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i. CHLILE - 1982 ARTICLE IV CONSULTATION; STAND~BY ARRANGEMENT:
AND PURCHASE TRANSACTION —~ COMPENSATORY FINANCING FACILITY

The Executive Directors considered the staff report for the 1982
Article IV consultation with Chile, together with a request for a two-year
stand-by arrangenent equivalent to SDR 500 million (ERS/82/227, 12/13/82;
Cor. 1, 1/5/83; and Sup. 1, 1/7/83), and a request by Chile for a purchase
under the compensatory financing facility equivalent to SDR 295 million
(EBS/82/228, 12/13/82; and Sup. 1, 1/7/83). They also had before them a
report on recent economic developments in Chile (SM/82/160, 8/15/82; and
Sup. 1, 12/13/82).

The staff representative from the Western Hemisphere Department made
the following statement:

The staff has Jjust teceived the following information on recent
developments.

A summary of the Central Bank accounts for January 6, 1983
is given in Table 1 (Annex I)., Tt indicates that the aet domestic
assets of the Central Bank are well below the ceiling applicable
for the January l1-March 31, 1983 period and that the sum of
the net international reserves and the deposits related to
balance of payments loan disbursements exceeds the target
programed for March 31, 1983 by US$202 million.

The net official international reserve loss during 19382
was US$1,392 million and the balance of payments support loan
disbursements totaled US$138 million. This compares with a
projected reserve loss of US$Ll,100 million and balance of
payments support loan disbursements of US$550 million. As the
program allows for a larger net international reserve loss when
balance of payments loan disbursements fall short of the expected
level, the outcome for 1982 was within the expected limits.

The rate of inflarion measured by the changes in the con-
sumer price index was 20.8 per cent during 1982, compared with
an estimate of 19.6 per ceant. Table 2 {Annex II) provides the
profile of the monthly rate of inflation during 1930-82. The
decline in the rate of inflation in November and December appears
consistent with the rare of [nflation in 1983 of 25 per cent
projected in the program.

The unemployment rate in the Greater Santiago Area, which
had teached as high a level as 24.6 per cent in the Seprember-
November 1982 period, declined to 21.9 per cent in the October-—
December 1982 period.

Nominal interest rvates on shert-term deposits and lending
operaticns in the last quarter of 1982 have increased. 1In
December 1982, the monthly nominal short—-term lending rate was
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5.5 per cent, compared with 4.3 per cent in September. At the
same time the average short-term deposit rate rose to 4.6 per
cent from 3.6 per cent in September. The rise in real terms
has been more pronounced, as deposit rates in December 1982
were 4.2 per cent and 3.3 per cent, respectively, compared
with zero and -0.7 per cent in September 1982,

Mr. Erb asked whether the staff had figures for the growth of the
economy, and of imports, on a fourth—quarter—to-fourth—quarter basis.

The staff representative from the Western Hemisphere Depattment
teplied that real economic growth from the fourth quarter of 1982 to the
fourth quarter of 1983 would probably be well above the projected growth
of 4 per cent for the year as a whole. There would probably be a small
decline in imports on the same basis.

Mr. Donoso made the following stztement:

I wish to thank the staff for the excelleat set of papers
on the 1982 Article IV consultation with Chile and on Chile's
request for resources under the staand-by arrangement and the
compensatory financing facility.

After decades of slow growth and sporadic financial diffi-
culties, the Chilean economy faced a major crisis in the first
half of the 1970s. Enormous fiscal deficits financed with
central bank credit, coupled with unrealistic exchange rates
and generalized price controls, led to a drop in output, hyper-
inflation, and the exhaustion of official net international
reserves.

The o1l crisis of the year 1974 and the resulting deterio-—
ration in Chilean terms of trade worsened the situation. The
authorities faced the situation by embarking en a stabilization
effort in the context of a complete program of structural reforus.

The aim of that program was to accelerate the rate of growth
through opening the economy to ilnternational trade and competi-
tion; :transferring productive activities from the public sector
ro the private gector; strengthening and enlarging the scope of
private property; and generally freeing prices and eliminating
economic distortions so as to improve resource allocation. Con—
trolled prices and the rate of interest were fread. The average
tarift on imports, which was 105 per cent in 1974, was reduced
to 44 per cent in 1975, 33 per cent in 1976, 20 per cent in 1977,
14 per cent in 1978, 10.9 per cent in 1979, and 10.1 per cent
in 1980. l/ All nontariff restrictions were eliminated.

1/ The only imports to which a tariff above 10 per cent is
applied are automobiles above 350 cc. Lately, there have been
increases in tariffs applied to specific iwmports where dumping
has been ascertained. These tariffs are temporary.
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Fiscai expenditure decreased 27 per cent in real terms
between 1973 and 1980, The fiscal deficit, which amounted to
55 per cent of the total fiscal expenditures in 1973, was reduced
and then transformed into z surpius in 1976-80. Approximately
400 enterprises under state control were trausferred to the
private sector. The remaining state enterprises eliminated their
losses and generated an operational surplus of around USS$500 mil-

lion in 1980.

Fiscal experditure in social areas and programs Increased
their share from 30 per cent of total fiscal expenditure in
1973 to wore than 50 per cent in 1980, This implied an absolute
increase in fiscal expenditure for social purposes. Numerous
other reforms were also implemented during this period. Among
them we could mention tax reforms (elimination of special treat-

ments and
tax), and

tax exemptions, and the introduction of a value—added
rthe social securlty reforms. (introduction of a system

of compulsory savings out of wages that are capitalized in
individual accounts managed by specialized private entities).
There have also been reforms in the public healtnh system, in
the educational system, as well as in most productive sectors,
always aiming at {ncreasing the participation of the private
sector and improving resource allocation.

The performance of the Chilean economy Iimproved strongly

under the

program. The rate of inflation declined from nmore

than 500 per cent in 1973 to 31 per cent in 1980. Afrer a

reduction

in 1975, GDP grew at the rate of 4.1 per cent in 1976

and from then on at an average annual rate of 8 per cent until
1980. The annual rate of growth of employment during 1976-80

was about

rate of 1.

3.4 per cent, which compares favorably with the annual
9 per cent during the decade of the 1960s.

At the same time, there were positive results from policies
implemented to reduce poverty. The rate of infant mortality
was reduced from 79 per 1,000 children born alive in 1973 to 39

per 1,000
were alsc

As a
by a real
increased
to $1,240
to 75 per

children born alive in 1980. Impressive advances
achieved 1n educatiown and nutrition.

result of the reduction in import variffs, accompanied
depreciation of the peso, nontraditional exports

from less than USS$200 million per year during 1970-~74
million in 1980. E=xports of copper, which amounted
cent of total exports in 1970-74, declined in relative

terms Lo 50 per cent of exports in 1979-80. The important

remaining

oroblem in 1980 was the rate of unemployment, still

at a level of 11.8 per cent, though .+eadily falling.

After 1976, the deficit in the current account of thz balance
of payments grew from 4 per cent of GDP in 1977 tn 7.1 per
cent of GNP in 1980, reflectiny the insufficiency of domestic
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savings to finance growing favestment. There were no problems

in obtaining the foreign resources, and, given the monetary

policy being applied, the financing of the deficits occurred at

the same time as a systematlc {increase in international reserves.
" The increase in extcrnal debt was almost all private debt,

In mid-1979, when all potential pressures for credit expan-
sion arising from the public sector deficits had been eliminated,
a rate of exchange of Ch$39=USS]l was established.

The U.5. dollar began to apreciate vis—-a~vis other major
currencies in the last quarter of 1980. 1In addition, there was
a reduction of the nominal prices of an important number of
Chilean exports. The average reduction in nominal prices in
U.8. dollars of goods amounting to 50 per cent of Chilean exports
was 15 per cent during 1981l. Prices of imports did not change
during the period, so that the economy faced a deterioration in
its terms of trade. To the loss of income resulting from the
deterioration in terms of trade was added the increase Iln inter-
national rates of interest to be applied to the service of the
external debt.

Because the peso is fixed to the U.S. dollar, the appreciation
of the dollar involved an appreciation of the peso with respect
to the currencies of Chile's major trading partners or a reduc-
tion in the price of tradeables as measured in Chilean pesos.
To this deflationary pressure was added the decrease in the
nominal prices of exportables already mentioned. During 1981,
the reduction in the price of tradeables led to a reduction in
the wholesale price index of -3.9 per cent.

A widespread system of wage indexation existed. The minimum
increase in wages that a firm engaged in collective barga’ning
could of fer was one that would bring real wages to the same
level agreed upon at the past bargaining session. Goverament
employees and nonunionized workers received wage Increases
gquivalent to inflation -ince the last adjustment, whenever the
increase in prices accumulated to a certain pre-established figuve.

This system prevented the reduction in the prices of non-
tradable goods from occurring with the required rapidicy. The
increase in consumer prices during 1981 was still at the rate
of 9.1 per cent. Wages increased in real terms, and the relative
price of tradeables deteriorated during the year.

Because of the increase in the international rate of inter-
est, and probably because of a perceived risk of devaluation,
the domestic rate of interest rose in the last months of 1980
and during 1981 to about 25-30 per cent a year in real terms,
having been about 5 per cent a year in real terms in 1979 and
1580.
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During 1979-80, an appreciable spread between interest rates
paid on foreign borrowing and intevrest rates paid to national
depositors in the financial system existed. This spread did not
show up in the form of high real domestic interest rates because
the internal vate of inflation had been higher than the inter-
national one. However, when the appreciation of the dollar
brought down the internal rate of inflation, the wmaintenance of
the spread impiied high real domestic interest rates.

The deterioration in the terms of trade and the increase in
the external rate of interest depressed national income. The
decrease in the price of tradeables, the increase in real wages
and, the increase in the real internal rate of interest slowed
down the iancrease in production. By tl.e end of 1981, production
had stopped growing and started falling during 1982.

Aggrerate demand still remained high and was financed with
external resources in 1981, but fell in 1982. Thus, after an
increase in the current account deficit to 14 per cent of GDP
. in 1981, the reductiom in demand during 1982 almost halved the
lavel of imports, while GDP decreased about 13 per cent. The
rate of unemployment rose above 20 per ceant. “The reduction in
income and imports decreased government revenues, bringiag
about a fiscal deficlit in 1982 for the first time in years.

Measures were taken to facilitate the economic recovery
during the period May-July 1982. All future wage indexation was
abolished in relation to both private and public employment.

The wage floor in collective bargaining was reduced to the

level existing in July 1979. These measures were expected Lo
facilitate any necessary real wages adjustment and to change
conditions so as to make it possible to have a devaluation without
offsetting price increases. Restrictioms on capital flows were
virtually eliminated., Limits on the terms of export prefinancing
and impotrt credits were relaxed. A uniform 5 par cent reserve
requirement on foreign borrowing was established in place of
reserve requirements trat varled according to the maturity of

the loan.

Banks were allowed to relend their foreign borrowlngs in
pesos. These measures were expected to facillitate arbitrage by
the financial institutions and reduce the rate of interest.

The peso was devaluad on June 13 to restore competritiveness
to the Chilean economy. On Septewber 2% the peso was fix=d at
the rate of Ch$66 = USS1 adjustable daily on the basis of infla-
tion in the previous month minus 1 per cent a month. To deal
with the cmerging fiscal deficlt, a number of measures were
taken in the first half of 1982. In June 1982, the salaries of
higher paid employees of the public sector were cut by 10O per
cent in addition to the elimination of the automatic adjustment.
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Taxes on tobacco products were raised., The programed declins
in tarlffs on iwmports of highly priced automobiles was halted.
Incentives to settle overdue fax liabilities were introduced.

These measures eliminated the rigidities making adjustment
in the economy difficult. All of them were coasistent with the
basic ecnnomic strategy of the Chilean Government, i.e., to
prowote adjustment and growth by relying on market forces and
price incentives to guide resource allecation.

As can be seen in EBS/82/227, page 31, Table 8, the Chilean
economy has gone through a tremendous adjustment during 1982.
The deficit on the goods and nonfactor services account was
reduced from 9.9 per cent of GDP in 1981 to 1.4 per cent of GDP
in 1982. At the same time, GDP fell 12.8 per cent in real terms
during 1982. Combining these figures, we can estimate the reduc-—
tion in real domestic expenditures during 1982 to have been
around 20 per cent in real terms. Thus, no additional reductioans
in real dowmestic expenditure are needed to get to a surplus in
the goods and nonfactor services account of 2.8 per cent of GDP
In 2983, as contemplated in the program, if GDP grows & per cent
in real terms.

