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Context. Chile has been in many respects a model for successful macroeconomic management
among emerging market economies. The authorities and staff share a long-standing consensus on
the rules-based policy framework, including a floating exchange rate, that has alleviated the
impact of recent shocks.

Recent developments have been dominated by global food and oil price shocks, exacerbated by
domestic drought. Annual inflation was close to 9 percent in May, but is expected to decline
gradually in the second half of the year. Growth is likely to remain below trend through 2009.
Chile has so far proved resilient to global market turmoil, but risks from a sharp global downturn,
higher energy prices, and tightening of credit conditions for emerging markets remain.

Key policy recommendations:

» Policy framework and stance. Monetary policy has been appropriately tightened, and the
central bank should stand ready to raise interest rate further, if necessary, to keep inflation
expectations anchored firmly to the 3-percent target. The structural fiscal surplus rule is as
important as ever in shielding the economy from shocks, and room existing under the rule is
being used to alleviate the impact of higher inflation on vulnerable population groups.

» Sovereign Wealth Funds. Developing a long-term investment objective for Chile’s
stabilization fund would be useful, and benefit from an evaluation of overall copper wealth.
Reinvesting the cyclical part of the funds’ returns could reduce volatility in budget revenues.

» Capital markets. Efforts to boost the development of Chile’s capital markets could focus on
lowering regulatory and tax barriers for foreign investors and consolidating public debt
issuance into fewer benchmark issues. A Financial Sector Assessment Program Update could
help identify vulnerabilities.

Authorities’ views. There was consensus on the long-term advantages of preserving the current
rules-based policy framework. The authorities felt that the framework was sufficiently flexible to
deal with a severe global slowdown.

Mission. A staff team comprising M. Miihleisen (Head), N. Batini, J. Walsh (all WHD), Z. Arvai
(MCM), and A. Matsumoto (RES) visited Santiago during May 19-30, 2008. Mr. Rodlauer
(WHD) participated in the final discussions with Governor De Gregorio and Finance Minister
Velasco. Mr. Rojas (OED) also attended the meetings.
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Figure 1. Economic Developments from a Regional Perspective

Since 2000, growth in Chile has been relatively less volatile
than in the region...

... and inflation rates have been low relative to other Latin
American countries.
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I. RECENT GLOBAL SHOCKS, OUTLOOK, AND RISKS



1. Chile’s adherence to a prudent, rules-based macroeconomic policy framework has
delivered important economic and social rewards.' Responsible economic policies, trade
openness, and institutional reforms have helped foster growth and price stability. Real per
capita incomes have increased by 3 percent on average over the past 12 years, the poverty
rate has been more than halved over the same period, the public sector has become a net
creditor, and Chile has begun membership discussions with the OECD.

2. This policy framework has helped Chile preserve economic stability through the
ongoing copper boom. Steady fiscal policy, following the structural surplus rule, has largely
de-linked the economy from rising copper prices as most domestic mining revenues are
accumulated abroad. This has prevented overheating, mitigated upward pressure on the
currency, and led to the accumulation of a combined 15 percent of GDP worth of foreign
assets in two sovereign wealth funds (SWFs).

3. More recently, the economy has been hit by a confluence of large domestic and
external shocks that has proved more difficult to absorb (Box 1). Chile provides no general
subsidies on food and energy, whose domestic prices have increased sharply with global
price spikes. At the same time, a severe drought raised prices for local food produce and
affected the production of hydroelectricity. With natural gas imports from Argentina
diminishing, electricity producers have shifted to diesel fuel at a high marginal cost. As these
are also being passed on, inflation has increased to close to 9 percent in May, well beyond
the central bank’s 3-percent target.”

4. The impact of these shocks has affected growth, and a global scenario of lower
growth and higher energy prices poses further risks to the outlook.’ Much of the slowdown
since mid-2007 is due to a drop in value-added in the electricity sector, but demand growth is
also expected to slow, given past interest rate increases, tighter credit conditions, and a drop
in consumer confidence despite higher fiscal transfers. However, investment has benefited
from lower prices for imported capital goods and a recent rise in FDI, helping growth to stay
above 4 percent in 2008. Given Chile’s diversified geographical trade structure, the impact of
a U.S. recession would likely be moderate, but the risk of a broader global slowdown (Box 2)
and the difficult energy situation continue to weigh on the outlook.

