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L. CHILE - 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 miliion
(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 just received the following information on receant
developments.

A summary of the Central Bank accounts for January 6, 1983
is given in Table 1 (Anmnex I). 1t indicates that the net domestic
assets of the Central Bank are well below the ceiling applicable
for the January l-March 31, 1983 periocd and that the sum of
the net international reserves and the deposits relatad 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 1982
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$1,100 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 inflation 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 cent. Table 2 {(Aunex II)} provides the
profile of the monthly rate of inflation during 1930-32, The
decline in the rate of inflation in November and December appears
coasistent with the rare of inflaticn in 1983 of 25 per cent
projected in the program.

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

Nominal interest rates on shert-term deposits and lending
operations 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 {n September. At thsa
same time the average short-term deposit rate trose to 4.6 per
cent from 3.6 per cent in Sentember. The rise in real terms
has been more prounounced, as deposit vrates 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 tfigures for the growth of the
economy, and of imports, on a fourth-quarter—to—fourth-quarter basis.

The staff representative from the Wegtern Hemisphere Department
replied 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 1imports on the same basis.

Mr. Donoso made the following statement:

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

After decades of slow growth and sporadic financial diffi-
cultieg, the Chilean economy faced s major crisis in the first
half of the 1970s. Enormous fiscal deficits financed wich
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 oll 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 on a stabilization
effort in the context of a complete program of structural reforus.

The ailm of that program was to accelerate the rate of growth
through opening the economy to international trade and competi-
tion; “ransferring productive activities from the public sector
to the private sector; strengthening and enlarging the scope of
private property; and generally freeing prices and eliminating
economic distortions so0 as to improve resource allocation. Con—
trolled prices and the rate of interest were fread. The average
tariff on imports, which was 105 per cent in 1974, was reduced
to 44 per cent in 1975, 33 per cent iun 1976, 20 per cent in 1977,
14 per cent in 1978, 10.9 per cent in 1979, and 10.1 per cent
in 1980. 1/ All nontariff restrictlons 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 imports where dumping
has been ascertained. These tariffs are temporary.
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Fiscai expendituve decreased 27 per cent ia real terms
between 1973 and 1980. The fiscal deficit, which amounted to
55 per cent of the total fiscal expenditures in 1273, was reduced
and then transformed into a surplus in 1976~-80. Approximately
400 enterprises under state control were transferred to the
private sector. The remaining state enterprises eliminated their
logsses and generated an operational surplus of around USS500 wmil-
lion in 1980, ’

Fiscal euperditure in social areas and programs increased
theit share from 30 per cent of total fiscal expenditure in
1973 to mere than 50 per cent in 1980. This implied an absolute
increase in flscal expenditure for social putrposes., Numerous
other reforms were also implemented during this period. Among
them we could mention tax veforms (elimination of special treat-
ments and tax exemptions, and the introduction of a value—added
tax), and the social security 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 health system, in
the educational system, as well as in wost productive sectors,
always aiming at increasing the participation of the private
sector and improving resource allocation.

The performance of the Chilean economy improved strougly
under the program. The rate of inflation declined from more
than 500 per cent 1n 1973 to 31 per cent io 1980. After a
reduction in 1975, GDP grew at the rate of 4.1 per cent ia 1976
and from then on at an average annual rate of 8 per ceat untll
1380. The annual rate of growth of employment during 1976-80
was about 3.4 per cent, which compares favorably with the annual
rate of 1.9 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 children born alive in 1980. Iwmpressive advances
were alse achieved in educatiou and nutrition.

As a result of the reduction in import tariffs, accompanied
by a real depreciation of the peso, nontraditional exports
increased from less than US$200 million per vear during 1970-74
to $1,240 million in 1980. Exports of copper, which amounted
tao 75 per cent of total exports in 1970-74, declined in relative
terms to 50 per cent of exports in 1979-80. The important
remaining problem in L1980 was the rate of unemployment, still
at a level of 11.8 per cent, though _xeadily 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, reflectinz the insufficiency of domestic
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savings to finance growing investment. There were no problems

in obtaining the foreign resources, and, given the monetary

policy belng applied, the financing of the deficits occurred at

the same time as a systematic Increase in international reserves.
" The increase in external debt was almost all private debt.

In mid-1979, when all potential pressures for credit expan-
sfon arlsing from the public sector deficits had been eliminated,
a2 rate of exchange of Ch$39=USS$1 was established.

The U.8. 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
J.5. dollars of goods amounting to 50 per cent of Chilean exports
was 15 per cent during 1981. Prices of lmports 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
deterioraticn in terms of trade was added the increase in inter-
national rates of interest to be applied to the service of the
external debt.

Because the peso is fixed to the U.5. dollar, the appreclation
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 minimunm
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. Government
employees and nonunionized workers received wage increases
equivalent 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 tne required rapidity. The
increase in coansumer prices during 1981 was still at the rate
of 9.1 per cent, Wages increased in real terms, and the relative
price of tradeables deterlorated during the year.

Because of the increase in the international rate of inter-
est, and probablv because of a percelved risk of devaluation,
the domestic rate of interest rose in the last months of 1980
and during 1981 ro about 25-30 per cent a year ln real ternms,
having been about 5 per cent a year ia real terms in 1979 and
1980.
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During 1979-8C, an appreciable spread between interest rates
paid on foreign borrowing and interest rates pald 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 rate of ianflation had been higher than the inter-
national one. However, when the appreciation of the dollar
brought down the internal rate of inflatien, the wmaintenance of
the spread implied 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 increase 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 reduction in demand during 1982 alwost halved the
level of imports, while GDP decreased about 13 per cent. The
rate of unemployment rose above 20 per cent. 'The reduction in
income and imports decreased government revenues, bringing
about a fiscal deficit in 1982 for the first time in years.

Measures were taken to facilitate the economic reacovery
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 to
facilitate any necessary real wages adjustment and to change
conditions so as to make it possible to have a devaluation without
offsetting price increases. Restrictions on capital flows were
virtually eliminated., Limits on the terms of export prefinancing
and import credits were relaxed. A uniform 5 petr cent reserve
requirement on foreign borrowing was established in place of
reserve requirements that varied according to the maturity of

the loan. '

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

The peso was devalued on June 13 to restore comperitiveness
to the Chilean =conomy. On September 29 the peso was fix>d at
the rate of Ch$66 = US31 adjustable daily on the basis of infla-
tion in the previous moath minus 1 per cent a month. To deal
wirth the emerging fiscal deficit, a number of measures were
taken in the first half of 1982. 1In June 1982, the salaries of
higher pald employees of the public sector were cut by 10 per
cent Iin addition to the elimination of the autowmatic adjustment.
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Taxes on tobacco products were raised. The programed decline
in tarlffs on imports of nighly priced automoblles was halted.
Incentlves to settle overdue tax llabilitles were introduced.

These measures eliminated the rigiditles making adjustment
in the economy difficult. All of them were consistent with the
basic economic strategy of the Chilean Government, i.e., to
promote adjustment and growth by relying on market forces and
price incentives to guide resource allocation.

