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1. Introduction

Stabilization policy in Chile in the 1975-1982
period s both a wide and a narrow topic. It is narrow
because it was only part of a comprehensive program of t©ying
to convert the chilean economy into a full fledged market economy
by eliminating distortions to the operation cf free markets; and
because this program started under the least auspicious conditions
which led to the military coup in 1973. It is a wide topic because
stabilization policy took place within the context of an épening
economy, and full treatment requires consideration ofexternal con
ditions, and an analysis of the cépita] and the current account.
Moreover, unemployment presented a puzzle by itself: the rate of
unemployment remaned at twice the rate of unemployment of the
1960's in the period of very high real growth comprised between
1978 and 1981. Finally, an understanding of the current depression
is not posibie without an inquiry into the high level of real inte-
rest rates throughout the period and its high external spread, and
its effects on the health of the banking system, and without a re-
cognitijonof the inconsistencies of bank regulation.

In order to provide a clear picture of stabilization
policy within the limits of a paper, [ have organized this paper

omitting most details on institutional changes, and referring to
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the capital and current accounts of the balance éf payments only
where the context of stabilization policy required it, as other
sessions at this conference will deal with them.

The structure of the paper is the following. The
next section provides a brief account of the external and inter-
nal factors which led to the depression of 1975-1977, and the
early role that was given to exchange rate policy by the economic
team. Section 3 discusses the unemployment puzzle, a yet unsolved
issue in Chile. The following section presents the use of exchange
rate policy as the main instrument in the battle against inflation,
essentially as an expectation-changing variable, but aided by the
gradual opening of the economy through the implementation of the
Tiberalizing commercial policy, to keep nontraded goods prices on
live with traded goods. Section 5 presents the real interest rate
puzzie, the fact that the (external) spread between peso interest
rates and dollar interest rate was high and relatively stable on
the average {at 20 per cent per year) in the-1979-1981 period when
the exchange rate was fixed in nominal terms to the doltar. This
ted peso interest rates in real terms to be above 30 per cent per
year for most of the period after 1975, with the exception of 1979
and 1880. These two yeaﬁs were the only ones, in which the construc

tion sector took off, as expected by the Tow level of interest rates.




Section & is an analysis of the current depression. The specific
causes of the chilean depression lie in the steep appreciation of
the Us dotlar in late 1980 and early 1981, which turned the terms
of trade against Chile, by sharply reducing Chile's export prices
in dollars; by inducing a fall in Chile's import prices, which
transmitied inte a reduction in the inflation rate to 9 ﬁer cent
in the Chilean CPI and a deflation of 4 per cent in the WPI in
1981, The stability of the spread with a reduced inflation meant
a six-fold increase in real interest rates in 1981 (from & per
cent to 30 per cent), hammering the construction sector, and crea-
ting a recession in the economy. This was exacerbated in the sec-
ond semester by a wage increase of 14 per cent, an ocutcome of the
~automatic escalor clause for past inflation which was retained by
the labor plan. ‘Business firms were strangled with their own prices
mostiy constant or falling whereas both wages and interest rates
increased dramaticaily.

The final blow was represented by the abrupt decline
in the capital inflow at the end of 1981; from an incredible average
flow of 900 mitlion dollars per quarter in the second and thrid quar
ters of 1981, it fell to 500, 300 and 100 in the fourth quarter of

1981 and first and second quarters of 1982 respectively.
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Although by 1981, stabilization policy was a
suceess, it carried three time bombs. The feeble condition of
the financial system; the high level of interest rates in real
terms, which was never considered a legitimate object of policy;
and the inconsistency between the automatic escalator clause for
past inflation for wages and the fixed exchange rate policy.

The paper concludes with some comments on the more
general reasons under the inconsistencies and time bombs we have

just mentioned.




2, The depression of 1G75 - 1977

The deteriorated situation of the Chilean econo-
my in 1974 was shadowed by an abnormally high price of cabper
which had the effect of delaying the measures necessary to straigh
ten the situation. The fiscal deficit was 10 percent of GOP, the
inflation rate was almost 400 percent, and except by the major
price liberalization of October 1973, no other significant policy
measure was enacted in 1974. For this reason, the drpp in the cop
per price to a third in late 1974 and 1975, required severe measu-
res, which were taken in succession in the exchange policy and fis
cal-monetary areas.

The exchange rate policy led the adjustment. Betl
ween December, 1974, énd April, 1975, the exchange rate rose by
163 percent, as opposed to only 84 percent in the previous five
months. The sharp increase in the rate of inflation in early 1975
appears to have its explanation in this exchange rate increase. In
effect, the consumer price indexrose by 136 percent between Janua
ry and June 1975, whereas it had increased by only 78.5 percent
dur{ng the last five months of 1974. That is, a doubling of the

rate of devaluation led to a 70 percent increase in the rate of

inflation with a very short lag. (see Figure 1)
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Table 1 shows the guarterly rates of change in
prices and the exchange rate. Beginning with average quarterly
devaluations of 44 percent during the first three quarters of
1974, the rate rose to 59 percent during the fourth quarter of
1574, and to 72 and 64 percent, respectively, during the first
and second qcarters of 1975, Taking a one quarter lag, the rate
of inflation (CPI) rose from 39 percent per quarter during the
Tast half of 1974 to 61 and 68 percent during the first and se-
cond quarters of 1975. The adjustment in the domestic assets of
the banking system came later, its rate of expansion dropping
from a quarterly average of 71 percent from July, 1974, to March
1975, to 56 percent during the second quarter.of 1975, 27 percent

in the third, and to 34 percent in the fourth.

Already in the third quarter of 1975, the accelera. - -

tion of the rate of devaluation {(and of the rate of inflation) had

already dissapeared. Money on the other hand did not show appre-

ciable change, comparable to the change in domestic assets {see ta

ble 1 for figures on quarterly rates of change of Mz and domestic

assets of the banking sector).




Quarterly Rates of Change of the Exchange Rate, the Consumer Price

Index and Domestic Assets of the Banking System and Money (Mz).

1974 1
Il
111
v

1976 1
I1
Il
Iv

1876 1
11
Il
Iv

1977 1
Il
I
v

TABLE 1

* Discrete revaluation
** Announcement of the stabilization Plan

SOURCE:

Central Bank of Chile.