The new exchange rate system should lead to an average real
exchange rate during 1983 at least 30 per cent higher thaun the
average real exchange rate during 1982. The reduction in real
wages and the higher real exchange rate should make possible
the targeted ilncrease in GDP for 1983 and the improvement in
the trade account.

To keep demand under control, the program contemplates a
limit on the net indebtedness of the nonfinancial public sector.
This limit is consistent with the planned overall deficit of
the public sector of 1.7 per cent of GDP for 1983.

The overall deficit of the public sector during 1982 amounted
to 4 per cent of GDP. To reduce this deficit to the targeted
level »f 1.7 per cent of GDP in 1983, and given an expected
reduction ia general government vrevegues in 1983, the authorities
plan to make reductions in current expendirures of the general
Government amounting to 7.l per cent of GDP and to bring about
an increase in the gurplus of public enterprises through adjust-
ments in tariffs on goods and services provided by those enter—
prises.

The monetary program for 1983 assumes a rate of inflation
of 25 per cent, an increase of 4 per cent in real wmoney and
quasi-money holdings, and US$485 million of losses iu lnierna-
tional reserves for the year. The programed increase of 40 per
cent in the net domestic assets of the financial system consis-~
tent with those assumptions, will be totally channeled as credit
to the private sector, as no domestic credit to the public
sector is planned.
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A current account deficit will remaiun during 1983 and 1984,
amountiang to 7.2 per cent of GDP and 4.7 per cent of GDP, respec~
tively. The authorities are confident that foreign financing
will be available in the reguired amounts. Should the expected
availability of foreign financing or any of the assunptions
underlying the program not be realized, the authorities stand
readv tou apply the necessary corrective measures, lucluding the
tightening of credit conditions.

The reduction of import duties to a uniform 10 per cent
level is a clear iundicator of my authorities' strong commitment
to an open economy. They have wmalntained this feature of their
pclicies during 1981 and 1982 in spite of the obvious pressures
to raise the level of protection. They see the progress of the
Chilean economy as strougly related to the maintenance of dutles
at this low level, to the freedom to mobilize capital, and to
the absence of restrictions on payments and transfers for current
international traasactions. o '

For important reasons, the authorities have established
limitations on the sale of foreign exchange for invisibles, and
a preferential exchange rate applying to the servicing of eaxter-
nal debts contracted before August 6, 1982 on a temporary basis.
They plan to eliminate these measures before the end of 1983,
ag contemplated in the program.

Mr. Kafka commented that he stroagly supported both the request for
a stand-by arrangement and the use of the compensatory financing facility.
After the crisis that had culminated in the events of 1973, Chile had suc-
ceeded in returning to a strong balance of paymeunts position, and the rate
of inflation had been reduced from sbout 500 per cent in 1973 to 30 per
cent in 1980. Real GDP had grown at an average rate of 7 per cent a vyear
in 1976-80, exports had grown rapidly, and Chile's creditworthiness had
been unquestioned. After equilibrium had been attained in the external
and fiscal sectors, the emphasis of economic policy had focused on
reducing domestic inflation, and the exchange rate had been fixed to
help to achieve that goal. That peclicy had been entirely justified in
the context of prevailing credit, fiscal, and mwonetary policies, but it
was less clear whether it had been justified in light of the wage policy
being pursued at that time and since modified. However, the policy had
been undermined by the drastic change in the terms of trade, a clear
example that purchasing power parity snhould not be the only criterion of
exchange rate policy. There had been an abrupt deterioration of the
external sector and of internal economic activity. The authorities’
abandonment of the fixed exchaunge rate in the context of appropriate
internal measures was welcome. The action should greatly help in the
recovery of Chile's international competitiveness and in the recovery
of output.
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He endorsed the fiscal measures taken by the Chilean author!tizs to
increase revenue, Mr. Kafka contioued, including the creation of new
income and property taxes, lncreases io public sector tariffs, and sales
of public sector assets. He also endorsed the measures aimed at decreas-
ing expenditures by eliminating wage indexatioa. 1t was lmportani to
mention the authorities' continued efforts to reduce, within the expendi-
ture restraiants, the level of unemployment. The authorities should be
encouraged to strengthen fiscal policy by austerity measures in general
government expenditures to help reduce the deficit, estimated at 10.3 per
ceat of GDP at the end of 1982, and projected to decline to 7.2 per cent
of CuP in 1983, with & further reduction to 4.7 per cent of GDP in 1984.

Commenting on monetary policy, Mr. Xafka considered that the abandon-
ment of a fixed exchange rate in June 1982 should help to reduce capital
outflows and permit an increase ln the avallability of domestic savings.
He welcomed the easing of restrictions on payments aad transfers for
current interpational transactions, a policy consistent with the authori-
ties' desire to restore financial confidence among domestic and foreign
banks. '

Particularly helpful among the measures adopted in the previous two
weeks was the modification of the subsidy to foreign currency debtors,
Mr. Kafka suggested. However, perhaps even the new kind of subsidy, paid
in the form of -bonds, was unnecessary, at least to the extent being
granted. The whole matter could be better handled through the income
tax system, possibly throvgh amplified loss—carry—forward provisions.

In any event, the courageous program adopted by the Chilean authorities
augured well for the resumption of adequate growth rates and for the
absorption of unemployment to the extent that the world economy would
permit.

Mr. Feito observed that the first question to be answer=d was why
had external shocks hud a considerably more serious impact oa the real
economy 1n Chile than in other similar countries? What were the major
causes of the 18 per cent decline in GDP growth, from s positive 5.3 per
cent in 1981 to a negative 12.8 per cent in 19827 Part of the answer
could be found in the weak state of the world economy, the accompanving
deterioration in Chile's terms of trade, the real effective appreciation
of the peso, and the increase in Intesnational interest rates. However,
other similar economies had been affected by those external shocks without
experiencing such en outstanding decline in real GDP. Thus, there had
to be other factors, specific to the Chilean economy, behind the drop in
output,.

The pricing of labor services and the working of the financial
gystem appeared to be the major causes of the relatively poorer perfor-
mance of the Chilean real economy, Mr. Feito continued. According to
many observers, the behavior of real wages and the process of financial
intermediation were responsible for the tendency of the Chilean economy
to suffer from high unemployment, despite considerable growth in output,
and for real interest rates to be significantly higher than international
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rates. The combination of growiung impecfecticns in those factor markets
with locreased liberalization in the goods market and the weakening of
world economic condirions had imposed a severe squeeze on the traded
goods sector; 1t had alzc iampalred the performance of other branches of
the econoay.

The price mechanism had not been allowed to function freely in the
labor market, as it had in the goods market, Mr. Feito observed. Until
recently, legislation governing the determination of wages and salarles
had resulted in downward rigidity in the purchasing power of wages.
Adjusted for changes in the consumer price index, wages and salaries had
increased by an average of about 10.5 per cent in 1931, according to
Table 10 of SM/82/160, and similar increases had taken place Lo each of
the preceding three years. Tt was doubtful whether productivity growth
had increased at a stmilar rate, especially in the most recent two years.
Tt was even wmore serious, particularly for the sectors exposed to inter-
national competition, that such an increase In real wages had taken
place in the face of sharp declines in the terms of trade and significant
reductions in the prices of tradeables. '

The behavior of real wageg iwn Chile peinted to the need for coansis-
tency between liberalization in the goods market and liberalization in
factor markets, Mr. Feito considersd. 1If an economy was opened up to
international competition without the necessary flexibility in the market
for labor services, the growth of the tradeable sector would soon come
to a halt, and the sector would eventually be reduzed to its original
size. Therefore, he agreed with the staff that the abandonment of the
wage Indexatilon system and the lowering of the wage floor for collective
bargaining should he instrumental in restoring growth to the tradeable
sector and in helping the recoverv of the whole economy.

The functionlng of the financial system had been another cause of
the current recession in Chile, Mr. Feito went on. Two guestions had to
be explained: firsc, the reasons why real rates of interest had heen
higher than internationazl rates la recec:f years, and second, the reasons
for the financial crisis that had taken place in 1981 and 1982. On the
latter question, the staff gave the impression in 3M/82/160 that the
origin of the financial crisis was in the financial system itself and
that it resulted frowm, ianter alia, overlending and low-quality lending
by some banks and other financial lustituticns. However, in EBS/82/227,
the view was expressed that the origin of the financial crisis lay in
the weakening of the real economy. Both phenomena had to have played a
parit; he Invited the staff to set out in straightforward terms the
ma jor developments leading to the financial crisis.

The persistence of high real interest rates cculd indicate high
productivity of investment, Mr. Feito remarked, or a low rate of domestic
savings coupled with continis preventing capital inflows from eliminating
the excess demand for croedit, or a combiunation of both factors. In 1982,
the growing fiscal deficit, the expectatlons of devaluation, and the
1ikelihood of higher lending risks wmight have contributed to the explosive
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rise ln the already high interest rates. In any event, the low rate of
domestic savings in the economy and, in particular, the relatively weak
response of financial savings to increases in real interest rates should
be noted. The situaticn was all the more puzzling if account was taken
of the fact that public sector savings had usually accounted for the
greater share of national and domestic savings until 1982. 1In Table 8,
EBS/82/227, the savings rate of the private sector was shown as 2.7 per
cent 1a 1980 and 2.3 per cent in 1981. He invited the staff or Mr. Donoso
to comment on the reasons for the low savings performance of the private
sector in Chile. Were corporate savings or housebold savings the major
factor behind the low rate? In the same table, private savings were pro~-
jected to be about 7.1 per cent of GDP by the end of the program period
in 1984. Obviously, the balance of payments situation achieved under

the program would be viable only if that rate of savings were achieved
and 1f 1t were maintained thereafter. It should be noted, however, that
a rate of national private savings of 7.1 per cent implied more than
doubling the average savings performance of -the three years to 1982, He
invited the staff to comment on the means by which such a structural
change in the private propensity to save would be accomplished.

The Chilean authorities were to be commended for the impressive
transformation of the economy that they nad achieved in a short time,
Mr. Feito suggested. The current difficulties and the financial program -
under the stand-by arrangement could offer an opportunity to correct
some structural deficiencles apnd to {mprove the long-run stability of
the economy. He strongly supported both requests by Chile and endorsed
the proposed decisions. A

Mr. Erb commented that, with regard to the compensatory financing
facility request, he agreed that the export shortfall had been largely
beyond the control of Chile. ©Nevertheless, 1t was a matter of concern
that, 1in the report for the Article IV consultation and request for
stand-by arrangement (EB$/82/227), the staff appeared to give more emphasis
to the role of the exchange rate in the export shortfall than 1t did in
the paper on the compensatory financing facility (EBS/82/228). On page 5
of EBS/82/227, the staff stated: "A weakening in world market condi-
tlons and the real effective appreciation of the peso affected most
other, i.e., noncopper, exports as well,” In EBS/82/228, in the section
"Causes of the Shortfall and Export Prospects,” there was little discus-
sion of the role of the exchange rate 1n contributing to the export
shortfall. He emphasized the need for documents dealing with the compen-
satory finarcing facility, which often stood alone when a request for
compensatory financing was not accompanied by an Article IV consultation
report or by a request for a stand-by arrangement or extended arrangement,
to be comprehensive in treating the issue, a specific criterion relating
to the use of rhe cowpeansatory financing facility. He invited the staff
Lo comment on the apparent lnconsistency in the present case.

The adjustment program that the authorities had planned with the
support of the Fund was basically sound, Mr., Erb considered. He agreed
with the authorities' decilision to alter their earlier plans to cestore
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Chile's intermational competitiveness through demand restraint and 2
reduction iu nominal wages. That policy had been costly in lost acutput
anu high unemplovment. The move to a more flexible exchange rate policy,
together with demand restraint based on the coatinuation of the effort

to contain the deficit of the aonfiunancial public sector, and real wage
restraint, should help to put Chile on an adjustment path rhat would
minimize the short-run costs.

