The Colombian public debt has become more sustainable in the last 20 years. The
debt/GDP ratio is relatively small compared to other Latin American and “devel-
oped” countries, and both the interest on debt/GDP and the interest on debt/Gov.
incomes ratios have an overall decreasing tendency. This is the result of: (a) rela-
tively small public deficits and a constant GDP growth; () a slight increase in the
government incomes as % of GDP; (c¢) an overall decreasing tendency of the inter-
est rate on debt, both internal and external; and (d) a decrease in the external debt,
a controlled exchange rate and an increase in international reserves which, at the
same time, have improved the monetary sovereignty of Colombia.

However, Colombia still has many social challenges to meet and an economy that
has been functioning below its potential capacity. The natural recommendation
from a PK perspective is that the government should increase its fiscal expendi-
tures in order to fulfil the legal and political mandates of the state, while pushing
the economy to a full employment situation. A way to achieve this is through pub-
lic debt emission without undermining fiscal or monetary stability. This policy
recommendation—which is nothing different than the application of the functional
finance principle as taken by PK’s— makes sense when the way public finances
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work inside the capitalist system is understood, that is, inside a monetary mode of
production.

Nevertheless, the application of this general recommendation in the case of Colom-
bia faces, at least, two constraints. The first constraint is institutional and ideolog-
ical: the fiscal reglamentation of the government, the high limitations of the CB
to finance the government directly and its low participation in the secondary bond
market, the rigid inflation target of the CB, complemented with the widespread
idea that public deficits are per se negative, impose legal and political limits to a
more active fiscal policy through public debt emission. The second constraint is
external: the international prices of commodities have a decisive influence on gov-
ernment incomes, currency devaluation, the value of the external debt, inflation,
capital inflows and finally on the policy interest rate of the CB. Therefore, even if
the government manages to overcome its institutional and ideological limits, due
to the highly import-dependent productive structure, engaging in an active coun-
ter-cyclical fiscal policy will actually deteriorate the current account, devaluation
and inflation, affecting precisely the variables that are already weak.

The natural question that arises is how can the government increase fiscal expendi-
tures considering the institutional and external constraints? That is, how can the
principle of functional finance be applied to the specific case of a small open
peripheral country, with an orthodox institutional framework and with high exter-
nal dependence? The answer can only come from a complex management of
the economy in which different policies —tax reforms, fiscal expenditures, debt
management, capital controls, industrial policy, etc.— are carefully implemented.
Among these, a possible powerful route could be the revival of the Colombian
‘Development Bank’ (Banco de Desarrollo).

Briefly, a Development Bank (DB) is a financial institution that has as a mission to
finance medium and long-term investments that help the development process of a
country. The finances of a DB are different and go from direct first level finances
through the CB, to a self-financing activity at a second level in the finance system
(Griffith-Jones et al., 2018, p. 20).

Colombia has a long history of DB’s with sectorial functions, several of them
financed by the CB directly. This changed in the 90’s with the liberalisation pro-
cess that included the privatisation of most of the DB’s, and more importantly,
with the independence of the CB from the CG that resulted in the elimination of
the development function of the CB (Ocampo & Arias, 2018).

Considering the revival of a DB within the CB that finances productive projects
aiming at reducing the external dependency, and financed directly by the CB
through government bonds, is a realistic and balanced economic policy that is in
line with the functional finance principle while overcoming the above-mentioned
constraints. In particular, the DB within the CB can:
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* (a) Finance productive projects that tend to reduce external vulnerability,
that is, to enlarge and diversify the export basket, and to reduce imports by
increasing the local production of capital and intermediary-goods that are
imported. This will have a triple effect: it will increase aggregate demand
and help to engage in full-employment policies with a counter-cyclical
focus; the increase in aggregate demand will have the first impact on the
productive investment and not on household consumption —even if then the
aggregate demand boosts end in household consumption—; and finally in the
medium-long term can help reduce the external dependency of Colombia’s
productive structure. At this point it might be important to remember that
the public multiplier in Colombia is higher if compared to others in the
region, and that during recession it is even higher.