Bulletin, various issues

Exchange Rate Prices (CPI) Domestic Assets Money
41 62 16 25
50 52 83 48
41 39 38 34
59 39 74 60
72 61 87 33
64 68 56 48
35 30%* 27 46
33 26 34 45
30 38 29 35
26 38 33 32

6* 24 25 40

19 16 23 34
T* 19 21 27
11 12 23 19
18 11 33 13
16 10 30

10




On the fiscal side, an across- the-board reduc-
tion in public sector spending of 15 percent in domestic curren
cy and 25 percent in foreign currency, as well as a 10 percent
increase in Income Tax and other Tax reforms, reduced the fiscal
deficit from 10.3 percent of GDP in 1974 to 3.1 percent in 1975
(and real GDP free 12.9 percent in 1975); and the local curren-
cy deficit of 5.5 percent of GDP in 1974 turned into a 1.2 sur-
plus in 1975. Public sector unemployment increased substantial-
Ty in 1975 as a result of these measures.

Although concentrated in a few quarters the dura
tion of these measures, the combination of accelerated devalua -
tion and credit and fiscal tightening led to a situation of seve-
re real expenditure-reducing of a significant size, credtima mag
sive reduction in output and an unprecedented increase in unemploy
ment (see Table 2}. On the other hand, its effect on the balance
of payments was also dramatic, the deficit for 1975 estimated at
2.000 million dollars at the beginning of the year by the moneta-
ry authorities w;s only over 200 million in that year. As a rough
estimate of the extent and duration of this disequilibrium, a cumu

lative excess (flow) demand for money was calculated, by substract
ing the flow supply of money (MZ) from the maintenance component

of the flow demand;{ Figure 2 indicates that the desequilibrium

1/ Procedure and data for this estimation appear in L.K. Sjaastad
and H. Cortés Douglas (1978).




initiated in early 1975, did not disappear until the end of 1977

{or early 1978, if any stock disequilibrium is allowed for); a
compariscn between the level of the fliow supply of money with the
cumulative disequilibrium s a dramatic indicator of the size
of the induced tightening.

The slowness of the monetary adjustment process
appears to have been mainly influenced by the existence of exchan
ge controls on the capital account. The current account bore the
burden as the only mean of reestablishing mcnetary equilibrium,
which i{ accomplished in three years. Two discrete revaluations
of the Chilean peso, undertaken for stabilization purposes, one
during the third quarter of 1976 and a second during the first
quarter of 1977 did not help the current account in its task of
restraining equilibrium as they signified a reduction of 25 per-
cent in the relative price of traded goods from dJanuary 1976 to

October of the same year.
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FICURE 3.,
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TABLE 2
GROWTH RATE AND UNEMPLOYMENT RATE.

“"CorrectedUnemploy-

Growth Rate Unemplioympet Unempioyment Rate ment Rate

of Real COP  Rate National Greater Santiago? Greater Santiago
1961 4.8 8.0 6.6. -
1962 4.7 7.9 5.3 -
1863 6.3 7.5 5.1. -
1964 2.2, 7.0 5.2 -
1065 0.8 6.4 b.4 18.4
1966 11.2 6.1 5.3 18.9
1967 3.2 - 4.7 6.1 19.9
1968 3.6 4.4 6.0 20.7
1969 3.7 b.h 6.2 20.9
1970 2.1 5.7 7.1 23.5
1871 9.0 3.8 5.5. 20.6
1972 ~-1.2 3.1 3.7 18.8
1973 ~5.6 4.8 4.6 21.7
1974 1.0 8.2 Q.7 23.5
1975 ~12.9 14.5 16.2 26.9
1976 3.5 14.4 16.8 26.9
1877 9.9 12.7 13.7 21.3
1978 8.2 13.6 14.0 24.1
1979 8.3 13.8 13.6 24,4
1980 7.5 12.0 11.5 24.5
1881 5.3 10.8 11.1 2.4
1982 ~16.0% . 28, 1%

* estimate * marzo

1. National Rate. (June of each year). National Institute of Statistics
2. Greater Santiago {Yearly averages). University of Chile.
3. Greater Santiago (Yearly averages). University of Chile. G. Wagner's definitions.




As we see from Table 2, the sharp fall of GDP in
1975 was followed by a fecuperation of 3.5. percent in 1976 and
9.9 percent in 1977; by 1978 the real level of GDP was higher
than the 1974 level, a result compatible with the diésapearence
of the monetary disequilibrium by that date. Other production
data are also consistent with monetary equilibrium being resto-
red by 1978, The growth rates jump up in the 1978-1981 period
to an average in excess of 7 percent. Unemployment, however,
peaked in 1976, reaching almost 20 percent of the labor force,
and declined steadily thereafter until 1981, but never returned
to the Tevels of the 1960's (see columns ¢ and 3 of Table 2},
but stayed at twice the rate of the 60°'s. This is the unemploy

ment puzzle.
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3. The Unemployment Puzzle

Unemployment was never a policy target in the
1973-1981 period. No training programs geared to the unemployed,
nor labor subsidies, or other policies consistent with a market
philosophy were enacted. The bulk of the expressed concern on
this matter was placed on the reform of the social security sys-
tem, which would accomplished, among their aims, a substantial
reduction of the cost of labor to the emp1oyer£{

It is still essential to explain why, although
not a policy target, the unemployment rate in the four years of
the boom period 1978-1981 averaged 12.6 percent, twice the size
of the unemployment rate of the 1960's. It is important to bring
to attention that the average growth rate of GDP was 7.3 percent
for 1978-1981.

A definitive study of the unemployment puzzle still
has to be written.. A number of data problems associated with the
unemployment surveys make the task more difficult. The longer;
more complete, series are the University of Chile unemployment sur-
veys for greater Santiago, but they are full of problems. Meller,

Cortazar and Marshall have convincingly argued that the greater

Santiago estimates for levels are quite unreliable because of

A/ The Minimun Employment Program or PEM (1ts spanish acronym)
has been a sort of minimun payment for uncmployed parsons in

exchange for part time work, which leaves time to search for
a regular job.
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inaccurate figures for population and migration which render a
faulty extrapolation from samples. Despite substantial revi -
sions, serious doubts remain with respect to the "population”
estimates.

