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THECAPITAL ACOOUNT LIBERALIZATION IN CHILE , 1974-1982

Dominique Hachette de Ja F.¥
Angel Cabrerg V.*

The lberalization of the financlal market was a decisive Instrument to achieve the
overall liberalization of the Chilean economy, main objective set by the government which
ook over, in late 1973, This reform aimed a1 an increase in the allocative efficlency of credit, a
vaster availability of domestic and forelgn savings to finance domestic investment over its
historical levels, and the logical complementarity to the Hberalization occurring in other

markets,

One important feature of this liberalizetion was the opening of the capitel sccount
which tack place between 1973 and 1982, This opening was, however, incomplete and slow,
and, conssquently, very different from the one of the trade sccount. It was incomplete, because
it centered its reforme on the inflows of cepitel: outflows remeined restrained, at lessi
relatively to inflows. The opening wes also slow. Before 1977, quantitative controls on
inflows existed but were not binding since the world capital market was virtuelly closed to
Chilean borrowers s e consequence of their low creditworthiness. However, the situation
thanged efter 1977, As the performance of the economy begen fo improvs, the domestic
residents becarne more eager to borrow (inside or outside) while foreigners became more
prone fo lend, Néveriheless, the authorities opened this unknown mearket with ceution until
mid-1980. The principal resson to choose this low speed wes the desire 1o retain control over

* Professors, Instituto de Economia, Pontificia Universidad Catélica de Chile.
We are grateful {o the insights of Sebastian Edwards, Femando Ossa, Francisco Rosende ard Salvador Valdés, and
ws particulay fo those of Sexgio de la Cuadua. Of course, we yemain zesponsible for all exrons. Alenandrs Lomald
wrd Claudia Valdés were patiently effident at gathering, improving and working with the m}:le
mndornation.
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monetary and credit policies, which had been and were still to be for some time, the main
Instruments of the ongping stebilizatlon efforts, It was considered that the significant
differentisl between the foreign and the domestic interest rates would, when eliminating the
restrictions on capital inflows “attract such a volume of foreign loans that the stabilization
on forelgn cepita! inflows were significantly reduced, capital inflows skyrocketed unti! late
1961 and inflation remained over 30 percent until 1982, Curlously, when in 1982, controls on
inflows were fully lifted, they fell meaninfully and so did inflation, but an acute financial

m would be posiy@ned‘i, This view was premonitory, After mid-1980, when controls

trisis and a deep recession ensued; controls on outflows were meintained.

Capital inflows were concomitant with two major occurrences. On the one hand, they
helped finance an expenditure boom. On the other, they hampered severely the surge of the
tradable production, putling & serious question mark on the depth and timing of the trade
likeralization -completed by mid-1979- and on their own justification. It has been argued that
trade lheralizetion brought shout expanding trade deficits which had io be financed with
growing cepital inflows. Hence the lifting of controls to validate these trends. However, the
reverse canalso be argued. The opening of the capital account, messure consistent with the
oversll desire of libernlizing the economy, allowed mejor flows into the country, given the
stofe of world liquidity, which stimulated growing trade deficits by financing domestic
expenditures and through eppreciation of the domestic currency. The paper takes the last view
while prefending fo throw sore light into the relationship between trade and capitel eccount
liberslizations. This endeswor chwiously requires thet the main forces behind foreign capital
inflows  be disentsngled and that & precise relationship between flows and currency
apprecistion be precisely established,

! Dela Cundun, 1980, quoted in Flaench-Davis, 1981,
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The main characteristics and determinants of capital inflows between 1974 and 1982
are summarized in Section 2. The next section presents & simple theoretical model fo explain
the resl exhange rate, Section 4 summarizes the principal empirical results, Comments will
be made in Section § on major impacts of capital inflows while the last part of the paper
highlights lessons sugpested by the Chilean experience on the onder of liberalization.

clal market beralizatlon was assoclated with the freelng of inferest rates in
April 1975, the elimination of quantitetive credit controls in May 1976, the progressive
reduction of legal reserve requirements between March 1977 and December 1980, and the
gredual relaxation of the limits on foreign borrowing for banks which begun in June 1976 and
ended in Tuly 1982 when they almost faded out. Other measures included the divestiture of
most of the banking shares acquired by the state during the Allende’s Government, the move
lowards multipurpose financlal institutions, and the Indexation of financlal assets, while

exeraption of monetary correction from income taxation was established.

As 8 consequence, the growth of the financial eystern was spectacular, Between 1975,
when liberslization started and 1981 when it wes almost completed, outstanding loans grew in
1,630 percent, foreign finencing, in 5,888 percent, domestic financing in 1,144 pervent and M2
incressed between 1974 and 1981 of an average annual rate of 296 percent-when all expressed
&t constant 1977 prices. Time deposits reacted also strongly to the interest incentive: their
importance rose from 1.1 percent of GDP in 1974 to 7.7 percent in 1978 and to 253 percent in
1981 while real ex-post inferest rates jumped from negative fo positive values fluciuating
between 5.8 percent and 265 pervent during the same period, However, resl savings did noi
behave in such en optimistic fashion, as wes expected by Shaw and McKinnon supporiers.




