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1. Introduction

the Chilean economy has suffered major policy changes
in the last twenty years. In this paper we will concentrate on
those policy changes that affected more directly the foreign
sector,

After many years of pursuing an import substitution
strategy, a mild attempt to open up the economy to foreign com-
petition was started in the late sixties. Furthermore, during
this perfod the exchange rate policy was one that tried to keep
a Tairly constant real exchange rate. In contrast, during the
Altende regime of the early 70's, the economy was substantially
isolated from foreign competition through innumerable tariff and
non-tariff barriers. Furthermore, although by early 1973 there
were six explicit exchange rates, in practice one could nego-
tiate with the Central Bank the exchange rate for ﬁhdiv?dua?
transactions.

the military government that started in 1973 con-
centrated during the first two years in Tiberalizing domestic
commodity markets and then domestic financial markets. Another
major initial preocupation was the reduction of inflation
taround 1000% per year) and the closely retated fiscal deficit,

which amounted to 25% of output in 1973, To reduce the fiscal




deficit, a large tax reform was implemented in 1974, together
with drastic reductions in government expenditures.

The large external crisis that Chile suffered in late
/4-early 75 {copper prices were cut almost by half while the
price of oil quadrupled) forced an initial opening of the eco-
nomy, which was encouraged by a large peso devaluation. From
there on, the implementation of an aperture to commodity trade
- through tariff reductions began to be implemented. After
several changes 1in the originally announced reforms, Chile
arrived in 1979 to a uniform 10% nominal tariff, with an excep-
tion for motor vehicles. The aperture to capital flows was
started much later.

In June 1979, the peso was pegged to the US dollar at
a fixed rate. At the time, Chilean inflation was substantially
above 1international levels and therefore a large real peso
appreciation followed. Furthermore, wage indexation based upon
Tagged changes in the CPI, in a period of decreasing inflation,
resulted in ltarge increases in real wages, The final con-
sequence was a jarge drop in competitiveness, and a large rece-
sion in 1982.

This papef evaluates the role of the external poli-

cies undertaken during this period. The remainder of this paper




is divided 1into five sectiens. Section 2 describes the
situation until the late sixties. Section 3 describes the main
policies pursued in the foreign sector. Section 4 analyzes the
effects of these policies, Section 5 presents an analytic
model, which {5 used to interpret the evolution of the Chilean
economy  during  the period 1976-1881, Finally, section 6

doseribes the situation 1n 1982,

2. The Pre-1970 Periodt

The two main events that shaped Chile's trade and
industrialization patterns in the 50's and 60's were the Great
Depression and World War 1I.  The fall in Chilean export ear-
nings during the Depression {due mainly fo price decreases} and
the dncrease 1in real foreign debt caused by the world-wide
deflation created a strong drive for a lesser degree of depen-
dence on the world economy. The interruption of international
trade during and following Morld War 11 reinforced the
experience of the Great Depression and gave further impetus to a

desire for reduced reliance on international trade, through

W¥or an analysis of the pre-1970 pericd see Ffrench-Davis
(1973}, Corbo (1974), Behrman(1976) and Corbo and Meller (1981},




substitution of imported goods by domestic production. A
further dmpulse to this dmport substitution strategy  {ISS)
during the 1950's was the role of ECLA {Fconomic Comission for
Latin Americal, under the Teadership of R. Prebisch. Trade
policies were influenced by the "Prebisch doctrine”, based on
the assunption of & Jong-term deterioration of the terms of
trade of primary pwaﬁuatszw A1l of these events encouraged
Lhile and other Latin American countries to pursue the goal of
industrialization through strong inducements for domestically
oriented industrial programs.

In attempting to implement import substitution, a set
of policies was des%gﬁéd to shift the domestic terms of trade in
favor of industry rather than agriculture or mining. A major
emphnasis was given to trade policies which had the side effect
of discriminating against exports. Thus, the trade policy that
Was pursued was a combination of overvalued currency, tariffs
and quotas. Table 1 shows the degree of discrimination against
agriculture and mining brought about by the trade regime.

The different trade vrestrictions that were adopted

resul ted in a structure of effective protection rates which, in

2For a review of these arquments see Askari and Corbo, (1978).




TABLE 1

Price Level Deflated Effective Exchange Rate for
© Major Production Sector
{1965 escudos por dollar)

Time Periods Agriculture and Mining Manufacturing
Forestry
1946-1949 5.01 4,75 0.48
1960-1954 5.11 4,17 .92
18561054 5.14 3.99 8.19
19601564 4,67 3,44 6.77
19685-1969 4.04 2.94 5.73

Source: Behrman, J.
Development,

3470

Chile: Foreign Trade Regimes and Economic

Columbia Universitly Press, 1976, pp. 340~
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TABLE 2

Effective Protection Rates, and Domestic Resource
Costs in Chite, 28 Sectors, 1961, 1967 and 19683.

{per cent)
ttfective Protection Rates ang
Domestic Resource Losts
(EPRg) (DRCg )
Tradabte Goods Sectors 1961 1967 1968% 1961 1968%
1 Agriculture and forestry 145 -7 15 250 111
2 Fishing
3 Coal mining
4 Iron mining ~12 180
5 Cooper mining -10 60
& Nitrate mining -11
7 Stone, clay, and sands
8 Other mining -G 82
9 Food products 217 365 3 253 97
10 Beverages 164 -23 259
11 Tobacco 1 -13 47
12 Textiles 462 492 ald
13 Footwear and ¢lothing 219 16 5 1,816 52
4 HWood and cork 30 -4 22 210 161
i5 Furniture 117 -5 18 241 73
16 Paper and paper products 49 85 14 683 164
17 Printing and publishing 77 =15 297
18 Leather and leather products 325 18 -20 2,109 55
19 Rubber products 137 304 77
20 Chemical products 107 64 14 356 75
21 Petroleun and coal products -26 1,140 47
22 Normetallic mineral products 178 i *x
23 Basic metals ‘ 74 75 21 *x 380
24 Metalldic products 45 92 217
25 Henpelectrical machinery 73 76 -9 150 56
26 Electrical machinery 92 449 16 131 50
27 Transport equipment 68 271 1 118 56
28 Other manufactures 129 4 175 41

(%

For subsectoral exports only.
{**} Value was negative, indicating that the total foreign-exchange
unit exceeds the foreign-exchange final-product price.

Source: Behrman, J. op.cit., Table 5-3,

cost per
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TABLE 3
Birection of Trade

Origin of Imports: 1960-1970

Percentages
Time Periods LAFTA BaS5. A, Western {Other Total
Europe
(*}

1860-1962 17.16 41,80 22.73 18.21 100.00
19631965 2e.67 38.72 22.96 15.65% 100,00
19661968 23.58 36.89 19.87 19.69  100.00
1864870 25,18 34.21 20.99 19.62  100.00
Average annual

Growth Rate

1960-1970 10.51 3.10 .16 £8.32 6.83

Destination of Exports: 1960-70

Percentages
Time Periods LAFTA U.5. A, Western ther Total
Furope
{*}

1960-1862 8.04 38,10 3z2.84 20.02 100,00
1963-1965 11.87 34.47 28.44 25.22  100.00
1966-1968 9.78 22.60 Z28.58 39.04  100.00
18691870 11.15 15.47 2B.14 45,24  100.00
Average annual

Growth Rate

1960-1970 14,38 -0,33 8.67 22.9 10.87

Source: ODEPLAN: Plan de la Fconomia Nacional: Antecedentes sobre
@1 Desarrollo Chileno 1960-70, pp.427-428.