5. Emergency steps have succeeded in avoiding electricity rationing, but limited
energy supply will remain a challenge through 2009. The government extended daylight

! Chile maintains a floating exchange rate system free of restrictions on the making of payments and transfers
for current international transactions.

* See also Chapter 1 of the Selected Issues paper.

? The tight energy situation is estimated to have reduced growth by about 1 percentage point.



Economic Outlook
(In annualized percent change from previous period; unless otherwise indicated)
Projections

2004 2005 2006 2007 2008 2009

Real GDP 6.0 5.5 4.3 5.1 4.2 4.6

Net exports (contribution) -1.1 -4.5 -2.1 -3.0 -2.6 -1.9

Total domestic demand 7.5 10.4 6.4 7.8 6.4 6.0

Private consumption 7.2 7.4 6.5 7.7 6.0 5.7

Public consumption 6.1 59 59 5.8 5.6 6.5

Private fixed investment 10.5 255 2.2 10.2 71 6.2

Public fixed investment 5.8 10.8 10.2 25.5 8.3 7.7

Inventories (contribution) -0.1 -0.3 0.8 -0.6 0.2 0.0
Memorandum items:

Output Gap 0.8 0.2 0.8 1.0 1.4 1.8

saving time and reduced network voltage by 10 percent, which—together with recent
rainfall—has secured electricity supply. However, the cost of electricity generation remains
at a record high, and relief is only expected from new power generation plants and an LNG
import terminal becoming operational in late 2009.

6. Long-term inflation expectations remain anchored by the monetary framework,
with inflation projected to return to target toward the end of the 24-month horizon. Staff
and authorities expect inflation to fall in the second half of 2008, helped by past monetary
tightening, recent rainfall, and base effects, and then to decline gradually toward the
3-percent target by mid-2010. Despite a 50 basis point interest rate increase in June, risks
remain on the upside, given the upward momentum in oil prices, a weaker peso, rising short-
term inflation expectations, and still high core inflation. Nominal wages have kept pace with
inflation, partly due to indexation, but unit labor cost increases have remained moderate—
consistent with staff estimates that output remains currently below potential.*

7. Throughout the global financial turmoil, domestic financial markets have
continued to function normally. Given Chilean banks’ low exposure to subprime mortgages,
overnight spreads have risen only modestly since last fall. A recent survey confirms that most
banks have tightened lending standards, although bank balance sheets remain strong amid
ample funding sources. Should credit conditions in developed markets deteriorate further,
however, the strong presence of foreign bank subsidiaries could pose a spillover risk (Box 3).

* Staff estimates that energy supply problems have temporarily lowered potential output growth to around
15 percentage point below its 5-percent trend.



General Government Budget: Staff Projections
(In percent of GDP)
2003 2004 2005 2006 2007 2008 2009
Revenue 22.8 23.9 26.0 27.8 29.8 29.6 28.3
Mining Revenue 0.9 3.0 5.2 8.8 8.6 8.0 5.7
Expenditure 23.3 21.8 21.2 19.9 20.9 21.8 22.9
Investment 3.6 3.4 34 3.2 3.5 3.7 4.0
Surplus -0.4 21 4.7 7.9 8.9 7.8 54
Net Assets -6.7 -4.1 0.1 7.0 13.7 17.2 20.2
Memorandum items:
Nonmining Balance -1.3 -0.9 -0.4 -1.0 0.3 -0.2 -0.3
Nonmining Structural
Primary Balance -0.4 -141 -0.3 -1.2 -0.4 -1.3 -2.0
8. Chile’s fiscal position remains exceptionally strong. The government registered a

record surplus of 8% percent of GDP in 2007, owing to both record-high copper prices and
domestic tax revenue growth. With the reduction of the 2008 structural surplus target to

2 percent of GDP, real expenditure has been budgeted to grow by 9 percent. The 2008 fiscal
surplus is likely to again reach close to 8 percent of GDP.