4

Domestic and naticnal savings remalned below what they had been In the lale sixtles and

early seventies and did not show any correlation with the interest rate performance?,

Meanwhile, tapitel inflows remained at & modest level until 1977, accelerated uniil
1981, falling back in 1982 in & critical way. From then on, voluniary foreign lending stopped
and severe conirols over capitel inflows were reestablished ending sbruptly the episode of the
capital account liberulization, Then, the relevant overl&pPiﬁg pericd of large inflows and o
growing opening in the capital account covers from 1978 up fo 1982, Their mein charscleristics
are summarized below,

()  Asa proportion of exporis of goods (FOB), gross debt increased at an annual
average rate of sbout 50 percent during the perlod 1974-82, but less than 30 percent before
1978, and over 110 percent in 1981, the peak year. However, foreign reserves accumulated also
from 1976 until 1980 (Table 1).

(ii) Medium term inflows represented 78 percent of the fotal between 1976 end 1982
(detailed information is not available before 1976} (Table 13, This result is consistent with the
conditions imposed on cepital inflows by the governmeni in relstion fo their terms.
However, short term debt exploded late in 1980 and in 1981 despite conirols not fully lifted at
the ime.

(i) Notwithstanding the deterioration of economit conditions In the country, the
loss of creditworthiness of Chilean debtors, and the confrection in international Hquidity, the
new indbieness in 1982 was non-trivial: the gross debt increased by 1 6 billion, or 104 pem%ni
of the stock of debt by the end of 1981. However, most of the loans were made to
public enterprises with the guarantee of the government ~suppressed earlier. Authorities

hbore detniled characteristics of the seforms of the Chilean financial masket and of some of its main consequances
canbe found in Edwards and Edwards (1967), Bazandiarin (1988), Edwards (1968} and Rarnos (1968,
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were trying to buffer the forelgn exchange reserves al Central Bank, both to avold ¢ mejor run
against the peso and to mest the growing demand of reserves without sending alarm sigmfé:ﬁ:
tosconomie agents. Most loans 1o the private seclor disbursed In 1982 had been agreed

before the closing of the cepltal market.

{iv) Befors 1975 the public sector was the main domestic borrower, Afler 1977, the

flows proceeded meinly from foreign commercial banks lo domestic privete financiel

institutions until the end of 1981 (Teble 1), A msjor change occurred in the secioriel
distribution of borrowers in the debt sccurnulation: 79 percent of the nel increase in foreign

debt betwesn 1976 and 1982 (short, medium and long ferm) was non-guaranfeed -to the

privale sector and public firms alike. As s consequence, the participation of private debt in the

fofel medium end long ferm debt outstanding® rose from which was 11 percent in 1974,
reached 63 percent in 1982, This noted trend was consistent with the government's expressed
desire of privatizing the econoray, with the mpid integretion o the international private

capitel markels, and with the belanced or surplus budget pelicy. About 60 pervent of the lofal

Chilear debt was not backed by the state guerantee in late 1982,

(v}  Thesceeleration of capital inflows colncided with the alfainment of the highest

degree of trade Uherslization: a flat 10 percent tariff without NTBs to remain af that level until

1983 when the world financlal capital markel had closed its doors even fo government

guaranteed Chilean borrowers and when the tariff
balance deficit increased from USE 426 million in 197

redsed to 20 percent (Graphi}). The trade
8 to USSE 2677 million in 1981 despite the
growth of exporis af an average ennual rafe of § percent in constant prices during this period.
The sbovementioned accelerstion also coinclded with & reduction In the resl

gxchange rate of

36 pervent between 197

¥The informnation for short term fsnot o

A Theveal esxcharge xate is defimed a5 the il enchange rate deflated by the ratio of the GDF Deflstor sod sn
Extemal Inflation Indicator (de la Cundun and ﬁ;&&eﬁm 1667, Tuble A-8),
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GRAPH1
ALIZATION INDEX AND REAL EXCHANGE RATE
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Over time, different causes can describe the trends of foreign capital inflows, Only the
most sulslanding ones will be presented”, It is possible to distinguish between supply and
dernand factors, and into institutional ones, although the last can be tled efther to supplyorto
demand, Further, the scceni willbe puton private inflows since they represented the highest
shere of foreign debt scoumulation, Their demand was direcily related fo the deficit generated
In the Chilean private sector which displaced the traditional public sector s the main source

of deficit st least during the period 1979-81, period of higher sccumulation of fotal net
foreign  debitf - debt minus foreign reserves.

yeide, The priveie seclor indebtedness was etimulated after 1976 and
untl the end of 1081 by the increace in world Hq\ﬁ&iiy, the lberalization of the world finencial

54 more detailed account of each of them canbe foed in Hachette {1989}.
85ae Hachetie{1969),
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market and the relative laxity in lis banking regulatlons, the tacdt approval of the Chilean
economic program by the forelgn money centers with the concomitant Increase in
areditworthiness and the reduction in the relevant country's risks considerations, the low
Initial private debt in 1976, and last but not least, the relaxation of sgu.mﬁi&ﬁ% controls
imposed on the capital inflows by the Chilean monetary suthorities. By the end of 1981, the
situation was reversed, The world recession and the growing spprehension over the visbility
of the Chilean financial system were instrumentel in stepping the lending by private foreipn
sources fo the Chilesn private agents altogether,