But even the sample information, which reflects
the rates of unemployment rather than the number of unemployed,
create puzz?&sgg For example, there are wide variations over
time in ratios that one would expect tc be highly stable, such
as the ratio of persons 14 years of age and over, to the total
population. Further, an examination of the results of the sam-
ple for the "governmeit and financial sector employees” against
actual data from the Budget Office on number of public employees
reveals wide discrepancies that indicate the extent of error in
the unemployment survey. According to the Budget Office, gover-
ment employment increased from 200.000 people in 1870 to 300.000
in the three Allende years, after which a decline began, that
accelerated in 1980. This reduction is of course one of the ma-
jor factors accounting for the enormous increase in unemp loyment
in 1975 and 19763{ However, the unemployment survey shows a drop

of 100,000 employees during 1974 in that sector, figure which is

1/ See H. Cortés Douglas (1982), L.A. Sjaastad and H. Cortés (1981 %)

2/ The exact figures are 196.353 in 1970; 295.553 in 1973; 204.655 in
1976; and 159,592 in 1980. This figure includes all fiscal emplo-
yees except armed forces and national police as well as public
school teachers.
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completely out of the gquestion even after making allowance for
the fact that the survey data does not separate the goverment
from the financial sector. The survey indicates that the number
of public employees begins to increase after 1974, which is also
unbelievablie since the fiscal contraction and the contraction of
public sector employment was especially acute in 1875 and 1976
(and growth in the financial sector prior to 1978 was totally in
sufficient to offset the decline in goverment employment).

From a descriptive point of view, there are seve-
ral ways to classify the ingredients of the unemployment problem,
particularly the different responses of employment and the labor
force to cutput growth. In order to avoid the empirical problems
with the level of the variables, a simple model with rates of va-
riables was estimated for the period 1967-1978%

In order to have an idea of the effects of the un-
employment rate on the labor force, keeping changes in output cons
tant, the following equation was estimated, where F is the Tabor

2/

force, V is real GDP and d, the unemployment rate:=

n (thvt) = 2.1+ 0.15 d, v o= 0,83
(7.23)

1/ The model is developed in Sjaastad and Cortés (1981 b)

2/ This equation comes from making the labor force (F) a function
of real GDP (V) and the rate of unemployment and assuming
aF,V=1{p=1)

g
1B (4

F, =K (Vt

t
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The positive value of the elasticity of (F/V) with
respect to d {y = 0.15) indicates that increases in unemployment
may force the secondary labor force to search for jobs to help main
tain the family income, which increases the labor force.

In addition, and to separately estimate the effects
of cyclical changes in output on the rate of unemployment, keeping
the labor force constant, the following equation was estimated for

1/

the samé .period, using Cochrane Orcutt~

Lndt=12.5 - 2.51 (an Vt) + 0.16 (t) R 0.80

0.063

o

where { = time

. The elasticity of the rate of unemployment with
respect to output, keeping the labor force constant, is ~2.51; that
is the fmpact of cyclical fluctuations in output on the rate of un-
employment indicates that in order to reduce the unemployment rate

from 20 percent to 15 percent {l.e. a 25 percent fall in the rate},

1/ Unemployment (D) is defined with a permanent component which
rate is d; and a cyclical component:
" Ll AV

Dt = Ft e t
depends on the discrepancy between actual and expected
vy = f (Vt/Vt*); f(1)=0; f'>0.

bt .

; and defining vy E n Vt - &n V% . then:

£n dt = constant - o &n Vt + bat

where v
GOP

* =
1f Vt ae

t
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GDP has to grow 10 percent., (The average rate of growth, b, for
the period 1867-1079 was 6.3 percent per year),.

Another way to put the previous results is in terms
of the affects of output fluctuations on the labor force and unem-

ployment, Using the definition Et = F, - dt Ft’ where £ is employ

t

ment, the following elasticities are readily obtained:
nF¥V=1-nFdnadV=1-ay _

the elasticity of the labor force with respect to GDP; and

EV=1-0 [y-d/(1-d]

the elasticity of employment with respect to GDP.
Using the average value for the sample period for

d,, the results are nF V = 0.62, and nE )V = 0,89,

£
A reduction in GDP has therefore two effects. First,
it increases the unemployment rate, which in turn induces a rise in
the labor force. Second, the decline in GDP reduces the labor for-
ce directly and this latter effect dominates the first one.
There is thus, for the sample.period, a strong pro-
cyclical behavior of the labor force; which renders the rate of em-

ployment only weakly procyclical:

n(E/FV) = [d/(1 - 4,T] = 0.27
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The output elasticity of the rate of employment 1is
only 0.27 as an avgragé for the sample period. In other words, in
order to reduce the rate of unemployment from, say, 18 percent to
8 percent, the employment rate needs to go up from 0.82 to 0.92.
The value of the inicial n(E/Flv) is {2.51)(0.18)(0.82) = 0,55
whereas the final value is (2.51)(0.08){(0.92) = 0.22. If we take
the average of these extreme values we obtain 0.385; which means
that GDP must increase 38.5 percent above normal levels in order
to lower the rate of unemployment in ten percentage points,

From this description it is clear that the weak
procyclical behavior of the rate of employment renders any siza
ble reduction in the rate of unemployment which 1s Teft to the
economy's growth only, a long term phenomena. In this descrip-
tive sense, this is5 consistent with the Tong time it took for the
rate of unemployment of 1975-15876, in the vicinity of 20 percent,
to fall in spite of the high rates of growth of the 1978-1981 pe-
ricd. It would, of course, be interesting to go beyond this des-
criptive point to know why is this so, but data limitations have
impeded this analysis. The level of aggregation at which the sur
vey data is ellaborated has not allowed further analysis of this
and other hypothesis,

in my opinion, the most suggestive evidence is this
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respect 1s the one presented by Gert Wagner, which indicates some
shift in preferences which is not accounted by the traditional de
finition of the rate of un&mp%oym&nt;{ He redefined the rate of
unemployment to include the group inactive persons who “desire to
work"”, both in the numerator and the denominator of the traditio-
nal definition. Wagner's presumption is that these inactive peo-
ple desiring to work are no different from the members of the la-
bor force and his hypothesis is that the depression of 1975-1977
created a reduction in wealth, which lowered the opportunity cost
of active search, and that the high and fluctuating rates of in-
flation, readily destroyed knowledge about job opportunities, lo-
wering the productivity of passive search. This hypothesis is
consistent with a2 decline in the number of inactive who desire to
work (passive searchers), and a corresponding increase in unemploy
ed {active searchers), with no extraordinary changes in total (re
defined) unemployment.

The table shows a summary of the differences bet-

ween the traditional definition {d} and the redefined one {d*),

for a relevant aggregation of subperiods.

Average Average
d d*
1965-1969 h.h 18.8
1975-1977 . 15.6 25.0
1978-1981 12.% 23.8

1/ Gert Wagner, "Employment and Unemployment: an Interpretation”,
unpublished, Catholic University of Chile, December 1980.
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We take 1565-1969 as a "normal" period, repre-
senting what normal unemployment was in the decade of the six-
ties, The period 1975-1977 s, of course, the depression years

commented in the previous section. And 1978-1981 are the four
growth years of the afﬁerwéepregﬁion {which average growth rate
was 7.3 percent).