0. After a major pension reform passed Congress in January 2008, political support
for new reform projects may be more difficult to obtain. The government lost its majority in
both houses of Congress, although its poll standings have improved in recent months. A
report by a Presidential commission on labor and social equity provides a roadmap for further
discussions; key reforms will have to find a broad national consensus in order to be

implemented. Municipal elections are scheduled for October, and presidential elections for
late next year.

II. EXCHANGE RATE VALUATION AND EXTERNAL STABILITY

10. The authorities and staff agreed that

the peso is mildly overvalued (Box 4). In 2007, 5
the peso had strengthened in line with 20 |
currencies of other emerging market 5 |
economies, in particular commodity exporters. 0

Carry to risk ratios 1/

Colorpbia

The pace of appreciation accelerated in the first 5 | T
quarter of 2008, reflecting widening interest 01
rate differentials with the United States. Since 5 Chile
the central bank’s decision in April to intervene =~ AP06  Oct06  Apr07  Oct07  Apr08
d . b 1 th h 1 Defined as the overnight interbank interest rate differential
an acqulre Ieserves (See © OW), S peso as relative to the one-week LIBOR rate, normalized by the
depreciated by 10 percent against the US (unconditional) standard deviation over a 90-day moving average

window.

dollar and is now estimated to be about
0-10 percent above a level consistent with fundamentals.



Figure 2. Current Account and Capital Flows

The trade balance has receded from recent highs, ...and high profit repatriation continues to dampen the
despite favorable terms of trade... current account surplus.
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Underlying Current Account Balance
(in percent of GDP)
2007 Current Account 4.4
+ Adjustments to long-run values -6.8
of which:
Mining -6.1  Net effect of mineral prices returning to long-run equilibrium.
Exports -15.0 Export values are above the level consistent with long-run copper prices...
Profit repatriation 8.7 ...and so are profits of foreign-owned mining companies (using historical
relationships between exports and profits).
Mining Imports 0.3 High prices have led to increased investment and capital goods imports.
GDP Gap -0.8 Net effect of assuming the Chilean economy at its long-run potential output.
Nonmining Exports 0.2 Slightly higher exports, in line with higher world trend growth.
Imports -0.9 Reflecting a return to trend growth and a further rise in the income elasticity
of imports.
Exchange Rate 0.4 Inline with the expected adjustment in copper prices and trade elasticities.
Services and Transfers -0.2  Declining from unusually high levels in recent years.
= Underlying Current Account Balance' -2.5
! Assumes exchange rate, commodity prices and output growth at long-run equilibrium.

1. Notwithstanding the stronger peso, export growth has remained relatively robust.
Exports to the United States have slowed, but overall growth in non-copper export volumes
has remained positive. Chile maintained its global export market share in 2007, and increased
its share of the Asian market by about 80 percent over the past 5 years. However, the current
account surplus is expected to fall into deficit in 2008, partly as a result of continued strong
import growth, including of capital goods.’

12. Chile’s external position is expected to remain stable, and policies are geared
toward further reducing external vulnerabilities. The trade balance is projected to fall into
deficit over the medium term as growth recovers and the price of copper declines in line with
medium-term price assumptions. With a corresponding decline in profit remittances by
mining companies, the current account is projected to adjust gradually to its underlying
medium-term deficit of around 2 percent of GDP—close to the CGER norm of about

3 percent of GDP. Staff expects such a deficit to be easily financed, including as a result of
forthcoming capital market reforms, and continued adherence to the macroeconomic
framework should help contain exchange rate volatility.

13. The widening of the current account deficit would be largely offset by a decline in
portfolio outflows corresponding to lower government asset accumulation abroad. A drop
in copper revenues would diminish both the fiscal surplus and the amount of foreign assets
acquired by the government, with private capital inflows expected to pick up only gradually
on a net basis. Unlike in other emerging markets, there have been few signs of speculative
portfolio flows into Chile so far, in part because domestic assets are still regarded as being

> While scarcity of energy and water have sharply pushed up copper production costs, copper output is expected
to grow by 3% percent during 2009 and beyond.
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relatively expensive. Moreover, the liberalization of foreign investment limits for pension
funds will likely lead to some outbound portfolio flows over the medium term.