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 19832 to have been
around 20 per cent in real terms. Thus, no additional reductions
in real domestic expenditure are needed to get to a surplus in
the goods and nonfactor services account of 2.8 per ceant of GDP
in 1983, as contemplated in the program, if GDP grows 4 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 than the
average real exchange rate during 1982. The reduction in real
wages and the higher real exchange rate should wmake possible
the targeted increase 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 nounfinancial 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 aoverall 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 in general government revenues In 1983, the authorities
plan to make reductions in current expendirures of the general
Government amounting to 7.1 per cent of GDP and to bring about
an increase in the gsurplus 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 235 per cent, an increase of 4 per cent in real wmoney and
quasi-money holdings, and US3485 million of losses iu Interna~
tional raserves for the year. The programed increase of 40 per
cent in the net domestic assets of the flnancial system consis-
tent with those assumptions, will be totally chauneled as credit
to the private sector, as no domestic credit to the public
sector is plaaned.
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A current account deficlit will remain during 1983 and 1
amcunting to 7.2 per cent of GDP and 4.7 per cent of GDP, re
tively. The authorities are confident that foreign financing
will be available in the required amounts. Should the expected
availability of foreign financing or any of the assumptions
underlying the program not be realized, the authorities stand
readv tou apply the necessary corrective measures, including che
tightening of credit conditicns.

]
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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 maintained 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 strongly related to the maintenance of duties
at this low level, to the freedom to mobilize capital, aund to
the absence of restrictions on payments and transfers for current
{nternational transactions. - ’

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 exter-
nal debts contracted before August 6, 1982 on a temporary basis.
They plan to eliminate these measures before the end of 1983,
as contemplated in the program.

Mr. Kafka commented that he strougly 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 strung balance of payments 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 year
in 18976-80, 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 policy had been entirely justified in
the context of prevailing credlt, fiscal, and monetary 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 should not be the only criterion of
exchange rate policy. There had been an abrupt deterioration of the
external sector and of lanternal economic activity. The authorities'
abandonment of the fixed exchange rate ir 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 authorities to
increase revenue, Mr. Kafka countinued, including the creation of new
income and property taxes, increases in public sector tariffs, and sales
of public sector assets. He also endorsed the measures ained at decreas-
ing expendirures by eliminating wage indexatinn. 1t was lmportant to
mention the authorities' continued efforts to reduce, within the expeadi-
ture restraints, 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
cent of GDP at the end of 1982, and projected to decline to 7.2 per ceat
of CuP in 1983, with a further reduction to 4.7 per cent of GDP in 1984.

Commenting on monetary policy, Mr. Kafka considered that the abandon-
ment of a fixed exchange rate in June 1982 should help te reduce capital
outflows and permit an increase in the avallabillty of domestic saviugs.
He welcomed the easing of restrictions on payments and transfers for
current interpnational 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 mattezs could be better handled through the income
tax system, possibly thro'gh amplified loss—-carry-forward provisions.

In any event, the courageous program adopted by the Chilean authoritles
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=2d was why
had external shocks hud a considerably more serious impact ca the real
economy in Chile than in other similar countries? What were the major
causes of the 18 per cent decline in GDP growth, from a positive 5.3 per
cent in 1981 to a negative 12.8 per cent in 1982? Part of the aoswer
could be found in the weak state of the world economy, the accowmpanying
deterioration in Chile's terms of trade, the real effective appreciation
of the peso, and the incresase in international interest rates. However,
other similar economies had heen affected by those external shocks without
experiencing such an outstanding decline fn 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
system 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 rvesponsible for the tendency of the Chilean eccnomy
to suffer from high unemployment, despite considerable growth In output,
and for real interest rates to be significantly higher than internaticnal
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rates. The combination of growing impecfections in those factor markers
with lncreased liberslization in the goods market and the weakening of
world econowic conditions had imposed a severe squeeze on the traded
goods sector; 1t had also lmpaired the performance of other branches of
the econcmy.

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 salaries
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 1981, according to
Table 10 of SM/82/160, and similar increases had taken place ln each of
the preceding three vears. 1t was doubtful whether productivity growth
had 1increased at a similar rate, especially in the most recent two years.
Tt was even more 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 wages in Chile pointed to the need for coansis-
tency between liberalization in the goods market and liberalization in
factor markets, Mr. Feito considered. 1If an econocmy was opened up to
international competition without the necessary flexibility in the market
for labor services, the growth of the tradeable sector would scon come
to a halt, and the sector would eventually be reduced to 1ts original
size, Therefore, he agreed with the staff that the abandenment of the
wage Iindexation system and the lowering of the wage floor for collective
bargalning should bhe instrumental in restoring growth to the tradeable
sectot and in helping the recovery of the whole economy.

The functioning of the financlal system had been another cause of
the current vecession in Chile, Mr. Feito went on. Two questions had to
be explained; first, rthe reascns why real rates of interest had been
higher than international rates in recect years, and second, the r=asons
for the financial crisis that had taken place in 1981 and 1982. On the
latter question, the staff gave the impression in SM/82/160 that the
origin of the financial crisis was in the financial system itself and
that it resulted from, inter alia, overlending and low-guality lending
by some banks and other financial institutions. However, {in EBS/82/227,
the view was expressad that the origin of the financial crisis lay in
the weakening of the real economy. Both phenomena had to have played a
part; he invited the staff to set out 1In straightforward terws 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 & low rare of domestic
savings coupled with contiols preventing capital Inflowr from eliminating
the excess demand for credit, or a combination of both factors. 1In 1982,
the growing fiscal deficit, the expectations of devaluation, and the
likelihood of higher lending risks might have contributed to the explosive
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rise In the already high interest rates. In aany 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 situation was all the more puzzling if account was taken
of the fact that public sector savings had usually accounced 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 in 1980 and 2.3 per cent in 1981. He invited the staff or Mr. Donoso
to comment on the reasons foc the low savings performance of the private
sector in Chile. Were corporate savings or household 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 if it were maintained thereafter. 1t 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 Iin 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 financlal program
under the stand-by arrangement could offer an opportunity to correct
some structural deficiencies and to improve the long-run stability of
the economy. He strongly supported both requests by Chile and endorsed
the proposed decisions. '

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. WNeverthieless, it was a matter of concera
that, 1n the report for the Article IV consultation and request for
stand-by arrangement (EBS/82/227), the staff appeared to give more emphasis
to the role of the exchange rate in the export shortfall than it did ia
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 in 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
compeunsatory financing was not accompanied by an Article IV consultation
report or by a vrequest for a stand-by arrangemeat or extended arrangement,
to be comprehensive in treating the 1ssue, a specific criterion relating
to the use of fhe compensatory financing facility. He invited the staff
to comment on the apparent inconsistency in the present case.