O the demand side, perhaps the most imporiant deferrinant of the demand for

eredit and private foreipn inflows was related to the rapid increase in privete @xp@mﬁim,m of
the Chilean private sector after 1976 - 114 percent annusl aversge between 1976 and 1981
egainst an historical rate of only 4 percent?.  This significant change in frends could be
sttributed fo overoptimism fed both by the rapid surge in GDP, much over historical rates
and during the longest period since 1950 accompanied by the sysiematic reduction in the rale
of unemployment, the significant increase in asset prices in aniicipation to rising expecied
dividends and, during a short peried, fo falling discount mies?, and by the willingness 1o be
deceived by the optimistic views of Authorities with respect fo the significance and length of
the depressicn when it slarled in 1981 in the rest of the world, The removal of the liguidity
constreint mey also have been decisive in changing the private sector behavior, However, {t
could have been relevent only in the last part of the period enalyzed, when the constrainis on
capifal inflows were effectively removed, after 1979, Another very relevent factor was moral
hezard derived from the perception of economic agents of the willingness on the part of the
government fo bail out ell financial institutions with solvency problems. This insurance, af

TPrivate expenditures as defined haxe includes total gross vwestment Stmece public 1
the time a5 a shave of GDF, thenoted zates of growth of private expenditures aze d
8B arandiazinE.(1983),
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no cost for the banks, induced rlsk taking In the portfolio decision, slnce the premium for risk
would be chtained by the shareholders (Valdés, 1986).

(Hhey important faclors impaﬁed the demand for foreign loans as well such as the
seanty domestic credit available to the private seclor net of foreign inflows, high differentisls

between expected domestic and fm‘eign interest rales and, {o some exient the exchenge rale
palicy.

Two elements will be underlined which make the basle differences of pur explanation
with most others. First, inflows of private capital do not eppear to have been siimulated, at
least in any significant degree, by the fixed exchange rate spplied during the perlod 197982, In

fact, the direction of causality mey have been the reverse: the inflows of private capltal drove

the res] exchange rate down by lowering the relstive prices of fradables to non-tradables, Had
Chile chosen et the ime a policy of floating exchange rate, it is likely that the appreciation of
the pese would have occurred anyway, and perhaps, even to a greater degree’, Second, even if

the inflows of private debt had been influenced by thelr relative cheapening, the main factor

behind the demand for forelgn funds was a significant surge of domestic expendiiures fed by
shundant world Hquidity and combined with the presence of ol hazard.

The question is whether the large inflows chserved between 1978 and 1902 hed &
significant impact on the real exchange rate (RER) or else, if the aleo observed reduction in
RER incted capifal inflows. To disentangle this issue, we first huild o givaple theoretival
model to exploin RER followed by its empirice] counterpar. Then, we look into the direction
of causality, The model will serve a Jarger purpose to the extent that we will Jock into other

determainants of RER than capitel inflows.

for passing to the

bowzowing, This eﬁed mmh lowver in the case of an exchange zate policywith short periods of adiushnent and, nal,
m & clean-flont vegome.
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The analysis of the deferminanis of RER in Chile is based on o simple model which
eonsiders as yain independent variebles the degres of trade liberalization, the terms of trade,
the capital inflows net of reserves eccumulation, the debt service, and the gross domestic
product. It also will be based on the realistic assumption of a small open economy and
ronsequently of a price-taker. The model is essentially real with the exception derived from

the incos poration of capital inflows,

The country produces and consumes three types of goods: exporisbles (X), imporiables

(M} and non-tradables (N, exportsbles and imporisbles conform the category of tradebles (1),
Since the country is small, and by the law of one price, the domestic price of the traded goods
willbe equal fo the foreign price {with *) and the nominal exchanpe mie (e}, There willbe o
single rate of exchange. Neither tax, nor subsidies are assumed for exports; a custom duty (1) is

imposed an imporis'®, Then the domestic price of exportables and of froportsbles will be
respeciively.,

# #
DF4.  Py=P .o D2 Py=Py-eft+i)

There will be two relative prices. The real exchange rate (I} maybe expressed as:

D3 L & Pr
B )= g DA my= 5 D5 M= g
where
LS L o o
Db Pr=e-Pp . and D7 Pyp=PPf. @tP

sprenarizes alve sl netuval basriess, Transport costs ave inexistent.
‘D ﬁgm for dafiralion,




Proo M
DA, p=

& [ 2
PM‘M*&;}M'“X

Weighis (3 and X) torrespond to production of tradables.

The foreipn terms of irade (TT*} are defined as

3

Py
Dg, TT e
Py

while the domestic ones {TT), a8
&
Py

00 TT=-% then, Dit. TT=TT*. 1L
Py(i+)

where [ = ”{{;%"’IZ{ the index of liherslization.

The supply of each one of the three categerles of goods will depend on relative prices,

1) XS = X5 { Ty, Ty x > 0
e mx

.%%fm < 3
artpg

eombining .2, D4, D0 and D41, we obfain
D42 My=Ry . (TT*. Ly
which can be replaced in (1)

{1% K= XS (1), TTH, 1L}
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. D S G
WA an, ¢ 8TTF ¢ WL *

The supply of impmﬁﬁhim will be

(2} MF=M (IIx, TTY 1L}

b divis  3MS ﬁMﬁﬂzﬁ
where  on. » TTF . AL S

and, the supply of non-tradeblss

£3) ME =N {x, TT*, L)

e N AN AN
| Whee mx”8&“’3ﬁ’*“

The demand for each one of the three goods depends on relative prices and aggregate

expenditures (E)
(&) ¥dayd (., TTH LB
awd  axd  axd axd

whers E,Zﬁx « HFTF OO < 0 -ﬂéf z 0

&) B w WG (5, TT*, 1L, )

avd amd oamd amd ]
whe oL FIF 0 W 0 HEOZ

(&) Nd=Nd (1, TTILE)