* (b) Be financed by special public debt emission backed up directly by the
CB. Here, it has to be considered that the CB profits go to the CG and, since
2020, these revenues are counted as incomes in the general fiscal balance.
This means that even if the amount of debt increases, the flows of debt
payment are as if —d la MMT- they passed from the right hand to the left
hand. This has several advantages. The CB can still conserve the orthodox
monetary functions and independence. This one will not suffer changes, and
could have a special coordination with the yearly amount of finance of the
CG. The finance will not go to cover functioning fiscal deficits, but inves-
tment expenditures in a counter-cyclical way.

It is important to insist that this proposal should not be taken as the only possible
route, but as one of the different policy paths that the state has. The discussion on
economics should be a complex one in which different policy instruments such as
tax reforms, debt management, industrial policies, and capital controls comple-
ment each other as a way to achieve better social conditions.

Finally, the PK and structuralist academic literature has somehow analysed the
problematic macroeconomic situation of the peripheral countries (as undertaken in
this article), but little has been written on how can these countries actually imple-
ment heterodox policies such us capital controls, higher corporate and income
taxes, higher public expenditure through public debt, or different interest rate tar-
geting from that of the orthodox view, when subject to the international financial
movements and to the political-economy dependence of internal and international
private economic interest. A way that these countries could implement these types
of policies under such conditions is through regional coordination on taxes and
capital controls, and cooperation in the financialisation of public debt and invest-
ment projects through a regional development bank. This cooperation should be
different from a monetary union such as the one in the Euro Zone, in order to avoid
the limitation on the monetary sovereignty it exerts on the member countries, but
should go further than the traditional Trade agreements. The details and techni-
cal economic mechanisms of said institutional infrastructure of coordination and
cooperation in the mentioned topics still lacks academic research. These types of
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investigations are today more relevant in the current situation of post pandemic,
high inflation pressures, high capital outflows, increasing interest rate of the strong
currencies, international slowdown of the economy, and a wave of progressive
governments in Latin America at least in the short-run.
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letra Garamond tamafio 12 y alineado a la derecha.

Las notas de pie de pédgina serdn, exclusivamente, de cardcter aclaratorio o expli-
cativo, no deben incluir referencias bibliograficas.

Para emplear una sigla o una abreviatura se indicard su equivalencia completa y a
continuacién, entre paréntesis, el término que serd utilizado en el resto del docu-
mento.

. Las referencias al interior del texto deben conservar el estilo autor-fecha, por ejem-

plo: Lépez, 1998. Cuando la referencia se hace textualmente, el niimero de la
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pdgina de donde se tomd debe ir después de la fecha, separado por coma (Lépez,
1998, p. 52), o si incluye varias pdginas (Lépez, 1998, pp. 52-53); en caso de tres
0 mas autores se menciona el primero seguido de “et al.” (Lépez et al., 1998).

La redaccion, las menciones en el texto, ya sean textuales o parafrasis y las refe-
rencias bibliograficas deben seguir estrictamente el estilo APA. La bibliografia
debe listar solamente las fuentes citadas en el trabajo en la seccién de “Referen-
cias”.

. El autor cede los derechos de publicacion a la Escuela de Economia de la Facultad

de Ciencias Econémicas de la Universidad Nacional de Colombia. Cuadernos de
Economia se reserva el derecho de publicacién impresa, electrénica y de cualquier
otra clase, en todos los idiomas.

Se recomienda a los autores escribir con el mayor rigor, verificando la ortografia,
empleando parrafos cortos y homogéneos, y utilizando adecuadamente los signos
de puntuacién. La revista puede realizar los cambios editoriales que considere per-
tinentes para dar al articulo la mayor claridad posible.

Excepcionalmente, es posible proponer la reproduccién de textos difundidos en
otros medios o que requieran traduccién, siempre y cuando no impliquen costos
adicionales para la publicacién.