The adjustment program that the authorities had planned with the
support of the Fund was basically sound, Mr. Erb considered. de agreed
with the authorities' decision to alter their earlier plaas to cestore
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Chile's international competitiveness through demand restrazint and a
vreduction iu nominal wages. That policy had been costly in lost output
4nu high unemployment. The move to a more flexible exchange rate policy,
together with demand restraint based oun the continuation of the effort

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

The authorities should be commended for their efforts to implement
the current adjustment program while preserving the central framework of
thelr open trade and payments system that had, aloug with their coamitment
tn market—determined pricing, served them well in recent years, Mr. Erb
observed. He hoped that recent slippages from that basic approach would
be corrected as soon as possible. The authorities should also be commended
for ~ontaining the public sector deficit in 1982, and for the planned
reductions in 1983 and 1984. They had ceutained expenditure on employment
programs to reasonable leve.s. The more flexible determination of real
wages would play # major role in achieviag both balance of payments
ad justment and the expansion ¢f real economic activity. The authorities
wz2l1e aware that rhe temprrary conftainment of real wape growth was necessary
in oraer Jor th2 fleytic wachange rate pollicy to be 2ffective.

The staff correctly stated that the authorities’ most pressing imme-
diate problem was the massive net reduction 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 rhe
comestic financial system. Net credit expansion of the Central Bank had
been projected to slow significantly in tihe fourth quarter of 1982. He
welcomed tne most recent information from tne staff that net domestic
assets of the Central Bank were well wirhin the ceiling applicable for
the January-M- .ch period. It was a matter of concern, however, tha: net
international reserve losses in 1982 had exceeded earlier projections as
balarce of payments support loans had fallen short of expectations. The
increase in the growth of net domestic assets of the Central 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 financial system were
expected to increase by approximately 40 per cent, compared with 30 per
cant in 1982,

The authorities were facing a dilemma, Mr. Erb remarked, since credit
had to be available to take care of the iiquidity problems of parts of
the private sector, but, at the same time, they had to constrain overall
credit expansion 1f 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 to pursue both objectives,
put he was concerned that the expansion of central bank credit in excess
of the programed rate-—possibly even at che programed rate—-—could
rnduce 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 racther to larger than anticipated reductiouns
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in intcrnational reserves. The authorities clearly could not afford

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

Changes 1. the rediscount rate had been put into elfect on January 1,
1983, Mr. Erb noted, accompanied by changes in the subsidy scheme Eor
debt service payments. Those changes were in the right direction, buvt
complete eliminacion 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 iaternational reserves
and the related prospective developments in the net foreign debt positior
of 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 developmernts. He was not suggesting that current
account de elopmnents or the policy framework unecessary to support develop-
ments in both the current and capital accounts were auy less important,
but that such policy efferts 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
5450 million in new private investment depend upon? What assumptions
underlay the prcjected iucrease in other private sector inflows of $204
million, and how did that increase relate to the net increase in private
sector exposure, about $18 million?

The matter of international reserves was relevont tu exchange tate
policy, Mr., Erb observed. Although the current exchange rate management
system was an improvement over the fixed-rate policy maintained from 1979
to June 1982, there was a danger that the revised system woul? remain
Iinsufficiently flexible to help to re—establish a more sustainable palance
of payuments position while meeting che authorities' foreign rese.ve
targets. Therefore, he urged the authorities to keep the exchange rate
system under constant review, especially during a perled such as the
present, when the economy was undergoing transition. He endorsed the
staff's view that there were fiscal alternatives to the preferential
exchange rate system implemented by the authorities to aid those parts
of the private sector holding large external debts. He hoped that the
multiple currency practice would be eliminated early ia 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 counsultations between the authorities and the Fund. While
the usual quantitative performance criteria were important 1in the present
case, as 1n others, the consultation and review process took on special
significance when the economic and financial outlook was subject to more
than the normal degree of uncertainty.

Mr. Laske unoted that Chile had experienced a severe economic and
financial crisis, brought about primarily by the prolonged deterioration
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in the world economy. FExports earnings for Chile's traditional export
commoditie had fallen precipitously, wmainly 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, therefore, gratifving
that the authorities had already taken determined steps to correct the
situation. 1In the exchange rate area, after some uncertainty that appeared
to have held up earlier consideration of the present request by the
Executive 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 wid-1979.

The crawling peg system introduced in September 1982 had replaced a
free floating of the peso that had been ia effect for a little wore than
a month, Mr. Laske contloued. The fleoating rate had been preceded by a
peg to a currency basket, identical in its composition, but not in its
walghting, 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 two thirds of Chile's
exports and imports. He did not guestion 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 its daily adjustment to an inflation differential. It was an inter-—
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 operaticn of the crawvling peg,
the guiding (nflation differential had been set at 1 per cent. That
rather crude measurement could well lead to either overshooting or under—
ohooting of the official exchange rate. ‘Therecire, close monitoring of
worldwide inflation developments and occasional ~djustment of the infla-
tion differential used in the determination of th: crawling peg might be
necessary in order to avoid unwarranted appreciativon 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 elimination of the
preferential exchange rate for the servicing of vld private sector debt,
Mr. Laske gtated. He invited the staff or Mr. Donoso to comeeat 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 depreciation through appropriate provisions in the tax
code rather than through a direct subsidy. He joined Mr. Erb in hoping
that the authorities would find it posgible to eliminate the preferential
exchange rate at an early stage in the stand-by program.
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The other important acticn taken by the authovities 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 authoricies recognized, that a fall in real wages was indispensable
at present following the rise in real wages that had continued despirte
the precipitous decline in economic activity and the concomitant rise in
unemployment. The depreclation of the peso since the abandounment of the
0ld exchange rate system in June 1982 had caused a sharp increase in the
consumer price index, and further sizable price increases were fovecast
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 br0ught'ab0ut
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 result of loan losses
and withdrawals of deposits. He welcowed the measures taken by the
authorities to strengthen their prudential supervision of the operations
of the financial institutions, in parvicular, 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 extendead
co financial institutions in 1982 appeared to have created a large cushion
»f liquidity. According to Table 5 in EBS/82/227, the net domescic assets
of the Central Bank had more than doubled in 1982, and they were projected
to increase by about one third ia 1983, It would be interesting to know
whether the special assistance operations of the Central Bank had ceased
in the third quarter of 1982, or whether further extensions of emergency
ald 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 cecorded
4 huge deficlt in 1981, Mr. Laske noted. It had been reduced significantly
in 1982, mainly through a marked reduction of imports. ¥or 1983, a further
decline in the deficit was projected, primarily through increased exports,
the expectation of a recovery in the world economy, and a strengthening
of Chile's competitiveness. The calculation for the two postshortfall
vears assumed a relatively large increase in the world market 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. IXf Chile's exports grew at a slower rate than sssumed
for the program, the authorities would find it necessary to tighten demand
management further so as to prevent a sharper than projected dr:line in
international reserves.
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Commenting on the services account, Mr. 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 assuwmptions
on the balance of payments projections for Chile.