(*} Includes only West Germany, United Kingdom and France.




TABLE 4
Composition of Imports: 1960-70
Percentages
Total

Time Consuner  Investment Intermediate % MiiTions of 1S%

Periods Goods Goods Products (Annual Average)
1960 - g7 15.14 30.67 54,19 100.00 535.30
1863 - 85 HER N 27.18 56.71 100,00 588.20
1866 - B8 13,148 29.32 K7.52 100.00 760.93
1968 - 70 16.11 31.36 52.53 100.00 955,75
Average Annual
Growth Rate
1980 - 70 6.73 7.50 5.52 - 6.83

ODEPLAN: "Plan de 1a Economia Nacional: Antecedentes sobre e] Desarrollo
Chiteno 1960-70, o, d25 Santiago, 1977,




addition to discriminating against exports (especially agri-
cultural and mineral products), was characterized by con-
siderable dispersion in the rate of protection within industrial
activities. (See Table 2, first three columns). Such a degree
of dispersion could hardly be justified by economic arguments.

With respect to the direction of trade, USA was the
main trade partner both for imports and exports, as shown n
Table 3. LAFTA was increasingly important as & source of
imports. On the export side, there was a substantial regional
diversification. The commodity composition during this period
{Table 4} reflects the effect of the protection system with only
around a 15% share for imports of consumer goods, around 30% for
consumer goods and 55% for intermediate products.

The 1SS had numercus supporters in the 1930's, 40's
and 50's, and many comsidered it as a panacea for solving the
underdevelopment problems of the Latin-American countries. In
the 1960's, the ISS began to be strongly criticized. Nowadays,
the "conventional wisdom® of the 1SS is rejected, to the extent
that the inefficiencies and distortions created by such strategy
in most of the developing countries are now widely accepted. As

dogumented by the OECD, Balassa and Associates and HNBER
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studiess, IS8 policies not only failed to halt the steady
growth of dmports, but also led to stagnation of exports and
major inefficiencies in the use of resources.

The questioning of the ISS strategy has different
stages: 1) The 1SS had arrived at a dead end with the completion
of the easy stage of ISS, based upon the substitution of non-
durable consumption imports by local production, (2) The 1SS had
created swbstantial dipefficiencies in the use of resources, as
indicated by the Targe dispersion in the computed domestic
resource ©osts for the different import competing activities.
{See Table 2, last twd columns). This was mainly due to the
protectionist policies that reduced foreign competition through
the implementation of high tariff walls and the small size of
Tocal markets, which efther prevented the presence of many effi-
cient firms, or allowed only a few to be present, thus hampering
internal competition; {3) Although it appears paradoxical, after

more than 30 years of IS5 the Latin American countries became

3The OFCO studies were published by Oxford University Press in
five country volumes and one comparative volume, for references
see the comparative volume by Little, Scitovsky and Scott
{1970). The Balassa and Associates Study was published in
Balassa et.al. {1971}, The NBER studies were published by
Columbia University Press and Ballinger Press in nine country
volumes and two comparativve studies one by each of the project
co~directors. J. Bhagwati {1978} and A.0. Krueger (1978).
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even more vulnerable to the fluctuations in the world economy,
due to a change in the import mix. Table 4 shows that the struc-
“ture of dmports moved away fom consumption goods and towards raw
materials and parts and equipment, which were essential for the
functioning of the industrial sector; (4) Finally, 1t has been
shown that in the sixties the IS5 strategy gave rise to a low
degree of Tabor a@smrpt?an&m

With respect to capital flows there were no major
restrictions; moreover, the Tevel of capital inflows in 1968
were judged to be too high in accordance with the needs of the
country and to have contributed to an unwarranted growth in the
money base., (Ffrench-Davis, op.cit. p. 107}.

With respect to the trade policies that were imple-
mented during this period, it is useful to divide them between
those followed in the period before and the period after 1985,
Before 1955, trade policies were highly restrictive and were
enacted wmainly as ad hoc reactions €0 balance of payments
problems. The policies after 1955 can be described as

"cyclical®, that is, switching back and forth from restrictive

4see Corbo and Meller (1981) for Chile and Krueger et.al.(1981)
for a comparative study.
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to more liberalized phases. However, tariff-induced import
sthstitution remained the central orientation of the trade poli-
cies. The pre-1970 period ends with a mild liberalization

attempt.

3. External Sector Policies in the 1970's

d.1. Commercial Policies

This period can be divided into five sub-periods
1871-September 1973, September  1973-July 1975, August
1975-November 1977, December 1977-July 1979 and July 1979 to the
present,

The period 1971-1973 1s one of substantial restrice
tions to commodity trade. At the end of 1973 the situation was
the fm%iﬁwingﬁz

i) Ad-valorem tariff rates ranged from 0 to 750%.

11} The average nominal tariff rate was 105%, the mode
90% and 50% of the tariffs were above B0%.

i11) 8% of the tariff positions had tariff rates bet-
ween 220% and 550%,

5See Torres, C. (1982).




ivl Only 4% of the tariff positions had tariff rates

below 25%.
vy Import prohibition applied to 187 tariff posi-
tions.

vil For 2872 tariff positions there was a 90 days
import deposit requirement, These deposits had o be kept at
the Central Bank and amounted to 10,000% of the CIF value. The
Central Bank had the power to suspend these restrictions at its
own discretion,

vii) There were 2278 tariff positions that required the

approval of the Central Bank in order to be able to import.

From September 1873 to July 1975 we have the first
pericd of trade liberalization. At this time, the initial pur-
pose was to achieve a target maximum tariff rate of 60%,
glthough the time period in which this target was going to be
achieved never was mentioned.

In this period, there were several modifications to
the structure of tariffs, with the general purpose of reducing
the overall protection level. Thus, the maximum tartff rate Was
reduced from 750 to 140% and the average unweighted tar{ff rate
from 105 to 65%.
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At the beginning of 1975, a tentative tariff struc-
ture was announced, This structure contemplated only three
nominal rates: 25%, 30% and 35%. These rates would apply to
rad-materials and primary commodities, semi-manufactured com-
modities and manufactured commedities, respectively.

The convergence of the existing structure of tariffs
to the target would to be achieved by early 1977. The rationale
for this tariff structure was based on the general principle
that manufacturing creates more externalities than other econo-
mic activities. The reduction in tariffs was going to be imple-
mented through proportional reductions of the difference between
existing tariffs and target levels. 20% of the difference would
be eliminated by early 1975, 30% by early 1976 and the remaining
B0% by early 1877, However, only the first reduction was
actuatlly fmplemented.