The authorities should be commended for their efforts to implement
the curreat adjustment program while preserving the central framework of
thelr open trade and payments system that had, along with their commitment
to market~derermined pricing, served them well in recent years, Mr. Erb
observed. He hoped that recent slippages from that basic appreach would
be corrected as soon as possible. The authorities should alsc be commended
for rontaining the public sector deficit in 1982, and for the planned
reductions in 1983 and 1984. They had ceutalned expenditure on employuent
programs to reasonable leve.s. The more flexible determination of real
wages would play 2 major role in achieviag both balance of payments
ad justment and the expansion c¢f real economic activity. The authorities
wz2ie aware that the temperary containment of real wape growth wuas necessary
in oraer e thb2 Ulevriie exchange rate policy to be zffective.

The staff correctly stated that the authorities' most pressing imme-—
diate problem was the massive net reductiof of foreign debt by the Chi.ean
private sector, Mr. Erb continued. He understcod that the authorities
had pursued a policy of rapid credit creation by the Central Bank in the
latter part of 1981 and most of 1982 to re-establish confidence in the
"omestic financial system. Net credit expansion of the Central Bank had
been projected to slow significantly in tihe fourth quarter of 1982. He
welcomed tune most recent information from tne staff that net domestic
assets of the Central Bank were well within the ceiling applicable for
the January-M- .ch period. It was a matter of concern, however, that net
international reserve losses in 1982 had exceeded earlier projections as
balarce of paywments support loans had fallen short of expectations. The
increase in the growth of net domestic assets of the Ceuntral Bank was
expected to slow from an annual rate of 123 per cent in 1982 to 32.7 per
cent in 1983, while net domestic assets of the financlal system were
expected to lncrease by approximately 40 per cent, comparec with 3G per
cent in 1982,

The authorities were facing a dilemma, Mr. Erb remarked, since credit
had to be available to take care of the riguidity problems of parts of
the private sector, but, at the same time, they had to coastrain overall
credit expansion if economic and financial stabilization was to be achiaved
and if further capital flight was to be avoided. The authorities had
developed special tools that would help them co pursue both objectives,
put he was concerned that the expansion of central bank credit in excess
of the programed rate~—possibly even at ctne programed rate-—coulc
wnduce further net capital outflows. Such expansion might nor, thereby,
lead to an equivalent net increase in the actual availability of credit
to the private sector, but rather to larger than anticipated reductions
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in intcrnational reserves. The authorities clearly could not afford

such developmernts. He invited the staff or Mr. Donoso to comment further
on those questions. What, if any, further measures might be available to
ensure that the objectives of adequate domestic credit creation and
reserve protection were achieved?

Changes i. the rediscount rate had been put into effect on January 1,
1983, Mr. Erb noted, accompanied by changes in the subsidy scheme Ffor
debt service payments. Those changes were in the right direction, but
complete elimination of the subsidy applied to principal repayments might
be helpful in the effort to stem the net reduction in foreign debt h:ld by
the private sector. The question of the level of international reserves
and the related prospective developments in the net forelgn debt positiorn
0f the Chilean private sector emphasized the importance to the success
of the program of developments affecting the capital account. Other
programs that the Board had recently approved or that had been negotiated
by the staff and approved by management had placed special emphasis cu
the projected capital developmerts. He was not suggesting that current
account de.elopmnents or the policy framework necessary to support develop-—
ments in both the current and capital accounts were a.y less important,
but that such policy efforts required the support of adequate financing.
In that context, more information relating to projected capital account
developments in 1983 would have been useful. For example, what did the
$450 million in new private investment depend upon? What assumptions
underlay the prcjected increase in other private sector inflows of $204
million, and how did that increase relate to the net iacrease in private
sectotr exposure, about $18 million?

The matter of intermational reserves was relevont tu exchange rate
policy, Mr. Erb observed. Although the current exchange rate management
system was an improvement over the fixed-rate policy maintained from 1¢79
to June 1982, there was a danger that the revised system would remain
Insufficiently flexible to help to re—establish a more sustainable palance
of payments positlion while meeting che authorities' foreign rese.ve
targets. Therefore, he urged the authorities to keep the exchange rate
system under counstant review, especlally during a period such as the
present, when cthe economy was undergoing transition. He endorsed the
staff's view that there were fiscal alternatives to the prefereatlal
exchange rate system implemented by the authorities to aid those parts
of the private secter holding large external debts. He hoped that the
multiple currency practice would be eliminated early in the program,.
Because of both the domestic and international financial uncertainties
in Chile, he strongly endorsed the provision in the stand—-by arrangement
for prompt consultations between the authorities and the Fund. While
the usual quantitative performance criteria were important 1in the present
case, as in others, the consultation and review process took on special
significance when the economic and financial outlook was subject to wmore
than the normal degree of uncertainty.

Mr. Laske noted that Chile had experieunced a severe economic and
financial crisis, brought about primarily by the prolonged deterioration
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inn the world sconomy. Exports earnings for Chile's traditional export
commoditie had fallen precipltously, mainly because of falling prices
for its mining products. There had also been a significant decline in
exports of nontraditional goods, an event for which a misguided exchange
rate policy and a pervasive system of wage indexation had to he held
responsible, at least to a large extent. It was, thevefore, gratifving
that the authorities had already taken determined steps to correct the
situation. 1n the exchange rate area, after some uncertalinty that appeared
to have held up earlier consideration of the present request by the
fxecutive Board, the authorities had finally settled on a crawling peg
system initially linked to the U.S. dollar, Egually important was the
replacement of full wage indexation by a system of free collective bar-
gaining based on the real level of wages prevailing in wmid-197%.

The crawling peg system introduced in September 1982 had replacsad a
tree floating of the peso that had been in effect for a little wore than
a month, Mr. Laske contioued. The floating rate had been preceded by a
peg to a currency basket, identical in its composition, but not in {its
weighting, to the SDR basket. Chile's foreign trade was heavily directed
toward the United States, the major industrial countries of Europe, and
Japan. Together, those countries accounted for about twe thirds of Chile's
exports and imports. He did not question the present appropriateness of
the new system adopted in September 1982, but he wondered whether the
advantages of the adjustable dollar peg were greater than those of a peg
to a currency basket.

The second feature of the crawling peg system, Mr. Laske observed,
was 1ts daily adjustment to an inflation differential. It was an {nter—
esting feature, but its operational application was unclear. The Chilean
consumer price index was compared to world inflation, a variable that,
because of its comprehensiveness and complexity, had to be estimated.

For the first six to seven months of the operation of the crawlling peg,
the guiding inflation differential had been set at 1 per cent. That
rather crude measurement could well lead to either overshooting or under-
»hooting of the official exchange rate. Therciore, close monitoring of
worldwide inflation developments and occasional odjustment of the infla-
tion differential used in the determination of th= crawling peg might be
necegsary in order to avoid unwarranted appreciation or depreciation of
the peso.

His authorities had seen press reports to the effect that the Chilean
authorities had announced, on December 18, 1982, the eslimination of the
preferential exchange rate for the servicing of ol!d private sector debt,
Mr. Lasgke stated. He invited the staff or Mr. Donosc to comment on the
validity of the reports, and also on the suggestion by Mr. Kafka that
private sector debtors could be compeansated for the loss experienced afrer
the exchange rate depraeciation through appropriate provisiong in the tax
code rather than through a direct subsidy. He joined Mr. Erb in hoping
that the authorities would find it possible to eliminate the preferential
exchange rate at an early stage in the stand-by program.
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The other important action taken by the authovitlies was the elimina-
tion of the wage indexation scheme, Mr. Laske considered. Because the
scheme had been linked to past inflation, it had prevented wages in
Chile from being adjusted promptly to a decline in inflation and to
diminishing inflationary expectations. There could be little doubt, as
the authorities recognized, that a fall in real wages was indispensable
at present following the rise in real wages that had continued despilte
the precipitous decline in economic actlvity and the concomitant rise in
unemployment. The depreclation of the peso since the abandonment of the
old exchange rate system in June 1982 had caused a sharp increase in the
consumer price index, and further sizable price increases were forecast
for 1983. Therefore, the new liberalized system of wage determination
would be exposed to a severe test. Pressures to compensate as much as
possible for recent price increases by raising nominal wages could become
strong. If those r s3sures could not be resisted, the authorities would
have to stand ready to take commensurate adjustment actions in exchange
rate and financial policies.

A severe crisis in Chile's financial system had been brought about
by the domestic impact of the decline in foreign demand for Chile's
exports, Mr. Laske observed. 1In 1982, the Central Bank had extended
liquidity assistance on a large scale to¢ certain banks and financial
institutions in order to save them from failure as a resulr of loan losses
and withdrawals of deposits. He welcomed the measures taken by the
authorities to strengthen their prudential supervisioun of the operatlions
of the financial institutions, in particular, the new regulations under
which a bank's expusure to a single borrower and to the bank's own sub-
sidiaries would be narrowly circumscribed. The special assistance extended
co financial institutions in 1982 appeared to have created a large cushion
of liquidity. According to Table 5 in EBS/82/227, the net domestic assets
of the Central Bank had more than doubled in 1982, and they were projected
to increase by about one third in 1983, 1t would be interesting to know
whether the special assistance operations of the Central Bank had ceased
in the third quarter of 1582, ov whether further extensions of emargency
aid had become, or might become, necessary. The purchase of the “"bad
loan™ portfolios by the Central Bank ought to have relieved the pressures
on the threatened institutions.

The current account of the Chilean balance of payments had recorded
a huge deficit in 1981, Mr. Laske noted. It had been reduced significantly
in 1982, mainly through a marked reduction of imports. ror 1983, a further
decline in the deflcit was projected, primarily through increased exports,
the expectation of a recovery in the world economy, and a strengthening
of Chlile’'s competitiveness. The calculation for the two postshortfall
years assumed a relatively large 1Increase in the world marker price for
copper, an important factor in Chile's export performance. However,
recovery in the United States and other industrial countries did not appear
to be imminent. If Chile's exports grew at a slower rate than assumed
for the program, the acvthorities would find it necessary to tighten demand
management further so as to prevent a sharper than projected drtline in
international reserves.
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Commenting on the services account, Mf. Laske remarked that the pro-
jections for the program were based on a U.S. prime rate of 13 per cent.
Recently, the prime rate had fallen below that level, a development that
should ease the constraints on Chile's current account. He asked whether
the staff had calculated the effect of that favorable change in assumptions
on the balance of paywments projections for Chile.

The Chilean private sector had engaged in substantial forelgn bor-
rowing in recent years, Mr. Laske continued, and the present problems
stemmed, in part, from foreign creditors' perception that their exposure
to Chile had become too large. Consequently, Chile had been unable to
continue borrowing abroad in 1982, other than through balance of payments
assistance by officlial lenders, and there had even been a significant
withdrawal of funds. The medium—term and long-term external debt of
Chile was presented in Table 6 of EBS/82/227; he understood that substan-—
rial amounts had also been borrowed on short maturities. For example,
in SM/82/160, the staff stated that the state copper company had covered
its 1981 financial deficit-—which had amounted to as much as 0.7 per cent
of GDP-—-through short-term borrowing abroad. Information on short-term
debt, in particular debt to the international banks, would have helped
to provide a full picture of Chile's debt situation and the debt maturity
structure. The balance of paymenis projectlons for 1983 provided for
capital inflows, other than direct private investment, of more than
$600 million. Did those projections also provide for the renewal of
short—term debt in 19837

The policy program for the requested stand-by arraungement indicated
that the Chilean authorities had committed themselves to strong and
couragecus adjustment measures, Mr. Laske considered. The implementation
of those measures would serve to restore confidence at home and abroad
in the ability of the Chilear authorities to deal with the problems
facing them. Considerable importance should be attached to the constant
monitoring of the situation by the authorities and the staff. He assumed
that additional measures were being discussed and that action would he
taken if developments required it. A close watch on events as they
unfolded was certainly essential to the success ¢f the adjustment effort
since the outlook for Chile was surrounded by more than the usual degree
of uncertainty. He supported Mr. Erb's comments regarding the treatment
of the exchange rate issue in EBS/82/228 and E8S/82/227. Furthermore,
in one paper the balance of payments figures and balance of payments
projections were shown in U.S. dollars, while in the other they were shown
in 3DRg, 1t would be easier for the reader 1f both papers used the came
presentation.

