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The Clearing Mechanism of the Latin American Free Trade Association®

At a Scptember 1965 meeting in Mexico City, central
bank governors of the nine nations then belonging to
the Latin American Free Trade Association (LAFTA)!
agreed to establish a limited clearing mechanism for facil-
itating intrarcgional payments. The basic agreemcnt pro-
vides for thc negotiation of bilatcral (and reciprocal)
credit agreements bctween each pair of participating
central banks and for the multilateral clearing of balances
which arise from each individual bilateral credit agreement
clearing. The mechanism went into operation in mid-1966
among only six countrics, but since then more countries
have joined and actively participated, while the number
and size of underlying bilateral credit arrangements have
been expanded. By reducing the magnitude and fre-
quency of cash transactions among countries, the clear-
ing facility has helpcd economizc on their convertible
foreign exchange and has made payments easier and
less costly. LAFTA’s clearing arrungement has become
an important step toward financial integration among
LAFTA countrics. This article describes the evolution of
this mechanism and the ways in which it serves the par-
ticipating countries.

BACKGROUND

For decades, Latin American governments, central
bankers, and regional organizations have bcen discussing
possible means for achieving a greater degrec of financial
integration within the region and have considered numer-
ous proposals for intraregional credit and clearing of
balances. Establishment of intraregional clearing came
slowly, however, becausc clearing proposals werc com-
bined with automatic credit, and some countrics were
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1 The original signatorics were the ccntral banks of Argentina,
Brazil, Chile, Colombia, Ecuador, Mexico, Paraguay, Peru, and
Uruguay. Bolivia and Venezuela joined later,

rcluctant to extend such credit to intraregional deficit
countries. Under some proposals, creditor countries
within the region would not have been able to use their
regional surpluses to sctle extra-regional deficits, and
this appeared to them as a backward step, away from
free convertibility. Furthermorc, smaller and poorer sur-
plus countries felt it unrcasonable that they be forced to
extend credit to larger and wealthier deficit countrics,
and surplus countrics did not always approve of the cco-
nomic policies of dcbtor countries.

The problem of Latin American payments was dis-
cussed at the first meeting of the United Nations Eco-
nomic Commission for Latin America in 1948. At th
time, bilateral agreements covered about half the arca
intraregional trade as well as some extra-Latin American
trade. It was hoped that multilateral arrangements could
be devcloped to improve and eventually replace the net-
work of bilateral agreements. Discussions continued, und in
1958 a working group of central bunks proposed an apree-
ment to create a multilateral clearing system for bilateral
balances. Although the draft scheme was rather similar to
the system now in force, it was not implemented at the time.

By 1960 the Latin Amcrican integration movements
were becoming institutionalized, as evidenced by the estab-
lishment of the Inter-American Development Bank,
LAFTA, and the Central American Common Market.
Other regional organizations, such as the Center for Latin
American Monetary Studies (CEMLA) and various
committecs of the Organization of American States and
the Alliance for Progress, actively studied the financial
aspects of integration. These aspects of clearing arrange-
ments received new emphasts, as ways were sought to
smooth out possible balance-of-payments difficulties arising
from thc lowering of intrarcgional trade barricrs. While
discussion proceeded, emphasis shifted again from this
objective to that of providing incentives to facilitate the
growth of intrarcgional trade. The example of the Central
American Clcaring House, which began operations in
1961 as part of Central Amcrican integration cflort
contributed to this shift. The Clearing Housc made intrasg
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regional payments easier and reduced the use of scarce
foreign currcncy for such purposes without large mutual
crcdit facilitics. It became evident that a payments or
credit system need not involve extension of sizable and
long-tcrm credits, and support developed for an arrange-
ment whercby the maximum amount of such credit would
be specified in advance and its term would be held to
a very short period.