During the second stage (August 1975 to December
1977), the tentative tari{ff structure was modified to another
that established & nominal tariff rates: 10, 15, 20, 25, 30 and
$5%. These targets were to be achieved by early 1978. The pur-
pose of such structure was to create a range of effective tariff
rates ranging from 10 to 35%, with the level of effective pro-

tection as an increasing function of the processing stage of
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gach good. The target structure was, in fact, achieved ahead of
schedule on August 29, 1977. During this period Chile dropped
aut of the Andean Pact Agreement.

The third stage of this Tiberalization process
started in December 1977, when the Yast change in the target
tariff structure was announced., This reform was more radical
than the previous one. The government announced that its new
objective consisted in achieving 2 uniform 10% nominal tariff by
dJupe 1979, The convergence path to the new target contemplated
& step vreduction initially, and small wmonthly reduction
thersafter. By June 1879, a uniform 10% nominal tariff had been
achieved, with the exception of the automobile industry.

As we can see from the above description, Chile began
the present liberalization attempt starting from a highly
restrictive trade regime. With respect to the implementation of
trade Tiberalization process, one can question its velocity, the
final tariff structure and its timing, but there is no doubt
that there was a strong economic rationale to open up & small
economy like the Chilean one. One can also guestion the desira-
bility of abrupt policy changes, which had some costs in terms

of resource aliocation and speed of adjusiment.
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3.2, Exchange Rate Po?icyﬁ

With respect to the exchange rate policies imple-
mented during the seventies, one we can distinguish six periods:
the first period corresponds to the Allende administration
{(November 1870 to September 1973), the second, to the period
from October 1973 to June 1976, the third, from June 1976 to
February 1978, the fourth, from February 1978 to July 1979; the
fifth, from July 1979 to June 1982; and the sixth, from June
1982 to the present.

During the first period, the highly successsful
crawling peg policy of the Tate 60°s was abandoned in favor of a
fixed nominal exchangs rate. The system started with the three
exchange rates of the Tate sixties but changed afterwards to one
with multiple rates for commodity trade. Of course, with a
domestic inflation subtantially above international levels, this
was initially sustained with an increasingly restrictive trade
regime, and finally, with a series of maxi-devaluations that
culminated in March 1973 with a crawling peg system for one of

the six explicit exchange rates. Towards the end of this

bFor references on exchange rate policies during this period
see Ffrench-Davis, R. {1979) and Meza, W. (1981}.
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period, the ratio between the highest and Towest official
exchange rate was 52 to 1.

In the period from September 1973 to June 1976, a
crawling peg system was implemented after an initial maxi-
devaluation. The numerous exchange rates of earlier period were
reduced to the three exchange rates that existed in the second
half of the sixties and up to end of 1971: one exchange rate for
trade operations except copper, cne for the copper industry and
one for financial flows and tourism., The exchange rate for
trade operations was finitially devalued by around 300%. The
final objective was to arrive to a unique exchange rate. The
mini-devaluations {3 to 4 per month) were programmed in such a
way that by August 1975 the objective was achieved.

As shown in Table 5 of section 4, the real exchange
rate achieved its peak value in the fourth ouarter of 1975,
This coincides with a period of very Tow copper prices {see Col
8, Table 7). Towards the end of this period there s a
deterioration of the real exchange rate, which culminated in
dune 1976 with an abrupt 10% peso appreciation. The authorities
justified such appreciation based upon the substantial accumu-
Tated peso depreciation; the unwanted monetary effects created

by the ensuing reserve accumulation; the cost reductions it
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would generate for Jocal producers; and the benefits of a
reduced protection from imports {see Direccidn de Presupuestos
{1978, pp. 261-2).

During the third period (June 1976 to February 1978)
the mini-devaluations were done on a daily basis, in aécordance
with a preannounced schedule ("tablita™).

During this period, the exchange rate starts to be
used as a stabilization device. The goverment put substantial
emphasis on the reduction of the chronic inflation rate, which
was arounc 10%Z per month at the beginning of the period.

The announced rate of devaluation was 5% for July and
the previous monthly change in the (Pl from thereon. After an
imitial reduction, the inflation rate achieved a plateau at an
intermediate rate between the June level and the level achieved
during October-December 1976, As a resuli, the government
announced another 10% apreciation of the peso in March 1977,
together with a programmed devaluation of 4% for March and 3%
for April and, from there on, in accordance with the previous
monthly change in the CPl. As shown in Table 5, this coincides
with & sharp drop in the real exchange rate. The appreciation
nad the expecisd effect on the inflation rate, as the monthly

inflation rate was reduced fto around 3 to 4% per month. During
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the second half of 1977, there were two breaks of the "Tablita",
with & 6% devaluation in August and & 4.3% devaluation in
Decenmber, These devaluations were Tinked to the program of
tariff reductions discussed in the previous section.

in Becember of 1977, the govermment announced that
during 1978 the rate of devaluation would be above the internal
rate of infiation, so as to compensate for the tariff reductions
that were going to be implemented. In February 1978, however,
such policy was abandened in favor of a different option, which

gives rise to a fourth period.

In the fourth period (February 19278 to Juns 1879),
the exchange rate was used again as the main finstrument 1o
reduce the rate of inflation. The govermment's understanding of
the inflationary process at that time gave a central role to the
taw of one price as an explanation of the evolution of domestic
prices. It was also thought that the rate of devaluation had an
impartant effect on the formation of inflationary expectations.
Thus the link between the rate of devaluation and the previous
-month-increase in the CPI was abandoned. The new exchange rate
policy consisted of devaluations at a decreasing rate starting

with a monthly rate of 2.5% and ending with a rate of 0.75% in
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December.

As the Chilean economy was more open to trade then,
the redoction in the monthly rate of devaluation had as a coun-
terpart a reduction in the rate of inflation.

In December 1978, the gqoverment decided to extend
this devaluation scheme with daily devaluations at a decreasing
rate., The compounded rate of devaluation was going to be 14.7%
for the whole year. The inflation rate did not decrease as
expected and even Increased above the previous year level., As
shown in Corbo {1982}, the rate of infiation was also a function
of the evolution of wages and the dollar price of tradables. The
rate of change of both variabies was increasing at the time. In
June 1979, the govermment decided to jump up to the value of the
dollar programmed for December in the "tablita", and announced
that this rate would be kept fixed until the end of February
1880,

The fifth period {June 1979 to June 1982} corresponds
to a period with a fized nominal exchange rate. In February
1980 1t was decided to keep the exchange rate at the same value.

The last period {June 1982 to the present)
corresponds to a pariod where three different exchange rate

systems were implemented. The fixed exchange rate was abandoned
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on June 14 with an 18% maxi-devaluation. At the same time, the
gxchange rate for the following 12 months was announced to
follow a new tabiita with a 0.8% rate of monthly devaiuation
with respect to a basket of currencies.

After a subtantial loss of reserves (around 460
mitlions) the "tablita" was broken on August 6th in favor of a
floating-rate system. Finally, after another loss of around 450
mitiions on September 20th, a new tablita was announced starting
at 66 pesos to the doliar with 2 monthly devaluation equal to
the previous month inflation minus one percent {an estimate of
previous month external inflation). At the same time, subtan-
tial restrictions to the access of the exchange rate market have

been introduced.