. e and 0 aNd o aNd
FREE . Gn, &S 2% @ o WL = M
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The short term equithrium requires equilibrium in the non-iradsble market. The
implicit mechenism of adjustment in this market is Ppy.  Consequently the equilibrium

tondition can be suramarized by combining equations (3) and (8} and be expressed in terms of
ihe RER for exports,

@) My = g (TT", IL, E. G)

Where 5 stands for substitution effect,

Un the basis of intertemporal optimization models, it is known that the level of

private expenditures will be determined in each period by the interfemporal budget constraint
{the present value of dispossble income plus the value of financial assets in private hands)
and by interiemporal preferences in consumption (reflected in the infertemporal discount
rale). However, when quentitative restrictions (intemel or external) exist, private

expenditures will be determined only by actual dispossble income (YD) and by external eredit
swailable (CEY'!. Consequently,

Hhile exdemal aedit represents an actual constraint the dynamic of adjustment and the genesal equilibrium
comidition loose theix relsfiea importance,

® t= BODhn)

where
YBP i P ié}iﬁmﬂe oM,
& 1 private Hinancial wealth
e
'3y g E
W L w2 0

I R represents e international seserves at the Central Bank
§

(A R = {(YD-E)+(E
detines thelr change and

B ms R
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(&) g = E {Yﬁa m
aE dE
where il = 0 TE e 0

Dispestble income will be given by
) YD =YD(GDP. SD, TT* 1L, CE)

where 51 and CE stands for debt service and capital inflows respectively.

anct
ayD YD  3¥YD  avD YD . 0
WoFr I A xXE O Y mp o=
Replacing (8) and (9) in (7) and linearizing;
(10} My =g« TT*+ op+IL+ a3-GDP+ oug-5D+ as - CE

where

sepresents the change in money supply if domestic credit is inexistent, Defining the change in foreign financial
#
sssets, (AFT),

i

{C} AFT = -CE
We chtatn

# &

n)] gg = m + AF]
abstitting (A), (B, {C) in (D) e

&
(ﬁ} o= YO . F
which fogetherwith (& )means that the general equilibrium conditionwill be

@)ﬁmﬂwmmg
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dlly dlly 3E ) > o
RO b L (R A A 1
My Wz @ D > o
%= MlsYIE WD WL <

The first elements of o4 and e is the substitution effect, while the second one represents the

income effect,
) dne @B 3YD < o
%= FE " &D ° AGDP <

Where o3 represents the demand effect on non-traded goods. The sign of this coefficient
tould be ambiguous if the impact on the supply of non-tradables is considered.

¥y FE YD

%y = W WD ¢ XD 2 0
B ally iE dF Y
5= rc(xEc WD TE s 0

Using & similar procedure, we can obtain
(i) My =Py - TT*+ Pp-IL + P3-GDP + PBg -5D + P5 - CE

whers i and P are unambiguously negative, since the substitution effect will slso be

negative, and the other coefficients keep the sign of their counterpart in equation (10;
Finelly, on the basis of equations (10) and (1) and the definition of the real exchange
rate 11, the following expression can be obtained
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{12} nwyc TI¥+ y2-IL+ y3-CDP + v -SD +y5 - CE

with 3o 30 B0 w2zl wz 0

Despite the remaining ambiguity of the terms assoclated with the terms of trade and
the Index of liberalization, we expect the first one 1o be negative while the second be positive
since; it is likely that the income effect of terms of trade changes will be significative in the
short term while the income effect of trade liberalization will be significative only in the long

This section presenis evidences on the determinants of KER, The estimating equ&ﬁnn
for RER was

RER = Ay + A TT+ AgiL + Aq GDP + A5SD +A6CE + A CED76

where

RER = real exchange rate = nominal exchange rate multiplied by the ratio of USA IPM
and Chilean CPl

TT = terms of trude

L = degree of trade opening

GDP = gross domestic product

SD =  ratioofdebt service to GDP

CE = rutio of capital inflows, net of foreign reserves changes, to GDP

Dlh = dummy for period 1976-1987 for capital inflows




17

The maln results are presented in Table 2, The sources of data used are Indicated In the
feotnote 1o thai table. It should be noted that for empirical purposes, RER is not directly
raessured by a ratio of prices of tradables and non-tradsbles but by & proxy consisting in the
ratic of USA IPM to the Chilean CPL

The empirical fest of our simple model through ordinery least squares gives good

results. The coafficientes oppear with their expecied signs and are all significant with the
exceplion of capitel inflows for the period 1961-1975, althrough its T-Statistic indicates low
significance. Terras of trade have an inverse impact on KER, an indicstion of “Duteh
disease*related fo copper. The coefficient is significant at 5 percent level, This result is
consistent with our hypothesis related to the presminence of income effects (in the short run)
over substitution effects and it is particularly inferesting for it indicates that external shocks
may be quite relevant fo explain the erratic behavior of the Chilesn econorny, particularly
after 1973, As expected, the degree of openess of the economy, as messured by the relative
importance of traded goods inte GDP, is directly related to RER. This result is also consistent
with our stated hypothesis that changes in the degree of openess has greater substitution than
income effects in the short term, and relatively high substitution may exist between
importables snd non-tradsbles, as found by Sjassted (1981} in the case of Chile.

