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Chile: Basic Data

1. Social and Demographic Indicators

Area (thousand sg, km.) 756.1 GDP {2002) ChsS billion 43,763
USS$ billion 86.4
Popuiation GDP per capita (US$). 2002 4250
Total 2000 {est.. million) 152
Urhan poputation (in percent of total) 85.6 Poverty rate (20000 20.6
Density (per sq. lam) 20.1 Indizent 5.7
Annual rate of srowth, 1996-2000 {percent per vear) 14 Poor, not indigent 14.9
Population characteristics (1998) Health
Life expectancy at birth (vears) 7.2 Population per physician (1998) 840
Crude birth rate {per thousand} 175 Population per hosnital bed (1998) 484
Crude Geath rate {per thousand) 5.5 :
Infant mortality rate {per thousand live births) 10.3 Access to electricity {1996)
Mortality rate between ages 1 and 4 (per thousand) 0.5 Percent of dwellings
Urban 9% 4
Rural 148
Income distribution {2000}
Percent of total income received; Access 1o safe water
By richest 10 percent of households 41.0 Percent of ponulation (1995} 91
By noorest 20 percent of households 37 Urban 99
(ini coefficient .56 Rural 47
Distribution of labor force. in percent of total (2000) Education
Agriculture and fishing 13.8 Adult literacy rate (1998) 95.4
Mining 14 Enrollment rates. percent of the age group
Industry 144 Primarv education ( 1998) 983
Construction 72 Secondary education (1998) 86.9
Services and Trade 62.6 Tertiary education (1997) 338
II. Economic Indicators, 1998-2002
1998 1999 20060 2001 2002
{in percent of GDP)
Origin of GDP
Agriculture, forestry, and fishing 53 53 35 5.6 3.8
Mining and quarrying - 73 82 2.1 8.4 8.2
Manufacturing 16.3 16.3 16.3 159 16.0
Construction 92 83 7.9 7.9 19
Commerce 113 10.8 10.8 10.7 10.7
Transport, storgee. communications 6.9 7.0 7.3 7.7 7.7
Other 43.8 44.0 44.1 43.8 438
(Annual percent changes, unless otherwise indicated)
National accounts and prices
Real GDP 32 -0.8 42 3.1 2.1
Real GDP per capita 1.8 -2.1 2.8 1.7 0.8
GDP deflator 19 24 4.4 4.1 3.4
Consumer price index (period average} 5.1 33 3.8 3.6 25
Consumer price index {end of period) 47 23 4.5 2.6 2.8
Unemplovment rate (in percent) 6.2 9.7 9.2 8.1 89
(Ratios 1o GDP)
Gross domestic investment 269 211 21.8 219 219
Of which
Public investment 4.8 4.0 3.5 3.6 4.0
Gross national savings 220 21.2 20.8 20.1 21.1
External savings 49 -0.1 1.6 1.7 08
Private consumption 64.9 64.5 639 64.0 83.2
Public consumgption f1.5 12.4 12.4 12.5 12.6
Central government finances
Total revenues 204 21,6 22.0 214
Total expenditures ) 225 224 229 228
Of which
Interest 0.6 03 0.5 0.5 0.3
Savings 34 1.5 2.5 2.5 2.0
Primary balance 06 -1.8 -0.4 -0.4 -1
Overall balance -0.1 -2.1 -0.8 -0.9 -1.4
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Chile: Basic Data

1998 2000 2002
(12-month percentage changes, unless otherwise indicated)
Money and credit
Liabilities to private sector 9.7 16.1 8.3 87 55
QOf which
Narrow monev (M1A) -6.3 252 9.3 4.6 174
Broad money (M3) 8.4 6.0 4.7 2.9 -0.5
Net domestic assets of financial svstem 1/ 93 6.4 8.9 33 6.1
Of which
Credit to nonfinancial public sector {net) 2.1 26 1.5 1.4 1.4
Credit to private sector 4.2 2.0 0.5 4.8 4.7
Liabilities to the private sector. in percent of GDP 88. 100.9 101.8 103.9 103.8
Three-month interest rate (in percent) 164 10.7 10.8 7.2 39
{In billions of U.S. doiflars, unless otherwise indicated)
Balance of pavments
Current account -39 0.1 -0.8 -1.2 -0.6
Merchandise trade balance -2.0 24 2.1 2.1 2.5
Expaorts {f.0.b.) 16.3 17.2 19.2 18.5 18.3
Imports (f.o.b.) -18.4 -14.7 -17.1 -16.4 -15.8
Services and transfers (net) -1.9 -2.3 -2.9 -3.2 -3.1
Of which
Interest -1.5 -1.5 -2.1 -1.9 1.6
Capital and financial account 4.0 31 02 2.9 -1.2
Foreigm direct investment 3.1 6.2 -0.3 3.0 1.1
Portfolio investment -2.5 -3.2 0.6 0.0 -1.9
Other capital (net) 33 0.1 -0.1 -0.2 -0.4
Errors and omissions -0.2 -1.1 0.3 -1.2 02
Overall balance -2.2 -0.7 0.3 -0.6 02
Exports (in percent of GDP) 26.3 29.6 31.8 33.5 M1
Imports (in percent of GDP) 29.6 27.3 30.0 319 31.8
Current account (in percent of GDP} -4.9 0.1 -1.0 -1.7 0.8
Merchandise exnorts {in US$. annual percentage change) -8.7 3.1 11.9 -3.9 0.7
Merchandise imports (in US$, annual percentage change) -4.8 -19.8 16.0 -4.0 -3.6
Termns of trade (annual percentage change) -4.7 59 4.8 -7.9 1.3
Real effective exchange rate (12-month perc. change) -6.1 -6.2 2.5 9.5 -6.4
International reserve position and
external debt (as of December 31)
Gross official reserves 16.3 15.1 14.4 15.4
{in months of imports of geods) 10.6 10.6 10.5 11.6
Net official reserves 16.3 I5.1 14.4 154
Net reserves of the banking svstem 0.9 29 1.3
Outstanding external debt. in percent of GDP 2/ 40.0 487 55.7 60.8
Pubtic 7.2 74 24 10.8
Private 32.8 41.3 47.3 50.0
Total debt service ratio (in percent of exporis) 194 26.8 27.1 333
Cfwhich
[oterest 74 8.9 8.3 73
Qross reserves/short-term debt (in percent) 2/ 3924 229.7 214.8 180.1
IMF data (as of May 31, 2003)
Membership status: Article VIl
Quota 856.1
Fund holdings of Chilean pesos 484.7
{as percent of quota) 56.6
Cutstanding purchases and loans None
SDR Department
Net cumulative allocation 121.9
Holdings 28.8