14. The central bank decided in April to raise international reserves by US$8 billion

(5 percent of GDP) by year’s end.® The authorities explained that the reserves buildup was
designed to provide a cushion against a broader deterioration of financing conditions for
emerging market economies, and with the peso appreciating rapidly and being above its long-
term equilibrium, it was the right time to intervene and shore up reserves at a relatively low
cost. The intervention is being implemented in a transparent, pre-announced manner (US$50
million a day), preserving the floating exchange rate regime and the flexibility of monetary
policy to react to changes in the inflation outlook. The foreign exchange purchases are being
sterilized at an estimated 10-year cost of % percent of GDP.

15. The increase in foreign exchange reserves is consistent with most optimal reserve
estimates for Chile.” Reserves are projected to reach about 15 percent of GDP by end-2008,
equivalent to about 90 percent of imports plus short-term debt. The authorities explained that
assets in the government’s Fund for Economic and Social Stabilization (FESS) were not fully
comparable to reserves, in part because they had the different objective of stabilizing fiscal
expenditure over time.

III. PoLicy DISCUSSIONS

The policy discussions focused on three issues:

o Managing supply shocks. What is the optimal policy response to supply shocks
within the rules-based framework?

o SWFs and Macroeconomic Policy. What are the implications of SWF buildup for
economic policy, and how should SWFs be managed?

o Capital market development. With pension funds free to invest more funds abroad,
what measures are needed to increase depth and competition in financial markets?

A. Managing Supply Shocks in a Rules-Based Policy Framework

16. The combination of inflation targeting, a floating exchange rate, and rules-based
fiscal policies remains the optimal policy framework for Chile.* The authorities and staff

® Separately, the government announced in May that it would purchase US$800 million (V2 percent of GDP) in
foreign exchange to transfer to the central bank as the third tranche under its five-year recapitalization schedule.

7 See Chapter 2 of the Selected Issues paper.

¥ Chapter 3 of the Selected Issues paper confirms the framework’s welfare-maximizing properties. Chapter 4
highlights the stabilizing impact of inflation targeting in response to global liquidity shocks.
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agreed that the framework had helped the economy adjust well to recent shocks, and
provided for sufficient flexibility in case of more adverse inflation or output developments.

Monetary and Exchange Rate Policy

17. The Banco Central de Chile (BCC) remains focused on returning inflation to target
over the 24-month policy horizon. Having raised interest rates by 125 basis points between
August 2007 and February 2008, the BCC adopted a neutral policy bias in April. However,
monthly inflation has since been accelerating, most core inflation measures remain outside
the bank’s tolerance range, and world oil prices have again turned sharply upward. In
response, the bank raised interest rates by an additional 50 basis points on June 10.

18. Monetary policy will need to react to any further manifestation of upside risks to
the inflation outlook. Inflation remains largely driven by global commodity prices, and the
BCC'’s latest policy action underscores its commitment to meeting the inflation target.
Nevertheless, given the strong inflation increase in May and recent jump in oil prices, the
authorities and staff agreed that the decline in inflation over the coming months could be
more gradual than anticipated in the last Monetary Policy Report, possibly raising the risks of
second-round effects.” In this light, the central bank should stand ready with additional policy
measures, if necessary, to keep inflation expectations anchored firmly to the 3-percent target.

19. The central bank earns high marks for transparency, although communication of
the inflation outlook could be improved. Given the unusual complexity related to different
supply shocks, market participants have had some difficulties disentangling first and second-
round price effects, and assessing the various risks to the outlook. Providing additional
information on the BCC’s inflation forecast in the Monetary Policy Report, including on the
propagation of shocks and monetary policy lags, could further strengthen the effectiveness of
the central bank’s policies.