Capitel inflows do seem to profert an ambiguous result: the sign is positive for the
period prior 1976 and negative, as expected, sfter 1976. However, the first hes low
significance while the second one is highly significant, and the value of the parameter for
that later period is twice lts value prior 1976, Why this behavior and this change in trend? In
the first place, it should be recalled (Section 1) that capitsl inflows were relstively low and
toncenirated on the public sector up to 1974 while the oppostte occurred after 1976, In the
second place, there was a significant change in the composition of public expenditures as the
share of public investrent, with usually high tradable component, was reduced within total
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HANGE RATE, 19611987

R-Squared 0921722

Adjusted R-Squared 0898239

Dharbin-Walsen 22217

Mumber of Ohservations 2

F-Statistic (6,20 39.2502
Werlable Estimated Coefficients T-Statistics
Constant 8416993 56278048
Terms of trade -0.1716447 -2 139960
Uegres of openess 1442231 4334514
Capital inflows 2039917 1875091
Capital inflows: period 1976-87  -415.3770 -3-201284
Diebt service H15.7895 4.966647
Gross domestic product -{1.8201805 E-04 -4 403451
Sources and definitions
Real exchange rate de la Cuadrs and Hachette, 1987

Terms of Trade

mw af &pamm

Central Bank of Chile, Boletin Mensual

de la Cuadrs and Hachette, 1987,

Central Bank of Chile, Cuentas Nacionales
de la Cuadre and Hechetts, 1987,

Central Bank of Chile,

{Escports {(LIS4 current) + Imports (US$ Current)) x Norninal Exchange Rate

Capitsl inflows
Dishi service

Gross domestic pm&imi :

public expanditures after 1674,

GDOP {cuxsant $)
Central Bank of Chile, Deuds Externs, 1987 this varisble,
obtained in USE, was trensformed in § and then related to
current GDP,
Central Bank of Chile, Deuds Exierna, 1987,
The same method as for the previous one was used for this
varisble.
Cenival Bank of Chile. Cueniss Nacionales and Boletin
Mensual,
This verishle wes expressed in constant 1977 §

ﬂ@maqumﬁy, public expenditures were more concentrated on

nern-iradsbles in the lagt decade. A variant of this argument may be presented as followed,
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The decade of the late seventies and early eighties has shown a lower investment ratlo that
the previous period covered here, and it s realistic to assume, although we cannot show any
definite evidence 1o that respect, that investment is relatively less intensive in non-tradables
thar in tradebles, This would imply that expenditures, financed by capital inflows for ex,
would pressure the price of non-tradshles relatively more now than before 1976, In the third
place the capiial market, repressed before 1976, was quickly lberslized afber that dafe,
Although, it may be difficult o find a distinet relationship betwesn this phenomenon and
RER, glven the large number of cross-effects on demand and production of different categories
of good, we should point out, that its liberalization may have clearly favored non-tradables
(coramerce and services in particular) for which there was hardly any credit at all prior to
1970, 2 peried of controlled and sectorislized credit.

The debt service has had a direct and significant impact on RER, Its parameter is
significetive af & 1 percent level. The direction of the impact resulis, s postulated in the
medel, from the reduction in expenditures caused by the increasing debt service in the
soventies and eighties end consequently, the reduction in demaend for non-tradsbles. Finally,
the gross domestic product presents 8 negative sign but with low significance, hoth resulting
ofsxpected contradictory effects of this variable which can affect both demand and supply of

non-tradables. Here, appsrently the demand related impact dominantes,

Orne of the anthars, In an attempt at &xplaining the hehavior and determinanis of the

frade halancs, has found support for the inverse relation between capital inflows and RER

{Cabrers, 1088), Using a more general and larger model than ours, he derives siy reduced form

equations which he proceeds te estimate simulta.nesm:ﬁy for the exchange rate, the current

acrount, the foreign exchange pap, the fiscal deficit, public expenditures in non-tradables and

the degree of trade apening by using three stages least squares. The squation estimated for

RER during the period 1952 -1982 is
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The estimated coeficients reveal the existence of a significant inverse impact on RER of
disposable Income and terms of trade. It should be noted that the varlsble terms of trade is
preceded by two coeficients : the first one represents the net impact of disposable income over
RER while the second represents the effect of terms of trade over dispossble income. As
expected, and confirming the results of our model , capital inflows did have & significant
inverse relationship with RER both through lifting liquidity constraints -then stimulating

consumption- and through reducing the domestic interest rate and then incentivating
investment. Since the author does not distinguish between the period from 1976 on with the
rest of years coverd since 1952, it is impossible to infer the existence of a significant difference
of effects of capital inflows across periods, The impact of liberalization on RER is positive and
highly significant as in our model, result which is consistent with the presence of s higher
substtution effect in the short term than an income effect of that varishle. The positive and

significant coefficlent obtein for the rate of change in the nominal exchange raie con be
atiributed to the contractive impact of devaluations on aggregate expenditures, The negative
Impact obtained for the rate of inflation is derived from the Indization of wages while the
posliive effect of the inflation tax came through its inverse relationship with private
expenditures , Finally, since fiscal deficits may have different impacts on RER according their
financing composition and collateral policles such as price controls; this is reflected in the
ambiguous sigh cblelned while dummies , with one exception, werenon-significant. On the
whole, the results obtained for a slightly different period, with a totally different model than
aurs, are fairly consistent with the hypothesis that capitsl inflows and RER were clearly
inversely related during the period of financial market liberalization.

