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1. Introduction
Bolivia turns into an independent republic in 1825, being one of the last countries in South
America to achieve its independence from Spain. During the Spanish colony Bolivia’s territory
was very important, in particular the city of Potosi. In 1650, Potosi had 160,000 inhabitants and
it was larger than Paris or New York. Its main economic activity was mining, in particular silver
extraction. It was said that the amount of silver extracted from Potosi was enormous such that it
would have been possible to build a bridge from Spain to Bolivia1.
Despite having been Potosi and its surroundings one of the most important regions of the
colony, when Bolivia attained its independence in 1925, it emerged as a country with many
difficulties and lack of integration, with the majority of its population being indigenous and poor.
During its republican history, Bolivia lost also more than half of its territory, in most cases
through wars. Therefore, is was a country that had always internal and external conflicts, and
despite having vast natural resources in particular minerals, it never managed to consolidate an
economic structure until 1952, where the so called National Revolution took place.
The economic transformations that occurred since 1952 allow us to speak of a modern
economic history of Bolivia. A history marked not only by economic events, but also by political
and social events. When we speak about Bolivia’s modern economic history we mean speaking
about five well marked economic cycles. The first cycle, characterized by a recession, goes from
1952 to 1957 and it is marked by the National Revolution and aftermath. The second cycle runs
from 1957 to 1978 and it is the period of the largest economic growth in Bolivia, GDP per capita
grew on average around 2.5 percent. In the opposite, the third cycle is the cycle of the
hyperinflation and goes from 1978 to 1986. The fourth cycle is characterized by slow growth and
goes from 1986 to 2005. Finally, the fifth cycle that starts in 2006 and goes until our days is
characterized by an important participation of the State in the economy through the
nationalization of enterprises in key economic sectors.
There are many unanswered questions related to the occurrence of these cycles, in
particular regarding the second, third and fourth cycles, which are the ones that comprise this
study. Some authors attributed them to the fact that Bolivia has been always a country dependent
on exports of natural resources, mainly minerals, and as a result, when external shocks occurred,
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“Vale un Potosi” to indicate that something worth a lot.
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they generated significant breaks in the dynamics of growth in Bolivia. Other authors attributed
them to the low level of industrialization which allocated Bolivia as a dependent country. For
most of its entire history Bolivia has depended of foreign aid either in terms of debt, grants or
foreign direct investment.
Certainly a key player in Bolivia’s modern economic history has been the government (or
the State), either by intervening excessively in production activities as in the 1960s, 1970s and
recently or by intervening in terms of allocating resources as in the 1990s or 2000s. This means
that economic policies have played a key role in economic history from 1952 until our days and
therefore a comprehensive analysis of fiscal and monetary policy is needed to explain the
dynamics of growth in Bolivia.
In this study we aim to answer the following two questions for the period 1960-2005:
-

Did government policies during the rapid growth period of 1957 through 1978 plant the
seeds of the severe crisis of 1979 though 1985?

-

Did the Bolivian government’s policy of paying off its foreign debt after the crisis have
large social costs? In particular, did this policy dampen growth during the period 1986
through 2005?
To make a systematic analysis of the monetary and fiscal policies, we follow Kehoe and

Prescott (2007) for the growth accounting analysis and Kehoe, Nicolini and Sargent (2010) for
the government budget account analysis.
The paper is organized as follows. In the next section we present a brief historical view of
Bolivia’s economic history. Section 3 performs the growth accounting analysis for Bolivia.
Section 4 describes the debt evolution over the period 1952-2012. Fiscal policy is analyzed in
section 5. In section 6 we perform the budget accounting analysis and the conclusions are
presented in section 7.

2. Historical Background
Among the countries considered as part of the project “The Monetary and Fiscal History of
Latin-America 1960-2005,” Bolivia is by far the poorest and the country with the lowest rates of
growth in GDP per capita (it is only won by Venezuela). According to table 1, Bolivia grew by
0.8 percent between 1950 and 2000, and it reached its highest rate of growth in the decade of the
1960s with a rate of 3 percent.
Table 1: Average annual per capita GDP growth (in 1990 GK)
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Argentina
Bolivia
Brazil
Chile
Colombia
Ecuador
Mexico
Peru
Venezuela

50-59
0.7
-2.0
3.2
1.2
1.6
2.0
2.8
1.7
3.4

60-69
3.1
3.0
2.6
2.6
1.9
2.2
3.3
3.3
0.3

70-79
1.6
2.3
5.5
0.5
3.5
4.0
3.6
1.3
0.7

80-89
-2.2
-2.1
0.8
1.9
3.6
-0.3
0.0
-2.2
-2.9

90-99
3.0
1.8
0.1
4.8
1.1
-0.1
1.7
1.3
0.3

00-10
2.3
1.7
2.3
2.7
2.8
2.4
1.0
4.0
2.0

1950-2010
1.4
0.8
2.4
2.3
2.4
1.7
2.0
1.6
0.6

Source: The Conference Board Total Economy Database

Notice also that all countries display average rates of growth above 1 percent, being
Brazil, Chile and Colombia, the leading countries in Latin-America. The 1950s and the 1980s
have been the decades of negative growth in Bolivia and the decades where the economic cycle
experienced recessions.
Bolivia had also the largest drop in GDP per worker during the debt crisis of the 1980s
and the highest annual rate of inflation. The percent drop in GDP per worker has been of 25.4
percent during the period 1978-1986 (period of crisis) and the hyperinflation has been of 11,750
percent in 1985. According to Sachs (1987), the Bolivian inflation is the only case in thirty-five
years of a “true” hyperinflation, applying Cagan’s (1956) classic definition of price increases
exceeding 50 percent per month.
Table 2: Drop in GDP per worker and Inflation
Highest annual
Percent drop
1975 GDP
CPI inflation rate
per WAP
in
1978–1990
(2005 USD) GDP per WAP
Argentina
6,782
14.5 (1980–1985)
3,079 (1989)
Bolivia
1,879
25.4 (1978–1986)
11,750 (1985)
Brazil
5,660
13.5 (1980–1983)
2,947 (1990)
Chile
4,573
20.0 (1981–1983)
40 (1978)
Colombia
3,971
4.5 (1980–1983)
29 (1990)
Ecuador
3,798
8.0 (1981–1983)
76 (1988)
Mexico
10,899
17.3 (1981–1988)
131 (1987)
Peru
5,120
14.9 (1981–1985)
7,481 (1990)
Uruguay
5,284
17.0 (1981–1984)
112 (1990)
Source: IFS and WDI.