Sources: Chilean authorities: World Bank: IMF; and Fund staff estimates,

1/ Changes as percent of liabilities to the nrivate sector at beginning of neriod. Flows based on end-of-period exchange rates.

2/ Excludes shori-term trade credit,



I. OVERVIEW

1. This report presents analyses of select issues on the Chilean economy, its policies
and prospects. The contributions are grouped in four thematic areas: the macroeconomic
and institutional framework; exports, trade policy, and growth; capital markets; and assessing
the strength of the economy’s financial position.

2. Chapters IT and III examine Chile’s macroeconomic and institutional
framework.
3. Chapter II focuses on current policy, Chile’s macro policy framework—with central

bank policies focused on inflation targeting, in the context of a floating exchange rate, and
fiscal policy aiming at a structural balance target—is still relatively recent. The inflation
targeting framework in Chile currently consists of : (i) a pre-specified continuous inflation
target band (i) a pre-announced “policy horizon;” and (iii) timely communication of the
authorities’ inflation forecast, the rationale for their policy decisions, and the reasons for any
temporary deviations from the inflation target. An important supplement to this framework is
the absence of an exchange rate target. Exchange rate policy calls for zero intervention under
normal circumstances, with the possibility of intervention only under exceptional
circumstances. When intervention does take place, the authorities announce the event, do not
target a specific exchange rate and the amount of the intervention is revealed.

4, Chapter II also explains the mechanics of the fiscal rule. This mechanism has
increased transparency and accountability of the Treasury, by defining a specific medium-
term fiscal policy path while enabling automatic stabilizers. The rule removes policy
discretion and has strict technical requirements. On the latter, the use of expert panels to
determine cyclical adjustments to meet the rule has enhanced transparency and credibility.

5. Chapter 111 takes a longer views of Chile’s reform experience and considers the role
played by institutional factors in Chile’s economic performance. A sizable literature has
documented Chile’s sound economic policies over the last decade, but less attention has been
given to the factors behind the adoption and continuation of such policies. A deeper view of
the Chilean experience is sought by considering how institutional arrangements may have
helped to identify “sound policies” and allow them to be sustained over time.

6. The review of Chile’s institutions focuses on four policy areas where it is widely
acknowledged that Chile is particularly strong (and which are among the core areas of IMF
work): sustaining fiscal policy discipline; policies to maintain price stability; policies that
promote financial stability; and an open and stable trade policy regime. Among the numerous
institutional arrangements discussed, the constitutional features that have promoted fiscal



discipline—including budget process rules and the tight constraints on subnational
governments—and effective central bank independence have been especially important,

7. Chapters IV and V relate to the role of trade in Chile’s development.

8. Chapter 1V considers the role, past and prospective, of exports in growth of the
Chilean economy. The focus is on export specialization: in the Chilean case following
comparative advantage often has meant exporting goods that are natural resources-based. The
chapter offers a critical assessment of the notion that such exports are necessarily stagnant
and impact negatively on a country’s rate of growth. The chapter argues that in the case of
Chile such exports were associated with positive spillovers leading to the creation of new
products. Furthermore, the chapter suggests the need to promote human capital accumulation
in order to take advantage of these spillovers, increase productivity, and continue
diversifying the Chilean export basket.

9. Chapter V considers Chile’s trade policy. The trade policy regime has been highly
liberal for quite some time. The trade policy strategy has included the unilateral reduction of
tariffs, as well as a wave of trade agreements. The chapter focuses especially on recent trade
agreements with Chile’s two largest trading partners, the European Union and the United
States.

10. Chapters VI — VIII relate to financial markets.

11.  Chapter VI reviews the development of domestic capital markets and corporate
financing in recent years and draws on remaining policy challenges going forward. The
analysis underscores the role of macroeconomic policies and structural reforms as the driving
factors underpinning the development of local securities markets in the 1990s. The presence
of a well-developed and large institutional investor base has also played a fundamental role
as stable and growing source of domestic finance. While equity markets saw a rapid
expansion in the early 1990s, the domestic corporate bond market experienced a remarkable
resurgence since 2000 as large corporate firms, in particular, sought to time the market
following the sharp drop in domestic interest rates.