The opening of the capital market produced several impacts: on the financial indushy,
on the inferest mate, on the structure and level of foreign indebtedness and on the relevant
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debtservice, on the composition of firm lishilities and thers finencial visbility, etc, However,
its main impact may have been on the level of domestic expenditures, on the trade balance,
en the real exchange refe and, through it, on the structure of production, the level of
eraployment and the composition of demeand of foreign trade. The objective of this paper is
nof {o analyze all these issues, but to look into possible relstionships between capitel and trade
liberalizations. This relationship has been postulated in the previous sections fo be through
the impact of capital inflows on RER. The issue will be pursued in the first part of this section,
followed by & brief description of the most likely impacts of the capital account lberalization,

The repid inflows of private capitel financed growing trade deficiis, and this would
have occurred independently of the domestic composition of production end of trade
liberalization efforts. In fact, if the country had produced only tradables af international prices,
the trade deficit would have occurred, even without changes in relative prices - & pure
incorne effert1?, To aveid inflationary pressures, authorities may be even willing to liberalize
the trade sccount, Then, one way or the other, capital inflows could be the cause of & trade
deficitld, not the consequence. So, the question of & possible relationship between the two
openings cennot be anelyzed by merely observing the trade balance performance. The
hypothesis is that e relation may exist between both through the impact of the capital
Hberalization on domestic relstive prices which could then influence both timing,

tonsequences of trade libereization, and the proper %queming of both Uberslizations.

121 coosm this paint to Fernando Ossa. The case of Uruguay uould probablybe & good example of this hypothesis.
1301 course, one altera tive would be that capital infloves finance capital outflows as in Argenting during the same
period; then, the impact on trade balance vould ba lessaned.
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Foreign capltal inflows were instrumentsl in lowering the real exchange rste. The
mechanism, described ebove, was & private sector deficdt  Induced by optimistic
expectationswith respect to future wealth and Income transformed info & demand for foreign

eredit, As the deficlt was increasing, so was the rale of capital inflows, pari passu with the

gradual opening of the financial market., Of course, &ll this occwrred in én environment of
Increasing world liquidity, an imporiant ingredient not analyzed here. As these inflows
financed domestic expenditures on non-tradables (on top of Imports), with a fixed norninal

TABLE 3: SOME INDICATORS FOR THE FERIOD 1979-82

Real Tradsbles  Tiadables Employ- Exports
Exchange  Non-Trada-  Wages ment (2ate {rateof
bles of growth} grovth)
Total Tradshles
1 ) @ @ () (&)

1979 1008 23 -14 v -2 6.8

It

1950 90.9 35 1.8 0.2 154 148

15

v
1681 813

I

I

i

v
1962 85,1 i Ry 857
i 0640 0542

51 0.5 58 413 ~15.7

-121 128 154 -14.7 4.

i 0886 0.755
v 180 0563

Hete:  Thereal enchange rate is equal fo thenominal rate deflated by the GDP deflator and multiplied by the
wholessle price index of the US,
Source:  De la Cuadea and Hachetie (1967),
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exchange rate between 1979 and 1982, their prices rose, and the real exchange rate fell, Al Jesst
for institutions] reasons, wages suffered from downwend inflexibility (Table 3) at the time, so
the adjustment could not come through a reduction of prices of non-tradables4, It should be
underlined here that this change in relative prices would have ocourred anyway with flexible
exchange rates. It is even likely that in this context, the changes would have been perhaps
quickier but also more pronounced.

Our empirical results suggest that capital inflows and RER are inversely correlated. But,
what is the direction of causality? Evidence on this issue is given by Morande {1986}, The
author confronts two competing hypothesis: one claiming thet causslity went from the reel
excharge rule (affected by the nominal exchange policy) to the capital inflows, and the second,
the other way around. His empirical work supports the second hypothesis, which has heen
sustained all along this paper. Although his fest is not fully conclusive, it fits slso with *the
inapressions of policy-makers at the time". Edwards 'test of the second hypothesis reaches the
seme resulls (Edwards, 1988). As the peso was appreciating, production and employment in
tradables decreased, imports were further stimulated, and even the rate of growith of GDP was
hindered. The rise in expenditures was growingly spent on tradsbles. But the sbove would
hewe happened enywey, independently of the exchange rate yegime. In fact, with a simple
experiment, he reaches the conclusion that capitsl inflows would produce an sccumulated
real overvaluation exceeding 20 percent sfter three years. And the same author has sugpested
elsewhere (1984) thel, if floaling, the equilibrium exchange rate would have fluctuated
between £25 and $27-while the fived one was $39. Harberger (1982} has elso estimated that
tapital inflows could explain e real appreciation of the peso of up to 25 percent between 1979
and 1981, The fixed exchange rafe was & mere cirrumstance which played only s secondary mle

in the destribed developments but which nevertheless hos confused issues and conclusions.

4 Themagnitode of the adjustment requized would have been such that it could not depend enly on the reduction of
mgtﬁ@
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However, the fixity of the nominal exchange rate became cruclal when, In 1982, capitel flows

came tumbling dowm,

Some have argued that the fixed exchange rate wes the rousin factor behind the inflows
(Dombusch, 1986, Corbo,1988, Firench-Davis, 1984, and Ramos, 1988}, Countersrguments have
been presented here. They do not deny some feedback of the exchange rafe policy chosen et the
time because of the exchange risk reduction it implied. Howewer, it has been shown that this
factor was far from being the only relevant factor for most of the period cbsexved. Moral
hazerd was most probsbly the leading factorbehind risk-taking (one of the determinants of the
inflows) between late 1980 and 1982, Morsl hezard reduced the importance of the fixity of the
nerainal exchange rate in this endeavor., Consequenily, in its presence, even a flexible
exchenge rate would not heve made much of an inrcad in the significance of the private