We can compare also the path of real GDP per capita in Bolivia relative to that of the
United States and Chile, the leading country in terms of growth in South America. The following
figure shows that relative to USA, GDP per capita has declined from 0.2 to 0.1, but relative to

3

Chile the decline has been larger. In 1950 it was above 0.5 and in 2012 it is close to 0.2. This
means that Bolivia has lagged also behind the Latin American countries2.
Figure 1:
Bolivia Real GDP per Capita (relative to USA and Chile)
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Source: The Conference Board Total Economy Database

A key feature of Bolivia’s modern economic history is that it is possible to identify five
well marked periods or cycles which are summarized in the following figure:
Figure 2:
Modern economic history of Bolivia: Real GDP per working
age person
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The first period starts in 1952, with the National Revolution, and runs until 1957. The
1952 National Revolution represented an important change in the economic policy. The State
emerged as the main economic actor by controlling the oil and mining companies
2
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calls the Latin American development problem.
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(nationalization of mines) and performing an Agrarian Reform3. This was a period of recession
and high inflation which was a direct consequence of a remarkable fiscal deficit explained
primarily by the State Mining Company (COMIBOL). The government also subsidized
COMIBOL by implementing a policy of exchange rate differentiation. The constant increase in
wages and other costs pushed the exchange rate for exports to depreciate, but the exchange rate
for imports remained lagged. This period ended with a stabilization program based on the
financial equilibrium of the fiscal sector. Bolivia received also the external support to finance the
fiscal deficit and the United States was the main supporter.
The second period starts in 1958 and runs until 1978. This is a period of stabilization and
growth, where the 1956 stabilization plan modified the budget procedures by including the
deficit of the public enterprises, established a mining royalty, new tariffs and restructured the tax
system. Between 1957 and 1978, GDP per capita growth has been on average 2.5 percent, which
can be considered a period of rapid growth. Another feature is that in this period external debt
increased, mainly to finance the macroeconomic stability and the fiscal deficit, in particular to
finance the expenditures of public enterprises. This period characterized also by a favorable
external context in terms of oil and mining export prices.
The third period runs from 1979 to 1985. This is a period of economic crisis with
extraordinary proportions. While during the 1970s Bolivia as other Latin American countries
enjoyed large inflows of credit mainly from international banks, in the 1980s the situation
reversed and external credit was severely constrained and cut off. This period is characterized
also by an internal political chaos between 1978 and 1982, overlapped with the onset of high
interest rates and a world recession. Between 1982 and 1985, Bolivia experienced a democratic
opening but with a profound crisis where the new administration (lead by Hernan Siles Suazo
from the UDP party) had very little internal support, therefore it had to rely on external support.
By the end of the period, the average variation of the CPI was above 11,000 percent and the
fiscal deficit was around 25 percent of GDP. Morales (1988) and other authors attribute the
hyperinflation to the financing of the fiscal deficit by using money printing.
In 1986, the fourth period starts with the replacement of the state by the market. In fact,
in the second half of 1985 a restructuring process was initiated that had two main objectives:
first, to stabilize the economy, and, second, to implement structural reforms in which the national
3
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or foreign enterprises should be the main economic actors. According to Antelo (2000), the
structural reforms implemented in Bolivia were framed in line with the Washington Consensus.
This period goes until 2005 and includes different sub-periods of structural reforms: Economic
stabilization and 1st Generation Reforms (1986-1989), deepening of the 1st Generation Reforms
(1989-1993), 2nd Generation Reforms (1993-1997) and Post Reforms (1998-2005).4 The seed of
these reforms was the so called New Economic Policy (NEP). The NEP is the second
stabilization plan applied in Bolivia’s modern economic history and had the primary objective to
reduce inflation and generate foreign resources. The structural reforms included the liberalization
of goods and financial markets, the capitalization (Bolivian broad scheme of privatization), a tax
reform, commercial policies in favor of exports and FDI, and fiscal decentralization (among
municipalities). It is a period characterized by slow growth, GDP per capita growth was on
average 1.1 percent between 1986 and 2005. It can be seen in figure 2 that there was a slightly
deceleration between 1999-2003 which is attributed by Jemio (2000) to a credit crunch and the
Brazilian crisis which generated an outflow of resources.
The last period starts in 2006 and lasts until our days. It is a period characterized by a
return to an economy where the State plays the leading role by owing the main companies in
strategic sectors such as oil, electricity and telecommunications. This role was acquired through
the nationalization of these companies that were previously under private hands. This is also a
period characterized by an extremely favorable international context (high commodities’ prices)
and with an average rate of growth of 2.9 percent of GDP per capita between 2006 and 2012.
In sum, Bolivia represents a very interesting case study, not only because it is the poorest
country in South America, but also because it has had five well marked cycles which are closely
related to several events, institutional features and mainly public policies. In addition, many
events that occurred in the past tend to repeat in the present and also there are many similarities
between the fiscal and monetary policies that were implemented in the past with the ones that are
implemented today. This is certainly a motivation for a comprehensive and complete study of the
fiscal and monetary policies in Bolivia.

4
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3. Growth Accounting
Figure 3 summarizes the macroeconomic history of Bolivia from 1952 to 2012 with the results of
a growth accounting exercise based on those in Kehoe and Prescott (2007). We use a Cobb
Douglas production function:

Yt = At K tα L1t−α
(1)
where we cumulate investment deflated by the GDP deflator to measure capital and number of
workers to measure labor. Our growth accounting rewrites this production function as
α

 K  1−α  L 
Yt
= A  t   t 
(2)
Nt
 Yt   N t 
where Nt is the number of working age (15–64 years) person. The advantage of this growth
1
1−α
t

accounting is that, in a balanced growth path, ( K t / Yt )α /(1−α ) and Lt / N t are constant, and growth
in Yt / N t is driven by growth in At1 /(1−α ) . The usefulness of this decomposition is shown precisely
in Kehoe and Prescott (2007) and other papers, where by considering data for the United States,
they show that the U.S. growth path is close to balanced: the growth in Yt / N t is close to that in