For the traditional definition of the rate of
unemployment, the rate corresponding to 1978-81 was 2.3 times
the rate of 1965-1969. This is the original unemployment puz-
2le.  Why a 130 percent increase in unemployment when the growth
rate exceeds 7 percent per year. FTor the redefiped rate of
unemployment, however, the ratio is only 1.2, That is, the rede
fined unemployment rate was only 20 percent higher in 1878-81
than in 1965-68, If the hypothesis is true and the presumptions
are correct, most of the recorded increase in unemployment, as
well as the elasticities in the description of the unemployment
process above, are explained by Targe numbers of people shifting
from being passive job searchers to active job searchers, and
only.a 20 percent of the redefined unemployment in 1978-81 excee
ded the "normal" unemployment of the 1960's.

Further work along these Tines has also been ham
pered by the level of aggregation of the data; but it is neverthe-

tess highly suggﬂstive and worth pursuing.
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Among the several other hipothesis that have been
advanced to explain the unemployment puzzle, the commercial policy
reform has received wide attention. In a recent study, Sjaastad
and the author (1981 a) found no evidence that the commercial poli
cy reform, that led to a final uniform tariff of 10 percent, was &
major determinate of unemployment. An examination of the manufac-
turing sector indicates a mild adverse effect on employment in im-
port-competing firms but with nostrongsignificance in the statis-~
‘tical tests. -As unfortunately the sample had a fixed number of
firms it was not possible to find the effects of the reform on the
employment in new non traditional exporters. In any case, the
sharp increases in the rate of unemployment occurred in 1975 and
1976, that is, before the effects of the trade reform could be
felti(

In the same study, a careful gathering of public
sector employment showed a reduction of 130 thousand public ser-
vants from 1973 to 1980. As this reduction proceeded along the
1973-1980 period it must have contributed to prolong considerably
the unemployment observed. The absence of training programs to
help the unemployed in the public sector to acquire different

skills did not help in this respect.

1/ See Cortés Douglas (1962)
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Much remains to be known about the unemployment
puzzie, and, in view of the levels reached by the rate of unem-~
ployment in 1982, which exceed the worst ones in the depression

of 14975-1977, 1t i1s not only an academic exercisei/.

1/ For additionel analysis see Meller, Cortdzar and Marshall (1979),
and S. Edwards {1980). Furthemore, the fact that financial ser-
vices, commerce and fishery were the only fast expanding sectors,
with construction only from 1979 to early 1981, must not be over-

Tooked in this analysis.
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4, The Battle Against Inflation

The Chilean economic policy team of 1975-1982
pioneered the use of the exchange rate for stabilization purpo-
ses, just as the Chilean economic policy team of 1965-1970 pio-
neered the system of minidevaluations in Chile.

The theory is that an administered change in
the price of traded goods will cause economic agents to revise

their expectations concerning the equilibrium price of home

goods, and thus influence the trajectory of inflation without
needing disequilibrium (excess supply) to be created in the
home goods market to achieve a reduction in the rate of increa
se of thejr prices. That expectations were the enemy, it 1is
clear from the words of Sergio de Castro, Minister of Finance,
in apublic address delivered on April 1979. This excerpt pro-
vides a good summary of the underlying theory:

"The second element is the important role of
the exchange rate and tariff policies in the orientation of
expectations. The tariff policy which set as a goal a uniform
tariff of 10 percent by June of 1979 has put a brake on expec-
tations with respect to rises in prices. Even if in theory,

tariff policy only affects the allocation of resources, in the
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context of cuts in custom duties, it has this secondary effect”.
"The effect of the exchange rate policy appears

to have had much more importance once the Balance of Payments

crisis was overcome. In June of 1976, principally because of

a reduction in demand to Tevels compatible with available resour

ces, conditions were adequate for revaluing the peso. As a re-

sult of this, inflation which had stabilized at around 11 percent

per menth, was reduced to 6 per cent per month, because of changes

*
in expectations . In March of 1977, the phenomenon was repeated,

with inflation stabilized at 6 percent, which then dropped to
3 or 4 percent @er month".

"In February of 1978, a daily exchange rate sche-
dule was established through December 31, 1978. In December,
1878, a similar schedule was set for 1979".

“What these programmed revaluations and devalua-
tions had in common was that they gave a signal to the country
since certain objective facts (the substantial drop in the fis-
cal deficit and the surplus in the balance of payments) had not
been assimilated rapidly enough by the public”.

"If we assume that a balanced public sector budget

implies the elimination of the basic cause of inflation in Chile,

* {My underlining).
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then part of the inflation we observe can be attributed to expec-
tations. Therefore, exchange rate policy has provided a reasona-
ble orientation of inflationary expectations on the part of the
public, because it was solidly supported by the absence of the
need for money creation for the public sect&r"l/.

The announcement of the path of the exchange rate
for & period ahead would affect inflationary expectations exoge-
nously, obtaining a reduction in inflation without necessitating
to trade it off with a rise in unemployment.

After the acceleration of the rate of devaluation
in 1974-1975 to counter the Balance of Payments crisis, the rate
of devaluation decreased steadily, taking into account the two
discrete revaluations already mentioned. The introduction of the
“ tabular exchange system at the end of 1977 meant & substantial

reduction in the rate of devaluation; whereas the average quarter

ly rate of devaluation in 1977 was 13 percent; that of 1978 was 5.2 per

cent. The new table for 1879 contemplated a devaluation of 3.3 per

gent per quarter {See Table 3).

1/ Sergic de Castro, "Inflation and Financial Discipline in Chile",
in J.C. Mendez (1979), pp. 275-287.
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TABLE 3
Rate of Devaluation Rate of Inflation (WPI)
Quarterly Annual Quarterly Annual
1975
I 72 477 60 497
I1 64 532 77 553
I 36 506 40 484
1y 33 410 30 411
1876
i 30 286 39 344
11 26 196 40 254
i1l 6* 132 21 206
1V 19 106 7 152
1976
I g 71 26 128
Il i0 49 13 83
il 18 66 5 65
v 16 62 7 65
1978
I 8 63 i1 45
11 7 57 10 41
I1i 4 38 g 42
IV 2 23 4 39
1974
I 4 18 10 38
I 4 16 14 43
Il & i8 24 61
1V 0 15 3 58
1980
1 G 11 8 55
§ 0 é 7 45
111 g o 8 27
v ¢ 0 3 28
1982
I 0 0 i 19
Il 0 0 -1 10
ili 0 0 0 2
Iv 0 0 =3 -3
1982
1 0 0

Source: Central Bank of Chile. Bolletin
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In June of 1979 the table was broken, advancing
the level of the exchange to the one that would have reached
in December of that year, and fixing the peso in nominal terms
to the dollar. It was announced that there would not be any
further devaluatimﬁs“

The response of inflation to the June 1979 deval-
vation was fast, and both the CPI and the WPI showed increases
in their rates of change in the thirdquafter of 1979, which rap-
idly absorbed the devaluation. But although this effect was
clearly anticipated, what was not anticipated was that inflation
during 1980, exceeded an average of 6 per cent per quarter both
in CPI and WPI ; in spite of the fixed exchange rate.