%amign inflows at that time,

Capital inflows had many impacts among which the most oufstanding were 13 (Table 3

) A trede surplus of 187 percent of Imports In 1976-1977 shifted to o growing
deficit of 11.0 percent and 28.1 percent of imports in 1978-1979 and 1980-1981 respectively. This
trend was the chvious consequence of the rapid growth of imgwri& and reduction of exporis.
From 23 percent of GDP in the perlod 1974-1979, imports jumped to 31.9 percent in 1960-1981,
The relation between the real exchange rete and exports and imports behavior is validated
empiricallyby Csbrers (1988) and Desormeauy and Brave (1986),

(if}  As expected, the shere of tradables inte CDF diminished by more than 3
percentage poinis in {980-81 es compared to 1976-1977,

DFormore details, see de In Cundea and Hachette (1987,
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{tfy The growth of employment In tradsbles almost stopped during the perled of
high caplial inflows and felling real exchange rste while the most lmportant loss In
menufachuring employment occurred concomitantly . However, this is the period of highest
increases in real wages ~ 90 percent, af constant prices, between 1579 and 1981, Combining
this irend with the chserved reduction in the relative prices of fmported capital goods, one
finds & good explanstion for the reduction in the total employment in manufactures. The
presumption is confirmed by the resulls showing a dominant substitution effect over a scale
effect, both working in the same direction for the Industry as & whole. On the other hand, the
availshility of credit to troubled firms, financed through capltsl inflows, postponed required
sdjusiments and higher unemployment. In fact, the plentiness of ﬁmnéing may have
encouraged new investments, but It also stimulated overborrowing to aveld major

adjustments and likely bankruptey,

{iif)  Industrial production was reduced in the period 1980-81 due to s significant
price effect, essentially derived from the reduction in the real exchange rate. This negetive
inapact could notbe explained by teriff reduction since, af thed time, tariffs remained constant
st e Jevel of 10 percent. The positive dynamic effects of trade liberalization were not sufficient
to compensate for the negative pressures on production steraming from apprecietion of the
currency or resl wages increases. The price effect was very significant in all manufachuring

sub-sectors bul three {food preducts, beverages and tobaceo);

(be)  The mie of growih of agricultural exports which had been positive and
extremely hiph between 1975 and 1979, was reduced durlng 1980-81;

fw}  The most noterious change in the composition of trade is the significant hike
in the share of consumption geods into totel imports —~ from 144 percent in the period 1974-79

81

to 27.2 pereent in 19 . This trend is consistent with (o} the critical growih in expenditures

combined with large increases in employment and real wages (income effect), (¢} the reduction

s
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In the reletive prices of imporied goods (price effect) (d) an adjusiment 1o a significant stock
disequilfbrium in durebles existing when trade lberallzation started In 1974, accornpanied by
the lifing In the liquidity constrainis during the financial liberalization, particularly when the
opening to the foreign capital market accelersted after 1978 16, Then, although the reduction
Inthe cost of Imports may have had an influence on thelr rapid Incresse, it Is far from belng

the only relevant factor and even on being the main one to explain the trend.

{vil) Cepitel inflows reduced the inflationary impact of continuous devsluations by
supporting the nominal exchengs rate fixity between 1679 end 1982, However, by financing
repidly increasing expenditures, they fueled the rise of non-tradsble prices at o rate over 30
percent per year up to 1982, despite increasing fiscal eurplus ot the time. The inflation rate fell
to infernatioral levels only when, in 1982, the reduction in domestic expenditures coincided
with & significant reduction in capitel inflows, particularly sfter June of that year.

Trade was liberalized before the capital eccount. Trade liberalization reached its peek in
june 1979 while the copita] sccount became semi-opened by 1979 and was fully opensd-on the
inflows side- onlyby June 1982, Was it an adequate sequencing?!?, The adequacy will depend

on considerniions of costs and benefits . To the exfent that the sequencing does not generate

exiernalities or distorsions and thet factors are perfectly mobile, any order of Uberalization is
proper, This chviously was not the case. Within the framework of this paper, with & majer
pravcupation for trade lberslization in the background, adequacy could be defined in relation
to the success of trade liberalization, The sequencing could be considered as edequate if, at

least, if allowed trade libsmlization to be successful, thai is if resources could move in &

18 This hike, concentrated in durables, hasbeenjustified elsevhere, See Dorbusch, 1935,
1T o1 theoretical srguments, see Edwnrds {1984),
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eoherent way with comparative advantages, if exports -particularly, non-iraditional- could be
stimulated, end finally, If trade lberalization was not reverted, Glven these criterla, the order
of lberelization was adequate, at least on the surface. However, the Chilean experlence

suggests additional comments related to pros and cons to open the capital market first,

The reverse sequencing could have been suifeble. A successful trade liheralization
requirsd that resources be reallocated to sectors whith gresler comperative advanteges which
would be the consequence of changes in relative prices, However, the new relative prices
should be relatively siable to stimulate investment in the relevant sectors and to avaid costly
allocation reversals, These relative incentives would have to be, in the medium and long
term, those of the steady state which implied “equilibriura or normal® capital inflows.,
Equilibrium in the good market consistent with it would then occur at & lower real exchange
rate than in the absence of capitel inflows. But, this factor should be taken as given for irade
liberalization purposes. On this basis, the capifal sccount should then be liberslized first. The

question of the impact of sbnormel inflows on the proper sequencing will be discussed below,