At1 /(1−α ) , and ( K t / Yt )α /(1−α ) and Lt / N t are close to constant.
Figure 3
Growth Accounting for Bolivia
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Source: Author’s calculations

At least three features are worth noting. First, although the capital and labor factor are
going down, fluctuations in GDP per working age person in Bolivia are mostly driven by
fluctuations in TFP. Second, during the periods of expansion (1960-1970, 1990-2000 and 20062012) the capital input declined and output growth was driven by an expansion in TFP, in
7

particular during the 60s and 70s where we observe a remarkable expansion in TFP. Third, the
labor input declined during the early periods, but recovered during the last periods.
The data used to perform this growth accounting come from different sources. The
national account data were obtained from the ECLAC. The population data was extracted from
the IMF International Financial Statistics (IFS) and the data on employment was extracted from
Maddison. To compute the working age population, we used data from the World Bank (World
Development Indicators) which divides the population between ages. As this information is only
available every five years, we extrapolate with the population data to obtain a series for each
year. It would have been possible to calculate working hours, but unfortunately, this information
is available only since 1988 and the only source is the Unity of Analysis of Economic Policies
(UDAPE for its initials in Spanish).
The capital stock series were calculated using the perpetual inventory method, based in
the law of motion for capital.
K t +1 = (1 − δ ) K t + I t

(3)

where δ is the depreciation rate which we assume it is equal to 0.05. We assumed also a value of
1/3 for the capital share in the production function (α).
The beauty of this growth accounting is that we can identify the deviations from the
balanced growth. In fact, in this paper, we attempt to relate the major deviation from balanced
growth in Bolivia to shocks, both internal and external, and to monetary and fiscal policy there.
Our hypothesis is that Bolivia followed economic policies up through 1985 that left it very
vulnerable to shocks. Starting in 1985 with its New Economic Policy (NPE, Nueva Política
Económica), the Bolivian government implemented a series of reforms that successfully isolated
the economy from shocks, which continued to buffet Bolivia.

4. Debt Evolution in Bolivia
In this section we describe the debt dynamics in Bolivia, depending on the ability of the
government to borrow in domestic and foreign markets and to negotiate the payment of the debt,
since this determines the way fiscal and monetary policy interact. Recall that the focus is the
behavior of fiscal, monetary and debt policy.5

5
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The evolution of debt is also well marked in the five periods described above, and its
reduction is closely related to the implementation of the two stabilization plans, as it is seen in
figure 4.
Figure 4
Evolution of the External Debt
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Source: Central Bank of Bolivia

In the early periods, precisely to finance the economic transformation brought by the
National Revolution, the government contracted foreign debt, and in 1956 the debt to GDP ratio
was around 23 percent. But in 1959, this ratio was around 58 percent. This jump occurred as part
of the stabilization program implemented in 1956.
The external debt increased by USD 340.7 million between 1960 and 1970, but it
increased by USD 1277.5 million between 1970 and 1978. Starting in 1961, external debt
accumulation accelerated, with 1970 the year with the highest growth (17.9 percent). Between
1960 and 1970, private debt represented the largest source of external credit, although it showed
a decreasing pattern. In 1960, bilateral debt represented around 30 percent of total debt, but in
1970 it only represented 22 percent. The multilateral debt increased during the 1960s, but then
decreased in 1970. In fact, during the 1970s and mid 1980s it was not very important and was
below the bilateral debt and far below the private debt (see figure 5).
Figure 5
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During the period between 1960 and 1978, the external financing was employed
primarily in maintaining the macroeconomic stability. In addition, the successive net
disbursements allowed to sustain a positive balance in the capital account of the Balance of
Payments, which was larger than the deficit of the current account, therefore there were Net
International Reserve gains. In figure 6, it can be seen that net transfers from international
creditors were always positive and large during the 1960s and 1970s. Although the largest net
transfer is observed in 1959 (13 percent of GDP), in 1970 and 1977, net transfers were 9.9
percent and 8.7 percent of GDP respectively.
Figure 6
Net transfers from external lenders
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The final effect of this chain was the sustainability of a fixed exchange rate between 1959
and 1971. Between 1959 and 1971 the nominal exchange rate was 0.00001188 Bs per USD,
between 1972 and 1978 it was 0.00002 Bs per USD and between 1979 and 1981 it was
0.00002451 Bs per USD. Regarding the real exchange rate it can be seen in figure 7 that during
the prevalence of a fixed exchange rate regime there was a continuous real appreciation with a
jump in 1973.6
Figure 7
Real exchange rate
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In the decade of the 1970s, Bolivia enjoyed excellent economic conditions to establish
solid bases for a sustainable development. The country had access to vast foreign credit and the
export prices of mining and oil (the main economic sectors) were high (see figure 8).
Nevertheless, many authors qualified this decade as a “lost decade” because Bolivia failed to
reverse the historical trend of being a producer of raw materials and the way the economy was
conducted in the early 1950s began to be questioned, in part because most of the external
resources were used to finance the State Owned Enterprises (SOE) and not to reduce social
inequality.
Figure 8
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In 1982, Bolivia ended a period of several military dictator administrations. Democratic
openness was accompanied by a profound economic, politic and social crisis. The disinvestment
of the main public companies and the “terciarization” of the economy that had occurred since
1970, as well as the financial obligations related to that accomplishment of the service of the
external debt, were the main sources of the most severe crisis that Bolivia experienced in 1985.
The crisis characterized by hyperinflation, unemployment and a worsening of living conditions.
The prevailing conditions in the international financial markets allowed Bolivia to
increase its external debt by a factor of 3.4 times between 1970 and 1978 and by a factor of 1.8
times between 1978 and 1985. The stock of external debt was USD 1799.7 million in 1978 and it
was USD 3294.4 million in 1985. Over the period 1971-1985, external debt increased by a factor
of 5.6.
The political uncertainty involved in the return to democracy that characterized the early
1980s was reflected in the government’s debt policy. Even though there was an international
movement in favor of a suspension of the service of debt, the Bolivian government renounced
this possibility. The international creditors, in particular the international banks, implemented a
policy to solve the payment limitations of the large debtors (Mexico, Brazil and Argentina), but
they did nothing to solve the problems of the small debtors. In this setting, the Bolivian
government decided to impose discipline on its external financial obligations, fearing of
punishments by the international creditors and also in order to maintain its internal legitimacy.
Notice in figure 6, that net transfers were negative between 1982 and 1985.
As it is seen in figure 5, there is also a change in the creditors between 1982 and 1985.
The relative weight of private creditors dropped to 22.8 percent, because the government initially
paid this debt. But simultaneously the relative weight of bilateral creditors rose to 50.7 percent,
12