3.3. Policies with Respect to Capital £lows’

in  this subsection we describe the main policy
changes that affected the treatment of internatinal capital
flows.,

Although after dits first year 1in power the new

goverment had a clear policy with respect to the liberalization

‘0n this point see Rosende {1981} and Gutierrez (1982},
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of commodity trade, this was not so for capital inflows. It was
not until 1978-1580, that some important restrictions to capital
inflows were 11 ffed.

With respect to the openness of the capital account,
we can distinguish three perfods. The first one, from 1973 up to
September 1977. The second, from September 1977 to June 1979,
and the third, from that date to the present. The first period
corresponds to one in which the capital account was virtually
closed. At the end of this period {September 1977), restric-
tions were still tighter than they were at the end of the
Alende regime.

I Jdune 1973 commercial banks were allowed to borrow
abroad up to Z00% of their capital and reserves. This regula-
tion existed until January 18975, when it was reduced to 100%,
and then increased again to 150% din June 1976. These restric-
tions existed until September 1977, The second period starts in
September 1977, when a major change in policy occurred. From
then on, commercial banks were authorized to utilize Article 14

of the law of exchange for their capital inflowsS. Up to that

8The inflow of capital under this provision was guaranteed the
access Lo the exchange rate market for the service of the debt.
This articule had a minimum stay requirement. The loan had to
be made for a minimum pericd of 2 years.




time, banks were involved primarily in the financing of trade
operations, while most medium term capital inflows were inter-
mediated by the public sector and large private enterprises. At
the same time, a quantitative restriction on individual banks
was imposed, limiting the maximum wmonthly inflow to 5% of the
capital and reserves of each bank. On January 1978, the Central
Bank restricted the stock of capital inflows under Article 14,
by establishing a global quota equal to 25% of capital plus
reserves for each commercial bank., Later, in March 1978, the
Pimit on overall borrowing was increased to 160% of aapéia% plus
reserves.,  In April of that year, the Vimit for borrowing under
Article 14 is lifted to 45% of capital and reserves. However,
showing a great concern about the profile of the external debt,
the 25% Timit was kept for debt with a maturity below 36 months,
At the same time, the Timit on total external borrvowing was
further intreased to 180% of capital plus reserves for overall
external borrowing while keeping the 160% limit for periods

equal to or less than 36 months.

In November 1978, the wmonthly Timit on borrowing
through Article 14 was changed to 5% of capital and ressrves or

2 millions dollars, whichever was larger.
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Then, in  December 1978, the 1imit to external
borrowing  through Article 14, for loans with a period to
maturity beyond 36 months, was increased to 60%. Futhermore,
the overall Timit for commercial bank borrowing was increased to
215%, while toal borrowing for periods equal to or less than 3
years was increased to 180%, Then, in April 1879, the limit to
borrowing for a period longer than 3 years under Article 14 was
increased to 70% of capital and reserves, Moreover, the limit
on overall borrowing was increased to 225% of capital and reser-
ves, while the 180% overall Yimit for short term borrowing was
maintained. An dmportant innovation is introduced that month in
the form of a price restriction which varies with the period of
the Toan, This takes the form of a reserve requirement that
decreases with the lenght to maturity. These reserve require-
ments were 252 for Toans with maturities from 24 to 36 months,
15% for those between 35 and 48 months, 10% for periods between
48 and 50 months, and no reserve requirements for loans with
maturities beyond 66 months.

the third period starts in June 1979. On June 26, a
profund Yiberatization of capital flows is acomplished, when the
global Timits to external borrowing are eliminated. As of this

date, the only restriction to external borrowing is the overall
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tinternal and external} borrowing l1imit of 20 times capital and
reserves  faced by Commercial banks. At the same time, the
amount of monthly borrowing under Article 14 was reduced to 5%
of capital and reserves and/or one million dollars, whichever is
tower, This period is one where the Central Bank is caught in a
policy ditemma. On the one hand, they faced a strong criticism
from the private sector and other government quarters, attri-
buting high interest rates in Chile to Lentral Bank restrictions
on capital inflows, On the other hand, the Cental Bank authori-
ties were concerned about the sustainability of external
borrowing and the adjustment problems posed by a sudden decrease
itn net external borrowing.

On July 1978, commercial banks are allowed to pass
over to other banks funds entered under Article 14.

On January 1980, the wmonthly Vimit to external
borrowing under Article 14 is increased again to 51 of capital
and reserves and/or 2 million dollars, whichever was Tower. On
April 1880, all quantitative restrictions on external borrowing
under Article 14 are eliminated. The only remaining restrice
tions are the limit on overall borrowing (20 times capital pﬁ@&
reserves) and the reserve requirvement on external borrowing

depending on the maturity of the loan. On duly 1880, the
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reserve requirements for borrowing with periods from 24 to 36
months were reduced from 25% to 15%.

In another important policy change, on June 1880 com-
mercial banks are allowed to lend abroad using their own resour-
ces. Furthermore, in September of that vear, commercial banks
are allowed to invest in external documents with variable
interest rates.

in 1881, only marginal changes were introduced in the
Tegistation dealing with external borrowing. The only exception
15 a measure taken on December 1981 which allowed commercial
banks for the first time to Tend short term {up to 180 days} for
purpsses  other than the financing of foreign trade out of
resources they had borpowed abroad.  The rationale for such a
poticy shift was the drastic reduction in import lTevels observed
at the end of 1981, and the reduction in the maximum period
allowed to finance émpéri& with commercial bank credit, which
resulted in a large reduction in the demand for short term
external credit.  Concurrently, mediun and long term capital
inflows were also decreasing. Thus, the Central Bank reduced
ity restrictions on short term capital flows in order to face
such a drastic reduction in capital inflows. Initially, under

Articule 1418, commercial banks were allowed to use their
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rescurces 1n foreign currencies to lend internally for up to 180
days. This lending was subject to a 20% reserve requirement.
At the same time, quantitative Timits for individual banks are
established, Then, in May 1982, commercial banks were also
allowed to borrow abroad for period of less than two yearﬂy suby -
Ject to a 20% reserve requirement. In July 1982, commercial
banks are allowed for the first time to take exchange rate risk,
when they are allowed to use part of their short tem external
borrowing te lend in pesos. This, however, could not exceed the
equivalent of 50% of their capital and reserves. On July 14th,
all reserve requirements are eliminated for new capital inflows.
But on July 22, this measure is overruled by another which sta-
tes that all capital inflows with a Tength to maturity below 71
months are subject to & 5% reserve requirement.

From the above description of the evolution of the
main regulations of the capital market we conclude that the
Central Bank practiced a great deal of fine tuning in this
field. It is also apparent that they were always concerned
about the absorption of capital inflows. We saw that as late as
early 1980, we still had monthly quotas for ﬁﬁﬁ@ anount of

porrowing that each bank was allowed to bring in.
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4. The Lffects of External Sector Policies: A Suggested Inter
9

pretation

in this section we analvze the macro effects of the

external sector policies described in the previous section, con-

centrating on the last four vears., We start with a brief look at
trade and capital flow figures.