The decisive impetus to establish the present mechuanism
was given at the first meeting of commercial bankers of
LAFTA. In their report of Murch 1965 to their central
banks, the commercial bankers suggested the signing of
a complecmentary agreement to the LAFTA trcaty, estab-
lishing guarantees of free convertibility and the transfer-
ability of exchange used in transactions among ILAFTA
countrics, The bankers also recommended the creation
of correspondent relations among the commercial banks,
whose clcaring payments would be expressed in United
States dollars and settled through arrangements madc by
the central banks, In Junc the Advisory Commission on
Monetary Affairs of LAFTA drafted the documents, and
on Scptember 22, 1965 the governors of the LLAFTA
central banks signed a general agreement cstablishing the

elearing mechanism,

THE AGREEMENT

The preamble to the gencral agreement makes clear
that the system was conccived as the first step toward
the long-run goal of financial and monetary integration.
The more immediate aims, howcver, were to provide a
stimulus to financial and trade relations within the region
and to foster systcmatic consultations on monctary, ex-
change, and payments matters.

The agreement calls for the establishment of bilateral
(and reciprocal) lincs of credit, expressed in United
States dollars, umong all participating central banks.
The chanpeling of payments through the system is entircly
voluntary, thus allowing each country to maintain its trade
and cxchange practices. (In reality most central banks
have made it compulsory for payments among addressees
of signatory countries to go through the mechanism.) Ar-
ticle 7, however, requires thc central banks to guarantcc
the convertibility of the currencies used in the final settle-
ments with each other, a feature reinforccd by Article 8
which specifies that settlements must be made in United
States dollars.

The balances resulting from the utilization of the bilat-
cral lines of crcdit are to be cleared periodically and multi-
i::erally. (Originally the period between scttlements was

o months, now it is quarterly.) The agrccment calls for
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the immediate settlement of any balance excceding the set
credit limit, but the central banks are allowed to negotiate
additiona] cxtraordinary credits. Furthcrmore, the agrec-
ment requests the central banks to cncourage intraregional
correspondent rclationships among their commercial banks,
so that the lattcr may clear their net balances through
the system. The clearing operations, including the com-
putation of the net balances at the end of the period, are
carricd out by an agent bank, a task which has been given
to the Central Reserve Bank of Peru.

The procedures arc simple; on the bases of accounting
information cabled by cach of the ccntral banks within
forty-eight hours after the end of the last working day of
the settlement period, the agent determines the balances be-
tween each pair of central banks and also the net balance of
cach central bank in rclation to all the other banks to-
gether. By the following day the agent must notify every
central bank of its net position, and this information is
also sent to the designated common correspondent. bank
—the Federal Reserve Bunk of New York. Within the next
twenty-four hours the dcbtor countries must make their
payments, in dollars, to the special LAFTA account of
the correspondent bank, which then proceeds to pay the
creditor banks. If a bank does not provide the requircd
information within the stipulated forty-eight hours, the
agent will compute the net bulunces among the other
banks, with which the tardy bank will have to settle its
accounts directly. Furthermore, if a debtor bunk does not
pay the correspondent bank within twenty-four hours of
being notified, the agent will annul the clearing by order-
ing the correspondent bank to rcturn the amounts received
and will proceed to settle the accounts again, excluding
the delinquent bank.

DEVELOPMENT OF THE SYSTEM

Immediately after the system started operating, prob-
lems became evident. The central banks authorized every
payment, cablcd payment orders were confirmed by air-
mail, and in some cases payment data were cabled daily.
There were serious questions as to how to trcat expenses
and commissions regarding payments and how to rcsolve
conflicts of national holidays falling on settlement datcs.
Credit limits in many cases werc insufficient, frequently
making extraordinary settlements neccssary—a problem
which plagued the system in its first years. In addition, as
any pair of participating bunks could establish their own
opcrating techniques by setting them forth in a bilateral
agrcement, until recently no two bilateral credit agree-
ments were completely alike. For example, there were
significant differences regarding thc amount of documen-
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Table I ’
BILATERAL CREDITS
UNDER AGREEMENTS NEGOTIATED BY THE END OF MARCH 1969
In miltions of dollars