12. Despite this remarkable progress, the future development of domestic capital markets
faces key challenges related to the low liquidity in equity and corporate bond markets, and
the high degree of ownership and investor concentration. Recent changes in financial
regulation and legislation have sought to address concerns on the relative depth of capital
markets and effectiveness of corporate governance while improving capital markets
regulation. Policymakers have thus been actively working to improve financial market
infrastructure seeking to establish appropriate incentives to harness market discipline and self
regulation. As demonstrated by the recent reforms, the authorities have underscored the role
of bridging missing markets, promoting liquidity and transparency, and providing incentives
to wider access to investment resources.



13. Chapter V11 has a narrower focus, on the public sector’s role in establishing debt
benchmarks. In 2002, the authorities began a program of modernizing debt management
procedures, aiming to increase the liquidity, and facilitate the internationalization of. The
domestic fixed-income securities market, Such internationalization will take time, but careful
establishment of benchmarks (as described in Chapter VII) is a step in that direction. The
benchmarking initiative builds on earlier actions to reduce the use of inflation-indexed debt
and to extend the maturity of public debt. The authorities expect that recent reforms will
generate a rising volume of financial intermediation, and allow the market to create new
hedging markets for specific risks.

14.  Chapter VIII summarizes recent empirical work on an important aspect of the
monetary policy transmission in Chile: “pass-through” of moves in the monetary policy
interest rate to retail interest rates in the banking system, The focus is on a study conducted
by IMF staff members for the Sixth Annual Conference of the Central Bank of Chile. The
chapter also highlights findings of another recent study, which uses bank-level data. In
contrast to some previous findings that the pass-through in Chile is weak, both studies
suggest that while there may be some room for greater speed and completeness of interest
rate pass-through, during the period studied pass-through was generally adequate and not
atypical.

15.  Chapters IX — XII present several perspectives for assessing the financial position of
the Chilean economy.

16.  Chapter IX provides an assessment of Chile’s external position, integrating
information on the country’s international investment position and structure of external debt.
The analysis considers the possibility of an external liquidity squeeze on the balance of
payments while testing for potential solvency problems. The approach combines the standard
IMF debt sustainability analysis framework and alternative tests using newly published data
on Chile’s international investment position. The analysis focuses on (i) external debt
dynamics, (ii} sensitivity of gross external financing requirements to specific shocks, and (iii)
implications of Chile’s international investment position for external vulnerability.

17.  The analysis underscores the strength of Chile’s aggregate external position. In a
standard debt sustainability framework, various hypothetical shocks considered would lead to
substantial, though temporary, increase in the external debt-to-GDP ratio. However, the risks
of these standardized shocks seems remote, given the strength of Chile’s current policy
framework, as well as the already relatively weak states of such variables as the real
exchange rate and copper export prices. Liquidity problems are not expected given the
country’s significant liquid foreign assets, held by both the public and private sectors. Chile’s
large foreign asset-liability structure is another source of strength. The large foreign direct
investment in Chile helps explain that foreign-owned Chilean resident firms held more than
half of Chile’s total external debt. Sensitivity analysis using the net international investment
position also shows the dampening effects of the large direct investment on the country’s
aggregate net liability.

I8. Chapter X looks at some recent cases of distress in Chile’s corporate sector,
including the first example in years of a sizable Chilean-resident company experiencing
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distress. These cases involved companies that are mainly foreign-owned (such companies
account for more than half of Chile’s external debt), so the behavior of the parent company
can be key to the outcome. Importantly, investors’ perceptions of Chile and Chilean
companies more generally have not been significantly affected by these companies’
difficulties.

19.  Chapter XI examines the public sector financial position. The analysis emphasizes
the balance sheet information, and in particular is able to make use of newly-available data
on both the debt and financial assets of the Chilean public sector. Much of the analysis is on
the finances of the central government, which in Chile has been the key to the evolution of
total public debt. Taking into account the government’s structural balance target, it is
difficult to see debt sustainability problems emerging, as long as this target (or other
restrained fiscal policy) is met. The central bank’s balance sheet is also examined, including
its tendency to run a modest operational deficit, but also its considerable strengths in terms of
foreign exchange and liquidity positions. Though the bank’s deficit has been fairly stable and
has not interfered with its monetary policy objectives, the chapter notes some steps, including
a capital injection from the government, that could be taken to improve its financial position.
The situation of the public enterprises appears sound, especially in light of their overall
profitability and limited debt.

20.  Finally, Chapter XII provides an update on the Chilean banking system, indicating
that it continues to remain robust, also highlighting some structural features and recent
developments. In particular, the chapter documents the recent “Inverlink™ case, in which a
corrupt private financial company fell, after having sold stolen government securities in the
secondary market This case originated outside of, but nevertheless had repercussions for,

the banking system. The chapter discusses the responses of the authorities to this episode,
both the immediate actions to address liquidity needs, as well as forward-looking measures to
improve financial security.
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II. CHILE’S MACRO POLICY FRAMEWORK—AN OVERVIEW AND UPDATE'

L. Chile’s macro policy framework’—with central bank policies Jfocused on inflation
targeting, in the context of a floating exchange rate, and fiscal policy following a structural
balance target—is still relatively recent. This note documents the essential points of this
Jramework’s design, highlighting aspects that may distinguish it from other countries’
related practices as well as some recent refinements. Also discussed are the track record to
date and various implementation issues that have turned out to be relevant in the last few
years.

Box 1. Steps in the Development of Chile’s Macro Policy Framework

September 1999 Ceniral bank announces:
- continuous inflation target, to start 2001
- elimination of exchange rate band in favor of floating rate
(retaining right to intervene in exceptional circumstances only).