First we will take a ook at the composition of trade
during the seventies (tables 5§ and 6), comparing them with the
situation in the sixties [tables 3 and 4 of seeﬁionlék. With
respect  to the origin of  dimports, we have that after
experiencing a major increase in their share of Chilean imports,
the countries from LAFTA ended up practically at the same point
where they were in the late sixties. The share of USA dropped
substantially, from 34.2% for the period 1969-1970, to 24,6% for
the period 1970.1881, The share of Europe, after a large
increase In the early 70s, which reflected the trade with
Eastern burope, dropped fo 22% towards the end of the decade.

Finally, the share of the group ‘“others" almost
doubled during the whole period. The most important countries in

this group are Japan, Taiwan and Xorea.

9This section is based on Corbo {1982¢).
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TARLE 5
Divection of Trade

Origin of Imports 1970-1981

Percentajes
Time Periods LAFTA sA EUROPE OTHER TOTAL
1970 -~ 1972 24,71 25.78 35.34 14,17 100.00
1973 - 1975 29,62 21.88 28.63 18,87 100.00
1976 - 1978 30,07 24,93 20.86 24.13 100.00
1979 - 1881 24.498 24.57 22.34 28.12 100.00
Average Anual
Growth Rates
1870 ~ 1981 17.1 17.38 11.29 31.65 17.57

Destination of Exports : 1970-1981

Porcentages

Time Periods LAFTA USA FUROPE OTHER TOTAL
1970 -~ 1977 12,28 10.88 57.46 19.40 100.60
1973 - 197§ 17.42 9,485 48.08 24,05 100,00
1976 - 1978 27.06 12.63 40,60 19.70 100,00
1979 - 1981 22.88 12.80 41.79 22.44% 160,60
Average Anual

Growth Rate:

1870 - 1981 25.08 19.59 11.70 12.75 16,07

Source: Series de Comercio Exterior: 1970-1981. Central Bank of Chile,
July 1982,
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TABLE &
Lomposition of Imports: 19701981
Percentages

Time Perinds Consuner  Investment Intermediate Total

Goods Goods Products z MiTTions of USS

{Annual Average)

1970-1972 19,90 2.0 59,0 100.00 1174.43
19731875 9.0 72.0 69,0 100,00 1810.83
1976-149738 19.0 21.0 60.0 100.00 2397.50
197491981 25.0 2e. 53.0 100.00 5472.20
Average Annual
Growth Rate
1870-1981 23,37 17.35 15,03 17.4

SOURCE: Series Comercio Exterior: 1970-1981. Central Bank of Chile,
July 1982,
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Important changes in the direction of trada took
piace aiso for the destination of exports. During the whole
decade, LAFTA countries were a more important market for chilean
exports than during any other time in the sixties. Thus, in the
period 1976-1978 LAFTA absorbed 27% of Chilean exports. With
respect to USA, the decline observed during the sixties con-
tinued, stabilizing towards the end of the present period with a
share around 13%.

Europe is the most important market for Chilean pro-
ducts, I1ts share of Chilean exports was 57.46% during the
period 1570-1972 but decreased to only 41.7% in the period
1979-1981. The composition of imports {Table &) suffered Impor-
tant changes during this period. Thus, the share of consumption
goods dropped from 19% in the early 1970%'s to 9.0% in the period
1973-1875,  This reflects in part the very stiff foreign sector
constraint of this second period. In contrast, between the
third and fourth period, and as a conseguence of the dismantling
of tariffs and other f{rade restrictions, the share of consumer
goods increased subtantially {(from 19.0% to 25%). The share of
fnvestment goods was almost constant during the whole period.
The behavior of the 'share of intermediate goods is just the

reverse of consumer goods. It has a large increase from the
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first to the second period and then a drop from there on, as the
heavy protection to the production of consumer goods was being
eliminated,

With respect to capital flows, from columns 1 and 2
of Table 8 it is readily seen that after the liberalization of
June 1979, a large increase in capital inflows takes place.

The first two years of the present government were
very much dominated by the initial conditions as of September
1973, as well as by the unfavorable external shocks of
1974-1975, In effect, on September 1973 a large part of the
productive capacity was in total disarray, and most of the pro-
ductive units had lost a substantital fraction of its working
capital,

Furthermore, in Tate 1974 and up to the first half of
1675, there was a substantial drop in the price of copper {an
exportable commodity) together with an even larger increase in
the price of oil products lan importable}. At the same time,
international c¢apital markets were sibstantially closed for
Chile, and therefore most of the adjustment in the current
account had to be made through a cut in absorption and a change
in relative commodity prices, in favor of tradable goods. Table

5 dindicates that the real exchange rate (PM/PN and PX/PN)
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achieved in 1978 dts highest value over the last 7 years.
Moreover, these tevels are probably also the highest in history.
Absarption, on the other hand, fell by 20.8% in 1875 (Col 4,
Table 9).

Concurrently, another set of measures were being
implemented with the aim of reducing inflation, decontrel com-
modity markets, and liberalize the domestic financial market.
Furthermore, & substantial improvement in the allecation of
govermnment expenditures was achieved through an extensive appli-
cation of project evaluation techniques,

The recovery of the Chilean economy starts in 1977
and was asscciated with an expansion if exports, together with
important increases in the level of capital inflows {see Table
B, Col.2}. From there on, the real exchange rate experfenced a
sthstantial drop, S?éwfmg the growth of exports, while the
largely foreign financed growth in absorption pulled the non-
tradable sector of the economy {See Table 9, Col.4).

Up to 1979, the Chilean economy was growing at an
annual rate above of 8%, WMost of the problems faced by the Chi-
Tean economy in 1981 and 1982 originated with the «fixing of the

nominal exchange rate in June 1979 and the effects on com-
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petitiveness and capital inflows that derived from it.

4,1, Fixed Exchange Rate, Wage Indexation and the Real Interest

At the tﬁme!of the pegging of the exchange rate, the
monthly inflation rate -although substantially lower than in
previous years- was still of the order of 2.5% per month and
thus, substantially above international levels. Furthermore,
a wage indexation scheme based upon at least full compensation
for past changes fn the CP1 was introduced by Yaw late in 1979,
even though full compensation had existed in practice since
sarly 1976. Moreover, +the prices of many non-tradables had
backward indexation for quite a Tong time ([housing rent, school
fees, etc.). Thus, the fixed exchange rate, together with the
backward indexation of wages and the prices of many non-
tradables, conditioned the short and medium term evolﬁtion of
the real exchange rate {defined as the domestic currency price
of tradables divided by the price of non-tradables). }ndeed{
under backward findexation the deceleration of inflation that
followed the fixing of the exchange rate gave rise to an effec-

tive appreciation of the domestic currency. This can be seen in
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Tabte 7 and Figure 1, and has been analyzed in Corbo (198Za).
Table 7 shows an increase in the value of the real exchange rate
{1.e. a depreciation of the domestic currency) in the third
gquarter of 1979 and & continuous decrease thereafter {see espe-
cially PT/PNL and PT/PNL2}. This depreciation of the domestic
currency during the third quarter of 1979 was a direct con-
sequence of the devaluation that preceeded the pegging of the
exchange rate. A similar plcture emerges when we observe the
evolution of PM/PNL and PX/PNL in Figure 1.