Algunos ejemplos y aclaraciones sobre el uso de normas APA pueden encon-
trarse en http://www.apastyle.org/learn/fags/index.aspx y http://flashlr.apa.org/
apastyle/basicshtml5/index.html?_ga=2.198992360.670361098.1544630386-
2074163288.1530031378
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“Cuadernos de Economia” is published every six months by the Universidad Nacional de
Colombia’s School of Economics (Economics’ Faculty). It is one of the oldest economic
journals in Colombia; its first edition appeared during the first semester of 1979.

This is a refereed journal, indexed in SCOPUS, Redalyc, SciELO Brasil, EBSCO, ESCI
(Clarivate Analytics) / Thomson Reuters Web of Science (antiguo ISI)- SciELO Citation
Index, Dialnet, Latindex -Sistema regional de informacién en linea, CIBERA (Biblioteca
Virtual Iberoamericana Espaiia / Portugal, Ulrich’s Directory, ProQuest, DOAJ (Direc-
tory of Open Access Journals), CLASE -Citas Latinoamericanas en Ciencias Sociales y
Humanidades, IBSS -International Bibliography of the Social Sciences, e-revistas, HLAS
-Handbook of Latin American Studies, RePEc -Research Papers in Economics, CAPES
-Portal Brasilero de Informacién Cientifica, SSRN (Social Sciences Research Network),
Econlit -Journal of Economic Literature (JEL), DoTEc -Colombia, Publindex, LatAm-
Studies y Econpapers.

The journal’s objective is to broadcast (within a national and international academic set-
ting) intellectual advances regarding economic theory, methodology and applications, as
well as the results of research and specialized work.

We aim at contributing to the academic debate among national and regional scholars
allowing a wide spectrum of competing theoretical approaches. Its public consists of
academics (researchers, teachers and university students), members of government insti-
tutions and private entities interested in studying economic theory, economic policy,
socioeconomic development and other topics of interest for the discipline. Cuadernos de
Economia can reject a manuscript if, after an initial internal revision, it is stated that the
manuscript does not fulfill certain academic or editorial standards. Those manuscripts
passing this first revision, will go through double blind refereeing.

Our publication uses double-blind refereeing (i.e. both the evaluators and the authors
remain anonymous). The foregoing guarantees the impartiality of the concept being put
forward. The referees are selected according to their knowledge of the topics being covered
by each article. Evaluation takes into account such aspects as: the originality of the con-
tent, conceptual rigor, methodological aspects, clarity and coherence in both the argument
and how it is expressed and the pertinence of the conclusions. The content of an article is
the author’s responsibility and does not commit the journal or the institution in any way.

Any author interested in submitting a contribution to be evaluated must ensure that it
reaches the journal conforming to the specifications laid down in the author guideli-
nes. This information can be found at the end of each issue and on the journal’s web site:
http://www.ceconomia.unal.edu.co. A PDF version of the journal’s articles can be consul-
ted and downloaded from web site http://fce.unal.edu.co/cuadernos/numeros-anteriores.
html If one is interested in acquiring back numbers in physical format then one can get
in touch with the journal directly at the following address: Facultad de Ciencias Econé-
micas, Edificio 310, Universidad Nacional de Colombia; at the following e-mail address:
revcuaeco_bog@unal.edu.co, or on telephone 3165000, extension 12308.
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AUTHOR GUIDELINES

Cuadernos de Economia takes into consideration for possible publication unedited aca-
demic contributions, research articles, reports and case studies, essays, bibliographic
reviews, criticism and analytical reports of books written in Spanish, English, French or
Portuguese which have not been previously published (except as a working paper) and
which are not under consideration for publication elsewhere. If such material has been
presented as a working paper, then the complete reference must be included. The texts
must make a contribution towards advancing knowledge in economic, political, social,
administrative and demographic areas.

Candidates must apply through the OJS editorial management system and include the
documents listed following the link http://bit.ly/ZsvX1j.

In case it is decided that an article is publishable, then the peer evaluations will be sent
to the authors so that they can make the respective adjustments (if so requested) within a
maximum period of 30 days.

Cuadernos de Economia’s editorial committee is the final body deciding on whether con-
tributions should be published. It should be stressed that simply sending material does not
oblige the journal to publish it. The journal’s publication-team is committed to keeping
authors informed during the different stages of the publishing process.