March 2000 New government commits itself to a fiscal policy target:
structural surplus of 1 percent of GDP to be maintained throughout the
government’s six-year term,

May 2000 Central bank issues first Monetary Policy Report; to be published
reguiarly, every four months.

September 2000 Government publishes rationale and methodology for fiscal target.
2001 budget submission formulated to achieve fiscal target.

July 2001 Central bank declares exceptional circumstances, announces first
instance of exchange market intervention under floating regime,
specifying limits on duration and magnitude of intervention.

August 2001 Expert panel convened for first time to determine reference price of
copper to be used in structural balance measure.,

August 2002 Expert panel convened for first time to provide inputs to fiscal target’s
potential output estimate.

October 2002 New debt report clarifies public sector balance sheet, solvency.

! Prepared by Steve Phillips and Marco A. Espinosa-Vega.

? This note focuses monetary, exchange rate, and fiscal policies. The Chilean authorities have
emphasized that these are integrated in a broader policy framework, including as well
international financial integration with an open capital account; modern financial regulation
and supervision, and prudent management of liquidity in foreign currency.
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2. Inflation targeting in Chile had its beginnings around 1990. Price stability is one
of the primary mandates in the central bank’s 1989 charter.” From 1989 to 2000, the bank
used one year ahead forecasts of end-year inflation to help anchor expectations, treating these
forecasts essentially as short-run targets. During those years, the emphasis was on gradual
disinflation, and a new, lower short-run inflation target was announced each year. The
announced longer-run objective was convergence of inflation to a level similar to that of
industrial countries. Indeed, inflation declined gradually, from close to 30 percent in 1990 to
less than 3 percent in 1999, though it continued to exhibit some volatility.

3. Full-fledged inflation targeting emerged more recently. In September 1999, the
BCCh announced its intention to adopt, at the beginning of 2001, what is now known as the
inflation targeting framework (IT). The essential elements of IT in Chile include: (i) a pre-
specified continuous inflation target band (ii) a pre-announced “policy horizon”; and (iii)
timely communication of the authorities’ inflation forecast, the rationale for their policy
decisions, and the reasons for any temporary deviations from the inflation target.

4, In this framework, the objective of monetary policy is to maintain a continuous
target at the mid-point of the 2—4 percent target band,’ by looking ahead to inflation
over the “policy horizon” of 1-2 years (a widely accepted lag for the effects of monetary
policy). The targeted variable is the easily verifiable CPI (*headline”) inflation rate. The
monetary policy stance is evaluated, and adjusted as necessary, at least once a month, in light
of the bank’s updated inflation forecast.

5. The bank’s operating target, or policy instrument, is the (nominal) overnight
interest rate. In August 2001, the bank switched to a nominal interest rate target, ending its
longstanding practice of targeting the interest rate on the Unidad de Fomento, Chile’s
inflation-indexed unit of account. Since then, the bank has been in the process of
“nominalizing” its balance sheet as well, reducing its inflation-indexed liabilities, and
extending the maturity range of its unindexed liabilities.

6. The BCCh regularly forecasts both headline and core inflation; these forecasts
are the basis for monetary policy actions.” The bank’s inflation forecast relies on
econometric models and judgment based on the output gap, the unemployment rate, the

* The central bank has been nominally independent since the passage of the1980
Constitution. The enactment of the central bank’s organic law in1989 granted full
independence to the bank.

* Interestingly, by continuously guarding against persistent deviations from either bound,
symmetric inflation targets such as Chile’s have become an essential tool against deflation.

* The core measure excludes fuel and some food items.
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outlook for the world economy, commodity prices, the stance of fiscal policy, the exchange
rate and firms’ mark ups. Monetary aggregates have little weight in the forecasting models,
since the bank has found these to have little predictive value for inflation (once other
variables are accounted for).°

7. The BCCh’s inflation forecast and its view of risks have been clearly articulated

through a number of outlets, including the policy statements of the bank’s board, minutes of

the regular monthly policy meetings, and a sophisticated monetary policy report issued three

times a year. In addition, the bank has made public an overview of its forecasting models and
intends to start publishing these on a regular basis,

8. Significantly, Chile’s inflation target is not revised in response to unforeseen
inflation developments; indeed, the target has remained unchanged since the adoption of IT.

The track record under IT has been favorable:

. Actual inflation has generally remained inside the target band. Both headline and
core inflation rates, measured on a 12-month basis have generally remained between
2 and 4 percent . Brief stays near the upper and lower boundaries have occurred, in
association with temporary sharp movements in key relative prices. The two visits to
the top of the band were linked to sharp increases in oil import prices. The visit to the
bottom of the band was associated with a brief period of “imported deflation,”
including from neighboring countries.

. Indicators of inflation expectations have also been consistent with the inflation
target. In the bank’s monthly survey of 12 month-ahead inflation forecasts, the
median forecast has been very close to 3 percent. Other expectations indicators, the
differentials between interest rates on inflation-indexed and nominal debt at horizons
of one to five years, also have stayed close to 3 percent .

® A recent BCCh study shows that in Chile M1A growth has had little predictive power over
the inflation rate during the1986-2002 period, and that the predictive value of MIA is greatly
diminished when additional explanatory variables such as external inflation are added to the
forecasting model. A recent survey paper from the BCCh also finds that in low-inflation

economies where monetary policy enjoys credibility, periods of higher money supply growth
have not resulted in higher inflation.
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Indicators of inflation expectations reflect
the credibility of monetary policy.
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A. The Floating Exchange Rate Regime

S. In September 1999, the BCCh announced that it was discontinuing its
longstanding exchange rate band, in favor of a floating exchange rate. More precisely,
the bank stated its intention to forsake any intervention in the foreign exchange rate market
under normal circumstances. Henceforth, intervention would occur only after the bank had
identified exceptional circumstances, in which case the authorities would explain their
rationale for intervening and publish data revealing the amount of intervention.