However, due to the favorable evolution of Chile's
terms of trade {(see ¢ol 8 in Table 7}, the real exchange rate
for exportables of Tate 1979 and the first three quarters of
1980 was still above the real exchange rate that prevailed
during the first two quarters of 1979. Inm contrast, the real
exchange rate for fimportables dropped continuously from the
second quarter of 1979 on. Thus, the Toss in competitiveness of
exportables vis-a-vis non-tradable activities took place much
later than for importable producing sectors.

The fixing of the exchange rate, at a time when
donestic inflation was suwstantially above international levels,
atso had an effect on the real interest rate and on aggregate

Indeed, the ex-post peso real interest rate of daliar-~denomi -
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TABLE 7

REAL EXCHANGE RATES{*)
1979.11 = 1.0

PMAPNTL  PU/PHL PT/PNL PM/PNIZ  PX/PN1Z PT/PHNLIZ  PT/W PX/PM

{13 [2) {3} {4} {5} {6) {7) (8)
1975
1 1.639 1,664 1.650 1.541 1.565 1.553 2.165 1.014
11 1.662 1.688 1.675 1.545 1.571 1.559 2.487 1.015

111 1.7062 1.707 1,703 1.579 1.58% 1.582 2.201 1.003
Iy 1.751 1.778 1.762 1.628 1.654 1.641 2.203 1,018

1876
I 1.731 1.77% 1,751 1.59% 1.637 1.616 2.214 1.025
11 1.528 1.524 1.525 1.407 1.404 1.405 1.922 0.956
11 1,339 1.371 1.355 1.280 1,311 1.297 1.628 1.022
1y 1.177 1.278 1.2726 1,173 1.272 1.222 1.422 1.084
1977
] 1,151 .12 1.103 1,161 1,132 1.249 1.051

= e

0,940 0.8924 0. 5861 0.594 0.977 1.048 1.032

1.08%
0. 903 0,992 (.946 0. 940 1.031 0.984 1.117 1.095
{3.910

952 0.968 0.960 1.014 1.030 1.022 1.169 1.015

[
e Fond
Banst
L0 45 £ s

1878
I 1.016 G.967 0. 890 1.057 1.008 1.033 1.104 0,951
Il 1.015 0,607 0.959 1.048 0.937 G.991 1.076 0.892
111 0.998 0,875 0.934 1,042 0.514 0.975 1.045 0.876
Iy 0.998 {, 898 0,546 1.032 0.930 0.980 1,063 0.899

1979
I 0,987 0,825 0.954 1.012 0.950 0.981 1.002 0.937
13 1.000 1,600 1.0060 1,000 1.000 1.000 1.000 1.000
i 1.082 1.186 1,132 1.02% 1.124 1.073 1.050 1.095
iy .984 1.103 1.041 (.946 1.063 1.003 1.030 1.121
1980
1 0,939 1,118

325 0.897 1.070 0.980 0.920 1.191
003 0. 880 1.038 0.957 0.864 1.178
365 0.872 0.969 0.919 0.831 1.110
.HB94 0.831 0.873 0.851 0.736 1.049

i
11 .925 1,082 1
il 0.916 1.018 H
¥ 0,874 0.917 {

1941
I 0,846 U.844 0.843 0.81%2 0.812 0.812 0.686 0.998
i1 0.784 0,77% 0,779 0767 0.761 0.764 0.630 0.989
11t 0.725 0,709 0.716 0,724 0.709 (3.716 0.571 0.978 1
1y 0,703 0.679 0.691 0.716 0.693 0.705 0.561 0.966 -

I
C ~
Source: Y. Corbo [1982a), PYX excludes Copper.

{*} The nominal exchange rate is defined as the number of units of domestic currency
ragquired to purchase one unit of foreign exchange rates.
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NOTES TO TABLE 7

Price index for nentradables obtained from the Cortazar-
Marshall (Pl based on the equation estimated in Corbo
{1982a).

Aggregate of PNl and price of differentiated tradables
{Corbop, 1982a),

Export price index in pesos, measured as a Divisia index
of the major chilean exports.

lmport price index in pesos, obtained as Divisia index of
the exchange rate adjusted industrial components of the
wholesale price index for Argentina, Brazil, United Sta-
tes, Japan and Germany, using the structure of imports
from each of those countries as a weighting base.  The
index is also adjusted for average customs dmﬁﬁeﬁQ
Nominal Manufacturing Wage Rate,

Geometric average of PX and MM with weights of 0,80 for

gach,
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nated loans became negative in the period following the pegging
of the rate. In fact, as can be seen in Table 8, the ex-post
real interest rate of dollar-denominated loans became negative
from the third quarter of 1979 up to the last quarter of 1980.
Also the ex-post real interest rate on pesowdehominated loans
was on average substantially lower in 1980 than in any of the
previous & years. As explained below, this last development is
a natural consequence of the substitution, although imperfect,
between traded and non-traded assets.

Thus, the initial peso appreciation and the increase
in expenditures that resulted from the decrease in both peso and
doliar-denominated real interest rates, created a substantial
increase in both the demand for non tradables, and in the
currant account deficit of the balance of payments. The_peso
appreciation and the fincrease in expenditures was extended
beyond the third gquarter of 1979 thanks to a substantial
increase in capital infiows {see Table 8 and Figure 2), which
doubled between 1979 and 1980 and then more than doubled between
1980 and 1981. Such Tevels of capital inflows more than financed
the current account deficit of 1979 and 1980 and as a result,
the Central Bank accumulated reserves during both years (see

Table 8). These capital inflows were partially sterilized in
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FIGURE 2

BALANCE OF PAYMENTS
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1979 and 1980 through a decrease in the domestic credit come
ponent of the money base {see Figure 3). However, the steriliza-

tion was only partial and the nominal money base grew at a rate

of 44.8% during 1979, and 34,4% during 198010, 1 contrast, in
1981 the Central Bank performed a substantial sterilization and
the money base decreased 9% in nominal terms. This was a con-
sequence of a large amortization of debt from the Treasury to
the Central Bank.ll

The increase in capital inflows reflected both demand
and supply changes. On the demand side, the increase in the
difference between the peso-denominated real interest rate and
the dollar denominated real interest rate generated a portfolio
sibstitution towards dollar-denominated loans as would be pre-
dicted by a model of imperfect substitution between tradable and

non-tradable assetsl2. On the other hand, on the supply side,

101n Corbo (1982d) it is shown that contrary to what was thought
at the time, the Central Bank could sterilize the monetary
effect of reserve accumulation.

11Actua¥3y, early in 1981, and as part of the policy of
reducing the size of the Public Sector, the Treasury used part
of its surplus to reduce its debt with the Central Bank. The
Central Bank did not sterilize this payment.

121n both measures of real interest rate the deflator used is
the domestic CPI,




important restrictions to medium-term and Tong-term capital
inflows were softened at & time when an abundance of inter-
national Tiguidity developed, while the internaticonal banking
comnunity was taking a wuch more faveorable attitude towards
Chile. Tnis altowed Chile to increase its share of total inter-
national debi holding.