which is explained by the support of government and other official organizations to the
democratic process initiated in Bolivia. Of course, this decision had drastic implications for the
economy. The ratio debt service over exports reached 42 percent in 1984, which was an
unsustainable level if we consider that there was also a large drop in net exports due to the
internal production crisis.7 We can observe also that between 1978 and 1984 net exports
increased from -7.5 percent of GDP to 13.5 percent of GDP and then fell abruptly. This is a sign
of a major sudden-stop that the Bolivian economy experienced.
Figure 9
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By the end of this period (early 1985) the most severe economic crisis in Bolivia’s
history occurred, characterized by a hyperinflation of unprecedented magnitude which occurred
as direct consequence of money printing to finance the fiscal deficit. Notice in figure 10 that also
the two stabilization plans applied in Bolivia, were introduced precisely when inflation reached
high levels. When the 1956 stabilization plan was introduced, inflation was around 178 percent
and when the 1986 stabilization plan was introduced, inflation was around 11,750 percent.
Figure 10
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Hyperinflation laid the country with no way to pay its external debt. Therefore the NEP
aimed to promote exports so as to generate foreign resources. Therefore the orientation of the
NEP in terms of its relation with the multilateral organizations was linked to a solution of this
incapacity to pay the debt. As the general government was the main debtor (see figure 11), one
of the first tasks implemented with the NEP through the Structural Adjustment Program (PAE
for its initials in Spanish) was to reduce and control the fiscal deficit. Therefore in May 1986, a
new tax structure was imposed.8
Figure 11
Composition of borrowers
80

general government

70

percent GDP

60
50
40
30

state-owned enterprises

20

central bank
10
0

1952

1960

1968

1976

1984

1992

2000

2008

Source: Central Bank of Bolivia

8

This tax reform (Law 843) reduced the tax structure to seven taxes from which the Value-Added tax was the most
important. This Law, in its 1986 version, did not include a tax to labor nor to capital income, and until our days the
labor income tax is absent in the Bolivian tax structure.
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In figure 11 we can see also that while the general government reduced its debt during the
1960s and mid 1970s, the public enterprises increased their debt from 8.4 percent of GDP in
1969 to 24.2 percent in 1973, remaining at the 20 percent of GDP by the end of the 1970s.
General government debt that includes local and central government debt became important the
years before and after the hyperinflation. In fact, since 1994 the state-owned enterprises reduced
all their debt due to the capitalization program.9
Certainly, a priority of the NEP was the reduction and payment of the accumulated
foreign debt. Therefore, in February 1987, the 131 creditor banks of Bolivia approved an old
refinancing agreement (Enmienda al Convenio de Refinanciamiento) from 1981 where these
banks had the possibility to purchase bonds in the secondary market and also to exchange the
debt with investment bonds. The solution consisted in the build up of a fiduciary fund
administered by the IMF so that it can collect the resources donated by the developed countries
and conduct them to the secondary market in order to acquire the debt priced at a lower price.
This way, Bolivia reduced its debt by purchasing it in the secondary market at 11 cents per
dollar. This form of reduction was also supported by the approval of the Brady Plan.10
The success of this repurchase of debt lead to a second round. Between 1992 and 1993
the external debt was bought in the secondary market at a value of 16 cents per dollar. This
operation allowed also exchanging debt with bonds of short and long run. In sum, these
operations contributed to reduce the external debt by USD 170 million. Furthermore, in 1989 the
Bolivian Central Bank issued investment bonds with the aim to exchange them with international
private debt. The bonds had a present value of 11 cents per dollar, and they were redeemed in 25
years.11
In terms of the bilateral debt, the debt policy concentrated in appeal several times to the
Paris Club, in order to reprogram the debt with governments and official organizations. Due to
the fiscal crisis, on July 1988, the government subscribed an agreement with the IMF named
Servicio Reforzado de Ajuste Estructural (SRAE). This program allowed continuing with the
9

It is likely that the picture for the general government in the 1950s and early 1960s also includes the borrowings of
the public enterprises. Recall that since the stabilization plan in1956 the accounts for the central government and the
public enterprises were separated.
10
A critique to this form of debt reduction can be found in Bulow and Rogoff (1988).
11
They were equivalent to bonds “Triple A”. This transaction was taken into account by the intermediation of
Merrill Lynch. This company bought fiduciary documents from international organizations (World Bank and IMF)
and from the Federal Reserve Bank.
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policy of rescheduling the debt at the Paris Club. As a result of all these negotiations that started
in 1985 and ended in 1999, Bolivia managed to reduce its external debt significantly. In
particular substantial results were obtained with the private international banks, Argentina, the
United States and the Paris Club VI, as it is seen in table 3.
Table 3: External Public Debt Reduction (in millions of dollars)
Creditor
Forgiven Amount Percentage
1. International private banks
639.5
19.8
2. Argentina
845.2
26.1
3. Brazil
258.9
8.0
4. United States
393.0
12.1
5. Netherlands
7.0
0.2
6. France
8.8
0.3
7. Belgium
13.3
0.4
8. Soviet Union
9.2
0.3
9. Denmark
6.0
0.1
10. Austria
1.0
0.03
11. Club of Paris III
76.0
2.3
12. Club of Paris IV
121.0
3.7
13. Club of Paris V
273.0
8.4
14. Club of Paris VI
576.3
17.8
3,278.0
100
Total
Source: Central Bank of Bolivia