Articles will be received throughout the whole year.

EDITORIAL NORMS

1. Work must be sent in a Latex or text file (Word for Windows (.doc) or Rich Text
Format (.RTF)) and must comply with the following requirements: material shall
have between 4,000 and 10,000 words including notes and bibliographic referen-
ces (be aware that documents in Economics have between 4.000 and 6.000 words);
the text shall be written in single space, Garamond font size 13, on letter-sized
pages having 3 cm margins.

2. Data concerning the authors must be indicated in footnotes by an asterisk: author’s
names, profession or job, level of studies, actual post held, place of work and (obli-
gatorily) their e-mails and their address.

3. An analytical abstract in written in Spanish and English must be included, contai-
ning a maximum of 100 words. The summary must be clear and provide sufficient
information for the readers to be able to easily identify the article’s subject.

4. Four or five key words must be given in Spanish and English and four or five
classification codes using JEL nomenclature which can be consulted at the
following web site: https://www.aeaweb.org/jel/guide/jel.php

5. The article’s title must be explanatory and illustrate the essence of the work.
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Tables, graphs, plots and/or maps must be legible, having very clearly defined con-
ventions; source information must be cited in the lower part of them and the files
must be sent in the software used for drawing them (spreadsheet for tables, plots
and graphs, and image for figures or maps). The page on which they must be inser-
ted or whether they should be included as appendices must be clearly indicated. If
material which is protected by copyright is to be used, then the authors are solely
responsible for obtaining written authorization from those who hold the rights.

The headings for each section must be written in bold, aligned to the left and in
sustained capitals. Second level titles must be written in bold, aligned to the left
and combine capital and small case letters. Third level titles must be written in ita-
lics, aligned to the left and combine capital and small case letters.

Equations must be numbered in a consecutive manner and be placed within square
brackets ([1],[2],[3] ...). Such numbering must be aligned with the right-hand side
of the page.

Mathematical symbols must be clear and legible. Subscript and superscript must
be correctly used.

. If the proposed document should include textual citation, then the following indica-

tions should be followed: if the quotation has five lines or less then it must be prece-
ded by a colon and be placed within inverted commas; if the quotation runs for more
than five lines then it must be placed in a separate paragraph, 1 centimeters from the
left-hand edge of the page, in Garamond font size 12 and aligned to the right.

Footnotes will be exclusively explanatory or explicative; they must not include
bibliographic references.

If an abbreviation or acronym is to be used then it must indicate its complete equi-
valent and the term (placed within brackets) which will be used from that point on
in the rest of the document.

Bibliographic references must retain the author-date style, inserted within the
text (Lopez, 1998). When a reference is given textually then the number of the
page from which it was taken must be given after the date, separated by a comma
(Loépez, 1998, p. 52), if it includes several pages (Lépez, 1998, pp. 52-53) and in
the case of several authors (Lépez et al., 1998).

. The bibliography must only list the sources cited in the work; the section is thus

entitled Bibliographic References. Examples of the norms for citing other work
as used by the journal are the rules of APA Style: http://flashlr.apa.org/apastyle/
basics/index.htm.

All authors cede their publication rights to the Universidad Nacional de Colombia’s
School of Economics (Economics’ Faculty). Cuadernos de Economia reserves prin-
ted and electronic publication rights and any other type of rights, in all languages.

The journal reserves the right to make any editorial changes which it considers
pertinent for providing an article with the greatest clarity possible. It is thus recom-
mended that authors write with the greatest rigor, verifying their spelling, use
short, homogeneous paragraphs and use punctuation marks correctly.

Exceptionally, it may be proposed that texts be reproduced which have been bro-
adcast in other media or which require translation, always assuming that this does
not imply any additional publication costs.
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APROPOS DE LA REVUE
CUADERNOS DE ECONOMIA

La revue Cuadernos de Economia est semestriellement publiée par 1'Ecole d’Economie
de la Faculté de Sciences Economiques (Université Nationale de Colombie). C’est I’une
des plus anciennes du pays dans le domaine économique. Sa premiere édition a été réali-
sée pendant le premier semestre de 1979.