10.  The authorities have clarified their concept of exceptional circumstances. They
consider that exceptional circumstances comprise situations in which a sudden shift in market
participants’ confidence, unrelated to long-term fundamentals, could result in sharp
transitory shifts in the value of the peso, a steep reduction of the dollar value of peso-
denominated Chilean assets leading to a loss of confidence and expectations of further
depreciation of the exchange rate. Such developments could potentially have significant
negative real effects or result in a loss of control over monetary policy and interest rates.’

11. Since the free float was announced, the central bank has identified and declared
two periods of exceptional circumstances; one beginning in July 2001 and the other in the
October 2002. In both instances, the peso had recently experienced significant depreciation
pressures in the face of regional uncertainties (in 2001, related mainly to Argentina, and in
2002 to Brazil). In an effort to pre-empt excessive volatility without targeting a specific
exchange rate, both interventions consisted of announcing pre-determined caps on the sale of
official reserves in the spot market, and on net issuance of (medium-term) dollar-indexed
bonds, over an announced period.

7 See also the explanation of intervention published in the bank’s January 2003, Monetary
Policy Report: http://www.bcentral.cl/esp/estpub/publicaciones/politicas/polit02.htm
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. During the first such intervention period, the authorities decided to step up
issuance of paper indexed to the exchange rate for a period of up to six months,
beginning July 2001. The sales cap on these instruments was set at US$3.5billion
while the cap on the spot market intervention was set at US$2 billion. In the event,
during the second half of 2001, the bank sold reserves of only about US$0.8 billion
in the spot market, while carried out net issuance of dollar-indexed bonds worth
1JS$2.3 billion.

. In the second intervention episode, a similar “package” was again announced at
the outset, This included identical caps of US$2 billion for the net issuance of
dollar-indexed bonds and spot intervention for a maximum period of four months—
from early October 2002 to early February 2003. In the event, the bank sold no
reserves in the spot market but did raise the stock of its dollar-indexed debt by about
US$1% billion,

12, Thus intervention to date has consisted mainly of issuance of (medium-term)
dollar-indexed debt. The authorities have explained their preference to intervene in the
exchange rate market via dollar debt issuance aims fundamentally at preserving the bank’s
liquidity position in foreign currency. Accordingly, the bank has avoided any short-term
1ssues of such debt; maturities have ranged from two to five years.

13.  The exchange rate interventions, and the authorities’ exchange rate management
in general, have been transparent. On the days when the bank intervened in the spot
market, it announced that this had occurred. Every two weeks,® the BCCh has released not
only its NIR position, but also a table decomposing its recent changes into several sources, of
which one represents spot market intervention. As for intervention via issuance of dollar-
indexed debt, the amount of such debt is published once a month as part of the IMF-standard
template on reserves and foreign currency liquidity; the total is also published on a daily
basis on the bank’s web site.”

14.  During both intervention episodes, the BCCh made clear that it had no target
for the exchange rate. The pattern of intervention bears out this claim. The issuance of
dollar-indexed debt did not respond to day-to-day exchange rate fluctuations; rather it
followed a pre-announced schedule over the intervention period and within each month
followed a pre-announced schedule. As for spot market intervention, the days on which this
occurred do not correspond to times of the greatest weakness of the peso.'®

® Since mid—2003, reserves data is now published weekly.

® See http://www bcentral.cl/esp/estpub/publicaciones/financieraycambiaria/finacam01 .htm

' Notably, within the pre-announced intervention periods, the bank refrained from
intervening;: as the peso slid in the days after the September 1, 2001; in late October 2001,
(continued)
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B. Fiscal Policy: Targeting the Government’s Structural Balance''

15.  Soon after taking office in March 2000, Chile’s new government committed itself
to an ongoing target for the structural balance of the central government. The
government announced that it would measure its structural balance essentially by making two
cyclical adjustments to its actual balance: one for the effect of the output %ap on government
receipts, and the other for the effect of variations in copper export prices.

16.  In announcing that it would seek to hold this structural balance at a constant
level over its six-year term, the government defined a medium-term fiscal policy path,
or rule:

. The government thus gave up future discretion over the underlying fiscal stance.
Henceforth, the level of government expenditure would be tied to the level of
structural (1.e., cyclically adjusted) revenue. At the margin, any policy proposal that
would change government expenditure or revenue would have to be associated with a
plan for other, offsetting policy measures.

. By targeting the structural rather than actual balance, the government was able to
commit itself to a precise target without having to suppress automatic stabilizers.

° In principle, holding the structural balance steady means a policy of full and
immediate policy adjustment to permanent shocks, with zero adjustment to temporary
shocks.

17.  Although Chile’s fiscal policy is sometimes said to be countercyclical, this term is
subject to misunderstanding; it may be better to say that the rule avoids procyclical
policies and allows operation of antomatic stabilizers. More precisely:

. The rule does not permit government expenditure to move at all countercyclically;
e.g., there is no room to temporarily raise government expenditure during an
economic downturn. Nor is there room to cut tax rates.

when the peso reached its weakest point for that year; and in early February 2003, as the peso
approached a new record low.