The Chilean private sector had engaged in substantial foreligu bor-
rowing in recent years, Mr. Laske continued, and the present problems
stemmed, 1o 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 official lenders, and there had even been a significant
withdrawal of fuands. The medium—term and long-term external debt of
Chile was presented in Table 6 of EBS/82/227; he understood that substan-
~tial 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 wuch as 0.7 per, cent
of GDP--through short—term borrowing abroad. Information on short-term
debt, in particular debt to the intermational banks, would have helped
to provide a full picture of Chile's debt situation and the debt maturity
structure. The balance of payments projections for 1983 provided for
capital inflows, other than direct private investment, of more than _
5600 million. Did those projections also provide for the renewal of
short—term debt in 19837

The policy program for the requested stand-by arraagement indicated
that the Chilean authorities had committed themselves to strong and
courageous ad justment 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 thart action would be
taken if developments required it. A close watch on events as they
unfolded was certainly esseatial to the success of the adjustment effort
since the outlook for Chile was surrounded by more than the usual degree
of uncertalinty. He supported Mr. Erb’s comments regarding the treatmeat
of the exchange rate issue in EBS/82/228 and £EBS/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 SDRs. It would be easier for the reader 1f both papers used the same
presentation.

Mr. Lovato commented thar the Chil%an economy was in a state of
disarray. The staff had provided a number of disturbing figures concern-
ing the real economy-~-a projected decline in real GDP in 1982 of almost
13 per cent, an estimated declime in industrial production of 20 per cent,
and unemployment soaring to staggeving levels, 24 per cent in the third
quarter of 1982, although, according to supplementary information provided
by the staff, it had declined in the fourth gquarter. Despite those ftacts,
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the staff's assessment was confined to the externsl outlook and ta 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 simply as a response to rising foreign interest rates; they reflected
an increasing domes.1~ 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 io englneering the 1982 recession?

The course of envisaged economic policies was puczling in light of
the reasonable inferences that could be drawn from previous events,
Mr. Lovato considered. Deflation continued to be seen as a primary
poclicy targer, real wages had been cut drastically, and monetary and
fiscal restraints were being maintained as critical ingredients of the
stabilization program.

Commenting on monetaty 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 {ntermediaries
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 activity appeared to be lingering at depressed
levels, and it was difficulc to see what would bring about revival in
the growth of output at present. Would the projected increase in exports
be able to generate sufficlent stimulus to output and employment? Other-
wige, 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 drastle rediscribution 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 confideace in Chile was at a low
polnt; he found it hard to believe that capiral spending could, therefore,
be iunduced to increase. The underlying financlal 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 combination of
falling incomes and soaring unemployment.
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Domestic demand couid 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 saviugs capacity of the economy in order to make
it less dependent on foreigu financial rescurces. Since there was histor-—
ical evidence that gross saviugs had respoaded very slowly throughout
the 1870s to the prevailing high interest rates, vhe only 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 point,.

Given the domestic uncertainties, Mr. Lovato observed, external
policy 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 betwseen June
1979 aund April 1982--had presumably been intended by the authorities to
help in the attainment of their anti-inflation target. However, it had
been a seriocus 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 sources. More impor—
tantly, on the supply side, it had had a depressing effect on the prices
of tradable goods relative to noantradable guods, thus discouraging output
in the tradable sector and thereby decreasing the supply of exportables.
Exchange rate policy had, therefore, compounded and aggravated the adverse
effects on Chile's export earnings arising from the deterlorating terms
of trade.

The changes 1in the exchange regime carried out 1in a succession of
steps in 1982 had improved the near—term outlook for the country's external
accouats, Mr. Lovato remarked, Those measures were, therzfore, welcone;
they were crucial to the success of the program. The agsumptions and
forecasts made by the staff for experts and GDP growth depended on the
conduct of a proper exchange rate policy combined with a possible reversal
of the adverse terms of trade trends.

He appreciated the authorities’ resolve in atteuwpting to redress a
very precarious situation, Mr. Lovaeto stated, but he had serious doubrts
about the viability of an adjustment program thar, in present circum—
stances, was bound to aggravate the harsh soclal znd economic costs
already being borne by the Chilean population. An equally severe, but
more gradualist, approach would have better gerved the purpose of removing
the country’'s present economic distress, With those reservations, he
could support the request for the stand-by arrvangewsnt and for a drawing
under the compensatory financiag facilify.
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Mr. Taylior 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. Given the size of
the problems and the urgent need to restore external confideance, a two-
vear stand-by arrangement was the appropriate vehicle for Fund support.
Restoration of external competitiveness 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 emerging public sector deficit should be commended,
Mr. Tavlor continued. The intention to reduce the deficit to 1.7 per
cent of GDP in 1983 and to eliminate it entirely in 1984 implied a policy
of gsevere fiscal restraint. Fiscal management in the Chilean economy
had been prudent aud competent over a number of years; the strong uegree
of regrraint being asked for was likely to be achieved. With urnemployment
around 25 per cent, it was understandable that the authorities should wmake
strong efforrs, wit:.in the fiscal constraints that they had set themselves,
ta encourage new productive efforts in their economy. However, a more '
sustained reduction of unemployment would depend on achieving a marked
improvement in external competitiveness that would, in turn, depend very
much on firm action to bring about a reduction in 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 retalned by the productive sector. He invited the staff
or Mr. Donoso to comment on the prospects for wage restraint in 1583,

A more tlexible exchange rate policy would also be important,
Mr. Taylor noted. Some aspects of exchange rate management in 1982 had
been quescionable. For example, it was arguable that the devaluation had
cccurred too late, given the substantial real appreciation that had taken
place through 1981. Sioce devaluation in June 1982, the authorities
seemed to have 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
joined other speakers in urging the authorities to proceed as rapidly as
they could to unify the vate, if possible by the end of 1983, Tt 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 he limited, as well as the autharities'
commitment to eliminate the various emergency exchange rate restricrions
before the end of 1983.

The most immediate problem was to deal with net capital outflows
and to protsct the reserves, Mr. Taylor considered, the decline of which
<35 due, in part, to the sizable extension of credit in 1982 bv the
Central Baunk to financial iostitutions In difficulty. A key factor
wou.d pe the establishment of firm contreol over total domestic credit
expansion; he welcomed the steps already raken 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 1$83. 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 {nflow 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 increased again toward the end of 1982,
a disturbing development that merited further comment. In any event, the
experience of erratic interest rate movements was undesirable, and he
welcomed the authorities’ recent moves to strengthen the Central Bank's
{nfluence over market rates. It would be necessary to manage interest
rates with flexibility and care, 1f 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 high. The authorities should encourage
higher nondebt creating inflows, and they should takc a prudent approach
to external borrowing. 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 moderarve, his authorities
remalned 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 financing facll-
Ity, Mr. Taylor scrated. The relevant criteria had been satisfied, 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/82/228 of the degree tao which the shortfall had been
outside the authorities’' control. His authorities believed that deter-—
mined policy steps were being taken to rectify the Chilean economy's
economic problems on 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 major external markets, and they noted that demand management
pelicies had been prudent over the years., 1In light of those factors, Fund
assistance was certainly merited, and hils authorities firmly supported
the requests by Chile.