Country Argentina Bolivia Brazil* Chile Colombia Ecuador Mexico Paraguay Peru Uruguay* | Venezuela Total
Argentina..........c..coooeeen. — 2.0 t 15.0 3.0 + 1.5 1.0 17.0 t 39.50
Bolivia........cooeveriinininnns 2.0 — 1 5 . 2 A5 3.25
Brazil®.......cccoenveininnenss t t — 5.0 1 3.0 t 3.0 11.00
Chile.........ccoovuimnmrerreinnnes 15.0 5 5.0 - a5 1 5.0 2 45 5 1.8 3325
Colombia..........cccovuereene 3.0 1 1 5 _ 30 1.0 8.65
Benador..........ooi i t T . —_ 5 1.30
.Y £33 1.7, R — L5 2 3.0 5.0 30 -— 2 1.0 L5 15.40
Paraguay.........cocoeeveens 1.0 1 2 — 2 1.60
Peru. 17.0 45 3.0 4.5 1.0 5 1.0 2 —_ t 27.65
Uruguay*.. t 5 - .50
Venezuela....................... 18 1.5 t —_ 3.30

* The agreements have been signed but are not in operation.
t Agreements being negotiated.

Source: Boletin Mensual (CEMLA, February 1968), page 102, (July 1969), page 318, and Sintesis Mensual (LAFTA, May 1969), page 188.

tary credits to be authorized, the limit at which excess
balances would require immediate settlement, the extent
of the guarantee to be given on currency convertibility and
transferability, -and the option of channeling some or all
payments through the system.? The general agreement,
however, sets forth simple provisions for revising the sys-
tem, and amendments soon solved many problems.

Last year most improvements were incorporated in a
uniform text for bilateral credit agreements and a tech-
nical procedures annex, drafted by LAFTA’s Advisory
Commission on Monetary Affairs, to which all countries
adhere today.® The uniform text provides that all pay-
ments between addressees of the two signatory countries
are allowed to go through the mechanism. Payments are to
be expressed in dollars, are subject to the foreign exchange
regulations of the countries, are to be effected under most-
favored-nation terms, and are to be made by the central
banks or their authorized institutions. Those payments
arising from trade in merchandise originating outside the

2 For a more comprehensive description, see Appendix 1, “Ca-
racteristicas Comunes y Aspectos Divergentes de los Convenios de
Crédito Reciproco en ALALC”, in “Ampliacién y perfecciona-
miento de los mecanismos de compensacién en América Latina”,
Boletin Mensual (CEMLA, April 1968), pages 195-99.

3 See Boletin Mensual (CEMLA, September 1968), pages 478-
82 for text of the bilateral agreements and technical procedures.

two countries, as well as services and capital transactioq'
with nonresidents, are excluded from the bilateral agree
ments,

A major improvement in the system, which had been
discussed since 1966, is formalized in the uniform text by
a “payments guarantee” clause. Each central bank guaran-
tees the settlement of payments going through the agree-
ment. Most of these payments arise from the letters of
credit, documentary credits, certified drafts, and payment
orders drawn or issued by its own commercial banks, and
the guarantee provides that each commercial bank of the
other country must declare “in writing and under its abso-
lute responsibility” that it has made the payment accord-
ing to the instructions of the drawer bank. Prior to this
guarantee, commercial and financial transactions between
commercial banks were routed through the central banks;
now such transactions can be made directly between com-
mercial banks.

Two other major improvements, which were introduced
in May 1968 by the Council on Financial and Monetary
Policies of LAFTA, are incorporated in the uniform
text. First, interest is charged on debit balances at a
rate 1% percentage points below the discount rate of
the Federal Reserve Bank of New York in effect at the
beginning of the settlement period. This makes the mecha-
nism more attractive to net creditor countries. Second, the
central banks are authorized to use multilaterally, with th
permission of all the parties concerned, the unused credit



that are available to them bilaterally. This enhances the
usefulness of the system as a multilateral instrument. Until
recently, the credits were compartmentalized by the bi-
lateral agreements: a country could exhaust its credit with
one central bank and not be able to make use of the
credits available under the remaining individual bilateral
agreements. In August 1968 the new option was used
for the first time by Chile, which settled $1.5 million
with Mexico by utilizing its credit balances with Colombia,
Peru, and Venezuela.

The uniform text provides for variations in the size
of the basic credit that can be extended under each
agreement (see Table I) as well as in the percentage
of the basic credit to which balances may expand be-
fore immediate settlement of the excess is required. (These
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percentages presently run from as low as 5 percent to as
high as 333.33 percent of the basic credits.) This pro-
vision regarding excess balances acts as a secondary line
of credit and was introduced with the objective of elim-
inating, as far as possible, settlements before the end of
the settlement period. It also gives the central banks time
to adopt measures to reduce excess balances and takes
into account legal restrictions on the granting of unlimited
credit by some central banks.