& suecessful trade lberalization required also high resource mobility to lessen the costs
ofadjustment and to reduce the probabiity of reversal. The improvement in the working of
factor merkels became consequently a major endeavor In the process of Uberelization of the
economy. The liheralization of the capital merket, of which the opening of the capital account
fs an important ingredlent, would then be a pre-condltion for & smoother trade opening. The
taplie] market was particularly repressed in 1974 and had never undergone any substantive
development before thal date. It then required critical changes before being able to support
efficiently a significant resource reallocation. On this secount, and despite the relatively higher

speed of adjustment of capital markets than the good markets, liberalization of the capitsl
secount should have come first. In practice, the only way to do it would have been to increase

the opening speed. However, for reasons presented in Section I, the forelgn capifal market
was de facto tlosed to Chilean borrowers up to 1977, Consequently, the enly fmpact of &




change of speed could have been higher Inflows than otherwlse only In 1975-1979, This trend
would have accelerated the reduction of RER which had alresdy staried in 1977, But to the
extent that Inflows had been, in this scenario, long run equilibrium ones, the timing of these

thanges in relative prices could have been adequate for purposes of efficlent long run resource
realloration.

On the other hand, and as & consequence of the severe recession suffered by Chile in
1975 without eny possibility to buffer serious losses in exports with foreign inflows as a
tonsequence of the low creditworthiness of the country, RER overshooted snd could certainly
not remained at the high level reached by early 1976 even with & closed capitel account,
Consequently, & more rapid opening of this account could have only accelersied the retuming
of RER fo more sisble and long run equilibrium levels without sny necessary negative impact
on resource allocstion. Then, again, the presence of overshooting of RER could have been

another arpument in favor of opening the capital account sooner than later,

The main srgument to reverse the sequence of Hberallzation efforts, thet Is trade
epening first, could be related, ai least within the context of the Chilean econemy, to the need
of export development and diversification, maln feature of & successful trade Ubsralization, as
defined here. 1t appears that exporis required & special hoost glven the traditlon of a closed
economy end of the high export concentration on one product (copper). The infant industry
srgument could be used to justified such a boost, slthough it could have come through
different kinds of incentives - administrative, subsidies, legal and marketing support,
sppropricte institutions, related infrastructure, credit availabliity, etc. But, most of them
required time fo be prepared and to become effective. Then, an undervalved domestic
currency was in principle, and in practice more efficient as it had an inmediste stimulating

fmpact while giving me to prepare alternative or complementary measures

than otherwise. Then the relatively dosed capltal sccount until 1976-1979 gave a weltome
push to exporls and to their diversification, When the opening of the capital account staried
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making inroads ori RER , the desirable alternative and complementary messures became
aveilable: low tariffs reducing substantially the Implicit tax on imports exlsting previously,
epening of several markets (geographical and for new products), greater availability of export
eredif. So, on fhis account, liberalizing trade in first place wes appropriate,

There are no doubt left with respect to several negative impects that messive capital
inflows hed in 1980 and 1981 (see shove), Were there reversals in resource sllosetion? We do
not have any direct evidence with the exception of the increase in the ratio of non-tredables fo
GDF. However, it is likely that investment in tradables was lower than otherwise, Dispersed
evidence sugpests thet & large share of foreipn resources went to finance construction. The
growing indebleness of industrial concerns between 1980 and 1982 is also consistent -although
not conclusive- with the existence of pressures fowards reversals. But were capital inflows in
1960 and 1981 normaels? If sbnormels, wes this imporiani for the proper sequencing of
liberalization?

Iri the sbsence of a proper estimate of optimal caplial borrewing, one doubt can put

forward, It is difficult to belleve that & sudden change In inflows resuliing In s signdficant leap

of the natlo of external savings to domestic Investrnent from an annual average below 20

sreent over two decades to 33.8 pexcent and 639 percent in 1980 snd 1981 respectively be one
of equilibriurn or even of adjustment to & new equilibrium level of inflows. Inflows were
st probably over “normal” levels during thai peried. Further, they would have created
resource resllocation independenily of thelr fiming, If oceurring before trade liberslization,
they would heve accelerated the reduction of sectors which would have been negatively
frnpacted by trade liberalization; but, so would have ocrurred with exports and some Inmport
substitiutes which would have gained with trade liberslzation, If cceurring afier, the sbnormal
inflows would have produced & symmetrical phenomenom by hindering those sectors which
would have gained with trade liberalization. In which tase costs would have been higher, is
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anybody’s guess. So, abnormal flows do not seem to offer any Interesting lght to support one
order of liberalization or another,

ﬁmciueiing it should be noted that the &n&lwis and conclusions are blurred by the
abmmm}ity of the situation both in Chile and in the world markets at the time of rade and

copilal account lberslizetions. Abnormality in Chile due o the umxpscmﬁ beheawior of

appregate expenditures between 1977 and 1981 which eodneid

ed with & singular world lquidity,
In normel conditions, it is likely that the actual degree and speed of opening of the capital
account would not have mede much impact on the trede liberslization efforts even if opened
after the trade sccount. In the actual circumstances, the order resulied edequale while the
speed of opening of the capital market should have been slower and its degree lower es it
dlearly overshooted over ifs steady state flow, of least in 1980 and particularly in 1981, Finally,
the tonfext of the Chilean experience may suggest the! the question of the propar sequencing
mey be & spurious one given the politicel restriction, Time to make structural changes may be
s0 limited that both efforts of liberalization should be carried out simultanecusly, We have

shown, in our context that, in the ehsence of abnormal flows, it could have been & desirable
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