La revue a I’objectif de divulguer, dans I’enceinte académique nationale et internationale,
les avances intellectuelles dans des théories, des méthodologies et des applications éco-
nomiques, ainsi que les résultats de recherches et de travaux spécialisés.

Son public est composé par les académiciens (chercheurs, enseignants et étudiants uni-
versitaires), les membres d’institutions gouvernementales et d’entités privées qui s’ occu-
pent de 1’étude de la théorie économique, de la politique économique, du développement
socioéconomique et d’autres sujets d’intérét pour la discipline.

Notre publication emploie le systeme de paires évaluateurs en appliquant les normes d’un
arbitrage aveugle, c’est-a-dire, que tant les évaluateurs comme les auteurs restent ano-
nymes. Le précédent, afin de garantir I’impartialité du concept émis.

Les évaluateurs sont choisis conformément a leurs connaissances dans les sujets couverts
par chaque article. L’évaluation prend en compte des aspects comme : I’originalité du
contenu, la rigueur conceptuelle, les aspects méthodologiques, la clarté et la cohérence,
tant dans I’argumentation comme dans 1’exposé, et la pertinence des conclusions.

Le contenu des articles est responsabilité des auteurs et il ne compromet, d’aucune
maniere,

a la revue ou a institution. L’ auteur intéressé a soumettre a évaluation une contribution,
doit la faire arriver a la revue, conforme aux spécifications contemplées dans les para-
metres pour les auteurs. Cette information est disponible a la fin de chaque numéro et
dans le site web http://fce.unal.edu.co/cuadernos/numeros-anteriores.html

La version en pdf des articles peut étre consultée et &tre déchargée dans le site web:
http://www.ceconomia.unal.edu.co. Pour 1’acquisition dans un format physique de numé-
ros précédents, I’intéressé peut s’adresser a la revue : Facultad de Ciencias Econdmicas,
Edificio 310, Universidad Nacional de Colombia ; ou a la boite mail : revcuaeco_bog@
unal.edu.co ou au téléphone 3165000 extension 12308.
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PARAMETRES POUR LES AUTEURS

La revue Cuadernos de Economia prend en considération, pour sa publication, de contri-
butions académiques inédites, d’articles d’investigation, de rapports et études de cas, d’es-
sais, de révisions bibliographiques, de critiques et des descriptions analytiques de livres,
en Espagnol, en Anglais, en Francais ou en portugais, qui n“aient pas été proposés dans
d’autres revues académiques. Au cas ou ils se sont présentés comme documents de travail,
il faut inclure la référence complete. Les textes doivent contribuer a 1“avancée de la connais-
sance dans les domaines économique, politique, social, administratif et démographique.

Le processus de postulation se fait par le systeme de gestion éditoriale OJS et les docu-
ments doivent étre joints dans le link suivant http://bit.ly/ZsvX1j.

Dans le cas des articles a publier, les évaluations seront envoyées aux auteurs pour qu’ils
puissent réaliser les ajustements respectifs, s’il y a exigence de d’eux, dans un délai maxi-
mum de 30 jours.

L Editor et le Conseil d’Edition de Cuadernos de Economia sont les instances qui prend
la décision de publier les contributions.

11 est important de clarifier que 1’envoie de matériel n’oblige pas a effectuer son publica-
tion. L’équipe de travail de la revue se engage a maintenir informé au (aux) auteur (s) pen-
dant les différentes étapes du processus éditorial.

La réception des articles se fait tout au long de 1"année.

NORMES EDITORIALES

1. Les travaux seront envoyés en fichiers Latex ou de texte (Word pour Windows ou
Ritch Text Formart) et doivent remplir les demandes suivantes : une dimension de
10.000 mots en incluant des notes et des références bibliographiques ; I’interligne
simple ; lettre Garamond taille 13 ; papier lettre et marges de 3 cm.

2. Les données sur I’auteur seront indiquées en note de bas de page avec un asté-
risque : nom de I’auteur, son occupation ou office, le niveau d’études, 1I’emploi
actuel, le lieu de travail et, obligatoirement, son courrier électronique.