Mr. Joyce remarked that the Chilean economy had been subject to
considerable stresses over the previous decade. The severe financial
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crisls experienced in the early 1970s had had a major impact oan the
economy; it had required a far-reaching stabilization effort that had
met with a considerable = -asure of success. However, since mid-1981,
economic developments in Chile had been worrisome. As the staff pointed
out, those recent difficulties could ian 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; and,
third, the decline in capital inflows that had maintalned the peso at an
overvalued rate, contributing to the decline in Chile's international
competitiveness. However, developments also reflected economic policies
pursued by the authoritles that had delayed, and in some cases impeded,
the required adjustmeant. The attempt to restore international competi-
tiveness through demand and wage restraint policles alone had not heen
entirely successful; it had created its own problems, especially in the
private sector. Decisive policy improvements were clearly required, and
some important 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 shown by international bankers, and the large number of business
failures in Chile in 198Z, it was essential that the Chilean authorities
took the measures necessary to restore jnternational confidence. In that
regard, the unormal provisioans for consultation took on an added signifi-
cance; he hoped that the Chilean authorities would not hesltate to keep
the Fund iunformed and to consult quickly if it appeared .that the eveats
were not going as well as expected and that additional weasures might be
called for. He particularly welcomed Mr. Donoso's assurance that the
authorities stood ready to apply corrective measures if the assumptions
underlying the program were not fulfilled. The program itself provided
a consistent set of pclicies that could underpin the required sconomic
recovery. He agreed broadly with the thrust of the staff's analysls,
and he supported each of the proposed decisions.

Commenting on fiscal poelicy, Mr. Joyce welcomed the Government's
determination to reduce the public sector deficit to less than 2 per cent
af GDP in 1983. Traditionally, the Chilean authorities had practiced
fiscal prudence, and it was encouraging that the deficlt was expected to
be eliminated by 1984, for which firmer control would be required on
current and capital expenditures, in particular on the public wzge bill.
He noted that it was planned to hold public sector wage increases below
the level of inflation in 1983. However, rthe staff did not ladicate how
far the authorities expected that they could go toward offsetting the
rather large increase in real wages that had occurred In 1582. Further-
more, the authorities planned not only to continue existing emplovment
programs but also to initiate new ones. Given the high level of unemploy~
ment in Chile, he could appreciate why they felt ohliged to take meacurasg
to limit the hardships of the current recession, but he hopad that those
expendicures could be undertaken within the target levels, since the
staff was correct in ldentifying reducticns In the public sector deficit
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as a major element in the program's demand management efforts. He agreed
with the decisinon to moanitor and coutrol the size of the public deficit
through setting performance criteria on total national indebtedness and
establishing a subceiling on the external debt of the nonfinancial public
secror.

In SM/82/160, Mr. Joyce noted, the staff indicated that real wages
had {ncreased 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 maior 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 {nflation. However, the staff appeared ro 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,
since it appeared that such a peolicy could limit the maneuverability of
the authorities in adjusting real wages. The staff had not provided
much ¢ata on recent trends in wage settlements, and further information
would be welcome. For example, what was the implication of the statement
on page 15 of EB$/82,/227 that the wage floor for collective bargaining
contracts was to be lowanred to the real level of July 19797 Did thac
mean that there had been, or that there would be, a significant weakenlng
in wage demands?

The anthorities 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 aad 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 vanking sector
was worrisome. The overextenslon of the commercial banking system in
recent vears 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 loan portfo-
lios of the hanks were welcome, but it was not clear whether those new
measures werz consistent, or whether the staff considered them sufficient.
The policy iatroduced by the Central Bank in July 1982 to purchase the
"bad loan” portfolios of financial institutions and to allow them to
write off rhe uncollected portions of the loans over ten years appeared
ra nave received only condiciconal support from the staff. He agreed
with the staff's view that the policy had to be "temporary and strictly
circumseribed,” but it was not clear whether the measures were seen by
the authorities 2 purely temporary or whether the financial lustitutilons
themselves were expecting that they would be able to write off "bad loans”
in the future. He invited the staff or Mr. Uonoso to comment on that
polnt.
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he decision of the authorities in June 1982 to move toward a wore
flexible exchange rate was welcome, Mr. Jovce wen: on. As a result,
there had already been a substantial depreciation of the pesoc. The
present policy of maintaining the real external value of the peso would,
if 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 envivonment 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 iaclusion
ia the performance criteria of the requirement that the practice be
eliminated by December 31, 1983. However, there was lirtle information
in EBS/82/227 regarding how elimination was to be brought about; he
wondered whether the authoritlies were considering measures to converge
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 ia the value of exports was velatively high, given the current weak
world economic outlook. 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 increase in real GDP projected for 1983.
More important, the balance of payments projections assumed a capital
inflow of wmore than $1 billion, of which $654 million was expected to
enter through the private sector. 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. Furthermore, the projected increase in private sector indebted-
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 financing facility request was stralghtforward,
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 commended rhe Chilean authorities
for the steps already taken and for their determination to do wore. They
Wwere concerned about the lmportance of restoring confidence in interna-
tional wmarkets and, therefore, they were concerned about the capital
inflow projectlons 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 resulred
in a significant strengthening of their economy. During that period,
inflation rates had declined substantially, economic growth had risen to
a sustalned high level, employment had increased rapidly, and the balance
of payments had moved into surplus. 1In 1982, however, the economy's perfor-
mance had dereriorated rapidly, partly as a result of external developments.
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The deterioration in Chile's rerms of trade, as well as the exceediungly
high international intevest irates, had had a significantly adverse effect
on the economy. Those factors, together with certain domestic maladjust-
ments, had led to a deepening recession, tu an iantensification of infla-
tionary pressures, and to a substantial loss in reserves.

The authorities had taken a number of measures 1in.1982 to cope with
the rising external and domestic imbalances, Mr. El-Khouri continued.
While some of those measures were steps in the right direction, the
adjustment effort continued te regquire consolidation and strengthening.
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 implemented 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. o

Table 4 of Attachment 3 of EBS/82/227 set out the ceilings on the
net domestic assets of the Central Bank, Mr. El-Khouri noted. The ceilings
were sgpecified over the duration of the quarters. What wae the difference
between that specification and one in which the ceilings were applicable
to the ead of the quarters? Specifically, what were the implications for
purchases in subsequent guarters? Those general guestions were relavant to
other programs, 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 financiog 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 1nvited 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 Qutlook
exercise or simply on an ad hoc bhasis? 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 policies in EBS/82/227 set 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 crilsis in Chile have adversely affecred
confidence at home, as well as abroad, in the authorities' ability to
manage the economy.” The second sentence correctly stated that: “The
immediate aim of the financial program ig to set out a consistent set of
policies designed to regain confidence and set the basls for economic

recovery....  The program was clearly addressed to thar goal, and,
therefore, the Fund should support it, However, the third sentence was
less encouraging: “The financial program built upon the bhasic economic

strategy of the Chilean Government: i.e., to promote adjustment and
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economic growth by relying on warket forces and price incentives to guide
resource 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 uany features
of Chile's basic economic strategy that did not inspire confidence, eveun
allowing for the fact that the Chilean economy had been unfavorably
affected 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, coantrary to the stated liberalist approach of
the Chilean authorities. That type of conflict and distortion had been
discussed by the Executive Board when it had considered the staff paper
"Interest Rate Pollcies in Developing 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 commented on the relatively modest
impact on domestic savings, Mr. Polak noted. But neither had there been
an efficient allocation of credit flows. The high interest rates, together
with the exchange vate, had resulted in a rvreduction in real domestic
expenditure of 20 per cent, according to Mr. Donoso’s statement. It had
also produced sharp ilncreases in the already high unemployment level in
Chile.