' More detailed discussions of the structural balance target can be found in the 2001. Chilean
Ministry of Finance paper documenting its rationale and methodology (available in English
at hitp.//www. dipres.cl/english/docs/structural_balance.html ), and IMF Chile: Selected
Issues 2001, Chapter II. Refinements made since those papers were prepared are discussed in
this note.

2 The government is sole owner of a copper company, CODELCO.
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. At the same time, the policy also does not permit procyclical policy reactions (i.e.,
expenditure would not be cutback with a view to compensating for lower tax
collection in a recession).

18.  The essence of the rule is thus the non-response of government expenditure (or tax
rates) to temporary fluctuations in output and copper prices. What instecad moves in
synchronization with these cycles is the actual government balance. This fluctuation may be
called countercyclical, but it is noteworthy that the authorities have not emphasized the
possible Keynesian-type effects of this policy in dampening recessions or tempering
overheating.

19.  Rather than a means to stabilize output, the authorities have emphasized several
other objectives of their structural balance target. These include: avoiding inefficiencies
of erratic shifis in government expenditure, maintaining the solvency of the state, signaling
medium policy intentions; and enhancing transparency and accountability of fiscal policy.
They have also emphasized the consistency of this fiscal policy with the monetary and
exchange rate policies of the central bank. In particular, fiscal discipline allows monetary
policy to operate more effectively, and in the absence of an exchange rate target, monetary
policy recently has been able to play an active countercyclical role (in the context of the
nflation target).

20.  The policy of aiming at a specific, “point” in every year is demanding—in
particular, compared to practices elsewhere calling for balance over the business cycle
or the medium term. Relatedly, the structural balance rule is also technically demanding,
requiring that fluctuations in output (and copper prices) be identified, as they occur in real
time, as either temporary or permanent. Implementation of the rule has to be based on
necessarily uncertain estimates of variables. The approach is therefore heavy on technique,
and centered on concepts that are abstract and unobservable (e.g., potential output and the
underlying price of copper). In such a context, transparency and communication are likely to
be especially important, and indeed the authorities stepped up their efforts on these fronts
since the rule was adopted.

Specific Aspects of the Chilean Fiscal Policy Framework

21. Before examining implications of these issues, and the Chilean approaches to dealing
with them, it is useful to review some of the essential attributes of the Chilean fiscal policy
framework:

. No legal basis. Among policy rules, Chile’s is relatively informal. The target is a
self-imposed commitment of the current government, without a legal basis of its own
or any type of formal mechanism to enforce compliance. Instead, the legal basis for
the fiscal stance in each year is the annual budget law, which does limit government
expenditure; it is the government’s policy to submit to congress each year a budget
designed to be consistent with the structural balance target. Because the budget
process rules in Chile largely favor the executive over the legislature, the latter is
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unlikely to be able to alter decisions made by the former in compliance with the
structural balance rule.

. A point target applies to each budget year. There is no target band to allow year-to-
year discretion (nor to suggest what is an acceptable or normal degree of deviation
from the target). If the fiscal outturn deviates from the target, the policy target for the
following year is not affected; i.e., there is no commitment to offset past deviations.

. The chosen target level is an annual surplus of 1 percent of GDP for the central
government accounts. The government has explained the need for a surplus in terms
of several considerations: offsetting the quasi-fiscal losses of the central bank; as a
precaution against several potentially important contingent liabilities; and to at least
partly offset the effect on net worth of selling the state’s copper resources.

. Cyclical adjustment is relatively small, for a given output gap. No allowance for
cyclical effects is made on the expenditure side. The adjustment on the revenue side
is limited by the approximately 20 percent share of government revenue in GDP (thus
as a rule of thumb, each 1 percent deviation of actual from potential output implies an
estimated cyclical revenue effect of 0.2 percent of GDP)."

. The total cyclical adjustment includes also a component related to copper price
fluctuations. In 2001 and 2002, years of relatively low copper prices, this adjustment
was about 1 percent of GDP."

o The target applies to the entire government balance—including interest
payments and capital expenditure. Notably, a hypothetical increase in market
interest rates faced by the government would require policy measures to raise the
primary balance enough to offset the higher interest bill.

. The structural balance is not derived directly from the official budget and
statistical definition of the government balance. Before cyclical adjustments are
applied, the traditional government balance is adjusted in several ways to better
capture changes in the government’s net worth, However, the authorities are in the
process of revamping the official statistics, following the new GFS 2001 standard,
with a view to unification of their fiscal presentations.

"’ In OECD countries, for which estimates of structural budget balances are more familiar
than in developing countries, estimates of cyclical effects are usually considerably higher,
both because of the larger share of taxes in GDP and because adjustments are also made on
the expenditure side.

* IMF Selected Issues 2002, Chapter III, examines the long-run properties of copper prices,
with a particular application to the Chilean fiscal policy context.
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22.  The Chilean approach probably has its closest international parallel in
Switzerland’s fiscal framework, in that a specific point target level is established for each
year, with a cyclical adjustment made on the revenue side only. As in Chile, the Swiss rule
constrains all spending by the central government, not just its current expenditures. However,
the Swiss approach differs in several ways, including in being constitutionally based and
therefore more permanent in nature, in defining escape clauses from the rule, and in requiring
that a shortfall from the target in one year be offset in subsequent years."

Some Implementation Issues

23.  In implementing the target, there is the practical challenge of distinguishing
temporary from permanent shocks as they occur in real time, Since cyclical effects
cannot be observed, even ex post, they must be estimated. Contemporaneous estimates of
output gaps are known to be especially subject to revision.'®

24, Beginning with the 2002 budget, the Chilean authorities refined their fiscal
policy framework by delegating to an expert panel the determination of copper price
gap; starting with the 2003 budget, expert input was also used to estimate the output

gap.