Mr. Lovato commented that the Chii%an economy was in a state of
disarray. The staff had provided a number of disturbing flgures concern-—
ing the real economy--a projected decline in real GDP in 1982 of almost
13 per cent, an estimared decline in industrizl production of 20 per cent,
and unemploymeat soaring te staggering levels, 24 per cent in the thired
quatter of 1982, although, according to supplementary f{nformation provided
by the gtaff, it had declined in the fourth guarter. Desplte those facrts,



EBM/83/8 - 1/10/83 - 18 -

the staff's assessment was confined to the externsl outlook and to the
conventional appraisal of fiscal and monetary policies without offering a
deeper explanation of the severe recession afflicting the country.

The recession was largely attributed to the external shocks suffered
by the Chilean economy in 1981, Mr. Lovato continued, including the
deterioration in the terms of trade, stagnant world demand, and a decline
in capital inflows. Mr. Donoso had mentioned in his statement two other
causes of the country's economic problems: high real wages and high real
interest rates. To some extent, the high real wages were accounted for
by the operation of an indexation system based on past inflation levels.
The astonishingly high real interest rates——25-30 per cent-—-could not be
seen slmply as a response to rising foreign interest rates; they reflected
an increasing dome,s i< risk premium and expected exchange rate movements.
However, a tentative case could be made that the high level of rates,
occurring when the public sector operations had recorded a budget surplus
and inflation had decelerated, was an outgrowth, inter alia, of excessive
monetary restraint. The staff stated that credit demand by the private
sector in 1981 had been brisk, yet the data in Table 5 of EBS/82/227 indi-
cated that the Central Bank had pursued a deliberate policy of monetary
contraction, reflected in highly negative rates of change for net domestic
assets and base money creation. Did the staff share his view that domestic
policies had played an important part iv engineering the 1882 recession?

The course of envisaged economic policies was puzzling in light of
the reasonable inferences that could be drawn from previous events,
Mr. Lovato congidered. Deflation continued to be seen as a primary
policy target, real wages had been cut drastically, and monetary and
fiscal restralints were belng maintained as critical ingredients of the
stabilization program.

Commenting on monetary policy, Mr. Lovato noted that the large
increase in Central Bank net domestic assets recorded in the first half
of 1982 had been intended solely to stabilize the financial intermediaries
that had been experiencing problems. The increase was supposed to have
been temporary, in order not to undermine the agreed reserve target.
However, real economic actlvity appeared to be lingering at depressed
levels, and it was difficult to see what would bring about revival in
the growth of output at present. Would the projected increase in exports
be able to generate sufficient stimulus to output and employment? Other-
wise, what did the staff and the Chilean authorities think would happen
to domestic demand behavior? The only variable implicitly assigned a
tole in bolstering domestic demand was a drastlic redistribution of income
from wage to profit earners, on the assumption that a major decline in
real wages would increase corporate profits, both current and expected,
and that business investment would thereoy be stimulated. However,
Directors were being told that business confldence in Chile was at a low
point; he found it hard to believe that capital spending could, therefore,
be induced to increase. The underlying financilal structure, beset by
bank bankruptcies, did not appear to be conducive to such a recovery.
Furthermore, consumer expenditures were bound to be severely hurt by
the decline in households' spending power caused by the combliunation of
falling incomes and soaring unemployment.
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Domestic demand could not be totally ignored, Mr. Lovato went on, if
the authorities were concerned with generating real income growth, espe-
cially since a crucial target of the medium~term adjustment program was
to improve the domestic savings capacity of the economy in order to make
it legs dependent on foreign financial resources. Since there was histor-—
ical evidence that gross savings had respocded very slowly throughout
the 19708 to the prevailing high interest rates, the ounly avenue that
the authorities might be tempted to take in order to bring about high
savings was a massive redistribution of incomes to classes and groups
with a higher propensity to save. He invited the staff to comment on
that polnt.

Given the domestic uncertainties, Mr. Lovato observed, external
vollicy became all the more important for promoting adjustment in the
Chilean economy. Confidence abroad was to be restored, reliance on
external borrowing was to be reduced, and the country's competitive
pesition was to be improved. Those were the essentlal ingredients of
the Fund-supported program, and its success or failure would crucially
depend on the degree of response of the economy to the measures and
adjustments implemented on the external front. The real appreciation of
the peso——in excess of 30 per cent on an effective basis between June
1979 and April 1982--had presumably been intended by the authorities to
help in the attainment of thelr anti-inflation target. However, it had
been a serious mistake and had had a damaging effect on the country's
export potential. On the demand side, it had switched foreign demand
for price—sensitive Chilean exports to competing soutrces. More impor-
tantly, on the supply side, it had had a depressing effect ou the prices
of tradable goods relative to noantradable goods, thus discouraging output
in the tradable sector and thereby decreasing the supply of exportables.
Exchange rate pollcy had, therefore, compounded and aggravated the adverse
ef fects on Chile's export earnings arising from the deteriorating terms
of trade.

The changes in the exchange regime carried out in a succession of
steps in 1982 had improved the near-term outlook for the country's external
accounts, Mr. Lovato remarked. Those measures were, therefore, welcaome;
they were crucial to the success of the program., The assumptions and
forecasts made by the staff for exports and GDP growth depended on the
conduct of a proper exchange rate pollcy combined with a possible reversal
of the adverse terms of trade trends.

He appreciated the authorities' resolve in artempting to redress a
very precarious situation, Mr. Lovato stated, but he had serious doubts
about the viability of an adjustment program that, in present clreum—
stances, was bound to aggravate the harsh social and econownlc costs
already being borne by the Chilean population. An equally severe, but
more gradualist, approach would have better served the purpose of removing
the country’s present economic distress. With those reservations, he
could support the request for the srand-by arrangemeat and for a drawing
under the compensatory financlag facilicy.
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Mr. Taylor said that he was In broad agreement with the staff's
analysis of Chile's economic difficulties, aud with the policy responses
developed in cooperation with the Chilean authorities. Gilven the size of
the problems and the urgent need to restore external confidence, a two-
vear stand-by arrangement was the appropriate vehicle for Fund support.
Regtoration of external cbmpetitiveness seemed to be the appropriate
principal objective for the slightly longer term, requiring both a more
flexible exchange rate policy and firmer wage restraint than had previously
been the case.

The courageous fiscal measures taken in March and June 1982 to
limit the size of the ewmerging public sector deficlit should be commended,
Mr. Taylor contimyed. The intention to reduce the deficit to 1.7 per
cent of GDP in 1983 and to eliminate 1t entively in 1984 implied a policy
of severe fiscal restraint. Fiscal management in the Chilean economy
had been prudent and competent over a number of yeais; the strong uegree
of restraint being asked for was likely to be achieved. With unemployment
atound 25 per cent, it was understandable that the authorities should wmake
strong efforts, wit:.1n the fiscal constraints that they had set themselves,
to encourage new productive efforts in their economy. However, a more )
sustained reduction of unemployment would depend on achieving a marked
improvement in exterunal competitiveness that would, in turn, depend very
much on firm action to bring about a reduction ia real wage levels. Wage
pressures Were likely to be strong in 1984 in the face of the sharp accel-
eration in consumer prices that had occurred, and those pressures would
need to be firmly resisted if the advantages of a more competitive exchange
rate were to be retained by the productive sector. He invited the staff
or Mr. Donoso to comment on the prospects for wage restraionc in 1983,

A more flexible exchange rate policy would also be Important,
Mr. Taylor noted. Some aspects of exchange rate management in 1982 had
been questionable., For example, it was arguable that the devaluation had
occurred too late, given the substantial real appreciation that had taken
place through 198l. Since devaluation in June 1982, the authorities
seemed to nave lacked a consistent strategy for dealing with the rate.
The volume of transactions benefiting from the preferential rate was
circumscribed; nevertheless, uncertalnties remained in that area. He
jnined other speakers In urging the authorities to proceed as rapidly as
they could to unify the rate, if possible by the end of 1983. It would
be an important move in the direction of further restoring confidence.
He welcomed the announcement in December 1982 that the application of
the preferential rate would be limited, as well as the authorities'
commitment to eliminate the various emergency exchange rate restrictrions
bafore the end of 1983,

The most immediate problem was to deal with net capital outflows
and to protect the reserves, Mr. Taylor considered, the decline of which
4as due, in part, to the sizable extension of credit in 1982 by the
Central Bank to financial ingtitutions in difficulty. A key factor
wou.id bDe rhe establishment of firm control over total domestic credit
2xpansion; he welcomed the steps already taken in that direction, including
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the announcement of a sharp reduction in the issue of new bank notes in
the first quarter of 1583. The measures under the program to contain

net credit expansion by the Central Bank within acceptable limits and to
increase the scope of open market operations were, therefore, an essential
and appropriate part of the program.

In 1982, the fall in reserves, coupled with the restrictions existing
at that time on capital inflows, played a large part in bringing about a
sharp contraction in the money supply in the first half of the year,
Mr. Taylor continued, a development that must have contributed to the
emergence of high real interest rates. More recently, the removal of
capital inflow restrictions and the reduction of uncertainties about the
exchange rate appeared to have helped to bring interest rates down, at
least temporarily. He noted the staff's statement at the beginning of the
meeting that interest rates had lncreased again toward the end of 1882,
a disturbing development that merited further comment. In any event, the
experience of erratic interest rate movements was undesirable, and he
welcomed the authoritles' recent moves to strengthen the Central Bank's
influence over market rates. It would be necessary to manage interest
rates with flexibility and care, if more consistently realistic savings
and investment incentives were to be established in the economy.

Commenting on the external debt situation, Mr. Taylor noted that
external indebtedness remained bigh. The authorities should encourage
higher nondebt creating inflows, and they should takc a prudent approach
to external berrowing. In that respect, the program ceiling on new
external debt of one to ten years' maturity was appropriately restrictive.
While Chile's short-term debt was relatively moderate, his authorities
remained concerned in general about the absence of a quantitative short-
term limit to complement the medium—term limits in cases such as Chile's.
They recognized, however, that in Chile the ceiling on total parastatal
debt from all sources would probably capture much of the short-term
Inflows.

He could support the request under the compensatory flnancing facil-
ity, Mr. Taylor stated. The relevant criteria had been satistfied, and
although there was scope for differing views about world copper prices,
he believed that the staff's projections of copper export earnings were
reasonable. Like other speakers, he would have preferred a more explicit
treatment in EBS/B2/228 of the degree to which the shortfall had been
outslde the authorities' control. BHis authorities believed that deter-
mined policy steps were being taken to rectify the Chillean economy's
economic problems ou the basis of the Fund's advice. They also believed
that those problems had to a great extent been the result of recession in
Chile's ma jor external markets, and they noted that demand management
pclicies had been prudent over the vears. In light of those factors, Fund
asslgtance was certainly merited, and his authoritiles firmly supported
the requests by Chile.

Mr. Joyce remarked that the Chilean economy had been subject to
congiderable stresses over the previous decade. The severe financial
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crisis experienced in the early 1970s had had a major impact oa the
economy; 1t had required a far—reaching stabilization effort that had
met with a considerable » rasure of success. However, since wmid-1981,
economic developments in Chile had been worrisome. As the staff pointed
out, those recent difficulties could in large measure be attributed to,
first, the worldwide economic slowdown; second, the decline in prices
for key Chilean exports such as copper, wood, and wood products; aud,
third, the decline in capital inflows that had malntained the peso at an
overvalued rate, countributing to the decline in Chile's international
competitiveness. However, developments also reflected zconomic policies
pursued by the authorities that had delayed, and in sowme cases impeded,
the required ad justment. The attempt to restore international competi-
tiveness through demand and wage restraint policies alone had not been
entirely successful; it had created its own problems, especlally in the
private sector. Decisive policy improvements were cliearly required, and
some ilmportant steps had been taken by the authorities in the latter
half of 1982, particularly the exchange rate measures.

The most immediate problem facing the authorities was the massive
net reduction of foreign debt by the private sector, Mr. Joyce continued.
In view of the uncertainty in international capital markets, the new
caution showu by ianternational bankers, and the large number of business
failures in Chile in 1982, 1t was essential that the Chilean authorities
took the measures necessary to restore international confidence. TIa that
regard, the normal provisions for consultation took on an added signifi-
cance; he hoped that the Chilean authorities would not hesitate to keep
the Fund iofcrmed and to consult quickly if it appeared .that the events
were not going as well as expected and that additional measures might be
called for. He particularly welcomed Mr. Donoso's assurance that the
authorities stood ready to apply correcti{ve measures 1if the assumptions
underlying the program were not fulfilled. The program itself provided
a consistent set of policles that could underpln the required economic
recovery. He agreed broadly with the thrust of the staff's analysis,
and he supported each of the proposed decisions.