Increasing participation of signatory countries in the
system has been an important development. To be sure,
the central banks are far from having concluded all the
bilateral agreements possible, but it should be recalled
that they are not compelled to do so and, what is more
important, that some countries have virtually no trade

Table II
LAFTA CLEARINGS
In millions of dollars

s(:?d":;!::,?#; Argentina Bolivia Chile Colombia Ecuador Mexico Paraguay Peru Venezuela Total*
1.8 - 5 - ¢t —11 - 1 -t 1.8
s 2 — ¢ —11 — 8 1.1 1.9
8.5 - 71 — 9 Ll | 34 12 — 52 13.2
9.4 —10.2 —1.9 -~ t 4.0 1.2 — 26 14.7
1967
February............cooiencnninn 12.5 —10.7 .6 - .5 38 4 — 6.0 17.3
PN ¢ 1 16.0 —10.1 3 - 7 2.9 -t — 83 19.2
JUNC ..o 112 — 15 — .5 t 3.0 — 6 — 5.6 14.3
AUBUSE.......c.ooovicrieeiieireeies 13.2 — 87 - 1 -2 9 2 — 53 14.3
October.... 10.8 — 98 —36 .1 34 2 — 11 14.5
December. 10.6 — 6.8 —1.9 — 2 37 — 1 — 53 143
1968
February..........ccocoieinne, 22.1 —11.0 —131 2 2.6 -3 —10.4 24.9
PN <) D 21.2 — 4 — 120 —28 -5 44 —13 — 8.7 25.7
JUNE ..o 16.8 — .8 — 147 —2.8 9 58 1.1 — 62 -2 247
Septemberi............cccocoeerennee 254 2 —22.3 —4.0 - .5 9.6 5 — 89 —.1 35.7
December .............cccoceeu.e. 133 — .5 — 89 —4.0 - 4 43 9 — 47 -t 18.5
1969
March........covniiceiinnienins 14.0 — .9 — 82 —-1.7 —21 1.6 - 41 — 85 - ¢ 21.6
JUDE ...t 21.8 —23 —17.7 - .3 —14 7.3 - 2 - 71 -1 29.1

Note: Minus figures represent net payments; other figures are receipts. Because of rounding, figures do not mecessarily add to totals.

* Total receipts and total payments.

+ Less than $50,000.

"1 Since July 1, the clearings have taken place quarterly.
Source: Simesrs Mensual, LAFTA.



relations with certain other LAFTA members. All things
considered, thc growth in the number of agrcements
signed and in the volume of final settlements has been
extremely rapid. In May 1966 the clearing mechanism
started operations with six ccntral banks—out of nine
original signatorics to the general agreement—and nine
bilateral agrccments, totaling $17.8 million. At that time,
five other bilateral agreements totaling $5.6 million had
been signed, but balances were not clcared through the
mechanism, By December 1967, tcn banks had signed
the gencral agreement, with seven taking part in the clear-
ing through sixtecn bilateral agreements totaling $25.7
million. Vencruela, the ncw member, scttled balances
under its two bilateral agrecements outside the mechanism.
By the first quarter of 1969, eleven banks had signed the
general agreement, and nine of thesc were actively partic-
ipating in the system through twenty-three bilateral credit
agreements amounting to $61.2 million.* Brazl and
Uruguay, original signatories of the general agrecment,
have signed four bilatcral agrcements totaling $11.5
million, but they have yet to start operations. Thus, out
of a possible total of fifty-five bilatcral agreements within
LAFTA, twenty-seven have been signed, cight are being
negotiated, and another twenty remain to be ncgotiated.
As a result of one early revision of the agreement allowing
the central banks of Latin American countries outsidc
LAFTA to participate in the clearing mechanism, the
Dominican Rcpublic concluded a bilateral credit agree-
ment with Venezuela and apparently intends to negotiate
others in order to participate in the system.