Directors were being 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,
capltal inflows, and also the wage indexation system, which had caused a
sharp increase in real wages. The abandonment of that system was welcome,
but Chile should not go to the other extreme implied by the staff statement
that "...wage policies...”"—-specifically endorsed by the statf later in
the paper——"...have been adopted with a view to ensuring that the gains
in terms of the economy's competitiveness will be maximized.” That
gtatement suggested that real wages would be minimized.

Contrary to the principle of market forces, Mr. Polak went on, Chile
had practriced a fixed exchange rate policy for almost three years despite
che fact that it had become increasingly obvious that the rate was highly
unrealistic, having produced an effective appreciation of as much as
30 per cent. The new policy objectives were unciear, and the starf made
conflicting statements about them. In the section on wages, the staff
stated that: "These actions in the wage field are intended to sustain
the real depreciation of the pe=o.” In the next paragraph, dealling with
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external sector policies, the exchange rate management policy of tae
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
presuimably meant to refer to the real effective exchange rate. Even so,
there remained a conflict between the objective of real depreciation and
the malntenance 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:
paragraph on page 21, Mr. Polak congidered. 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 present circum-
stances. The staff had correctly emphasized the need for close consulta-
ticns to ensure Tthat 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 cousultatious, to take full account
of the many reservations expressed by Executive Directors on previous and
proposed policies in Chile. He supported the request under the compensa-
tory flmancing facility.

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

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

The staff representative from the Western Hemlsphere Department
observed that the preferential exchange rate for forelgn debt service
payments counstituted a multiple currency practice as well as a burden on
monetary policy. The impact of the measure on the monetary program for
1983 had been substantially reduced, a development that a unumber of
Directors had considered positive. Some Directors had also favored
2limination of the system as soon as possible, a view with which the staff
agreed. There was a tendency for the official rate and the preferentcial
rate to converge since the official exchange rate moved in accordance
with past inflation, less an allowance-—1 per cent per month--for world
iaflation, while the preferential exchaunge rate moved {n accordance with
past inflation, 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 poilnt in 1983,
there would have te be elther an acceleration of the rate of depreciation
of the preferential exchange rate cr the eliminztion of the system, with
the subsidy paid by another method, if the authorities wished to revain
the subsidy feature. They had been cousidering the use of the tax system,
as several Directors had suggested.
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One especially strong factcr in Chile's recessiocn, 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 aud the wage system indexed to past inflatiown, the Chilean economy
had rapidly become uncompetitive. Over a two—year period, wages hal
risen almost 100 per cent in dollar terms. In addition, the Chilean
economy was an open one, and soth the export sector and the import-—
competing sector had declined sharply, '

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

The increase in real jnterest rates in the last months of 1982 had
been a necessary cousequence of the need to tighten credit, the staff
rtepresentative suggested. Credit expaunsion in 1982 had been excessive;
the program for 1982 would take time to become effective, and the resarve
target ' .uld be attained ouly if credit were tightened significantly. The
authorities were genuinely concerned about thie impact of high interest
rates on the possibility of an economic upturn and on their goal of
reducing the vate 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
“"overshooting” of interest rates.

The crisls 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
debt service payments in pesos without any corresponding increases in
thelr iacome. Thus, the combination of the recession with the heavy
2xposure 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 tc deal with the situa-
tion, including the write-off, over a ten-year period, of the "bhad loan”
portfolios. The authorities intended to limit that particular meagure
in both time and coverage.
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The question whether the measures were sufficlent to restore the
health of the financial system, ot whether further measures would be
needed, was not an easy cne to answer, the staff representative commented.
At the moment, the program assumed that no odditional large—scale financing
would be necessary by the Central Bank during the program period. That
assumption entalled a considerable element of risk. The authorities were
prepared to meet the short—term liquidity problems of banks in difficul-
ties within the constraints imposed by the program. The staff agreed that
if the problems remained limited, they could be handled. If a financial
institution ran into difficulties in 1983, the Central Bank could provide
liquidity, and offset it, perl.ars with a lag, through the sale ¢of a Central
Bank instrument to the market; alternatively, 1t could ilentify those
financial institutions receiving a greater part of the reflow, and it could
malke approprilate arrangements with those institutions. A number of alter-
natives were under consideration by the Chilean authorities.

The savings rate in Chile had undoubtedly been low for a number of
years, the staff representative noted. In the early 1970s, private sector
savings had been negative. In rerent years, they had turmed 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 petrmanent income hypothesis. 1In the late
1970s, the Chilean economy had experienced a bocom period, and it had been
expected that Income would increase in the future: the permanent income
rise had been high, and economic participants had aimed their 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 bhe
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 assked what advantages the present exchange rate system, a
crawling peg linked to the difference bhetween domestic and world inflation,
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.S. dollar, since most of Chile's trade wos denominated in
dollars, or to a basket of currencies. The practical differences betwesen
the present system and a link to a currency basket were not great. The
important point stressed by Dir ors, with wiich the staff agreed, was
that the authorities should maintain flexibility. The present system
was a short—term solution, not necessarily thes best, and the staff had
strongly urged the authorities not to lengthen the announcement of the
guarantees underlying the system beyond the presant six—moonth perioed.
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Commenting ou the balance of payments, the staff representative noted
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 upturn
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
against imports. 1If the expectations of increased savings proved correct,
there would be a tendency to reduce speanding, part of which would be (n
the form of less expenditure on imports.

The staff also expected a moderate upturn in exports in 1983, the
sctaff 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 to 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.

Auother 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 signlficaantly 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, particularly fishing. 1In
the lumber industry, the Chilean authorities believed that the industry
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. Oun the service side of the current account, the
staff had based irs 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
representative suggested, namely, direct investment, financial flows to
the private sector, and financial flows to the public gsector. Direct
investment was expected to be a little lower in 1983 than 1un 1982, about
$430 million compared with $480 million, It should be noted that both
amounts were large compared with the two or three preceding years. Part
of the flows arose from a aumber 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 finauncial flows, both public
and private, was expected ro be about $660 million, of which $200 million
was expected Lo go to the private sector. fHowever, about $150 million
of that amount was to be borrowed by a commercial bank that was publicly
owned, and that inflow could be considered public sector borrowing. The
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other 350 million was expected to arise from a return Lo a more normal
pattern of trade fimancing. Thus, the staff expected only a modest new
inflow into the Chilean private gector {ia 1983,