Fiscal Policy

20. Fiscal policy has helped mitigate the social impact of inflation. The reduction in the
surplus target to 2 percent of GDP this year has provided a moderate stimulus to economic
activity. This was mainly used to boost spending on education, but a pickup in nominal
revenues has since provided room for 2 percent of GDP in additional spending. The
government has provided targeted assistance to workers in certain export sectors, and
legislation is pending to provide one-off cash transfers of $45 to the poorest 40 percent of the
population and an additional $42 to low-income pensioners.

? The recent increase in both market and survey-based inflation expectations may partly reflect the lagged
impact of past inflation (see Chapter 1 of the Selected Issues paper)
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Figure 3. Inflation, Labor Markets and Monetary Policy

Both headline and core Inflation have increased well
beyond the 3 percent target...

...in the wake of a major global commodity price
shock.

125 20
9 + in percent, yly 100 | in percent, yly 16
Headline inflation - 825 foodstuff Headline inflation -
74 75 A grains Chile F12
——— CRB energy
5 50 o
ffffffffffffffff 25 L4

34 —
ffffffffffffff 0 == N2 Y 0

L Target band W Core inflation ~ Target -25 F-4

-1 T T T T T T T T -50 -8

2000 2001 2002 2003 2004 2005 2006 2007 2008 Jan 06 Jul 06 Jan 07 Jul o7 Jan 08

...that has exacerbated domestic pressure on food and
energy prices... ...and pushed up consumer prices across the region.
10 118

9 1 Contribution to CPI inflation - Other CPI

8 - (in percent, yly) B Transportation 112 (Jan 2006=100)

77 Housing (incl. energy)

g | Food

2l 106 -

> | =

2 100 | — Brazil
b A Colombia

0 T Mexico

-1 94 T T T T T T T

2000 2001 2002 2003 2004 2005 2006 2007 2008 Jan 06 May 06 Sep 06 Jan 07 May 07 Sep 07 Jan 08 May 08
As employment growth has remained relatively ...wage growth has caught up with inflation, although unit
strong... labor costs have increased more moderately.

14 10
12 | in percent 9 in percent, yly
10 | 8 Wage growth
8 Unemployment L I Unit labor costs e
6 - o
6 1 = Employment growth (y/y) 5
4 A 4]
2 */’\\ 34
0 2
W
-2 T T T T T T T . 1 . . . :

2000 2001 2002 2003 2004 2005 2006 2007 2008 2000 2001 2002 2003 2004 2005 2006 2007 2008
Recent increases in the overnight rate have kept ...and long-term inflation expectations remain anchored
constant the forward-looking real interest rate... around the 3 percent target.

12 6
10 in percent ) ) in percent, yly
= Nominal policy rate
81 - Real rate (based on 1-year expectations)
Real rate (based on actual inflation) 4
2 Expected inflation, 1 year forward
Expected inflation two years ahead
----- Expected inflation, 5 years forward
-4 oO++——+——r+r T
2002 2003 2004 2005 2006 2007 2008 Jan 06 May 06 Sep 06 Jan 07 May 07 Sep 07 Jan 08 May 08

Source: Haver, Reuters.




13

21. While observing the surplus rule, the government has also used fiscal means to
help the economy adjust to the rise in fuel prices. A two-year 25-percent reduction in the
excise tax on gasoline and a $200 million (0.1 percent of GDP) injection into the fuel
stabilization fund have temporarily reduced the retail price of gasoline by 10 percent since
the beginning of the year. The fund has also absorbed some of the high costs of substituting
diesel for gas and hydro-energy as the marginal source for electricity generation. This has
smoothed the impact of recent oil price shocks and helped contain headline inflation. A
further $1 billion injection was announced on June 2, after the end of the mission."

22. Looking forward, fiscal expenditure will continue to grow in line with the surplus
rule, consistent with macroeconomic stability. The government has been successful in
communicating that growth of public spending beyond the limit implied by the rule risks
putting renewed upward pressure on the exchange rate. The authorities emphasized that the
focus of fiscal policy will be on quality and efficient implementation of spending programs.

What if the global economy turns worse?