Progress toward attaining other goals of the system
has been mixed. “Triangulation”—the utilization of the
services of a common correspondent commercial bank
outside the region, usually in the United States, to make
payments among commercial banks in the LAFTA coun-
trics—has been almost totally climinated. Some banks,
however, find lines of credit in hard currencies with banks
outside the rcgion, especially in the United States, to be
useful in the financing of intraregional transactions. The
development of correspondent relationships among com-
mercial banks has been uneven, While the more aggressive
LAFTA banking systems have been quitc successful in
establishing correspondent rclationships among themselves,
others are rcquired to transact all forcign exchange oper-
ations through their central banks.

t Part of the $61.2 million rcsulted from the cxtension of the
settlement period to three months and the subsequent increase in
the amounts of the reciprocal credit agrcements.
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A major immediate objective of the clearing system
—the saving of foreign cxchange—has been successfully
achieved. Forcign exchange transactions going through
the system have been curtailed by almost threc fourths:
65 percent to 75 percent of the transactions are cleared
intcrnally by the netting of claims against liabilities, and
only the remaining 25 percent to 35 percent are settled
in United States dollars. Thus, in Junc 1966, the first
clearing, covering balances totaling $6.3 million, was
settlcd by payments of only $1.8 million (scc Table 11).
Recent figures indicate that between $70 million and
$100 million in balances is now being cleared quarterly,
with final sctticments averaging $26 million. Savings
have also resulted for thc commercial banks. They can
kecp smaller balances outside the rcgion and do not
have to pay thc commissions and cabling expcnses
entailed in the clearing of transactions through third
countries.

While the system cannot claim to have increascd
LAFTA’s trade, it has clearly cxpedited payments and
lowered their costs.® Formerly, payments delays of
over six months were not rare, Today, it is claimed that
these dclays have been reduced substantially, while the
costs of bank commissions and feecs have been considc@
ably reduced in most cascs. Moreover, it is reported that
total payments going through the system cxceed com-
modity trade payments, indicating the increased utiliza-
tion of the mechanism for nonmerchandisc purposes.
For example, Argentina and Peru channcl all payments
through the systcm; on the other hand, Chile and Venc-
zuela do not allow the payment of their main cxports,
copper and petroleum, to go through the system.

While problems have not disappeared, the central banks
arc gradually solving them. For example, some central
banks are having difficulties in receiving data on payments
from others, thcre are no uniform criteria as to the
effective datc for applying intcrest rates on thc central

% Several studies bave analyzed and evaluated the operations
and achievements of the clearing system. Enrique Angulo, “Los
acuerdos de créditos y compensacion en Centroamérica y en la
ALALC", Boletin Mensual (CEMLA, August 1966), pages 369-
83, and “Integracion financiera Latinoamericana en 1968,
Boletin Mensual (CEMLA, July 1969), pages 311-23. Comité
‘Técnico Especial sobre Mecanismos de Compensacién, “In-
forme”. Boletin Mensual (CEMLA, February 1968), pages 95-103.
CEMLA. “Ampliacién y perfeccionamiento de los mecanismos
de compensacion en América Latina”, Boletin Mensual (April
1968), pages 188-200, (May 1968), pages 263-79, and (June
1968), pages 342-53. Felipe Puzos, “Mecanismos multilateral
dc pagos en América latina”, Temas del BID (Inter-Ameri
Deveclopment Bank, September 1968), pages 1-18,



o
bank debits, and commecrcial banks still occasionally
forget some of the routine formalities cmbodied in the
technical procedures.

Despite thesc problems, the system’s immcediate goals
have been, for the most part, achicved. Through their close
cooperation, the ccntral banks have developed more un-
derstanding of each othcrs’ difficulties, a stronger mutual
confidence, and a greater willingness to work together in
solving common financial problems. This new attitude has
been quite cvident in the system’s rapid shift from very re-
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stricted operations under detailed instructions to a more
relaxed, deeentralized, and multilateral method of operating
under the bilateral credit agreements. It has also been
evident in the continuous efforts to strengthen the institu-
tions of financial integration. This strengthening was evi-
dent in September, when the Council on Financial and
Monetary Policies of LAFTA reportedly approved the
establishment of credits to cover balance-of-payments diffi-
culties—a further step toward the common utilization of
the area’s finuncial resources.