For a believer in strict purchasing power parity,
this was a sort of "inflation puzzle", especially since it was
diff?cu?t to conceive an "external rate of inflation” in the
order of 30 per cent per year. For non believers, this Qas a
case of a desequilibriun, a distortion of relative prices.

By the end of 1981, two studies supported the
helief in PPP, while no comparable study had been produced by
nonbe?ieversif, The empirical explanations by both Rosende and
E7W“§E§mﬁosénde (1981 a) and Sjaastad (1981). Harberger (1982)

reports similar results for 1979. See however Corbo {1982)
for a recent counter evidence.
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Sjaastad was that price stability in Chile was prevented by the

rapidly rising prices of chilean tradeables., Sjaastad's summary

table in reproduced as Table 4. The penultimate column in the
table is an index of internal prices of chilean tradeables, and
the final column is & measure of percentage deviations from pur-
chasing parity theory in terms of the relative prices of nontraded
goods. This colunn shows that by mid-1981 nontraded goods prices
rose only slightly more than predicted by the trajectory of traded
goods prices. His conclusion, with a caveat with respect to the

quality of the indicesl/, is that by mid-1981 although “"there have

1/ It is important to note that the internal import price index
behaves suspiciously well correlated with the external im-
port unit value index "and demonstrates no decline
rejative to Ph during the post-1974 trade liberalization. A
problem with the index is that its coverage of current imports
is very restricted as it was developed prior to the trade
liberalization..."
“A second source of concern arises from the fact that the
stability of Ph relative to P, during the second half of 1980
and the first semester of 198f comes about because of a sharp
increase in the export price index. As that index includes
very few of the rapidly growing nontraditional exports {and no
price index for the latter is available), it is not clear that
the index accurately reflects the recent behavior of export pri-
ces in both cases, an improvement in the basic price indices is
required before definitive findings can be claimad" .
{Sjaastad, 1981, p.20).




T

been substantial variations in non-traded prices relative to
trated, there is neither a trend nor any apparent association
between the imp?ementat%én of the exchange rate program and those
fluctuations Indeed, the price of home goods relative to traded
goods was abnormally high during the period inmediately prior to
the introduction of the exchange rate table, and fell after the
fixing of the exchange rate in 1979",

At ‘the end of the second quarter of 1981,
the point difference between relative prices and equilibrium re-
lative prices, as estimated by Sjaastad, was only one per cent.

There is no doubt however, that the wage increase
of 14 per cent in August, 1981, when prices were essentially stable,
did produce a distortion in relative prices. ({See the last column
figqures for 1981 III and IV in Table 4). This increase was the
Jast of the wage policy of linking nominal wages to the CPIl with

a lag.
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TABLE 4

SELECTED PRICE INDICES AND RELATIVE PRICE VARTABILITY
CHILE 1975~81%

| b ,
bate [ P P Pt (?hwpt)/Ph (%
1975 1 100.0 1000 100.0 100.0 0
I 162.4 174.1 175.4 167.6 5
11T 225.2 267.8 245.3 243.5 1
v 288.2 3297 311.6 3062 2
1976 I 435.1 445 .6 413.4 439.8 -6
1T 576.8 582.4 575 .4 579.3 -1
111 627.5 684 .5 709.4 652.5 9
v 700, 3 §30.2 852,0 756.0 14
1977 1 937.8 967.3 1,029 950.5 8
1T 1,156 1,021 1,192 1,093 g
111 1,246 1,136 1,344 1,195 13
v 1,336 1,282 1,505 1,311 15
1978 1 1,442 1,473 1,654 1,456 14
11 1,573 1,594 1,781 1,583 13
TII 1,638 1,744 1,914 1,685 14
v 1,652 1,845 2,054 1,737 18
1979 1 1,785 2,203 2,197 1,962 12
1T 1,940 2,564 2,378 2,199 8
111 2,454 3,140 2,628 2,742 A
v 2,755 3,417 2,814 3,035 ~7
1980 I 2,999 3,711 3,029 3,301 -8
11 3,004 b, 442 3,293 3,582 -8
IIT 3,126 4,532 3,455 3,695 -8
TV 3,175 4,751 3,693 -7
1981 I 3,293 5,064 3,883 3,997 -3
I 3,230 5,409 4,103 4,073 1
111 3,164 5,459 4,276 4,040 6
v 3,159 5,389 b 435 4,020 9

a. Quarterly averages. Pm is index of internal price of ilmportables from

wholesale price index, ?K is mining products component of the wholesale

price index, and Ph is the consumer price index excluding the food component.;;”

Source: Boletfn Mensual, op cit., varicus issues.

0.55 30.&5
< .

b. Defined as (Fm) {p

Source: Sjaastad {1982).
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But this issue will be commented further in
Section 6 below . In this section we are interested in the
battle against inflation which proceeded until the end of the
first semester of 198,

Even if allowance is made for the "inflation
puzzie” of 1979 and 1980, it is clear that by 1981, the battle
had heen won. {Writing at the end of 1982 , one can add: "but
not the war'). Throughout the second semester of 1981, the ave-
rage rate of increase of the CPI was 0.6 per month whereas the
WPl showed a decrease of -0.5 per month.

When one recalls that thestarting point was over
1,000 per cent per year, as measured by the WPI, irtfta?gééér,year
1973, or at least 500 per cent according to the other indices, it
{s c¢lear that the stabilization policy was succesful. Throughout
the stabilization period, both the rate of inflation and the rate
of unemployment were reduced substantially.The rate of inflation,
measured by the WPI, fell from 250 per cent per year (12 month} an
mid 1976 (before the first revaluation) to -4 per cent per year for
calendar year 1981,

The unemplovment rate fell from its peak of 19.8
per cent in March, 1973 to 11.3 per cent in March 1981 (aﬁd further

to 9.0 per cent in Jung 1981).
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In conclusion, the utilization of the exchange rate
as an instrument for stabilization was highly succesful. Clearly
throughout the period of this stabilization policy, the devaluat-
ion policy influenced the inflation path, and brought down the
rate of inflation, with the exception of the 1979-1980 period in

which the rate of rise of the dollar prices of chilean tradeables

was higher than the U.5. inflation rate.