23. Government officials were confident that economic stability could be maintained
under worse global financial conditions. They emphasized that central bank reserves and
the FESS provided ample room to respond in case of a financial sector crisis or an abrupt
decline of government revenues, respectively. In particular, the fiscal rule had been designed
to stabilize public investment and social spending in case of volatile copper revenues. The
government, central bank, and financial supervisors meet regularly on financial stability
issues, and the authorities have been in close contact with foreign supervisors to follow
developments of common interest.

24. The staff suggested that stepping up the recapitalization of the central bank could
bolster its capacity to react in a crisis. The central bank is currently undercapitalized by

2% percent of GDP, and the cost of sterilizing foreign exchange purchases is likely to delay
the bank’s return to a positive net worth. The authorities responded that they were committed
to the five-year plan approved by Congress (%2 percent of GDP a year, two years remaining),
after which the need for additional transfers could be reviewed by future administrations.

B. Sovereign Wealth Funds and Macroeconomic Policy

25. Sustained high copper prices have led to rapid asset accumulation in Chile’s two
SWFs. By end-2008, the FESS will likely contain $21 billion in assets (13 percent of GDP),
and another 1% percent of GDP are held in the Pension Reserve Fund (PRF). The central

' Staff estimates that, on current oil price projections, US$500 million (0.3 percent of GDP) in subsidies would
be spent in 2008. Gasoline nevertheless remains expensive, largely due to high taxation by emerging market
standards, and pass-through of global price changes has been the highest in the Western Hemisphere. The fund
is set up in such way that retail prices fully adjust to world market parity over a period of 12 months.
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Figure 4. Fiscal Strength and Sovereign Wealth Funds
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bank has managed both funds since their inception, following best-practice guidelines for
reserves management.

26. The government is developing policies for managing the SWFs with a longer time
horizon. The bulk of SWF assets will be kept in highly-rated fixed-income securities, but a
more diversified portfolio will also include instruments with variable and longer duration. All
investments remain limited to marketable instruments, managed subject to high professional
standards and full transparency.

27. The authorities have been working with other member countries and Fund staff on
developing best practices for SWFs. Fund technical assistance has focused on the strategic
asset allocation for both funds, taking into account their assumed asset and liability
structures. Significant progress has been made on the risk management framework, while the
authorities agreed that performance measurement and risk management infrastructure still
need to be improved.

28. The SWFs will provide additional resources for public spending over the medium-
term. Eventually, the FRP will contribute about one quarter of the costs of the new pension
system. FESS income from asset returns—considered structural revenue under the surplus
rule—is projected to rise from ¥ percent of GDP to close to 1'% percent of GDP over the next
few years, including as a result of the proposed shift in the portfolio structure. The President
announced in May that $6 billion are to be transferred from the FESS to a new Bicentennial
Fund, with the revenue used to finance scholarships to study abroad for up to 30,000 students
in the next 10 years."

29. The staff recommended including only the funds’ structural asset income in the
structural revenue calculations for the budget. As the assets and their yield grow, the
cyclicality of asset returns—especially from exchange rate fluctuations—could lead to
unwanted volatility in the size of the annual budget. The authorities noted that, in practice, a
similar result was currently achieved by using stable and relatively standard assumptions in
projecting the funds’ income in the annual budget exercise.

30. The staff also suggested that the FESS’ investment objectives be embedded in a
long-term fiscal framework. A comprehensive analysis of the structure of long-term public
assets and liabilities could inform a decision whether the FESS should primarily be a
stabilization or a saving fund. In this context, it would be helpful to assess the size of Chile’s
mineral deposits, for which no official estimates are available.

C. Capital Market Development

31. The ongoing liberalization of foreign investment limits for pension funds has
provided an impetus for further financial sector reform. Chile’s corporate debt, equity, and

"' See Chapter 5 of the Selected Issues paper.
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foreign exchange markets are well developed compared to most emerging market peers.
However, markets have been dominated by pension funds and other large buy-and-hold
investors, and there has been little participation of foreign investors. With pension funds
being allowed to invest up to 80 percent of their portfolios abroad by October 2009 (up from
30 percent until last year), the government has been planning to make domestic markets more
attractive for foreign investors.