Commenting on fiscal policy, Mr. Joyce welcomed the Government's
determination to reduce the public sector deficit to less than 2 per cent
of GDP in 1983. Traditionally, the Chilean authorities had practiced
fiscal prudence, and it was encouraging that the deficit was expecred to
be eliminated by 1984, for which firmer control would be required on
current and capital expenditures, in particular on the public wage bill.
He noted that it was planned to hold public sector wage increases below
the level of inflaticn in 1983. However, rhe staff did not Llndicate how
far the authorities expected that they could go toward offsetting the
rather large increasge in real wages that had occurred 1in 1982. Further-—
more, the authorities planned not only to continue existing emplovment
programs but also to inltiate new ones. Given the high level of unemploy-
ment in Chile, he could appreciate why rhey feit obliged to rake measures
to limit the hardships of the current recession, but he hoped that those
expenditures could be undertaken within the target levals, since the
staff was correct in identifying reductlons in the public sector deficit
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as a major element in the program’'s demand management efforts. He agreed
with the decisinn to monitor and control the size of the public deficit
through setting performance criteria on total national indebtedness and
establishing 2 subceiling on the external debt of the nonfinancial public
sector.

In SM/82/160, Mr. Joyce noted, the staff indicated that real wages
had increased at an average ~f more than 10 per cent a year between 1978
and 1981, presumably a rate far in excess of productivity growth. It was
clear that a major correction in real wages was required; he welcomed,
therefore, the decision of the authorities in June 1982 to abolish wage
indexation, in particular to abelish the system of making an initial wage
nffer ir collective bargaining at levels large enough to compensate
automatically for past inflation. However, the staff appeared Lo imyly
in a footnote on page 15 of EBS/82/227 that the authorities were consider-
ing the establishment of a nominal wage floor that would be linked to
the real wages of the previous collective. bargaining period. He invited
the staff to comment further on how the system might work in practice,
sipce it appeared that such a pelicy could limit the maneuverability of
the authorities in adjusting real wages. The staff had not provided
much ¢ita on recent trends in wage settlemen:ts, and further information
would be welcome. For example, what was the implication of the statewment
on page 15 of EBS/82/227 that the wage floor for collective bargaining
contracts was to be lowered to the real level of July 19797 Did that
mean that there had been, or that there would be, a significant weakening
in wage demands? '

The authorities appeared to be taking the appropriate measures to
contain the expansion of central bank net credit, Mr. Joyce considered.
He noted that the Central Bank did net intend to provide net credit to
the public sector in 1983 and that the monetary program for 1983 was
regarded as consistent with the halving of the rate of inflation, although
it was envisaged that there would be a further decline in net interna-
tional reserves. However, the situation in the commercial banking sector
was worrisome, The overextension of the commercial banking system in
recent years had resulted in severe financial difficulties for some banks
in 1982. Measures introduced by the Superintendency of Banks in late
1981 to strengthen the system of prudential controls on the lean portfo-
lios of the banks were welcome, but it was not clear whether those new
measures waere consistent, or whether the staff considered them sufficient.
The policy intreduced by the Ceantral Bank in July 1982 to purchase the
"bad loan” portfolios of firancial institutions and to allow them to
write off the uncollected portions of the loans over tenm years appeared
to have received only cond*rional support from the staff. He agreed
with the staff's view that the policy had to be "temporary aund strictly
circumscribed,” but it was not clear whether the measures were seen by
the authorities as purely temporary or whether the flaancial institutlons
themselves wete expecting that they would be able to write off "bad loans”
in the future. He invited the staff or Mr. Donoso to comment on that
paint.
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The decision of the authorities in June 1982 to move toward a wore
flexible exchange rate was welcome, Mr. Jovce weut: on. As a result,
there had already been a substuntial depreciation of the pesc. The
present policy of maintaining the real external value of the peso would,
1f properly adhered to, provide a sound basis for the required balance of
payments ad justment. However, he was concerned about the establishment
of the preferential exchange rate for external debt service payments.
Given the current enviromment of high debt service burdens for the private
sector and the large number of business failures resulting from the reces-—
sion in 1982, it was understandable that the authorities felt that they
had to introduce such measures to alleviate the impact of the exchange
rate depreciation. Nevertheless, such a multiple currency practice could
pose an important drain on government reserves. He welcomed the inclusion
in the performance criteria of the requirement that the practice be
eliminated by December 31, 1983. However, there was little information
in EBS/82/227 regarding how elimination was to be brought about; he
wondered whether the authorities were considering measures to coanverge
the two rates.

The projected improvement in the current account of the balance of
payments appeared optimistic, Mr. Joyce stated. The increase of 17 per
cent in the value of exports was relatively high, given the current weak
world economic outlock. Moreover, it was questionable whether the 5 per
cent decline in imports in addition to the already large decline in 1982
was consistent with a &4 per cent loncrease in real GDP projected for 1983.
More impertant, the balance of payments projections assumed a capital
inflow of wore than $1 billion, of which $654 million was expected to
enter through the private sevtfor. Such a projection appeared optimistic,
given the high level of existing private sector debt, over $10 billion
in 1981, and the present high debt service ratio, estimated at 63 per cent
in 1982. PFurthermore, the projected increase In private sector indebred-
ness assumed that international banks would increase their exposure in
Chile. Was there any evidence that the banks were prepared to do so?

The compensatory Financling facility request was straightforward,
Mr. Joyce observed. The temporary shortfalls in copper, molybdenum, and
pinewood appeared to have been beyond the control of the authorities, but
more Information on that area would have been welcome. His authorities
supported the proposed decisions. They commeaded the Chilean authorities
for the steps already taken and for their determination to do meore. They
Wwere concerned about the importance of restoring confidence in interna-
ticnal markets and, therefore, they were concerned about the capital
inflow projections and about the realism of the trade targets.

Mr. El-Khouri commented that, during the second half of the 1970s,
the Chilean authorities had followed economic policies that had resulted
In a signiflcant strengthening of their economy. During that period,
inflation rates had declined substantially, economic growth had risen to
a sustained high level, employment had increased rapidly, and the balaunce
of payments had moved into surplus. 1In 1982, however, the economy's perfor-
mance had deteriorated rapidly, partly as a result of external developments.
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The deterioration in Chile's terms of trade, as well as the exceedingly
high intermational interest i1ates, had had a significaantly adverse effect
on the economy. Those factors, together with certain domestic maladjust—
ments, had led to a deepening recession, t. an iatensification of infla-
tionary pressures, and to a substantial loss in reserves.

The authorities had taken a number of measures 1n 1982 to cope with
the rising external and domestic imbalances, Mr. El-Khouri continued.
While some of those measures were steps in the righr direction, the
adjustmeat effort continued to require consolidation and streagthening.
The authorities' program in support of the stand-by arrangement was a
testimony to their determination to adjust in a comprehensive fashion.
He agreed with the staff's appraisal that the authorities' proposals, as
set out in the letter of intent, if lmplemented with resolve and with
due regard to changing circumstances, were adequate to achieve the objec-
tives of the stabilization program. Therefore, he supported the request
for the stand-by arrangement. '

Table 4 of Attachment 3 of EBS/82/227 set out the ceiliags on the
net domestic assets of the Central Bank, Mr. El1-Khourl noted. The ceilings
were specified over the duration of the quarters. What was the difference
between that specification and one in which the ceilings were applicable
to the end of the quarters? -Specifically, what were the implications for
purchases in subsequent quarters? Those general questions were relevant to
other pregrams, but they appeared to be particularly relevant in Chile's
case because of the promptness with which monetary data were being reported
to the Fund.

The reques. under the compensatory financing facility wmet all the
requirements of the relevant decisions, Mr. El-Khouri considered. 1In
light of the questions that some Directors had raised regarding the
export projections, he invited the staff to comment on the frequency of
the revisions made in the projections for commodity prices and demand.
Were the revisions made in the context of the World Economic Outlook
exercise or simply on an ad hoc basis? 1t appeared possible that differ-
ent projections could be made for different countries, depending on the
timing of requests for purchases under the compensatory financing facility.

Mr. Polak stated that the opening sentences of the section on
economic prospects and policles in EBS/82/227 ser the tone for much of
the Board's consideration of Chile's request. All Directors would agree
that the first sentence was the starting point of the discussion: “The
deep recession and the financial crisis in Chile have adversely affecred
confidence at home, as well as abroad, in the authorities’ ability to
manage the economy.” The second sentence correctly stared that: “The
immediate aim of the financial program is to set out a conslstent ser of
policles designed to regain confidence and get the basis for economic
recovery....  The program was clearly addressed to thatr goal, and,
therefore, the Fund should support it. Howaever, the third sentence was
less encouraging: “The financial program built upon the basic econoumic
strategy of the Chilean Government: i.e., to promote adjustment and
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economic growth by relying on market forces and price incentives to guide
regource allocation in the economy.” Chile's strategy did not appear ta
have consisted of the pursuit of a balanced set of economic objectives,
but of the alternative pursuit of one objective without regard to other
objectives of economic policy. As a consequence, there were uwany features
of Chile's basic economic strategy that did not inspire confidence, even
allowing for the fact that the Chilean economy had been unfavorably
affacted by the adverse developments in the world economy.

One example was the extreme reliance on monetary policy, which, in
conjunction with the exchange rate policy, had consistently produced high
real interest rates in Chile, Mr. Polak continued. The staff indicated
that rates had been in excess of 25 per cent a year throughout 1981 and
most of 1982. Those high real interest rates created the need for con-—
trols on capital inflows, contrary to the stated liberalist approach of
the Chilean authorities. That type of conflict and distortion had been
discussed by the Executive Board when 1t had considered the staff paper
"Interest Rate Policles in Developling Countries"” (SM/82/213, 11/12/82).
In light of the analysis in that paper, which had been particularly
applicable to Chile, he could not accept fully what the staff stated on
page 22 of EBS/82/227, to the effect that it "fully supports the authori-
ties' determination to continue to allow free interest rates to allocate
efficiently credit flows and promote growth in domestic savings.”

Other Directors had already coumented on the relatively modest
impact on domestic savings, Mr. Polak noted. But neither had there been
an efficlent allocation of credit flows. The high interest rates, together
with the exchange vate, had resulted in a reduction in redl domestic
expenditure of 20 per cent, according to Mr. Donoso's statement. It had
also produced sharp increases 1in the already high unemployment level in
Chile.

Directors were belng told that the guiding policy of the Chilean
authorities was adherence to free market forces, Mr. Polak observed, but
there were a number of significant exceptions to that policy, such as,
capital inflows, and also the wage indexation system, which had caused a
sharp increase in real wages. The abandonment of that system was welcome,
but Chlle should not go to the other extreme implied by the staff statement
that "...wage policles..."——specifically endorsed by the staff later in
rthe paper——"...have been adopted with a view to ensuring that the gains
in terms of the economy's competitiveness will be maximized." That
statement suggested that real wages would be minimized.

Contrary to the principle of market forces, Mr. Polak went on, Chile
had practiced a fixed exchange rate policy for almost three years despite
che fact that 1t had become increasingly cobvious that the rate was highly
unrealistic, having produced an effective appreciation of as much as
30 per cent. The new policy objectives were unclear, and the staff made
confiicting statements about them. In the sectlon on wages, the staff
stated that: “These actions in the wage field are intended to sustain
the real depreciation of the peso.” In the next paragraph, dealing with
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external sector policies, the exchange rate management policy of tne
authorities was described as "to maintain the real value of the peso over
time.” First, the staff used the term "the real value of the peso” incor-—
rectly: it was a measure of the purchasing power of the peso. The staff
presumably meant to refer to the real effective exchange rate. Even so,
there remained a conflict between the objective of real depreciation and
the maintenance of the real effective rate.

In light of the above observations, the most important and the most
interesting conclusion of the staff appraisal was contained in the las:t
paragraph on page 21, Mr. Polak considered. Commenting on future rela-
tions between the Fund and Chile, the staff stated that: “"The authorities
should give particular attention to the provisions for consultations under
the stand-by arrangement.... It was not the usual kind of statement
found in the staff reports, but it was called for in the preseunt circum
stances. The staff had correctly emphasized the need for close consulta-—
tions to ensure that policy changes, or the confirmation of existing
policies, remained in line with the objectives of the stand-by arrangement.
He urged the staff, in the course of consultatious, to take full accoéunt
of the many reservations expressed by Ezecutive Directors on previous and
proposed policies in Chile. He supported the request under the compeansa-
tory financing facility.