The influence of the exchange rate pelicy on expec-
tations, as expected by the chilean authorities, was aided by the

commercial policy reform which made price arbitrage operative as

more chilean goods became tradeable. Although the market for inter
national goods was already quite open late in 1977 the international
financial assets market was quite closed until mid 1979 so that no

discernible effect on chilean interest rates was procked by the

establishment of the tabular exchange rate system.

Chilean interest rates however present our next

puzzie.
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1/

5. The interest rate puzzle™

Since interest rates were decontrolled in 1974,
their real levels have been staggering. In the first few years
after its freeing, the insulation of the domestic capital mwarhet
from the international capital maket and the uncertainty about
the exchange rates, made the interest rate a domestic phenomenon
in Chi%egfu

However, after the exchange rate was fixed in
1979 and a gradual opening of the capital account took place,
interest rates in pesos were more than twice the level of dollar
interest rates throughout the three years of the fixed exchahge
rate regime. Curiosly enough, the spread between peso deposit
rates and LIBOR has been quite stable on the average; indeed, its
annual averages have been between 1.0 and 1.6 per month in the
1979-1982 period. (Although it has fluctuated between a Tow of

0.89 to a high of 2.67 per month).

1/ This section owes much to conversations with, and research
done by Larry Sjaastad at the Center for Policy Studies.

2/ See L.A. Sjaastad and H. Cortés Douglas {1978). As a curios-
ity, the computed external spread was -3.2 per cent per month

in 1875 and 2.6 per month in 1976. (Interest rates were contro-
1ed during the first half of 1975}.
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When we add to the gradual opening of the capital
1/

account™ , the massive expansion of both peso credit (at more then
50 per cent per year in real terms), and dollar credit (at more
than 25 per cent per year in ﬁgﬁi terms )} which took place in 1979,
16880 and 1981, it is indeed puzzling to observe the maintenance
of an external spread of 1.5 per cent per month or 20 per cent
per year,

The very high and persistent level of interest rates
in pesos in Chile is one of the main short comings of the economic

performance in the period under analysis as we shall analyze later

in this section. Short term bank deposit rates in real terms aver-

aged 20 per cent per year in 1877, 26 per cent in 1978, dropped to

5 per cent in 1979 and 1980; resumed their previcus high levels
to 29 per cent per year in 1981 and exceeded 30 per cent per year
in the first semester of 1982.

| In other words, real interest rates in pesos always

exceeded 20 per cent per year, except for 1979 and 1980, when they

were only 5 per cent per year. Before 1979 exchange controls were

tight and kept the capital account flows under the control of the

Central Bank. The fixing of the exchange rate in mid ~1979 and

i/ See Rosende (1981 b} and Gutiérrez (1982).
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the 1ifting of many of the controls of the capital account which
started three months later, both reduced uncertainty about the
exchange rate and started the cpening up of the capital account.

The nominal level of peso deposit rates in 1979
and 1980 was equivalent to the international interest rates plus
the relativity stable and high spread and it averaged 35 per cent
per year, which together with domestic inflation of 30 per cent
per year, produced real rates of only 5 per cent per year.

The final stage began with the revaiuation‘af the
dollar against other major currencies in late 1980. This revaluate
ion caused the dollar prices of many chilean imports to fall, rever-
sing the previous situation in which chilean tradeables were increas-
ing in price at a higher rate than the U.S5. price index, and bring-
ing domestic inflation down in 1981 to -4 per cent according to the
WPI and 9 per cent according to the CPI.

This abrupt decline in the rate of inflation increa-
sed real interest rates in Chile from 5 per cent in 1980 to almost
30 per cent in 1981, being the first symptom and cause of the cur-
rent depression, which is the subject of the next section.

If peso deposit rates have been high, peso lban
rates have exceeded them by a very large spread. This internal

spread has been 0.9 per cent per month in 1979; 0.6 per cent in 1980
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and 1981; and almost 1.0 per cent month in the first semester

of 1942, adding on average 10 percentage points per year to the
reported deposit rates. The large amount of irrecuperable loans,
which becaic wevident in Jate 1981 and 1982, is however witness
to the fact that these loan rates were ex-ante rates.

There is no decisive evidence to explain the high
and persistent external spread. However, its presence in spite
of the extraordinary increase in capital outflows and in spite
of the massive increases in peso c¢redit and dollar credit in the
monetary system, led Larry Sjaastad to postulate an explanation
of the external spread based in the existence of arbitrage costs
due to the restrictions on direct exchange arbitrage by the banks
which remained until the third quarter of 1982. Banks were not
permit ted to take positions in foreign currency. "A series of
transactions is required: chilean banks borrow abroad, and must
lend the proceeds {after meeting reserve requirements) in dollars
in Chile. Some chilean non-bank entity will then convert the
dolliars into pesos, and lend  the pesos. The last step, of
course, will in practice'entail depositing the pesos in a chilean
bank or financiera, which will then make the loan to another chi-
tean entity. As each of these transactions invoives costs and

risks of default, the arbitrage process is inefficient compared
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with a situation in which the banks are permifted to arbitrage
directly’, {(Sjasstad (1981}, p. 19}.

“... The imolication of the foregoing is simple.
f international arbitrage currently involves very high costs
due to the Targe number of transactions invelved, a chilean ban-
ker might very well be indifferent between paying up to 3.0 per
cent per month domestically to obtain funds on the one hand and
paying 1.5 percent per month for dollars abroad, on the other,
if his additional costs in connection with the latter transac -
tion amount to the equivalent of another 1.5 per cent per month.
This conclusion appears quite plausible in view of an additiona?
constraint on international arbitrage: banks can borrow "finan-
cial® dollars abroad only for a term of two years or more, which
means that they must take a long exposure in dollars relative to
the short term lending in pesos to which the above -described
spread refer" (Sjaastad (1981), p.21).

I¥ this hypothesis is not only theoretically correct
but empirically correct, it is only another case, though crucial
for Chile, of the importance of policy consistency when a market
approach to economic policy is undertaken.

Obviously, a system of free interest rates does
not lend itself to regard them as policy targets, but it is dub

ious that the extr&ordinarily high levels of real interest rates
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observed in Chile cannot be considered a legitimate object of
policy, particularly when its persistence, its effects on the
productive agents and its coupling with the failure (or incons-
istency} in regulating banks are, in my opinion, the primary
domestic responsibles for the current collapse of the economy
and the extent of the depression.