Later, as a result of the structural reforms, in particular the privatization (capitalization)
of public enterprises, in the decade of 1990, there was an inflow of foreign resources in the form
of foreign direct investment (FDI) of considerable magnitude. The entrance of foreign
enterprises in strategic sectors like oil, energy, and telecommunications allowed the economy to
recover its growth. On average the economy grew by 4 percent between 1985 and 1997. In year
1994 the rate of growth has been 4.7 percent as a result of the capitalization. The ratio of external
debt to GDP reached also a maximum value of 74.9 percent. Since that year this ratio declined to
54.8 percent in 1998, a value that was still high for a country that needed to reverse its poverty
levels.
The ratio of external debt service over exports reached a critical point in 1993 (27.4
percent). The disbursements of new debt were used in a large proportion for paying the service
of the external debt. In this decade the country committed between 68.1 percent and 113.5
percent (1990 and 1998 respectively) of the disbursements for this purpose. Certainly, this policy
did not contribute to the generation of foreign resources and the accumulation of international
reserves. The country continued with the crawling peg policy for the nominal exchange rate that
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was very successful indeed in eliminating the gap between the parallel and official exchange
rate.
The composition of debtors changed also dramatically since the implementation of the
PAE, as it is seen in figure 11. Since 1985 the general government, and in particular the central
government appears as the principal debtor, absorbing 73.6 percent of total debt in 1998. The
central government allocated these resources primarily to public investment, because the tax
policy so far did not generate sufficient internal resources to cover capital and current
expenditures. The financial public sector (Central Bank and Specialized Banks) appear as the
second debtor. Its relative weight doubles in 10 years and it represents 17.4 percent of total debt
in year 1998.
The stock of foreign debt as a share of GDP declines from 55.2 percent in 1999 to 51.7
percent in 2005 (see figure 4). But, the largest decrease occurs since 2006, the stock of debt
reduces to 28.4 percent of GDP by 2006 and to 16.8 percent of GDP by 2007. It is important to
mention also that between 2000 and 2003, Bolivia experienced a social crisis, with political
consequences.
The reduction of the multilateral debt is explained by the High Indebted Poor Countries
(HIPC) initiative. In September 1996, the IMF and the World Bank created the HIPC program to
give financial support to a limited number of countries characterized by being poor and by
having medium term external financial obligations in terms of debt service that were higher than
what these countries were able to afford. The argument was that by reducing the external debt for
these countries, there would be a larger amount of resources that could be used to attack poverty.
This was the first time that a debt forgiveness program included multilateral debt that, as we saw,
was the main debt of Bolivia by the end of the 90s.
The concession of the HIPC was conditioned by the multilateral agencies to the execution
of several measures of macroeconomic stability and to structural reforms. Bolivia fulfilled all
these tasks and as it was a poor country, it was selected to participate in this initiative. Through
the HIPC I program, implemented since 1998, the accorded reduction of the multilateral debt
was equivalent to 24 percent of the stock debt by the end of 1998 in the next 40 years, although
the largest part of this reduction should be effective in the first years. The application of this
program managed to reduce the debt service over exports to 25.5 percent in 1999. Nevertheless
the adverse economic context that begun in 1999 (post reforms period) acted in opposition to the
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beneficial results of the HIPC I. The service of the external debt but in particular the worsening
of the terms of trade reduced drastically the level of national savings. There was a huge drop in
output and exports and the negative balance of the current account could be compensated only
with the inflow of FDI.
The possibility to obtain additional resources through the forgiveness of the debt under
the HIPC II initiative was possible with the approval of the so called Bolivian Strategy for
Poverty Reduction. The HIPC II strategy consisted in the reduction of multilateral debt in 15
years, starting in 2001. The application of the HIPC I and HIPC II initiatives allowed to increase
the forgiveness of the average debt of 1999-2000 by 44 percent. There is no doubt that the HIPC
initiative has been very successful in terms of reducing the external debt, but it was not
sufficient.
Surprisingly, in 2005 during a meeting of the G8 countries, it was announced a complete
forgiveness of debt for the HIPC countries (Bolivia included). This program was called the
Multilateral Debt Relief Initiative (MDRI). This program explains the noteworthy reduction of
Bolivia’s multilateral debt and to this we have to add the change in the external economic
conditions since 2005 that coincided with the end of the social crisis that Bolivia experienced
between 2000 and 2003 and the end of the so called neoliberal period, where the economy was
based in the free market.
Finally, it is important to say something about the credit conditions under which Bolivia
contracted its foreign debt. Figure 12 shows the average interest rates per year of external credits
and figure 13 displays the average maturity of debt. In both figures, we display the interest rates
and maturity computed with the Central Bank data and those reported by the World Bank in its
International Debt Statistics (IDS). The trajectory of the interest rates is similar under both
databases, but the maturities differ.12
Figure 12