The $460 million inflow to the nonfimancial public sector was equal
to the deficit of that sector assumed in the program, the staff repre-
sentative noted. However, it was not necessary that those twg amounts
coincide. If 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 satlsfied. The breakdown of the total $660 million
of capital inflows was based gg 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 conditions
had been difficult for any Latin American country, Chile had been able
to obtain a $300 million loan for one of its public companies. In 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 ohtain
the amount of finauncing 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,
because of the high rate of unemployment, wage demands in recent amounths
had been limited. The most recent information indicated that emphasis
was being placed on employment stability rather than on large nominal
wage increases. In the public sector, it was expected that euployees
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 yet 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 gtaff 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 resulted in a certain
inconsistency in polfcies, as in the indexation of wages and the fizing
of the exchange rate. Both those fundamental policy areas bad been
adjusted appropriately; thus, it was worth emphasizing that {t was not
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 report on the general
issue of short-term -indebtedness in which short-term debt questions would
be discussed. Another Diredtor had asked about the implications of the
ceilings on net domestic assets. The normal practice was to formulate
those ceilings either in térms of stocks outstanding at the end of the
stated period, or in terms of cumulative changes in the stock over the
period. TFor 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 ceilling had to be observed on the basis of the latest
available data. T1f 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
1f 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 atteation drawn to the consultation clause
was appropriate in Chile's case, but that approach could be applied more
generally. 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 consulration 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 dome to aveold 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, sald that some Directors had
suggested that the staff could have dealt more explicitly with the effecrt
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 effectlve 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 indicated 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 commodities
had fallen by 8 per cent. The group referred to as "other exparts” was
not included in Table 4, but, as noted, the staff had mentioned the
adverse effects of the appreciation of the exchange rate as a facror in
the shortfall for those exports.
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One Diractor had askrd about the frequency with which price
projections were wmade by the staff, the staff representative continued.
Projections were made for each paper on a request for compensatory
financing. The staff took into account the most recent informaticn on
market developments, as well as projections made in connection with the
World Economic Qurlook and projectiouns made by economists ian other insti-
tutions, particularly in the World Bank. The market prices were then
related to the export unit values of the particular country under consid-
aration; there could be substantial variations between changes in matket
prices and changes in unit values, depending on the particular circum
stances.

The projections for Chile had been made in November 1982 when the
L.ondon Metal Exchange price of copper——to take the most lmportant export
commodity-~had been 65.5 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 mentioned with reference 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 Lo use one day's trading
a8 a justification, but 1t indicated that market prices were moving in
the direction of the projection made in November 1982 for the 12 mouths
to September 1983. Recent projections of copper prices made outside the
Fund wetre more optimistic than those made by the staff, primarily because
the staff had learned from experience to exetrcise caution in judging the
prospects for an upturan 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/8Z2/22B8B--the paper on the
compensatory financing facility request~~the balance of payments data were
expressed in terms of SDRs. In EBS/82/228, all calculations were expressed
in SDRs; 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 dats used in the stand—-by paper.

The staff representative from the Exchange and Trade Relations Depart-
ment commented that there was a good deal to be said for always using the
same unit of account in reports to the Executive Board. On the other
hand, there was also considerable merit {n using the same set of data
used by the authorities, That had bezen the practice in stand-by papers
in which discussion centered on policy wmeasures and their impact oun the
prospective development of the econcmy. 1In papers discussing possible
purchases under the compensatory financing facility, SDRs were used as a
unit of account to provide uniformity for calculacions made ia connection
with the requests for compensatory financing by many different members.
In practice, however, as long as the two sets of data were consistent,
they ought not to present more of a problem than rhat which somestimes
arose in connection with the units of time used in stand-by and compensa-
tory financing reports.
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Mr. Zhang asked whether the staff might comment further on the reasons
for the severity of the recession 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 ceat of GNP, not an unusually
large proportion. The volume of exports in 1981 and 1982 had been about
the gsame as in 1979 in dollar terms. Second, had there been significant
changes in the distribution of income in Chile in recent years? If so,
what had been the impact on savings? Historically, the propensity to
consune among upper income groups in Chile had been high., Thus, it was
an open question whether a shift from wages to profits would have a
beneficial impact 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 only 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 natlonal
accounting data available 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; it had caused a
large rise in imports and, correspondingly, a low level of profits in
the domestic Iimport-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 impact of the fixed
exchange rate on import prices had not finally occurred until the end of
1981. The Chilcan authorities had been anxiously awaiting such a benefi~
cial effect for two years, but 1t had not occurred until the recession
had become pronounced.

Mr. Dallara thanked the staff for the additional information that 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 documents provided to Executive Directors, if 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 goverament entity was encour-—
aging, but the private sector's debt situation in 19283 remained unclear.
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First, was the expected reduction in the outstanding 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
central bank credit? Second, did the modified system of subsidies continue
to provide incentives for repaywent of principal and, therefore, could

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

The staff representative from the Western Hemisphere Department com-—
mented that, 1in 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
pragpect of relatively high iaterest rates contionuing 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 Decewmber 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
legssons of overexposure in the previous two years. The program assumed
that most of the expected reserve loss would occur in the first half of
the vear; the authorities had reiterated their intention to tighten
domestic credit further if that was what was required to create the con-
ditions for the private sector to meet its credit needs through foreign
financing. ’

Mr, El-Khouri commented that it was unclear whether the program
contained a gpecific provision for a mid-term review. There was simply
a reference to a consultatioun 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 quarterly basis throughout the year, and there was no need to
have both quantitative criteria and a review as performance clauses. It
was correct to say that the reference to the cousultation 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 to the consul-
tation provisions, particularly when the international environment was
uncertaia, or when a program was not working out as had been expected.

Mr. Gomel recalled that Mr. Lovato had ralsed the question of the
outlcok 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 envircnment for a needed increase in
investment was unfavorable because business confidence was low, interest
rates were expected to remain high, and the finannial structure was weak.
He invited the staff to comment further on that environment.
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The staff representative from the Western Hemisphere Departement
said that both the staff and the authorities expected that the upturn in
the economy would be slow. Within the authoritles’ 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 rogether an economin
program that they believed was consistent and that would give the private
sector a measure of confidence that the economy would improve in the
fature, However, 1t was worth relterating that domestic consumers were
not expected to provide the demand but, rather, the export sector.

The Acting Chairwan noted that Mr. El-Khouri had asked about the
meaning of the net domestic asset ceilings in the stand-by arrangement.
It was important to eliminate any ambiguity regarding those ceilings.
On page 35 of EBS/82/227, the staff had referred to “the limit" (singular)
on the net domestic assets of the Central Bank of Chile described in
Table 4 of Attachment ITII. However, in Table 4, there were four ilndivid-
ual ceilings, one for each quarter. The staff representative from. the
Exchange and Trade Relations Department had indicated that, 1f the actual
data came within the celling values by the end of the period, the meaber
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 perforwmance criterion on net domestic agsets 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 Tthe second drawing,
for example on April 30, 1983, what were the implications?

The staff representative from the Exchange and Trade Relatious
Department replied that, in those circumstances, the country could not
draw. The ceilings were normally expressed on a quarterly basis, and, as
long as the country observed them for the guarter in question, all other
things being equal, it would be entitled to draw. The net domestic asset
ceiling, however, had to have been observed on the basis of the most
racent data avallable at the time of the request for the country to be
able to draw. In the Acting Chairman’s example, the most recent data
available indicated that the second quarter ceiling had been exceeded 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 performance 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 available were for
March 31, 1993, iundilcating that the country had wmet the performance
criteria for the first quarter; but, a day or two later, data became
available to show that the ceilings for ths second quarter had been
exceeded. Could the drawing, once authorized, be intervupted?

The Acting Chairman said that it was his understanding 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 celling 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 gquarter had passed.