Mr. Zhang stated that he supported each of the proposed decisions.

Mr. Malhotra said that he also supported the proposed decisions. The
stand-by program was comprehensive, the 7 »overnment of Chile intended to
reduce its budget deficits, and it planucd to take strong action on the
wages front.

The staff representative from the Western Hemisphere Department
observed that the preferential exchange rate for forelgn debt service
payments constituted a multiple currency practice as well as a burden on
wonetary policy. The impact of the measure on the monetary program for
1383 had been substantially reduced, a development that a number of
Directors had considered positive. Some Directors had also favored
elimination of the system as soon as possible, a view with which the staff
agreed. There was a tendency for the officlal rate and the preferential
rate to converge since the official exchange rate moved in accordance
with past inflation, less an allowance--1 per cent per month—--for world
inflation, while the preferential exchange rate moved in accordance with
past iuflation, or, faster than the official rate. Under the present
system, however, the two rates would not converge until about the end of
1984, Nevertheless, the authorities had committed themselves to elimi-
nating the system by the end of 1983. Therefore, at some point in 1983,
there would have to be either an acceleration of the tate of depreciation
of the preferentizl exchange rate cr the eliminstion of the system, with
the subsidy paid by another method, if the authorities wished to revain
the subsidy feature. They had been counsidering the use of the tax system,
as several Directors had suggested.
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One especially strong factcr in Chile's recessicn, the staff repre-
sentative noted, had been the combination of a fixed exchange rate with
high domestic inflation for almost three years. With a fixed exchange
rate and the wage system indexed to past inflation, the Chilean economy
had rapidly become uncompetitive. Over a two—-year period, wages hadl
risen almost 100 per cent in dollar terms. In addicion, the Chilean
economy was an open one, and ooth the export sector and the import-—
competing sector had decllned sharply.

The explacnation for the high real interest rates in Chile, the staff
2presentative remarked, lay partly in the lag in inflationary expectations.
For two years, inflation had been about 30 per cent a year; it had begun
to decline in 1981, bur interest rates had remained high that year and
inte 1982, 1In addition, because of capital outflows in 1982, there had
been a lack of liquidity in the economy, despite the credit expansic. by
the Central Bank to meet the financial difficulties of the banking insti-
tutions. Month-to—-month changes in real interest rates had beer erratic;
however, real interest rates were an ex post phenomenon, and the private
sector could not be expected to antlcipate month—-to-month sharp changes
in the rate of inflation.

The increase in real jinterest rates in the last months of 1982 had
been a necessary consequence of the need tc tighten credit, the staff
Tepresentative suggested. Credit expansion in 1982 had been excessive;
the program for 1933 would take time to become effective, and the reserve
target * .uld be artained only if credit were tightened significantly. The
authorities were genuinely concerned about the impact of high interest
rates on the possibility of an economic upturn and on their goal of
reducing the rate of unemployment further, but they understood, correctly,
that the immediate constraint on the economy was the balance of payments.
To improve the balance of payments position, a tight domestic credit
policy would be necessary to stem capital outflows. Inevitably, domestic
interest rates would have to rise. Because of their concern, however,
they had begun to use the rediscount rate as-an indicator to help avoid
Tovershooting” of interest rates.

The crisis experienced by Chilean financial institutions was the
result not only of the recession, the staff representative observed, but
also of the high foreign indebtedness of the private sector, among other
things. A significant part of that debt had been taken on by private
sector entities at a time of fixed exchange rates, on the expectation
that the system would remain stable. With the devaluation of the peso,
companies with no foreign earnings had been faced with an increase in
debr service payments in pesos without any corresponding increases in
their income. Thus, the combination of the recession with the heavy
sxposure in dollars explained to a large extent why many financial insti-
tutions had been faced with nonperforming assets. Directors had generally
agreed with the measures taken by the authorities tu deal with the situa-
tion, including the write—-off, over a ten-yeac period, of the "bad loan”
portfolios. The authorities intended to limit that particular measure
in both time and coverage.
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The gquestion whether the measures were sufficlent to vestore the
health of the financial system, or whether further measures would be
needed, was not an easy one to answer, the staff representative commented.
At the moment, the program assumed that no sdditional large-scale financing
would be necessary by the Central Bank during the program period. That
assumpt ion entaliled a conslderable element of risk. The authorities were
prepared to meet the short—-term liquidity problems of banks 1in difficul-
ties within the constraints imposed by the program. The staff agreed that
1f the problems remained limited, they could be handled. If a financial
institution ran into difficulties in 1983, the Central Bank could provide
liguidity, and offset 1it, pertars with a lag, through the sale of a Central
Bank instrument to the market; alternatively, it could ilentify those
tinancial institutions recelving a greater part of the reflow, and it could
make appropriate arrangements with those institutions. A number of altar-
natives were under consideration by the Chilean authorities.

The savings rate in Chile had undoubtedly been low for a number of
vears, the staff represesntative noted. In the early 1970s, private sector
savings had been negative. In rerent years, they had turned positive--—
amounting to about 3 per cent of GDP in 1980. Nevertheless, the rate of
private savings could be considered disappointingly low, given that free
interest rates had offered the saver a high rate of return. The subject
had been discussed In Chile for a number of years and the explanation
had been couched in terms of a permanent income hypothesis. In the late
1970s, the Chilean economy had experienced a boom perlod, and it had besen
expected that income would increase in the future: the permanent income
rise had been high, and economic participants had aimed theéir consumption
pattern at that high level. As a result, savings had been less than
would otherwise have been expected to occur. The argument went on to
suggest that the present circumstances of the Chllean economy would
cause a sharp change in expectations. The belief was that it would he
some time before high rates of growth would return, that income would
grow more slowly, and that there would, therefore, be a tendency to
consume at a lower rate and, correspondingly, to save at a higher rate,
In addition, the policy measures that had been taken would tend to shift
income from wage earners to profics, or to those sectors of the economy
that typically had a higher propensity to save.

Some had asked what advantages the present exchauge rate svstem, a
crawling peg linked to the difference between demestic and world inflatien,
had over a crawling peg linked to a basket of currencies, the staff
representative observed. A case could be made for linking the exchange
rate to the U.S8, dollar, since most of Chile’s trade wa<c denominated in
dollars, or to a basket of currencies. The practical differences betwaen
the present system and a link to a currency basket were not great. The
important point stressed by Dir ors, with wirich the staff agreed, was
thar the authorities should maiatain flexibility. The present system
was a short—term solution, not necessarily the best, and the staff had
strougly urged the authorities not to lengthen the announcement of the
guarantees underlying the system beyond the present six-month period.
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Commenting ou the balance of payments, the staff representative nored
that imports were expected to decline further in 1983, but by a moderate
amount compared to the sharp contraction that had occurred in 1982. One
Director had asked if such a decline would be consistent with an uptura
in real activity. Part of the explanation lay in the change in the
exchange rate; the rate had moved in favor of domestic production and
agalnst imports. If the expectations of increased savings proved correct,
there would be a teandency to reduce speunding, part of which would be in
the form of less expenditure on imports.

The staff also expected a moderate upturn in exports in 1983, the
scaff representative went on. Copper, accounting for approximately 50 per
cent of export earnings, was expected to increase only marginally in
volume, while its price had been projected te average 75 cents per pound
on the London Metal Exchange (LME) in 1983. Different views had been
expressed concerning whether the projection was too high or too low; in
an article in that day's Wall Street Journal the average price of copper
in the first half of 1983 was projected to be 83 cents per pound LME.
Thus, the staff projection of 75 cents per pound could be considered
conservative.

Another factor affecting exports was the strong movement of the
exchange rate in Chile's favor, the staff representative remarked. A
number of nontraditional export products had been significantly affected
by the decline in Chile's competitiveness over the previous two or three
years: food, vegetables, fishing, and lumber. There were already indi-
cations that those sectors were recovering, particnlarly fishing. In
the lumber industry, the Chilean authorities believed that the 1Industry
could recover the share of the market that had been lost as a result of
noncompetitiveness. The industry was well established, and it used modern
and efficient machinery. On the service side of the current account, the
staff had based its calculations of the interest rate burden on a U.S.
prime rate of 13 per cent. Already that appeared to be high; if the
prime rate averaged 1l per cent in 1983, Chile's current account would
improve by about $140-150 million as a result of lower interest payments.

Capital flows could be considered in three categories, the staff
representatlve suggested, namely, direct investment, financial flows to
the private secror, and financial flows to the public sector. Direct
investment was expecrzd to be a little lower in 1983 than in 1982, about
$450 million compared with $480 million. It should be noiled that both
amounts were large compared with the two or three preceding years. Part
of the flows arose from 2 number of large projects in the mining sector
that had been started in 1982 and were expected to continue at about the
same level in 1983. Another part was expected to be in the form of
capital contributions by foreign banks that had an interest in financial
institutions in Chile. The total of net financial flows, both public
and private, was expected to be about $660 million, of whlch $200 million
was expected to go to the private sector. However, about $150 million
of that amount was to be borrowed by a commercial bank that was publicly
owned, and thac inflow could be considered public sector borrowing. The
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other 3550 million was expected to arise from a return Lo a more normal
pattern of trade financing. Thus, the staff expected only a modest new
inflow into the Chilean private sector in 1983.

The $460 million inflow to the noufinancial public sector was equal
to the deficit of that sector assumed in the program, the staff repre~
seatative noted. However, it was not necessary that those two amounts
- coincide. 1If the private sector was able to borrow more than the expected
amount, then the public sector could borrow less and the program require-
ments would still be satisfied. The preakdown of the toral $660 million
of capital inflows was based gp the staff's best judgment of what was
likely to happen in 1983. As for the reasonableness of the assumptions,
it was worth noting that, in December 1982, when world market counditions
had been difficult for any Latin American country, Chile had been able
to obtain a $300 wmillion loan for one of its public companies. 1In fact,
the loan had been oversubscribed, amounting eventually to $315 million;
it had been contracted on relatively favorable terms, indicating that
Chile had a sufficiently good credit rating that it might expect to obtain
the amount of financing needed in 1983.

It had been suggested that there would be severe pressure on wages
in 1983, the staff representative continued. The staff noted that,
bacause of the high rate of unemplocyment, wage demands in recent months
had been limited. The most recent information ilndicated that emphasis
was being placed on employment stability rather than on large nominal
wage increases. In the public sector, it was expected that employees
of the Central Government would receive an increase of about 10-12 per
cent in the middle of 1983, although a final figure had not vet been
decided. :

The consistency @f the Chilean authorities’ strategy had been ques—
tioned by Mr. Polak, the staff representative from the Western Hemisphere
Department noted. The staff did not believe that the market orientation
of the authorities' strategy had caused the recession or the financial
problems that Chile was experiencing. Indeed, it could be argued that
inadequate implementation of the strategy had rasulted in a certain
inconsistency in policies, as in the indexation of wages and the fixing
of the exchange rate. Both those fundamental policy areas had been
ad justed appropriatefy; thus, it was worth ewmphasizing that it was aot
the strategy per se that had been incorrect but the manner in which it
had been, at times, implemented.

The staff representative from the Exchange and Trade Relations
Department noted that one Director had referred, in passing, to the issue
of short—-term borrowing. The staff was preparing a veport on the general
issue of short-term -indebtedness iv which short-term debt questions would
be discussed. Another Director had asked about the implications of the
ceilings on net domestic assets. The normal practice was to formulate
those ceilings either in terms of stocks outstanding at the end of the
stated period, or in terms of cumulative changes in the stock over the
pericd. For Chile, the ceilings had been defined in terms of stocks at
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the end of the period. The implication was that, when a country requested
a drawing, the celling had to be observed on rhe basis of the latest
available data. 1f the ceiling had not been observed at the most recent
date, the drawing could not be made. However, if at a later stage within
the quarter, net domestic asset expansion fell back under the ceiling, and
{f all the other criteria were being observed, the country could make the
drawing at that point.