12

It is likely that this divergence could be explained by the fact that the World Bank data considers only new
external debt commitments.
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Our analysis will consider the Central Bank data, because it is longer. Notice, that when
interest rates rise, maturities decrease. In the 1960s interest rates were low (below 4 percent on
average) and maturities were long, most of the credits were contracted for an average of 30
years. In the 1970s the Bolivian debt increased and also its cost. According to Requena (1980),
in 1979 around 45 percent of the net debt had a maturity below 10 years and 30 percent of it had
an interest rate above 18 percent (considering a Libor rate of only 16.5 percent)
Figure 13
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Recall that during the 1970s there was a mayor participation of private lenders. The
capacity of negotiation with these creditors became difficult as the country increased its debt.
Therefore, Bolivia had no other option to contract credits with more severe conditions, which
means that interest rates were higher and maturities were lower. This is exactly what happened in
the early 1980s, there was a rise in world interest rates and most of the loans that Bolivia
contracted in the 1970s reached their maturity. This fact, associated with the incapacity of the
country to generate foreign resources and a fiscal deficit configured a scenario of a profound
crisis.
In the 1990s, with the consolidation of the structural reforms and the change in
international creditors, maturities started to rise and interest rates decreased. By the end of the
decade interest rates were on average 3 percent and maturity was of 15 years on average. It is
important to mention also that these credit conditions changed with the debt forgiveness and
reductions that Bolivia benefited during the 1990s.13
Finally, figure 14 shows the denomination of public and publicly guaranteed debt. It can
be seen that most of this debt was contracted in U.S. dollars. Between 1988 and 2000 there is an
increase in debt contracted under multiple currencies, but then again most of the debt has been in
dollars. In 2005, 75 percent of total debt was in dollars. Debt contracted in Deutsche Marks
never reached more than 10 percent of total debt and debt contracted in Yens reached the highest
share in 1994 (13.7 percent).
Figure 14
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For a complete review of Bolivia’s debt history, see Abendroth, el.al. (2001).
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5. Fiscal Policy in Bolivia
In the previous section we saw that most of Bolivia's external debt is debt owed by the
government, therefore, to understand the dynamics of debt it is necessary to understand how the
government conducted its fiscal policy (and obviously its interaction with monetary policy).
In the first period, according to Costanzo (1961), the revolutionary government ignored
an essential element of economic policy, namely monetary and fiscal policy, and this situation
endangered the existence of the regime in late 1956. The high inflation combined with the price
and exchange rate controls generated an unprecedented economic collapse until that time. As
noted earlier, high inflation emerged as a direct consequence of the fiscal deficit, which was
mainly explained by the expenditures of the newly nationalized state mining company
(COMIBOL). However, in the last stages of inflation the exchange rate system was an important
additional factor. While the steady increase in wages and other costs forced adjustments in the
exchange rate for exports, in order to prevent a complete collapse of the export industries, import
exchange rates remained lagged.
Therefore, the stabilization plan consisted in the elimination of the dual exchange rate
system and all sort of controls. Most of the reforms were aimed at establishing the financial
equilibrium of the public sector in general. The equilibrium of the fiscal budget implied several
reforms but, in the first year the government employed USD. 15 million of counterpart funds
form the aid of the United States. In this manner approximately 40 percent of the fiscal budget of
1957 was financed.
Between 1960 and 1970, the current revenues of the general government increased from
8 percent of GDP up to 10.3 percent of GDP, while the expenditures increased from 6 percent of
GDP to 9.4 percent of GDP, as it is seen in figure 15. This allowed the fiscal deficit to decrease
as a share of GDP. It decreased from 2.1 percent of GDP in 1960 to 0.9 percent of GDP in 1970.
The central government was the main debtor, and it used the external debt to finance its deficit.
Public enterprises also began to use the external credit to finance its expenditures.
Figure 15
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In the decade of 1970s the trend in the deficit of the general government reversed. See in
figure 16 that instead of diminishing, it increased from 2.4 percent in 1971 to 5 percent in 1978
(as a share of GDP). In all the years the existence of global deficits and primary deficits is
explained mainly by a boom in public investments financed by a large inflow of external
resources. According to Otalora (2002), during the years 1975-1979, there were current surpluses
that financed only a minor part of the public investments.
Figure 16
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The decline in tax revenues, therefore, of current revenues and the increase in current
expenditures during the years 1978-1979 had a great impact on the global deficit. This situation
coincided with a decline in exports as a percentage of GDP, an increase in external debt service
and a decline in disbursements. All these factors contributed to the deterioration of the financial
position of the National Treasury (TGN for its initials in Spanish), which manifested also in the
occurrence of primary deficits, not only in the last years of the 1970s, but also during the
following years. Notice how the global and primary deficit raised in the early 1980s, reaching
levels of 15 percent and 17 percent of GDP respectively.
If we look at the deficit of the Non-Financial Public Sector in figure 17, we can observe
that it increased after 1982. In 1983 it was 17 percent as a share of GDP, and after a year it rose
to 21.1 percent of GDP. This growth is explained in part by the Olivera-Tanzi effect and also by
an increase in government spending due to the wage policy that was implemented. In the figure
we can see also that the expansion of money supply allowed the government to cover its deficit.14
Figure 17
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There are two aspects to be mentioned in relation to the economic instability in the late
seventies and early eighties. First, as the crisis deepened and external financing options were
limited (mainly because of the debt crisis of 1982) the government developed a greater
confidence in the inflation tax as a mechanism of financing. This attitude reinforced the capital
outflow and increased the public's preferences for the use of foreign currency (dollars). Second,
14

The increase in inflation reduced the fiscal revenues in real terms through the lag in the payment of taxes. Tanzi
(1977)
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because the banks had guaranteed access to dollars, they rejected the payments in national
currency for foreign currency denominated debt, thus creating a parallel exchange market where
borrowers kept buying dollars which they stored as store of value in order to protect against the
devaluation and the inflation.15
The lack of fiscal discipline led the government to eliminate the deposits in foreign
currency in the domestic financial system and to impose capital controls. Therefore, in
November 1982 it launched a de-dollarization program whereby all obligations in foreign
currency or with value maintenance should be honored only in domestic currency (peso
boliviano). Antelo (1996) indicates that the main reasons for the de-dollarization program were:
First, to reduce the demand for dollars giving back the government the control over the money
supply and concentrate the stock of dollars in external debt repayments. Second, the program
aimed to restore the government's ability to raise funds through inflation. Third, it aimed to
encourage sectors stifled by its dollar debts. Forth, it attempted to lower investment costs in the
industry, whose debts denominated in dollars depreciated with inflation.
Nevertheless, short of its objectives, the de-dollarization program failed causing a strong
financial disintermediation and becoming a phenomenon of informal dollarization. The NEP
allowed the possibility to transact in U.S. dollars within the financial system and with the
reestablishment of foreign currency deposits a formal financial system based on the U.S. dollar
was established. This bi-monetary system remains until our days, although dollarization has
reduced in the late 2000s as it is seen in the following figure.16
Figure 18

15
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See Antelo (1996).
Dollarization is measured as the ratio of deposits in dollars over total deposits in the banking system.
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Due to the implementation of a tax reform and the reversion of the Olivera-Tanzi effect
since 1987, we observe a substantial improvement in tax revenues which helped to reduce the
fiscal deficit of the NFPS from 8.1 percent in 1985 to 4.4 percent in 1990 as a share of GDP.
During the 1990s, all the privatization programs that the Bolivian government implemented
helped to reduce the deficit to 1.8 percent of GDP in 1995.17
In the period 1999-2002 the economy entered a slow down phase, induced by external
shocks, such as the fall in the terms of trade and the reversal in capital flows. During this period,
financial flows, with the exception of FDI, reversed significantly. FDI remained at relatively
high levels (USD 770 million on average per year), because the capitalized companies were still
accomplishing their investment commitments.
Public external debt increased in order to finance the growing fiscal deficit resulting from
the economic slowdown and the implementation of structural reforms. Among them, the
pensions’ reform implemented in 1996 had a significant fiscal impact. Bolivia passed from a
system of mutual fund to a system of individual capitalization. For instance, in 1999 the global
deficit of the NFPS was 3 percent of GDP, but the global deficit without pensions was indeed a
surplus of 0.7 percent of GDP. In 2002 the global deficit was of 8.5 percent, from which half
represented pensions.
The slowdown that began in 1999 created a climate of social and political conflict, which
became critical after 2003. This climate of conflict created a climate of uncertainty for
investment. However, during this period, the international economic conditions began to improve
17

See Garron, et.al. (2002) for a review of the three waves of privatization in Bolivia.
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significantly. In particular, the rise in external prices of Bolivian exports produced an export
boom. In this period the current account recorded a surplus of USD 152 million per year on
average. The windfall of funding received by the NFPS and the external surplus allowed the
financial system to accumulate international reserves to amounts never seen before.
These excellent international economic conditions, associated with the nationalization of
the former State Owned Enterprises, allowed the NFPS to record surpluses in the last years.