In 1881, in part because of the increase in inter-
national interest rates and 1Ip part because of a de-facto
restrictive monetary policy by the Central Bank, the nominal
interest rate of both peso and dollar-denominated loans
increased substantially. The impact on the real interest rate
was further magnified by the substantial unexpected decrease in
the domestic rate of inflation. This decrease resulted mainly
from the Targe appreciation of the dollar in international
markets in conjunction with a dollar-pegged fixed exchange rate.

Thus, from the first half of 1981 on, Chile achieved
an astounding success. The rate of inflation was reduced and
through an externally financed increase in expenditures, the
boom in the non-tradable producing sector carpied with it thg
rest of the economy. The recession associated to the drastic
reduction in inflation experienced after the exchange rate was

fixed, started to develop only when the loss in competitiveness




- 46 -

of the tradable producing sectors became incompatible with the
Tevel of capital inflows.

Towards the third quarter of 1981, net capital
inflows began to decrease drastically {see Table 8). This
reduction reflected both supply and demand changes.  On the
supply side, the international banking community showed concern
over the high ratio of current account deficit to GOP in con-
Junction with an almost constant investment GDP ratiold. On the
demand side, most of the portfolio adjustment called for by the
Targe interest rate differential of 1979-1980 had been already
completed. Because of the neutral monetary policy followed, the
monetary implications of the decrease in capital inflows were a
reduction in the money base and an increase in the rate of
interest. in the context of an unexpected decrease in the
inflation rate, this created a large increase in real interest
rates,

The dincrease in interest rates was also associated
with an increase in the spread between peso-denominated and

dollar-denominated rates, perhaps due o an increase in the

13pomestic savings did not finance the depreciation of the
capital stock in 1981.
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expected rate of devaluation, but also related to developments
in the market for peso-~denominated lecans {i.e. restrictive mone-
tary policy of the Central Bank). The possible increase in the
expected rate of devaluation could also be associated with the
financial crisis that developed in the second half of 1981 when,
as @ consequence of bad banking practices and in part due to the
recession that was developing, eight financial institutions had
to be rescued by the Central PRank. The ensuing increase in
domestic credit could have been judged to be incompatible with

the preservation of a fixed exchange rate,

4.2, Capital Flows, Agoregate Expenditures and the Current

Account
As  dndicated in Table 9, the decrease 1in real
interest rates of TVate 1979 and 1980 created a substantial

increase in domestic expenditures (9.3% between 1979 and 1980

against a 7.5% Increase for GDP}, which in turn generated demand
pressures in the market for both tradables and non-tradable
goods. Furthermore, this reduction in real interest rates origi-
nated a boom in both the real estate and the stock market, as
the community perceived a permanent increase in wealth, which

was probably due to a combination of an interest rate-induced
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increase of ﬁﬁﬂﬁaﬂ&ng income and a substantial rise in real
wages (10% per year for CPl-deflated wages from 1979-1981).

This increase in expenditures in turn gave rise to a
boom in  the non-tradable sector, which required a market
clearing appreciation of the domestic currency {a& drop in
PT/Pn}.  Thus, the appreciation of the domestic currency
resuliting from the fixing of the exchange rate did not result in
& major disequilibrium in terms of unemployment and output
tosses, but was wvalidated through a decrease in the real
interest rate and the associated increase in expenditures, made
possibie by the capital inflows.

The increase in expenditures of 1980 was carried over
to the first half of 1981. A substantial bubble developed fin
real estate and stock markets in 1980. As mentioned above, this
was associated with a perceived increase in real wealth, which
gave rise to a considerable increase in expenditures in 1981,
far above the increase in GDP (10.8% for expenditure against
5.3% for GDP).

On top of the internal developments of the Chilean
economy that we just described, we have to consider the fimpact
of the international recession. In 1981, Chile suffered an

important loss of income as & result of a deterioration of the
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commoedity terms of trade and & substantial increasze dn the
international interest rate. This Toss in the terms of trade of
commodities and services was of the order of 1,200 million
dollars or 3.4% of GDP in 1981, Thus, for a given increase in
domestic expenditures, this loss of income generated a larger
current account deficit than the one that would have obtained
with constant terms of trade. As a result, the deficit rose to
4,814 million dollars in 1981 (13.7% of GOP), close to 3,000
million higher than the 1980 deficit, This large current
account deficit had as a counterpart & large deterioration in
the relative price of tradables and the expansion in expen-
ditures that resulted from the substantial increase in capital
inflows. Furthermore, due to the appreciation of the dollar in
international markets, this expenditure expansion tosk place at
a very low inflation rates (9.5% during 1981 against 31,2% in
1980} .

If capital inflows had instead been Tower {perhaps

through direct controls on foreign borrowing), ceteris paribus,

interest rates would have been higher in 1980, domestic expen-
diture Tower, and thus demand pressures upon the market for non
tradables would have been corrvespondingly lower, and a smaller

current account deficit would have resulted. This, in turn,




would have been followed by a smaller appreciation of the peso
than the one cobserved. On the other hand, unemplovment would
have probably been higher in both sectors.

The Toss in competitiveness {peso appreciation} bet-
wean the middle of 1979 and the end of 1981 was of the order of
28%. The overall profitability of the tradable sector was
further weakened by the evolution of the real %ntﬁar;gs;t rate,
which started to increase sibstantially from the begining of
1981 onwards.

The increase in ex-post real interest rates during

the second half of 1981 to annual levels of almost 40% for peso-
denominated loans and 15.0% for dollar-denominated loans
generated a drastic fall in domestic expenditures and a
recession towards the end of 1981, which carried over to 1982,
The decrease in expenditures caused a decrease 1in
demand for both tradables and non-tradable goods. The first
effect had as a counterpart an improvement of the commercial
account of the balance of payments. The second created an
excess supply in the market for non-tradables and required an
increase in  the real exchange vrate 1in order to restore
equilibriun with a Tower level of domestic expenditures. With

international prices decreasing in nominal terms and a fixed




- B7 .

exchange rate, the fimprovement in the ra?atﬁv@ price of tra-
dables called for a swstantial decrease in the nominal price of
non-tradables to restore the real exchange rate to  its
equi Tibrium value. If the price of non-tradables had been
flexible downward in the shcrtwruﬁﬁ‘th@ addustment to the lower
level of expenditure could have taken place with much less
unempl ayment.

Unfortunately, the downward adjustment in the pr%cg
of non-tradables did not occcur or was insufficient, and substan-
tial unemployment developed (June 1982 unemployment in Santiago
was 23%, close to four points higher than the 19.1% figure of
March 1982, (The Tatter figure was already 8 percentage points
higher than the March 1981 level),

5. The Adjustment Mechanism: An Analvtic Framework

In this section we will use the Swan-Salter-Pearce-
Corden-Dornbusch two sector Bustralian model ag an analytical
framework to interpret the adjustment of the Chilean economy
between 1976 and 1981. For this purpose we work with a tradable
an a non-tradabie sector. Production characteristics a?e repre-

sented by a concave production possibiiity frontier derived for




a given unemployment rate. Demand conditions are represented by
a Meade (1951} pattern where a two step decision process is
used., First we determine total expenditures and then the demand
for tradables and nonstradabies is derived from the maximization
of a quasi-concave utility function subject to an expenditure
constraint.