A number of Director, had expressed support for the inclusion of
the consultation clause in the staff appraisal, the staff representative
continued. The particular attention drawn to the comsultation clause
was appropriate in Chile's case, but that approach could be applied more
geaerally. Like review clauses, consultation clauses were a necessary
supplement to the quantitative performance criteria. The performance
criteria served to indicate to the Executive Board whether the economy
was performing as expected. If the economy was not performing as expected
and the criteria were not met, the country could not draw. That inability
to draw should logically lead to consultation to determine the reason
for the lack of performance as measured by the quantitative criteria.
It might be thought that the consultation clause had become a standard
feature of the Fund's arrangements with members, to which no particular
operational significance was attached. However, 1f the clause acquired
the role and scope that the staff sought for it in the present case,
much would be doune to avoid the impression that the Fund's programs had
become too rigid and precise. :

The staff representative from the Research Department, commenting on
the compensatory financing facility request, said that some Directors had
suggested that the staff could have dealt more explicitly with the effact
of the exchange rate on the calculation of the export shortfall. The
appreciation of the exchange rate had had a particularly adverse impact
on two sectors: wood and the group of commodities referred to as "other
exports.” On page 11 of EBS/82/228, the staff had stated that the sharp
slowdown of other exports in 1979 and 1980 had been caused by the recession
and by the real effective appreciation of the peso. There had also been
an indirect reference to the effects of tte overvaluation of the exchange
rate in the section dealing with wood, in which the staff had pointed
out that Chile had lost market shares in the shortfall year. However,
the staff had not referred to the role of the exchange rate explicitly
in the staff appraisal, and it had confined its comments in that section
to the fact that the shortfall was overwhelmingly related to price devel-
opments clearly outside the control of Chile. In Table 4 of EBS/82/228,
the staff had Iindicated that the volume of exports of major commodities,
accounting for more than 70 per cent of exports, had increased by 12 per
cent in the shortfall year, whereas prices for that group of commoditles
had fallen by 8 per cent. The group referred to as "other exports” was
not included in Table 4, but, as noted, the staff had mentioned the
adverse effects of the appreciation of the axchange rate as a factor in
the shortfall for those exports.
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One Director had askrd about the frequency with which price
projections were made by the staff, the staff representative contiaued.
Projections were made for each paper on a request for compensatory
financing. The staff took into account the most recent information on
market developments, as well as projections made in cannection with the
World Ecosomic Qutlook and projectious made by economists in other insti-
tutions, patrticularly in the World Bank. The market prices were then
related to the export unit values of the particular country under counsid-
eration; there could be substantial variations between changes i markec
prices and changes in unit values, depending oa the particular circum—
stances.

The projections for Chile had been made in November 1982 when the
London Metal Exchange price ¢f copper—-—to take the most lwportant export
commodl ty-~had been 63.5 cents per pound, the staff representative observed.
The staff's projections for the 12 months to September 1983 suggested a
price about the same as that which the staff representative from the
Western Hemisphere Department had menfioned with refereance to calendar
year 1983: about 75 cents per pound. Since the time that the projections
had been made, the price had moved up from 65 cents per pound to 71 cents
per pound in daily trading. It would be incorrect to use one day's trading
as a justification, but it indicated that wmarket prices were moving in
the direction of the projection wade in November 1982 for the 12 mounths
ro September 1983. Recent projections of copper prices made outside the
Fund were more optimistic than those made hy the staff, primarily because
the staff had learned from experience to exercise caution in judging the
prospects for an upturn in the world economy.

A Director had wondered why the balance of payments data in
EBS/82/227-~the paper on the Article IV consultation and stand-by request—-
were presented in terms of U.S. dollars, the staff representative from
the Research Department observed, whereas in EBS/82/22B--the paper on the
compensatory finmancing facility request-—the balance of payments data were
expressed in terms of SDRs. In EBS/82/228, all calculations were expressed
in 8DRs; it was standard practice to do so for papers on compensatory
financing. The balance of payments data used in EBS/82/228 were consistent
with, and in fact were based upon the data used in the stand—by paper.

The staff representative from the Exchange and Trade Relations Depart-
mentr commented that there was a good deal £o be said for always using the
same unit of account In reports to the Executive Board. 0On the other
nand, there was also considerable merit in using the same set of datca
used by the authorities. That had been the practice in stand-by papers
in which discussion centered on policy measures and their impact oo the
prospective development of the economy. In papers discussing possible
purchases under the compeunsatory finaacing facllity, SDRs were used as a
unit of account to provide uniformity for calculations made in connection
with the requests for compensatory financing by many different members.
In practice, however, as long as the two sets of data were consisteat,
they ought not to present move of a problem than that which sometimes
arogse in connection with the units of time used in stand-by and compensa-—
tory finagncing reports.
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Mr. Zhang asked whether the staff might comment further on the reasons
for the severity of the vecession In Chile compared with other countries.
The staff representative had mentioned Chile's large export sector, but
that sector accounted for about only 18 per cent of GNP, not an unusually
large proportion. The volume of exports in 1981 and 1982 had been about
the same as 1n 1979 in dollar terms. Second, had there been significant
changes 1n the distribution of income in Chile in recent years? If so,
what had been the impact on savings? Historically, the propensity to
consume among upper lncome groups in Chile had been high. Thus, it was
an open question whether a shift from wages to profits would have a
beneficial fmpact on the future rate of savings. '

The staff representative from the Western Hemisphere Department
replied that the openness of the economy depended on both exports and
imports. 1In the period of the fixed exchange rate, when Chile had been
able to obtain a great deal of foreign financing, imports had increased
dramatically, and, as a result, the domestic industry had been slowly
priced out of the market. Thus, the recession had affected import—
competing industries, not ounly export industries. Investment had, in
fact, declined sharply in 1982, as indicated in Table 8 of EBS/82/227.
Gross domestic investment had fallen from 22 per cent of GDP in 1981 to
15.4 per cent in 1982, the decline being particularly strong in the
private sector.

Commenting on the distribution of income, the staff representative
from the Western Hemisphere Department noted that there were no national
accounting data avallable on income by economic sector in Chile. However,
the evidence from the growth of nominal wages during the period of the
fixed exchange rate Indicated that there had been a significant shift of
income toward the wage—earning sector at that time., That shift had
been instrumental in making the economy noncompetitive; 1t had caused a
large rise in imports and, correspondingly, a low level of profits in
the domestic import-competing industries. The increases in wages in 1980
and 1981 had amounted to about 100 per cent in nominal terms, expressed
in pesos. However, because the exchange rate had been fixed, there had
been a corresponding increase in dollar terms also, resulting in a
deterioration of the economy's competitiveness. The beneficial impact
on prices that might have been expected from the lmpact of the fixed
exchange rate on import prices had not finally occurred until the end of
1581. The Chilecan authorities had been anxiously awaiting such a benefi-
cial effect for two years, but it had not occurred until the recession
had become pronounced.

Mr. Dallara thanked the staff for the additional information that f{it
had provided concerning the basis for the 1982 capital account projections.
It would be helpful, in general, if such information could be included in
the documentg provided to Executive Directors, 1f necessary in supplements,
accompanied, as appropriate, by the caveat required when dealing with
detailed capital account projections. The information provided concerning
the recent borrowing efforts by an official government entity was encour-—
aging, but the private sector's debt situation in 1983 remained unclear.
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First, was the expected reduction in the cutstanding levels of net private
sector debt in 1983 attributable to a more favorable international lending
environment for Chile, or to the reduction in the rate of growth of net
ceatral bank credit? Second, did the modified system of subsidies countinue
to provide incentives for repayment of principal and, therefore, could

its elimination help tec deal with the potential problem of a further net
reduction in .outstanding foreign debt to the private sector?

The staff representative from the Western Hemisphere Department com-—
mented that, In order for outstanding private sector debt to stabilize,
central bank credit policy would have to become tighter and real domestic
interest rates would have to rise, a process already under way, with the
prospect of relatively high interest rates continuing in 1983. 1In 1982,
particularly in the second half of the year, there had been a reduction
in overall private sector debt, so that in 1983 there would be that much
less of an overhang to be reduced. Until December 20, 1982, the subsidy
had encouraged the repayment of debt. Ideally, the subsidy should be
eliminated, but its impact at present was less than it had been. He agreed
that the international lending environment would have an important role
to play in the debt picture. But the willingness of domestic entities
to take on further debt was also important, since they had learned the
lessons of overexposure in the previous two years. The program assumed
that most of the expected reserve loss would occur in the fivst half-of
the year; the authorities had reiterated their intention to tighten
domestic credit further if thar was what was required to create the con-
ditions for the private sector to meet its credit needs through foreign
financing. )

Mr. El1-Khouri commented that it was unclear whether the program
contained a specific provision for a mid-term review. There was simply
a reference to a consultation in the middle of 1983.

The staff representative from the Exchange and Trade Relations
Department said that there was to be a review, but the review was not
itself a performance clause because the quantitative ceilings had been
set on a quartexrly basis throughout the year, and there was no need to
have both quantitative criteria and a review as performance clauses. It
Wwas correct to say that the reference to the comsultation clause in the
staff appraisal was not standard, but, as he had indicated earlier, it
would be useful if countries were to pay closer attention te the consul-
tation provisions, particularly when the international enviroanment was
uncertain, or when a program was not working out as had been expected.

Mr. Gomel recalled that ¥Mr. Lovato had raized the question of the
outlook for domestic demand in 1983. The authorities were relying on a
drastic reduction in income in order to increase profits and, thereby, to
stimulate investment. However, the environment for a needed increase in
investment was unfavorable because business confidence was low, interest
rates were expected to remain high, and the financial structure was weak.
He invited the staff to comment further on that environment.
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The staff representative from the Western Hewmisphere Departmentc
said that both the staff and the authorities expected that the upturn in
the economy would be slow. Within the authorities’ strategy, the export -
sector was intended to be the engine of growth, but performance in that
area would obviously depend a great deal on developments in the world
economy. = At the same time, the authorities had put together an economic
program that they believed was consistent and that would give the private
sector a measure of confidence that the economy would Llmprove in the
future. However, 1t was worth reiterating thar domestic consumers ware
not expected to provide the demand but, rather, the export sector.

The Acting Chairman noted that Mr. El-Khouri had asked about the

meaning of the net domestic asset ceilings in the stand-by avrangement.

It was important to eliminate any ambiguity regarding those ceilings.

On page 35 of EBS/B82/227, the staff had referved to “the limit” (singular)
on the net domestic assets of the Central Bank of Chile described in

Table 4 of Attachment I1I. However, in Table 4, there were four individ-
ual ceilings, one for each quarter. The staff representative from. the
Exchange and Trade Relations Department had indicated that, if the actual
data came within the celling values by the end of the period, the wmember
could draw under that performance criterion even though the ceiling was
intended to apply to the whole period. The second drawing under the
_present arrangement could take place on May 15, 1983; it would be judged

in light of the performance criterion on net domestic assets as of March 31,
1983, Hypothetically, if Chile had observed the net domestic asset test
throughout the entire first quarter, but the ceiling on net domestic assets
in the second quarter had been exceeded by the time of the second drawing,
for example on April 30, 1983, what were the implicationsg?

The staff representative from the Exchange and Trade Relations
Department replied that, iam those circumstances, the couatry could not
draw. The ceilings were normally expressed on a quarterly basis, and, as
long as the country observed them for the quarter in question, all other
things beling equal, it would be entitled to draw. The net domestic asset
ceiling, however, had to have been observed on the basis of the most
recent data available at the time of the request for the country to he
able to draw. In the Acting Chairman's example, the most recent data
available indicated that the second quarter celling had been axceeded on
April 30, 1983; therefore the country could not make the drawing. However,
if later information became available that net domestic assets had returned
within the ceiling, and all the other performeunce criteria had continued
to be observed, the country became entitled to draw again.

Mr. Joyce wondered what would happen if, on May 15, 1983, at the
time of the request for a drawing, the only figures avallable were for
March 31, 1983, indicating that the country had met the performance
criteria for the first quarter; but, a day or two later, data became
available to show that the ceilings for the second quarter had been
exceeded. Could the drawing, once authorized, be iaterctupted?

The Acting Chairman said that it was his understandiog that drawings
were not interrupted once instructions had been issued.
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The staff representative from the Exchange and Trade Relations
Department added that the important point was that the ceiling had to be
observed at any given point In time whan a drawing was being requested.
For purposes of the ceiling on net domestic assets, the end-of-quarter
data did not have any particular significance once the quarter had passed.