6. The Budget Accounting Analysis for Bolivia
From the previous sections it is clear that the main classification of debt in Bolivia is the external
debt, and in particular the external debt in dollars. Therefore here we modify the budget equation
in Kehoe, Nicolini and Sargent (2010) to incorporate only the external debt. However it is worth
mention something about the internal debt that could and should be considered in a future
analysis.
Regarding internal debt, the government started to issue it since 1988 and it became
important since 1996 after the pensions reform. With the new Pensions’ System the newly
created Pension’s Funds had in the treasury bonds the most attractive way for investing their
funds. In fact, the Pensions’ System was thought in a system that could serve as source of
financing of the government and also as a system that could generate the incentives for the
creation of a capital market in Bolivia.
Between 1988 and 2000 most of the internal debt was also debt from the Central Bank.
This debt was issued to sterilize the monetary effects of the high accumulation of International
Reserves, through open market operations (OMAs). This is an important fact, because it means
that in Bolivia there is an important share of internal debt in local currency that it is not issued
for financing needs, but to control the excessive liquidity.
Figure 19
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Notice in figure 19 that since 2003 the stock of external debt as a share of GDP showed a
decreasing pattern, while the stock of internal debt as a share of GDP showed an increasing
pattern until 2005 and it even surpassed the external debt in 2007, but decreasing again to
equalize the external debt in 2012. Even though, internal debt is relevant in the last years, we
have not included it in the budget accounting analysis, because our interest is more in the periods
of growth and crisis between 1960 and 2005.
The modified period by period budget constraint of the government in nominal domestic
currency is:

M t + bt* Et = ( DGt + DPEt ) Pt + M t −1 + bt*−1rt*−1 Et

(4)

where Mt is the stock of money, bt* is the dollar denominated debt, Pt is the price level, Et is the
nominal exchange rate, rt* is the gross return on external debt, DGt is the general government’s
deficit that includes transfers and DPE is the deficit of the public enterprises.
Remark that DGt+DPEt represents the deficit of the Non-Financial Public Sector and
from the previous section we know that we have information of the NFPS only since 1980. But,
as we have information of the General Government since 1952, we calculate DPEt as a residual.
This residual is very important, since it validates the budget equation every period.
The budget constraint can be written in terms of real GDP as:



ξ t (θ t* − θ t*−1 ) + (mt − mt −1 ) + mt −1 1 −


 r*

1 
 = dg t + dpet + ξ tθ t*−1  t −1W − 1
gtπ t 
 gtπ t


(5)
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where the first term on the left hand side represents increases on the foreign debt to output ratio,
the second term represents increases on high powered money and the third term measures
seigniorage. The first two terms on the right hand side represent the deficit of the general
government and the public enterprises as a fraction of output, respectively, and the final term
represents the real return on foreign debt.18
In each year we computed the terms in equation (5) and the respective accounting results
are reported in table 4. The analysis will concentrate in the three sub-periods between 1957 and
2005, but we report also the results for the last period to highlight some problems of computing
the deficit of the public enterprises as a residual.19
Table 4: Accounting Results across Sub-periods
Period
Sources
(1) External Debt
(2) Money Issuing
(3) Seigniorage
Total
Obligations
(1) External Return
(2) General Government Deficit
(3) Public Enterprises Deficit
Total

1957‐1978

1979‐1985

1986‐2005

2006‐2012

1957‐2005

0.38
0.22
0.60
1.19

‐0.95
‐0.68
7.51
5.89

0.10
0.16
0.58
0.84

0.36
2.26
0.29
2.91

0.08
0.07
1.58
1.72

‐3.24
2.16
2.27
1.19

‐2.41
8.45
‐0.15
5.89

‐1.28
1.52
0.60
0.84

‐1.14
‐1.87
5.93
2.91

‐2.32
2.80
1.24
1.72

Source: Author’s calculations

During the period of stabilization and growth (1957-1978) the financing needs were an
average of 1.2 percentage points (p.p.) and half of them were covered by seigniorage. The reason
why this seigniorage did not produced inflation is that GDP growth was important in this period.
External debt was also an important source of financing, covering around 32 percent of the
financing needs. Regarding the obligations that had to be covered in this period, the general
government deficit and the public enterprises deficit share an equal proportion and together they
represented 4.4 p.p. of the financing needs. However these needs were highly compensated by
negative returns to debt of 3.2 p.p., so the overall financing needs were of only 1.2 p.p..