The issue of free banking or bank regulation is
an old one. Free banking with a caveat to depositors is a sys-
fem where the benefits but also the costs are placed on the banks
and the bank's customers. Bank regulation, on the other hand,
places the costs on the monetary authority, which in turn has
thus the right to regulate. The chilean system, after 1975,
had the wrong mixture. Philosophically ., the idea was to eliminate
all controls on banks, to tend to the free banking ideal; but
evervtime a bank was in trcuble the costs were paid by the monet-
ary authouty. It happen early in the game with the case of Banco
Osorno, in late 1981 with Banco Espafiol and several others, and
in all probability will be the case in 1983 with most remaining
banks. It was rationally expected then that the goverrment would
pay the bill; and thus the business conglomerates engaged in a fin-
ancial bubble or bycicle which left the banking system with absoi-

uytely unsound assets,
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The figures are eloguent. Table 5 shows the rates
of change of nomiral and reaj credit of the monetary system in pe-

sas and in dollars,
Table &

Credit in Monetary System
{rates of change)

Credit in Pesos Credit in Bollars

Nominal Real Nominal Reai
flic 78 - Dic 79 109.4 h0.7 62.0 16.7
Bic 79 - Dic 80 102.9 54,5 73.3 321
fic 80 - Dic 81 63.2 49,0 a6, 6 24,7

Source: L.A, Sjaastad (1982}, Table 23.

There is considerable evidence that attempts by
the Central Bank to increase credit (or money) in real terms by
50 per cent would lead to a similar drain in international reser-
ves, Instead, given the exchange rate system both money and cred-
it in the final analysis were demand determined. There was some
kind of strange increase in the demand for credit which led to
the increase of 50 per cent per year. In Sjaastad words: "the
most likely hypothesis is that this monetization {(of existing

assets) involved shares of companies being acquired by the "groups"
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{i.e. the business conglomerates). The modus operandi of the

process is the following . If one of the groups wishes to acquire
g firm, it pledges shares obtained in previons acquisitions to its
{captive) bank as collateral for a loam, and uses the proceeds of
that loan to create a time deposit for the seller of the company.
This would appear to be the only plausible explanation for why the
demand for credit could expand so much during 1981 in the face of
extremely high real interest rates, and why the growth in that
demand fell off so sharply with the change in the banking law in
August 1981, a change which, among other things, outlawed the prac-
tice of the (captive) banks lending to their own firms.... If the
above hypothesis is correct, and only further research can detepr-
mine whether it is correct, the assets of the chilean banking sys-
tem are less sound than they migaf appear..... " (Sjaastad (1982),
p.27-28}.

Though the exact procedure described by Sjaastad
is still an hypothesis, there is no doubt now that the assets of
the chilean banking system are less sound than they appeared.
Currently (December 1982), the unpaid ]Qans of the banking system
are estimated at three times the capital of the banks, and they
are increasing. Authorities reacted to this threat only after

CRAV'S bankrupcy early in 1981 {a sugar company caught in
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sugar speculation), when several banks had severe losses by
lending to CRAV without collateral. The result was the banking
taw of August 1981, which put Timits on the lending by (captive)

banks to their own enterprises. This law coincided with critiques

to the economic policy by the media, particularly focused on the
maintenance of the pegged exchange rate, which was identﬁfed with
the then Minister of Finance. Uncertainty about the permanence
of the exchange rate at its fixed level began then and did not
subsided until the devaluation in June 1982.

In November, 1981, the government intervened Banco

Espafiol and seven other banks and finance companies, which were
"techinically"  bankrunt. The financing of this cperation
meant an increase in domestic credit of about 700 million dollars,
with an equivalent loss in international reserves. For knowledgeable
observers, particuiarly in the private sector,'this was an indicat-
ion that the strenghtof the fixed exchange rate had been undermined.
With a feeble banking system, and a relative price

disequilibriun deepened by tﬁe wage adjustment of August 1981, the

international recession was transmitted with untold severity to the
chilean economy, producing a deflation during the first semester

of 1982 with no paralled since the 1930's.
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6. The current depression

The important appreciation of the US doliar
against other major currencies which started with President
Reagan's election in late 1980 led to a decline in dollar prices
of chilean traded goods. On the one hand, as it was mentioned
before, Chile's imported goods experimented a sharp reduction in
dollars, which led to a rapid decline of the rate of inflation
in 1981, Together with the increase in international interest
rates (in dollars), this reduction in inflation brought domestic
interest rates (in chilean pescs) in the neighborhood of 30 per
cent in real terms. This increase sent the construction sector,
which had boomed in 1979 and 1980 (23.9 and 25.7 per cent real
gwroth respectively) due to the low interest rates, t0 a complete
halt, and caused a severe depression in the economy.

In addition, important export prices fell due to
the dollar appreciation, particularly copper and agricultural and
forestry products, which represent a large proportion of the total
value of exports.

The resurgence of extraordinarily hﬁgh' real
interest rates, coupled with the terms of trade deterioration,
had a rapid and profound depressionary impact, especially because
of the feeble banking system and the situation of high indebtness

of most business firms, both in pesos and dollars.
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To this scenario, we must add the automatic wage
escalator clauses for past inflation, which was kept as it was
by the new Labor Plan, and meant that in August, 1981, with prac
tically zero inflation, a wage increase of 14 per cent was @ enac
ted.

Thus, business enterprises were caught by a 500 per
cent increase in real interest rafes in 1981 an increase in real
wages of about 20 per cent {from July, 1979, when the exchange
rate was fixed to December, 1980), whereas their prices were mostly
falling {the WPI index showed a drop of -4 per cent in 1981}, and
export prices were falling even more due to the dollar appreciation.

And all this, before world recession started. The
effect of world recession was felt in Chile through the abrupt
reduction of the capital inflow at the end of the third quarter
of 1981, Just as the enormous capital inflow in 1980 and 1981,
in excess of 500 million dollars per quarter. ,with a peak of 830
and 1000 million dollars in the second and third guarters of 1981,
financed the transmission of thz price rise in Chilean tradeables
in 1980 and the increase in expenditure relative to income, the
reduction in the capital inflow at the end of 1981 needed a corres-
ponding reduction in relative nontraded goods prices and a reduction
in expenditure. But the economy was already squeezed by the dollar

appreciation which started almost one year earlier.
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In addition, the wage-escalation policy, coupled

with the rise in real interest rates, made a suave adjustment of

nontraded goods prices an extremely long and painful process
{def?ﬁéian was needed first to reserve the trend of wages).
Late in 1981, two adjustments were called for:

a thorough intervention of the financial system,

» 10 speed up the disman
tling of the bubble which was inflating artificially the demand
for credit and a correction of the cause of the external spread;

and second, an increase in tariffs and export subsidies to speed

up the disequilibrium in the relative prices of nontraded goods,
for the duration of the recession, say four years.