3. On doit inclure un résumé en Espagnol et en Anglais de 100 mots au maximum.
Celui-ci doit étre clair et fournir I’information suffisante pour que les lecteurs puis-
sent identifier le sujet de ’article.

4. Trois ou quatre mots clés en Espagnol et en Anglais, et trois ou quatre codes de
classification de la nomenclature JEL, laquelle peut étre consultée dans le site web:
https://www.aeaweb.org/jel/guide/jel.php

5. Le titre de I’article doit étre explicite et recouvrir 1’essentiel du travail.

6. On requiert que les tableaux, les graphiques ou les cartes soient lisibles, avec les
conventions tres définies, qu’on cite sa source dans la partie inférieure et que soient
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envoyés dans les programmes employés pour leur élaboration (feuille de calcul
pour les tableaux et les graphiques, et d’image pour les figures ou les cartes).
On doit indiquer la page dans laquelle ils doivent &tre insérés ou s’ils sont inclus
comme annexes. Si on utilise du matériel protégé par copyright, les auteurs seront
les responsables d’obtenir 1’autorisation écrite de ceux qui possedent les droits.

Les entétes de chaque section seront écrits dans des caracteres gras, alignés a
gauche et en lettres capitales. Les titres de second niveau seront écrits dans des
caracteres gras, alignés a gauche, et en combinant de lettres capitales et minus-
cules. Les titres de troisieme niveau iront dans itdlica, alignés a gauche, et en com-
binant de lettres capitales et minuscules.

Les équations doivent étre numérotées de maniére consécutive et dans des cro-
chets ([1],[2],[3] ...). Cette numération doit étre alignée a droite.

Les symboles mathématiques doivent étre tres clairs et lisibles. Les indices doi-
vent étre correctement placés.

Si le document proposé inclut de cites textuelles, il est nécessaire de suivre les
indications suivantes : s’il possede cinq lignes ou moins il sera précédée de deux
points et ira entre des guillemets ; s’ils possedent plus de cinq lignes se placera
dans un paragraphe a part, a 1 centimetres du bord gauche de la feuille, avec lettre
Garamond taille 13 et aligné a la droite.

Les notes de bas de page seront, exclusivement, de caractere explicatif, elles ne
doivent pas inclure des références bibliographiques.

Pour employer un sigle ou une abréviation on indiquera son équivalence complete
et ensuite, entre parentheses, le terme qui sera utilisé dans le reste du document.

Les références bibliographiques doivent conserver le style auteur-date, insérées
dans le texte (Lopez, 1998). Quand la référence est faite de facon textuelle, le
numéro de la page d’ou est tiré 1’extrait doit &tre mentionné apres la date, séparé
par une virgule (Lopez, 1998, 52), si elle comprend plusieurs pages (Lopez, 1998,
52-53), et dans le cas ou il y aurait plusieurs auteurs (Lopez et al., 1998).

. La bibliographie ne doit mentionner que les sources citées dans le texte, pour

cette raison la section s intitule Références bibliographiques. Les normes de cita-
tion employées par la revue sont celles de I’ American Psychological Association
(APA) : http://flash1r.apa.org/apastyle/basics/index.htm.

Lauteur cede les droits de publication a la Escuela de Economia de la Facultad
de Ciencias Econdmicas de la Universidad Nacional de Colombia. Cuadernos de
Economia se réserve le droit de publication en papier, électronique et de tout autre
classe, dans toutes les langues.

. La revue peut effectuer les changements éditoriaux qu’elle considere pertinents

pour donner a ’article la plus grande clarté possible. Par conséquent, on recom-
mande aux auteurs d’écrire avec la plus grande rigidité, vérifiant I’orthographie,
employant de paragraphes courts et homogenes, et utilisant, adéquatement, les
signes de ponctuation.

Exceptionnellement, il est possible de proposer la reproduction de textes diffu-
sés dans d’autres moyens ou qui requierent d’une traduction, pourvu qu’ils n’im-
pliquent pas de cofits additionnels pour la publication.
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