Mr. Donoso noted that a number of Directors had commented on the
problem of unemployment. The authorities in Chile had taken mamy initflfa-
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 workets above the number of
employees under contract on March 1. A further subsidy was available if
the persouns hired had been working in other government-—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 state—owned forestries,
Another program, expected to provide 40,000 jobs in 1983, had been set up
to build sanitary facilities in houses of low-income residents,

Those programs had coantributed to the reduction in the rate of unem—
ploymant that had coccurred in recent monthsz, Mr. Donoso continued. 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 action.
Thus, the authorities were making every effort to reduce unemployment
within the context of the limitations on public expenditure that were
required in 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 author-
ities to reallocate budget resources toward labor-intensive public invest-
ment projects.

Commenting on the financial system, Mr, Donoso noted that the mcne-
tary authorities had introduced a new mezsure in mid-1882, 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 ilostitutions cooperating with the Central Bank exchanged
their "bad loans” for boads issued by the Central Bank. The bonds had
to be repurchased over the coming ten years ab the rate of 5 per cent
per semesier. The institutions remalned 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 licuidiry
nrobleams for the Institutions, At the sawe time, no real change in the
net asset position of the financial lustitutions was involved since they
were committed ro repurchasing the "bad loans.” The aim had bzen to
allow tnose financial institutions facing problems to continue operating
until ecconomic recovery allowed them to generate rescurces.

t was also important that the authorities had sought to avold the
need for ceantral bank credit rto cope with ligquidity preblems arising
from depositors' uncertainty, Mr. Donoso remarked. However, Lt would
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etill be possible to close down a given 1nstitution, if necessary, but
to do so without causing problems for the financial system as a whole.
It 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 celilings envisaged in the program. However,
such expansion should prove to be temporary, because deposits taken from
one institurion would return to the system.

The likellhood of attracting sufficient foreign resources in 1983
to cover the expected current account deficit and reserve losses had been
ralsed in the discussion, Mr. Donoso observed. It was worth moting that
the net capital outflow from rhe 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 one-month cperations had been negative. Thus,
there had been a strong incentive for the private sector to replace its
toreign 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, If interest rates remained
positive, through an appropriate credit policy, it should be possible to
maintaln the level of foreign debt of the private sector. It appeared
feasible that the planned current account deficit could be financed through
foreign investment and through the use of foreign resources by the public
financial 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. Donoso remarked.
The differential between the official exchange rate and the preferential
rate was belng pald in bonds rather than cash for debts above $20,000.

The monetary asuthorities' control over the growth of net domestic assets
would thereby be enhanced. The preferential rate allowed economic units
to have access to fonreign 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 euntailed a subsidy, but the
existence of the rate would not necessarily affect che 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 could, temporarily and with
a loss of reserves, maintain the rate of interest paid on peso loans below
the rate pald on foreign loans. Such a credit policy had existed for some
months in 1982, but it had since been tightened, with a resulting increase
in the internal rate of 1interest. He believed that it would be possible
to continoue the new credit policy 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
waere being honored by the Central Bank.
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The Acting Chalrman made the fellowing summing up:

In concluding the Article IV consultation with Chile,
Executlve 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 coufidence
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 eclose collaboration with the Fund.

The Chilean peso had been depreclated by 40 per cent, and a
flexible 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 involve 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
in the world market price of copper had resulted in a decline
in fiscal revenues and had led t- the emergence of an overall
public sector defilcit in 1982 frr the first time in several
years. Directors strongly cowmr.anded the authorities for thelir
actions to limit the deficit to a manageable size in 1982 and
to reduce it in 1983 to 1.7 per cent of GDP, including wajor
cuts In planned current and capital spending, the adoption of
new tax measures, increases 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 importance of prudent credit
management if that objective was to be achieved. 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 tightening of credit
expansicn and the modifications of the preferential exchange rate
in a way which facilitates monetary control. They encouraged the
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authorities to eliminate the gystem altogether in order to
avoid reductions in the private sector's foreign deht and the
consequent loss of foreign reserves. Directors suppcrted the
authorities' inrention to continue allowing interest rates to
be determined by market forces. The use of the rediscount rate
to influence the trend of market rates should be pursued 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 ald in the resumption of economic growth.
They strongly encouraged the authorities to maintain and ensure
the necessary flexibility in exchange rate policy during the
period of stabilization and transition in the Chilean economy.

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. 1In 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 arrvangement Iin crder to monitor developments closely.

The Executlive Board then turned to the proposed decisions, which it
approved:
The declsions were:

Exchange Measures Subject to Article VIII

1. The Fund takes this decision relating to Chile's exchange
measures subject to Article VIII, Sections 2 and 3, im the light
of the 1982 Article 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 arisiag from the limitations
placed on the sale of foreign exchange for foreign travel and a
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number of other invisible transactions. In view of the temporary
nature of these measures, the Fund grauts 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 vears 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)(iii) 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 295 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 1in 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 FOOM ~ SHIFT WORK

The Executive Board approves the propeosal 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



Table 1.

Chile:

Summary Accounts of the Central Bank

EBM/83/8 -~ 1/10/83
ANNEX T

(In billions of Chilean pesos) 1/

1981 1982 1983
Dec. June Sept. Sept. = Dec. Jan. 6 Mar. 31
(Ussl= (USS1l= (Prel.) (Prog.)
Ch$69) Chg74)
Met {nternational reserves 219.9 198.1 146.1 121.4 130.2 121.9 137.4
(In millions of U.S. dollars) (3,187) (2,870) (2,117) (1,795) (1,795) (1,647) (1,857)
Depnsits related to halance
of payments support loans - - - 5.5 10.2 10.2 40,7
Net domestilc assets -132.8 ~107.6 ~-61.3 ~23.1 -28.0 -21.4 -6.0
Medlum- and long-term
forelgn liabilitles 35.2 44,3 43,5 42.9 _ 46.0 45.8 45.6
Liabllities to the private
sector 51.9 46.2 41.2 46.0 46.0 44,5 45.0
Of which: :
Currency 1ssue (43.6) (37.4) (34.7) (39.1) (29.1) (36.9) (o.s)
Memora~dum items:
Net international resecves
less deposits relsted to
balance of payments suppcrt
loans 216.9 198.1 146.1 111.9 120.0 111.7 96.7
(In milliions of U.S. dollars) (3,187) (2,871) (2,117) (1,622) (1,622) (1,509} (1,307)

Source: Cerzral Bank of Chile.

i

i/ At Ch$69
At Chs74

US$: for 1982,
USs1 for the first quarter of 1983.
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Table 2. Chile: Monthly Changes in the Consumer
Price Index

(In per cent)

1980 1981 1982
January 2.1 1.6 0.7
February 1.8 0.3 -0.8
March 2.9 0.8 0.4
april 2.5 1.2 -0.1
May 2.3 1.3 -0.5
June 1.9 0.1 0.7
July 2.0 0.6 2.0
August 2.2 1.2 3.2
September 2.1 0.9 4.3
October 2.9 0.3 4.8
November 2.6 0.2 3.3
December 1.9 0.5 1.2

Source: Central Bank of Chile.
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