Instead, no measure was taken nor in the financial
system or with respect to relative prices until in June, 1982,
an 18 per cent devaluation was produced, supposedly to correct
the distortion in relative prices. As was to be expected,a deva-
Tuation in the context of an open capital account, and where both
the Ministers and the President had repeatedly (since August, 1981)

declared that devaluation would not be a solution, but an evil,

produced total lack of confidence in the President and the Minis-
ters, and a run from the peso. Tables 6 and 7 show the effect of

this run on high powered money and international reserves.
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Starting in February of 1981, the net purchase of foreign exchange

became negative for the first time, and after some changes of sign,
in October of 1981 became nonstop negative, reducing high powered
money from 93.7 billicn pescs in December, 1980 to 62,8 billion
pesos in October, 1982, in spite @f a cunulative flow increase
in domestic credit in excess of 130 billion during 1982,

Tabie7 shows the net purchase of foreign exchange
by the Central Bank in millions of dollars during 1982. The cunu-

Tated negative purchase for the first eleven months of 1982 is 2.66

biltions dollars, which compares with a level of international re-

serves of 3,64 biliion dollars at the beginning of 1982,

A succession of measures were taken, leading to a
floating exchange rate in August , 6, 1982, A few days later the
exchange rate had jumped from § 46 to $ 70, and a dirty flogating

began, with the concurrent loss in reserves. This led the new

economic team to support an exchange rate band, starting at 66 pe-

sos to the dollar, and with an automatic escalator clause of the

rate of rise of the consumer price index minus. 10 per cent per
year. {The band allowed I per cent fluctuations around that
trend which was established for 180 days). At the time of the

introduction of this system, undocumented purchases of dollars

by the general public were Vimited to 1.000 per person per month
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instead of the previous 10.000). The run on the peso continued,
requiring more peopie to go to the bank to buy dollars than before,
50 access to dojltars without documentation was finally closed on
December 4, 1982,

The current situation is that of a depressed economy,
with iaternational reserves driven down, peso monetary aggregates
falling in nominal terms, as they are not demanded but are
being replaced by a demand for dollars, with huge debt payments
in the coming year, a bankrupt financial system, and unemployment

overpassing 25 per cent of the labor force.
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Table ©

SOURCES OF VARIATIONS IN HIGH POWERED MONEY

{in millions presos)

Domestic Credit

High Powered Money

Net Purchase Other To Financial  Rest Change Level
foreign Currancy Sector

1280

Dec.,
1.288 ~308 5.007 1.747 7.737 §3.731

1981
Jan 4,940 ~266 -3.318 974 2.329 96.060
Feb. ~2.062 -278 1.678 4,003 3.341 99.401
March -26.040 ~ 30 851 13.277 -11,942 87.459
April - 564 44 -9.065 5.304 ~4,281 83.178
May 2.073 - 93 -1.515 848 1.313 84.941
June -1.098 ~225 - 329 . 49 -1.602 82.888
July -4.881 - 60 518 185 -4,128 78.760
Aug. 4,528 -112 -1.529 756 3.643 82,403
Sept, 1.535 - 66 - 547 412 1.334 83.737
Oct. -5,851 - b7 6.343 440 775 84,512
Nov. ~11.669 64 13.435 411 2.241 86.753
Dec. -8, 286 282 8.155 386 537 87.290

1982
Jan. -3.250 -246 1.032 796 -3.732 83.558
Feb. -1.954 - 70 -1.060 17 ~-3.067 80.491
March -1.508 ~ b4 - 365 510 -1.427 79.064
April -6.,202 -264 4.084 523 -1.859 77.205
May ~-7.718 -1.293 2.188 5.021 -1.802 75.403
June -4,501 -27.034 -44 551 74.198 -1.5888 73.51%
July ~-10.058 347 1.937 10.867 3.083 76.608
Aug. -16.098 - 16 -3,628 15.894 -3.849 72.759
Sep. -22.871 -330 B.906 . = 6.932 ~7.363 65.396
Oct. -42.514 -336 21.456 18.830 -2.564 62.832

Source: Central Bank of Chile, Monetary Synthesis, October, 198Z.
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TABLE 7

1982

Jan,
Feb.
Mar,
April
May.
June
July
Aug.
Sep.
Oct.
Nov.

Total

~25.2

-60,2

~-71.9
~232.5
-119.3
~170.9
-226.7
-278.1
-567.8
-487.2
-418.1
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7. Concluding comments

The chilean experience suggests that use of exchan
ge rate policy as a stabilization toel in a small, open economy
is warranted and leads to a success in the battle against infla-
tion, everything else constant.

This everything else constant is, however, the real
cause of concern for those of us who are interested in drawing the
lessons from past economic policy in Chile. As discussed, the three
time bombs that the chilean experiment carried, and which were acti-
vated in 1981, first by the appreciation of the US dollar and ulti-
mately, by world recession and the abrupt reduction of the capital
inflow, could be viewed as errors, shortcomings or inconsistencies
of policy or as myopia or straight blindness by policy makers. I
helieve, however, that it is a deeper issue.

1t is more useful to view them, rather, as a basic
incompatibility between the full implementation of an economic doc-
trine of liberalism and the chilean cultural tradition, particulary
on the bearing of costs and benefits, the legitimate objects of po-
ey, and the redistributive and overall role of the State. This
incompatibility was clouded by the fact that this Tiberal economic

policy took place under a military regime, but it was nevertheless
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determinant under the Jabel "politically impossibie® in the setting
of two of the time bombs (it was politically impossible to Jet a
bank go bankrupt, and to eliminate wage escalator clauses). The
third time bomb in explained by both the difficulty of knowing the
cause of the high external spread, and the doctrinal argument that
“if they are market rates, then they must be right”.

A full fledged free market program as the one aimed
at by the economic tgam of 1876-1982 requires total consistency in

policies. In the chilean context, cultural factors impeded this

even under a military regime (furthermore, very few understood the
program, most only accepted it late in 1980, because it seemed to
work; to repudiate it in 1982}, and laid the ground for its collapse
in 1982.

Perhaps the Tesson is that cultural elements must
not be ignored but recognized and taken into account as they in the

end are the framers of success or failure in policy.
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