18

πtW is the inflation of the dollar price level of traded goods consumed in Bolivia, as we don’t have that
information we used the inflation of the US.
19
In appendix A we display the accounting results using the World Bank (IDS) data for the periods between 1972
and 2012.
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The period from 1979 to 1985, called the crisis period, shows an important change in the
financing needs with an average of 5.9 p.p.. Here we can see something already mentioned in the
preceding sections about fiscal policy and debt: The constraints on external financing made the
government to finance the overall deficit with seigniorage. In fact seigniorage increased to 7.5
p.p. on average which is more than what was needed. This means that segniorage not only
covered the financing needs, it also covered the negative net external transfers to the
government. Notice that external debt represented a negative source of financing of
approximately 1 p.p. which is explained by the fact that the Bolivian government continued
paying its external debt fearing of punishments by the international creditors, as explained
before. In this period the main obligations came from the general government. Notice that the
general government deficit represented 8.4 p.p. of the financing needs that were partially
mitigated by a close 2.4 p.p of negative returns to debt and a small surplus of public enterprises
of 0.15 p.p..
The period of slow growth (1986-2005) displays the smallest financing needs (0.8 p.p.),
because it is a period where important structural changes occurred in the fiscal balance.
Seigniorage remained as the main source of financing, covering 0.6 p.p of the financing needs.
Notice how important has been the fiscal reforms; the much smaller financing needs are
explained by a much smaller general government deficit: 1.52 p.p. versus 8.45 p.p. in the period
of crisis. The public enterprises deficit contributed positively to the financing needs (0.6 p.p.)
and that is the reason why almost all of the public enterprises were privatized or capitalized
during this period. As mentioned before one of the main reforms that explain the reduction of the
financing needs is the Tax Reform (Law 843) from 1986, which was then reformulated in 1993,
but maintaining its original characteristics. Government income and revenues increased, in part
due to the expansion of the tax base and the implementation of the Value-Added Tax.
In general, during the whole period between 1960 and 2005, the financing needs
represented 1.7 p.p., which were mainly financed by seigniorage (1.6 p.p.) and were mainly
explained by the general government deficit (2.8 p.p.). The public enterprises deficit are not
negligible, representing 1.2 p.p. of the financing needs and as observed in each of the subperiods, the negative returns to debt allowed to reduce the financing needs by 2.3 p.p.. The time
path for each of the terms in equation (5) is shown in figure 20.
Figure 20
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In both panels of figure 20 highlight the increase in seigniorage as a source of financing
and in the general government deficit as a contribution to the obligations during the mid 80s.
Notice also that almost the entire period the contribution to obligations of the external return on
debt has been negative, except between 1984 and 1986. It is noteworthy also that the public
enterprises deficit has been the most important source of financing needs for the government
between 1968 and 1972. Its contribution to the financing needs has been also larger than the
contribution of the general government in the years 1976 and 1977. This is a sign that the
government policies during the rapid growth period of 1957 through 1978 should explain the
severe crisis of the mid 80s.
In panel b) it is possible to see that the fiscal reform implemented in 1986 managed to
reduce the general government deficit contribution to the financing needs between 1986 and
1996, but in the following years the contribution of this deficit started to increase, representing
6.85 p.p. in 2004. This increased contribution was offset by an also increasing contribution of the
public enterprises surplus that they experimented between 1997 and 2004. In fact, this surplus is
mainly explained by the privatization policy that the different governments implemented during
the 1990s.
In table 4 we presented also the accounting results for the last period (2006-2012) to
show some problems that the exercise could have. It can be seen that in this period the financing
needs are large and in the order of 2.9 p.p. and overwhelmingly the public enterprises deficit
increases from 0.6 p.p. in the period of slow growth to 5.9 p.p. in the last period. Even though
these financing needs are compensated by the general government surplus and that is true, the
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deficit of the public enterprises is too high if we consider that this is a period of nationalizations,
where most of the main public enterprises are experiencing positive benefits.
The problem is that as we are computing the public enterprises deficit as a residual, this
residual could include more than just the public enterprises’ income and revenues. This residual
includes debt forgiveness, repurchases of debt and debt reductions that should be included in the
analysis. These issues were certainly not very important and most of them absent in the periods
before 2005, but after the debt reductions have been very important, in particular the debt
forgiveness through the Multilateral Debt Relief Initiative (MDRI) program. Nevertheless,
having a measure of the public enterprises deficit (figure 21) for the whole period since 1952 is
an important contribution for the analysis of the fiscal policy in Bolivia.
Figure 21
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7. Conclusions
In this paper we briefly described the modern economic history of Bolivia, with emphasis on the
policies that have been implemented between 1960 and 2005. In this whole period it is possible
to identify three well marked sub-periods. The first period, denominated of stabilization and
growth (rapid growth) that goes until 1978; the second period, characterized by the
hyperinflation crisis that goes from 1979 to 1985; and the third period that goes from 1986 to
2005 with slow growth. In a brief description of the fiscal policies implemented in these subperiods, it has been possible to identify the close relation between fiscal policy and external debt.
In fact, we have described the evolution of the long and mid term external debt in Bolivia,
because it has determined the interaction between fiscal and monetary policy in Bolivia.
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In addition, we have performed a growth accounting exercise for the whole period which
has enabled us to identify total factor productivity (TFP) as the main element that explains the
deviations from the balanced growth path. The idea is therefore to analyze how fiscal and
monetary policies could explain these deviations and to analyze what have been their effects on
TFP in the different periods of analysis. As a conclusion, we can say that if the evolution of debt
has determined the way fiscal and monetary policies were conducted in Bolivia, it might be
important to explain the evolution of the growth rate. For example, the constraints that the debt
policy implied in the mid 1980s might have dampened growth in the post period. We will need a
model to show this.
The budget accounting exercise carried out at the end, allowed us to see that during the
crisis period (1979-1985) the external debt constraints put seigniorage as the only source to
finance the increasing financing needs that were explained mainly by the increasing general
government deficit. Moreover, seigniorage was used also to pay the external debt, as it
contributed negatively to the sources of financing needs. But this is not the end of the story. We
have seen also that in the pre-crisis period the financing needs are explained in an important
proportion by the general government and the public enterprises deficit. The overall government
deficit represented 4.43 p.p, and it was compensated by negative external returns of debt of 3.24
p.p.. This is a clear sign that the policies implemented during the rapid growth of the 1960-1978
period were key in explaining the crisis period of 1979-1985.
Finally, it is important to mention that this study will be a great contribution to the
analysis of economic history in Bolivia. In fact, there is a lack of a detailed and comprehensive
analysis of the modern economic history, based on a rigorous analysis of data and on quantitative
models.20
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Appendix A: Accounting results using the World Bank data on external debt
Table A.1: Accounting Results across Sub-periods
Period
Sources
(1) External Debt
(2) Money Issuing
(3) Seigniorage
Total
Obligations
(1) External Return
(2) General Government Deficit
(3) Public Enterprises Deficit
Total

1972‐1978

1979‐1985

1986‐2005

2006‐2012

1972‐2005

0.98
‐0.16
1.05
1.86

‐1.11
‐0.68
7.51
5.73

0.28
0.16
0.58
1.02

‐0.29
2.26
0.29
2.26

0.14
‐0.08
2.10
2.16

‐4.79
3.50
3.15
1.86

‐3.55
8.45
0.83
5.73

‐3.23
1.52
2.73
1.02

‐2.05
‐1.87
6.18
2.26

‐3.62
3.35
2.42
2.16

Source: Author’s calculations
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