The demand functions are homogeneous of degree zero
in nominal prices and nominal expenditures. From here we obtain
demand functions where the gquantity demanded of each commodity
is a function of relative prices and real expenditures. (Dorn-
busch {1980, chapter 6), Corbo {1%82).

Such a representation of the adjustment of the Chi-
iean economy 1§ described in Figure 5, let OA be the consump-
tion expansion path, Dy and Dy the guantities demanded of tra-
dables and non-tradable goods respectively, and Uy and Qy the
vroduction of both types of goods. The preduction possibility
frontiers are BE, CC and DD for 1976, 1980 and 1981 respec-
tively. We assume that in 1976 the economy was in equilibrium,
that is, both the market for tradables and the market for non-
tradables are in equilibrium. (The clearing of the market for
tradables s for a given TJevel of capital inflow]. The

gquilibrium situation for 1976 is described by the pair Pyg.
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C76 and the equilibrium situation for 1980 is described by
points Pgg for production and Cgg for consumption. For this
year, the current account deficit in units of non-tradables is
‘HPgg. From 1980 to 1981 there is a substantial increase in
expenditures., At the relative prices of 1980, an excess demand
for non-tradables developed {not shown in the diagram). The
relative price of tradables decreased to clear the non-tradable
goods market. The mechanism of adjustment was an expenditure
induced excess demand for non-tradables which dincreased the
price for this type of goods. On the other hand, the price of
tradables was almost constant, with international inflation com-
pensated by the appreciation of the dollar in international
markets. Thus, the relative price adjustment was accomplished
with domestic inflation sustantially above the evolution of the
peso-value of tradables. In figure 5, we describe the
equilibrium situation for 1981 with consumption at Cgy and pro-
duction at Pgj. The current account deficit in units of non-
tradables is equal to the vertical distance JPgy.

Thus, between 1980 and 1981 the real exchange rate
moved downward to clear the market for non-tradables with a

deficit in current account financed by the capital inflow.
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*
THE ADJUSTHENT IN THE CHILEAN ECONOMY: 19761981

Py e O

Té, 7

Figure 5

* For simplicity we assume that there is no capital inflow
in 1976. '
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The required adjustment between 1981 and 1982 is
described in figure 6. The initial equilibrium situation is
described by production at Pgjy and consumption at Cg;.

After the decrease in capital inflows, the reduction
in expenditures -at 1981 relative prices- moves the consumption
point to F. At F we have a reduction in the deficit in current
account (the vertical distance between the line tangent at F and
the line tangent at Pgj) and an excess supply of non-tradables
equal to PgiS. If prices of non-tradables are flexible downward
then the final equilibrium will be an improvement in the real
exchange rate on a production point like Pgp and a consumption
peint like Cgpl4. On the other hand, if prices are inflexible
downwa;ds, subtantial unemployment would result. (Corbo and

Edwards (1981)).

14For simplicity we have assumed no shift in the production pos

sibility frontier between 1981 and 1982.
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6. The Situation in 1982 and Future Prospects.

The improvement in the real exchange rate (P7/Py)
called for by the macro adjustment was becoming slow and costly
in terms of output and emnployment losses due to the downward
inflexibility of the prices of many non-tradables. In this
case, a devaluation would be an appropriate instrument to
achieve the required depreciation and thus, move the relative
price of tradables back to its equilibrium Tevel.

In Corbo (19822}, using an expanded version of the
Scandinavian model of inflation (Lindbeck (1979), Bruno and
Sussman {1979)), it is shown that a devaluation did not affect
the equilibrium real exchange rate in the Chilean economy of
early 198115. However, with the 23% unemployment of June 1982
and the suspension of the 100% plus wage indexation rules, a
devaluation would contribute to an improvement in the real
exchange rate.

The complication that arises is the possible perverse
effect of a devaluation upon expectations of future devaluations

and inflation, If people do not believe that the new value of

5rhis result is for a constant level of aggregate demand.




the nominal exchange rate is sustainable, them & run on the
domestic currency may develop, giving rise to a fall in the
mongy base with its further recessive effects,

On June 14 the govermment decided to help the adjust-
ment in relative prices with a devaluation., On that date, the
peso was devalued against the dollar by 18%. At the same time,
the exchange rate system was changed to a new system where the
rese was pegged to & basket of currenc1951§ This was done with
the purpose of reducing short-term fluctuations in the real
exchange rate due to fluctuations in the value of the dollar in
international markets.

Furthermore, a monthly devaluation of 8/10 of 1% with
respect to the basket of currencies was announced for the next
12 months, Then, on June 18, the government announced a set of
measures to accompany the devaluation including the suspension
of wage indexation. These measures had two purposes: (i) to
neutralize the possible effect of the devaluation on the price
of non-tradables and (i1} fo reduce the Yevel of the poﬁentia%

fiscal deficit.

.

}ﬁTh& basket has value weights of 60% for the Dollar, 15% for

the Yen, 15% for the Deutscihmark and 5% each for British Pounds
and French~Francs. The quantity weights of the basket were

obtained using the price of the respective currencies in the
London Market on June 14, 1982,
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The post-devaluation adjustment of the Chilean eco-
nomy proved to be mor‘é difficult than had been anticipated by
the policy-makers. A devaluation that took place after the
pwblic had been repeatedly assured for the last three years that
the exchange rate policy was going to be maintained, not surpri-
singly created destabilizing effects and a run on the peso. The
Central Bank 1lost around 460 million dollars of its inter-
national reserves (13.2% of the June 14 level) between June 14
and August 6th. On this date, the recently created crawling peg
system was abandoned in favor of a flexible exchange rate. At
the same time, all restrictions on foreign exchange transactions
were eliminated. Nevertheless, the crisis of confidence showed
no signs of improvement, and the run on the peso continued. Ini-
tially, the value of the exchange rate increased substantially,
which prompted the Central Bank to intervene, in trying to
implement a dirty float. As & result, it lost another 450
millions between August 6th and September 20th, when restric-
tions on foreign exchange transactions were reintroduced.

In the meantime, the exchange rate fluctuated widely
around an upward trend. With capital inflows substantially
reduced, it became very difficult to implement a floating rate

system, and thus on September 19th the Central Bank decided to
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stabilize the exchange rate. For this purpose, the Central Bank
announced its intention of supporting an exchange rate band,
which aliowed for + 2% fluctuations around an upward trend, for
the next 120 days. This trend started at 66 pesos to the dollar
and follows & passive crawling peg system, with the rate of
crawl equal to CPI inflation minus 10% {an estimate for world
inflation}. This exchange rate-band policy has been sub-
sequently extended to 180 days.

The future evolution of the Chilean economy will be
determined 0 a great extent by the speed by which people
recover their confidence in the consistency of internal poli-
cies. This may be a slow process. On the other hand, a basic
ingredient for recovering such confidence is the actual con-
sistency of such policies and some signs of recuperation of the
ECONOMY .

The most crucial consistency test required at this
moment is the one between the exchange rate policy, the exter-
nal financing policy and the international reserves policy. Of
course, all these policies must be consistent with the monetary

policy to be followed.
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