32. The authorities remain committed to promoting the participation of foreign
investors in domestic markets. The government is reviewing options to reduce registration
and tax requirements for foreign investors in order to foster financial market integration.
Staff noted that permitting the use of the peso in settling capital account transactions with
nonresidents would be key for developing Chile’s small derivatives markets.

33. A new package of financial reforms aims to boost the internationalization of the
peso, increase market depth, and enhance market access for SMEs. This package would
include measures to encourage non-residents to issue peso-denominated debt in Chile, further
facilitate derivatives trading, and provide a framework for the securitization of SME loans. A
separate bill to establish a central counterparty for clearing and settlement purposes is already
pending in Congress. The authorities expect the measures to be implemented during 2009.

34. The staff emphasized the importance of strengthening public debt management,
including by consolidating sovereign paper into fewer benchmark issues."” The authorities
have made progress in developing benchmark issues, and the central bank and government
are coordinating closely on debt management. Staff cautioned that debt issuance was still
relatively fragmented, reflecting the varied objectives of maintaining both a nominal and
inflation-indexed yield curve and providing long-duration assets for institutional investors."

35.  Supervisors were confident of the financial system’s capacity to withstand financial
turbulence. Banks had appropriately tightened lending standards, capital adequacy remained
strong, and bank supervisors remained in close contact with foreign counterparts to monitor
cross-border activities. They have stepped up the monitoring of banks’ asset quality,
liquidity, and risk management, and are working toward strengthening the bank resolution
framework. The authorities agreed that the scope for further market reforms and implications
for financial sector stability could usefully be discussed in the context of an FSAP Update,
and that market integrity could be enhanced further by providing supervisory and regulatory
bodies with operational and budgetary independence.

12 See Chapter 6 of the Selected Issues paper.

" Chile’s fiscal surplus owes to dollar-denominated mining revenues that are kept in the FESS, with domestic
bonds being issued to finance a local-currency deficit.



17

The Government's Policy Agenda

Objective: Attain GDP per capita of $20,000 (on PPP basis) by 2020.

Competitiveness
Raise AFP foreign investment limits.

Allow tax payments for exporters in dollars.
Recapitalize the central bank.

Financial development

Financial reform measures in the pension reform bill.
Corporate governance reform

Clearing and settlement

Internationalization of the peso and market deepening.

Increase public debt benchmark issuance to improve
liquidity.

Reform of derivatives taxation.
Stamp tax reduction (to 1.2 percent) brought forward to

Competition and SMEs

Introduce tax and tariff tribunals for dispute simplification.
Simplify tax regime and reporting requirements.

Creation of Mutual Guarantee Funds for SMEs.

Establish a Small Enterprise Statute.

Tax credit for SME acquisition of capital goods.
Elimination of tariffs on imports of capital goods.

Strengthening the anti-trust institutions and framework.
Elimination of stamp tax for SMEs via VAT compensation
mechanism.

Innovation

Increase in Innovation Fund.

Tax credit (35 percent) for R&D investment.

Tax reduction (50 percent) for knowledge imports.

Tax credit for capital gains in venture capital.

Extension of tax credit for trading of newly listed stocks.
Encourage human capital formation.

Public sector reform
Corporate governance of public enterprises.
Reduction of number of public sector employees.

Evaluation of public sector programs.

Fund for the Modernization of Public Management .
Modernization of the notary public and real estate

Approved in January 2008. The central bank is authorized
to increase the limit from 45 percent at present to 60
percent in September 2008 and 80 percent in September
2009.

Approved in October 2007.

The government has committed to transfer 0.5 percent of
GDP in foreign currency in 2009.

Approved in January 2008.
Bill pending in Congress.
Bill pending in Congress.
Pending

The Central Bank will sterilize the accumulation of US$8
billion in additional reserves by issuing indexed benchmark
bonds. The Treasury will issue US$2 billion in 10-year
nominal and 20- and 30-year inflation indexed bonds, an
increase on the US$700 million issued in 2007.

Legislation to be sent to Congress in 2008

Approved in March 2008.