. A few months before each annual budget is prepared, a committee is convened to
directly provide the copper “reference price.” Minutes of this meeting are published,
including each member’s individual forecast. Each member is required to provide a
forecast of the average copper price over the coming 10 years (rather than a notional
long-run price or equilibrium price). The reference price is then determined as the
average of these forecasts, after excluding highest and lowest values.

. To estimate potential output, an expert committee is also convened, though it does not
directly provide an estimate of potential output. Rather, each member provides
medium-term forecasts of the critical input variables (productivity, capital stock, etc.)
for the authorities’ algorithm for estimating potential output. This algorithm is based
on a published methodology, and combines an estimated production function with the
use of the Hodrick-Prescott filter to smooth the data. Within this framework, the

15 Strictly speaking, the Swiss approach also differs in that it involves an expenditure, rather
than a deficit, target. However, the expenditure target is tied to cyclically adjusted revenue.
See Danninger (2001) for a full analysis of the Swiss approach.

' Gallego and Johnson (2003) are the first to show confidence intervals for output gap
estimates constructed with the HP filter. Looking at the G7 countries, they find that
confidence intervals are fairly wide in general and tend to flare out at the end of the sample.
BCCh Working Paper No 202 (at http.//www.bcentral.cl/esp/estpub/estudios/dtbc/202.htm )
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committee also engages the authorities in methodological discussions. Minutes of this
committee’s meetings are made public also.

25.  This use of expert committees in measuring the structural balance is a significant
step in assuring the transparency and credibility of the fiscal policy rule. While this
procedure cannot eliminate uncertainty over the accuracy of the structural balance measure,
perfect accuracy is not essential to the objectives of the policy.

26.  In the last few years, a variety of shocks have made achieving the structural
balance target in a given year more complicated than simply setting expenditure to
increase in line with growth of potential output:

o Structural revenue is not constant as a share of GDP. On the positive side, the
government occasionally benefits from one-time revenue windfalls; in some cases the
government has dealt with these by excluding such revenue from the measured
structural balance. Another positive factor for the government has been the real
exchange rate depreciation of the last few years, which raised (cyclically-adjusted)
copper receipts as a share of GDP.

e Inflation surprises, in either direction. For example, in 2002, lower-than-expected
inflation led to a revenue shortfall.

. Revisions to previous estimates of (the level of) potential output. In preparing the
2003 budget, the government avoided this problem by adhering to its previous
estimate of 2002 potential output as a base, applying to that figure the growth rate of
potential output determined by the expert panel.

27.  Relatedly, in two of the first three years of implementation of the structural balance
rule the government announced around mid-year that it would hold expenditure below
budgeted levels in order to achieve the structural balance target.

Market reaction and Public Ownership

28. Market confidence in the soundness Chilean fiscal policy—as indicated by
international bond spreads and credit ratings—has continued to be high. This
confidence likely has been supported in part by the self-imposed constraint of the new
structural balance rule, though also by a more general faith in Chilean institutions and
political consensus in favor of fiscal policy discipline.

29. Outside of Chile, awareness—and understanding of—the structural balance
target has gradually increased. As many other emerging economies had to run procyclical
fiscal policies during the recent downturn in the world economy, many commentators
noted—generally with favor—that Chile was allowing automatic stabilizers to operate, in the
controlled manner dictated by the structural balance rule. After the 2003 budget was
submitted, a few analysts did issue critical reports, arguing that the levels of Chile’s fiscal
balance and fiscal data transparency did not justify the country’s strong credit rating and low
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bond spreads. Although the criticism of the fiscal stance was soon rebutted by other analysts,
the authorities stepped up their efforts to explain the structural balance rule, issued a new
report on the debt and liquid public assets of the entire public sector, and began an enhanced
schedule of fiscal data releases.

30.  The extent of ownership of the structural balance target is as yet difficult to
judge. The government’s commitment to its own structural balance target appears very
strong, indeed as one of the flagship policies of the administration of President Lagos. Given
the budget process rules in Chile, this ingredient alone practically assures the implementation
of the rule over the final three years of the government’s term. Qutside the current
administration, there seems to be a broad political consensus in favor of the principle of
maintaining fiscal discipline; however, it is as yet unclear whether the particular mechanisms
of the structural balance rule would be endorsed, in whole or in part, by future
administrations. In terms of current political debate, it seems that the structural balance rule
has shifted the focus away from the underlying fiscal stance (widely perceived to have
deteriorated excessively in the late1990s before recovering in 2000-01) and toward questions
of the appropriate size of government.
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IIL. THE ROLE OF INSTITUTIONS IN CHILE: A SELECTIVE REVIEW'
A, Introduction and Summary

1. This chapter considers the role played by institutional factors in Chile’s
economic policies and performance. Chile’s successful economic performance is well
appreciated and documented. Its economic policy reforms are generally accepted as key to
that performance. Less attention has been given to the role played by institutions in this
success, either in terms of their direct effects on economic performance ot in the
establishment of good economic policies.

2. A particular objective of this chapter is to gain a deeper view of the Chilean
experience by considering the role institutional factors have played in sustaining good
policies over time. A key motivating idea is that sustaining policy reforms often requires
countering negative incentives that had been responsible for existing unsound policies.