Mr. Donoso noted that a number of Directors had ccamented on the
problem of unemployment. The authoritles ip Chile had taken manmy initla-
tives to mitigate the problem. For example, a program had been started
to create jobs for 100,000 family heads; by October 1982, 70,000 persons
had been employed under that program. Since March 1982, a subsidy had
been made available to enterprises hiring workers above the number cof
employees under contract on March 1. A further subsidy was available if
the persons hired had been working in other govermment—supported employ-
ment programs. Subsidies had also been granted to reopen, on a temporary
basis, certain plants in the sugar producing industry to deal with local-
ized unemployment, and a similar program eperated in stare—owned forestries.
Another program, expected to provide 40,000 jobs in 1983, had been set up
to bulld sanitary facilities in houses of low—income residents.

Those programs had contributed to the reduction in the rate of unem-
ployment that had occurred in recent months, Mr. Donoso coantinued. In
Santiago, it was estimated that unemployment had been reduced by 3.5 per
cent, at least part of which was the result of direct government actiomn.
Thus, the authovities were making every effort to reduce unemployment
within the context of the limitations on public expenditure that were
required Iin order to reduce the current account deficit.  As the staff
had pointed out, the fundamental concern with the problem of unemployment,
in conjunction with the scarcity of resources, had led the Chilean auther—
ities to reallocate budget resources toward labor-intensive public fanvestc-
ment projects.

Commenting on the financial system, Mr, Donosc noted that the mcne-
tary authorities had introduced a new measure in mid—-1982, namely, the
acquisition by the Central Bank of the portfolio of "bad loans” of the
financial institutions. A special feature of the new system was that
those financial institutions cooperatlng with the Central Bank exchanged
their "bad loans” for bonds igsued by the Central Bank. The bonds had
to be repurchased over the coming ten years at the rate of 5 per cent
per semester. The instifutions remained in a solid position in terms of
assets relative to liabilities, making it unnecessary for the depositors
to become concerned about their deposits, and thereby avoiding liquidicy
problems for the institutions. At the same time, no real change in the
nat asset position of the financlal institurions was involved since they
were committed to repurchasiug the "bad loans.”™ The aim had besen to
allow tiose financial iunstitutions facing problems to continue operating
until economic recovery allowed them Lo generate resources.

It was also important that the authorities had sought ro avoid the
need for central bank credit to cope with liquidity problems arising
from depogsitors' uncertainty, Mr- Donoso rewmarked. However, ([t would
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still be possible to close down a given dmstitution, if necessary, but
to do so without causing problems for the financial system as a whole.
1t was true that liquidity problems might occur because of withdrawal of
deposits from an institution, and that such a development could lead to
credit expansion above the cellings envisaged in the program. However,
such expansion should prove to be temporary, because deposits taken from
one institution would return to the system.

The likelihood of attracting sufficient foreign resources in 1983
to cover the expected current account deficit and reserve losses had been
raised in the discussion, Mr. Donoso observed. It was worth noting that
the net capital outflow from the private sector in 1982 had occurred at
a time of enormous uncertainty resulting from changes in the exchange rate
and from the low rate of interest. For part of the second half of 1982,
the real rate of interest for onme-month operations had been negative. Thus,
there had been a strong incentive for the private sector to replace its
foreign debt with debt denominated in pesos. The subsequent increase in
the rate of interest altered the incentives, so that International reserves
had begun to recover by the end of 1982. 1If interest rates remained
positive, through an appropriate credit policy, it should be possible to
maintain the level of forelgn debt of the private sector. 1t appeared
feasible that rhe planned current account deficit could be financed through
foreign investment and through the use of foreign resources by the public
f4inancial sector in the event that there were difficulties in obtaining
financing for the private sector. He stressed that his authorities were
confident that capital flows to the private sector would occur as expected
in the program, given the expected effect of their credit policy.

The multiple currency practice had already been modified as explained
in the supplementary information provided by the staff, Mr. Donocso remarked.
The differential between the official exchange rate and the preferential
rate was being paid in bonds rather than cash for debts above $20,000.

The monetary authorities' control over the growth of net domestic assets
would thereby be enhanced. The preferential rate allowed economic units
to have access to foreign currency only to service debts contracted before
August 1982. Therefore, its effects on future debt contracting should be
minor. The use of the preferential rate entailed a subsidy, but the
existence of the rate would not necessarily affect the net foreign indebted-
ness of the private sector. That indebtedness would depend more on the
comparison of the costs of using external or internal resources. Those
costs were influenced by credit policy, which coulad, remporarily and with
a loss of reserves, maintain the rate of interest paid on pesc loans below
the rate paid on foreign loans. Such a credit policy had existed for some
months in 1982, but i1t had sioce been tightened, with a resulting increase
in the internal rate of Interest. He believed that it would be possible
to continue the new credit peolicy and thereby to reverse the net capital
outflows despite the maintenance of the preferential exchange rate. He
emphasized that the limits imposed on the acquisition of foreign currency
for invisible transactions were temporary, and that all bona fide requests
ware being honored by the Ceuntral Baunk.
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The Acting Chalrman made the followlng summing up:

In concluding the Article IV consultation with Chile,
Executive Directors generally expressed their agreement with
the thrust of the staff appraisal, and they approved Chile's
request for the use of Fund resources.

Directors noted that economic :onditions in Chile in 1982
had been extremely difficult. The economy had experienced a
deep recession, the rate of unemployment had been high, the
external sector had been in severe disequilibrium, and confidence
in the Chilean economy had been shaken. Directors expressed
support for the authorities' strategy of focusing particularly
on tackling the constraint imposed on the economy by the balance
of payments problem, and they welcomed the authorities' decision
to deal with the constraint in clese collaboratlon with the Fund.

The Chilean peso had been depreciated by 40 per cent, and a
fiexible exchange system had been instituted with the objective
of ensuring that the real external value of the peso would be
kept at a realistic level. Wage indexation had been abandoned,
and the wage floor for collective bargaining had been lowered.
Directors stressed that those policies, even though, regrettably
but necessarily, they might invelve a significant reduction in
household incomes in the short run, were fundamental to restoring
Chile's competitiveness and to the restoration of confidence,
the resumption of economic growth, and a consequent reduction
in unemployment in due course.

Directors observed that the economic downturn and the drop
{n the world market price of copper had resulted in a decline
in fiscal revenues and had led tc the emergence of an overall
public sector deficit ia 1982 f-r the first time in several
years. Directors strongly comr.:nded the authorities for their
actions to limit the deficit to a manageable size in 1982 and
to reduce it in 1983 to 1.7 per cent of GDP, includiag major
cutes in planned current and capital spending, the adoption of
new tax measures, locreases In public sector tariffs, and sales
of public sector assets.

Directors drew attention to the measures that had been
taken to re-establish confidence in the domestic financial
system, and they emphasized the Iimportance of prudent credit
management if that objective was to be achleved. Directors
referred with concern to the high rate of Central Bank credit
expansion in recent months, and many observed that the effective-
ness of monetary policy had been greatly hindered by the subsidy
implicit in the existing preferential exchange rate for external
debt service pavments. They welcomed the tlightening of credit
expansion and the modifications of the preferential exchange rate
ln a way which facilitates monetary control. They encouraged the
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authorities to eliminate the system altogether Iin order to
avoid reductions in the private sector's foreign debt and the
consequent loss of foreign reserves. Directors supperted the
authorities' intention to continue allowing iunterest rates to
be determined by market forces. The use of the rediscount rate
to 1nfluence the trend of market rates should be putsued with
caution to avold the emergence of unrealistic interest rates.
Chile's undertaking to strengthen the supervision of the opera-
tions of the financial intermediaries was warmly welcomed.

Directors strongly commended the authorities for their deter=~
mination to maintain an open economy. The elimination of exchange
restrictions and the reduction and maintenance of import duties
to a uniform 10 per cent had been major factors in the attainment
of high economic growth rates in the second half of the 1970s and,
together with appropriate demand and exchange rate management,
those policies should aid in the resumption of econocmic growth.
They strongly encouraged the authorities to maintain and ensure
the necessary flexibility in exchange rate policy during the
period of stabilization and traunsition in the Chilean ecoromy.

Given the climate of uncertainty in international financial
markets and the relatively soft world economic outlook, Directors
stressed that the Chilean authorities should stand ready to
take appropriate additional action to achieve their external
target and to restore confidence. In that context, some Directors
questioned whether the projections for exports and for capital
inflows in 1983 would be attainable. They, therefore, attached
considerable importance to the provision for consultation under
the stand-by arrangement in order to monitor developments closely.

The Executive Board then turned to the proposed decisions, which it
approved:
The decisions were;

Exchange Measures Subiject to Article VITI

1. The Fund takes this decision relating to Chile's exchange
measures subject to Article VIII, Sections 2 and 3, in the light
of the 1982 Arcticle IV consultation with Chile concluded under
Decision No. 5392~(77/63), adopted April 29, 1977 (Surveillance
over Exchange Rate Policies).

2. Chile maintains a multiple currency practice arising from
the maintenance of a preferential exchange rate for debt service
payments for private .sector debt contracted before August 6, 1982,
and maintains an exchange restriction arisiang from the limitations
placed on the sale of foreign exchange for foreilgn travel and a
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number of other invisible transactions. In view of the temporary
nature of these measures, the Fund grants approval for their
retention until not later than December 31, 1983.

Decision No. 7297-(83/8), adopted
January 10, 1983

Stand-By Arrangement

1. The Government of Chile has requested a stand-by
arrangement for a period of two years from January 10, 1983
in an amount equivalent to SDR 500 million.

2. The Fund approves the stand-by arrangement attached
to EBS/82/227.

3. The Fund waives the limitation in Article v,
Section 3(b)(1ii) of the Articles of Agreement.

Decision No. 7298-(83/8), adopted
January 10, 1983

Purchase Transaction ~ Compensatory Financing Facility

1. The Fund has received a request from the .Government of
Chile for a purchase of SDR 293 million under the Decision on
Compensatory Financing of Export Fluctuations (Executive Board
Decision No. 6224-(79/135), adopted August 2, 1979).

2. The Fund approves the purchase in accordance with the
request.

Decision No. 7299-(83/8), adopted
January 10, 1983

DECISIONS TAKEN SINCE PREVIOUS BOARD MEETING

The following decisions were adopted by the Executive Board without
meeting in the period between EBM/83/7 (1/7/83) and EBM/83/8 (1/10/83).

2, CABLE ROOM ~ SHIFT WORK

The Executive Board approves the proposal set forth in
EBAP/82/447 (12/30/82).

Adopted January 7, 1983
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3. EXECUTIVE BOARD TRAVEL -

Travel by Executive Directors as set forth in EBAP/83/6 (1/6/83),
EBAP/83/7 (1/6/83), and EBAP/83/9 (1/7/83) is approved.

APPROVED: June 20, 1983

LEO VAN HOUTVEN
Secretary
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Table 1. Chile: Summary Accounts of the Central Bank

(In billions of Chilean pesos) 1/

1981 1982

1983

Dec. June Sept. Sept. - Dec.

Jan. 6 Mar. 31

(Ussl= (USSi=
Ch$69) Chs74)

(Prel.) (Prog.)

Net international reserves . £19.9 198.1 146.1 121.4 130.2

121.9 137.4

(In millions of U.S. dollars) (3,187) (2,870) (2,117) (1,795) (1,795)

Deposits related to halance

of payments support leoans o e :: 9.5 10.2
Net domestic assets -132.8 -107.6  -61.3  -23.1  -28.0
Medium— and long-term

forelgn liabilities 35.2 44,3 43,5 42.9 46.0
Liabilities to the private

sactor 51.9 . 46.2 41.2 46.0 46,0

0f which: .
Currency issue (63.6) (37.4) (34.7) (39.1) {39.1)

Memora~dum ltems:

Net international reserves
less deposits related to

balance of payments suppcrt
loans v 219.9 188.1 146.1 111.9 120.0

{In millions of U.S5. dollars) (3,187) (2,871) (2,117) (1,622) (1,622)

(1,647) (1,857)

10.2 40.7
-21.4 -6.0
45.8 45.6
44,5 45.0

(36.9) (...)

111.7 §96.7

(1,509) (1,307)

Source: Certral Bank of Chile.

H

1/ At Ch$69 = US$SL for 1982.
At Ch$74 = USSl for the first gquarter of 1983.