3. The approach taken here differs from most recent applied studies on
institutions.” Much of this literature looks at the association of institutions with cutcomes for
income and growth, not necessarily considering the role of policies. In contrast, the focus of
this paper is policy based, taking into account the public sector decision process and the
political economy underlying policy actions. Also, much of the recent empirical literature
statistically analyzes differences across countries in perceptions and assessments of
institutional quality, usually not analyzing differences over time. The so-called “narrative
approach” used here does not permit statistical analysis, but it does give a closer view of one
country, and a historical perspective of how its institutions emerged and how they helped
change—or maintain—policies over time.

4, The Chilean case is particularly instructive. Its sustained strong economic
performance is still relatively recent—starting in the mid—1980s—and has been tested by
episodes of financial crisis that hit the East Asian tigers and other emerging markets in 1997—
98, as well as some of Chile’s neighbors in 2001-02.°

! Prepared by Marco A. Espinosa-Vega and Steve Phillips.
2 WEO (2003) offers a recent survey of this burgeoning literature.

> Over the period 1940-1970, Chile was in many ways was typical of much of Latin America,
in following an import substitution strategy, giving a heavy role to the state in the economy
more generally, rationing foreign exchange, and experiencing high and unstable inflation.
Moreover, after major reforms of this old regime began in the 1970s, Chile exemplified a
problem that has been familiar elsewhere, with its severe financial crisis of the early 1980s.
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5. This review of Chile’s institutions is selective, looking at those that have been
significant in four policy areas in which Chile is widely agreed to be particularly strong:

. fiscal policy discipline (section D),

. policies to maintain price stability (section E);

o banking policies to promote financial stability (section F); and
. open trade policy regime (section ).

Of course, not every aspect of Chile’s economic policy record can be traced clearly to some
institutional arrangement. Other factors—such as consensus on economic issues, the
technical expertise or goodwill of policymakers, or cultural factors more generally—also
play a role, but these are beyond the scope of this chapter.

Road map and summary of the chapter

6. Section B gives a brief comparative economic picture of Chile, presenting several
indicators of economic performance and policies over the years in Chile and a few other
Latin American and East Asia countries. Over the last 20 years, Chile comes off especially
well—even against relatively strong performers of East Asia—in terms of stability of both
growth and inflation rates.

7. Section C looks at the political rules of the game: aspects of Chile’s constitution
and political framework relevant for economic policy outcomes. Chile’s system has a number
of characteristics that cross-country studies have found to be associated with sound policies,
including a “presidentialist” form of government that avoids frequent government turnover
and a majoritarian determination of congressional representation. Moreover, electoral rules
create strong incentives for individual political parties to join coalitions, which some
observers credit for moderating special interests. Interestingly, the Chilean system gives great
weight to the executive in setting the overall the fiscal stance, but in other economic policy
areas requires consensus building,

8. Sections D-G examine the role of institutions in each of the four broad areas
highlighted above—fiscal discipline, price stability, banking stability, and trade policy.
For each area, note is first made of the problems any country may face in choosing,
implementing, and sustaining good policies, and then the question of how these have been
addressed (or not) by institutional arrangements in Chile is examined. Each section closes by
noting some pending issues and possible areas for future institutional development.
Specifically:

. Section D considers the role of institutions in Chile’s record of fiscal discipline,
including how they addressed the classic threats of myopic policymaking, time
inconsistency problems, and the “common pool” problem (e.g., the incentive of
subnational governments to spend without consideration of aggregate consequences),
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Constitutional arrangements have addressed such incentive problems at their roots,
including by putting a tight budget constraint on subnational governments and by
giving the ministry of finance the ability to set the fiscal stance. Arrangements for
dealing with shocks are also considered, including the copper stabilization fund and
the new practice of targeting the government’s structural balance. Though Chile’s
record of fiscal discipline over the years was achieved without reliance on fiscal rules,
and also without a high degree of policy transparency, over the last several years the
government has given high priority to both these fronts. Going forward, significant
questions are whether the new structural balance target will emerge as an informal
institution, and whether steps will be taken to institutionalize it more formally.

. Section E looks at Chile’s achievement of price stability, focusing on the role of
institutional arrangements such as central bank independence. We also discuss
how, over time, Chile’s central bank has developed credibility and adopted an ever
more transparent policymaking approach, coming into its own in the last few years in
a full-fledged inflation targeting framework, in the context of a floating exchange rate
regime. We emphasize that fiscal discipline has created the opportunity for achieving
price stability, and also suggest that central bank independence may, in turn, have
reinforced fiscal discipline.

. Section F considers banking policies, focusing especially on how they promote
financial stability—and thus macro stability—by countering moral hazard
problems. By building up a credible policy against indiscriminate bailouts, the
Chilean approach to banking supervision, regulation, and safety nets developed in the
aftermath of the 19821984 crisis has provided appropriate incentives to banking
sector participants and thus ameliorated the moral hazard problem.

. Section G considers how Chile has been able to maintain an open trade policy
regime over many years. Trade policy is of course the classic arena for political
lobbying and rent-seeking, with ever-present pressures to reverse trade liberalization.
We look at how institutional arrangements such as a quasi-constitutional ban on non-
tariff barriers and a uniform import tariff rate have countered the “lobbying problem”.

In a different vein, section H briefly notes how Chile looks based on the more familiar
“institutions indicators™ approach, presenting data from WEO (2003) and highlighting
Chile’s position relative to a number of other countries. Among the emerging markets,
Chile’s shows favorable values in indices of institutional quality.

9. Finally, Section I offers some closing observations, including in identifying some
additional areas in which institutional arrangements may have played a significant role in
Chile in the past, and some which may be particularly important looking forward.
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B. An Economic Picture of Chile

10.  As background, we present an economic picture of