Bill pending in Congress.

Approved in 2007.

Approved in May 2007.

Bill pending in Congress.

Bill pending in Congress.

Approved in June 2008. Expected cost around US$100
million.

Bill pending in Congress.

Approved in March 2008.

A 50 percent increase included in the 2008 Budget Law.
Approved in January 2008.

Approved in early 2007

Approved in June 2007.

Approved in June 2007.

US$900 million for investment in human capital included in
2008 budget. Bicentennial Fund of US$6 billion announced
on May 21, 2008, to provide scholarships for foreign study
to up to 30,000 students over the next decade.

Bills pending in Congress.

Incentives for retirement provided for up to 26,000 public
sector employees.

The number of audited programs has been increased to
cover 4 percent of current spending in 2007.

Pending.
Bill pending in Congress.

Source: Presentation by Finance Minister Velasco to Sofofa on October 17, 2007, and Ministry of Finance, Chile.
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D. Other Structural Issues

36. The government’s pension reform has been approved by Congress (see Country
Report No. 07/333). The reform passed broadly unchanged, with a net cost of about one
percent of GDP per year.

37.  An ambitious public sector reform agenda is moving forward. The agenda includes
plans to strengthen expenditure management and reform public procurement. Staff has
encouraged the authorities to move toward a formal medium-term expenditure framework
(MTEF) which would help to further improve treasury management and expenditure control,
and to complete passage of a public transparency bill.

38. The authorities have initiated legislation to modernize the governance of public
enterprises in line with the OECD’s Public Enterprise Code. The bill brings most public
enterprises under the umbrella of the securities regulator, subjecting them to private sector
accounting and transparency standards. At the same time, legislation is being introduced to
strengthen corporate governance of private enterprises, including by mandating the presence
of independent board members.

39. A high-level commission report provides a roadmap for labor and social reform.
The commission, established by President Bachelet in 2007, proposed the introduction of a
subsidy for low-income workers, in many respects similar to the principles of a negative
income tax. This proposal, as well as a suggested reform of the unemployment insurance
system, appear to enjoy a relatively broad political consensus. In other areas covered by the
commission, such as labor relations and collective bargaining, the report provides a useful
basis for further discussion.'*

IV. STAFF APPRAISAL

40. Chile’s adherence to a prudent, rules-based macroeconomic policy framework has
delivered important social and economic rewards. Chile has rightly set its sights on
eliminating poverty and closing the income gap with industrialized economies. The policy
framework has been instrumental for managing the copper boom in recent years, and helped
mitigate the impact of severe supply shocks experienced over the past 12 months.

41. Despite the moderate slowdown of growth, inflation risks continue to pose a
challenge. Reflecting recent shocks, output growth is projected at about 4% percent in 2008,
and then to recover in 2009 toward potential. While inflation is projected to decline in the
second half of the year, the upward momentum in global oil prices suggests that supply
shocks could prove longer-lasting, and risks have shifted to the upside.

'* Simonovska and Soderling (WP/08/61) identified labor market rigidities as a key determinant in the decline
in trend growth in recent years.
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Policy Recommendations by the Presidential Commission on Labor and Social Equity1
(Meller Commission)

Low Income - Provide a 30 percent subsidy to employed workers with monthly income up to 7.5 UF (US$ 320), split 2-1
Households between workers and employer.
- Provide cash transfer of US$20 per child per month to families in the first income quintile.
- Support civil society organizations that fight extreme poverty through public donations.
- Develop a strategy for social policies at the municipal level, and reform the system used to measure
poverty and social vulnerability.

- Establish a body responsible for the monitoring of the consistency of social policies and in charge of
performance evaluation

Workers - Provide enhanced access to vocational training.
- Reinforce programs to level adult education and strengthen development plans to train the most
vulnerable fraction of the population.
- Introduce measures to improve severance pay system.
- Replace unemployment system based on individual accounts with a general fund.
- Provide pecuniary incentives to private and public job agencies to match workers from vulnerable social
strata with employers.

Women and Labor - Establish post-natal subsidies to women's salaries.
Market - Finance national day care centers through general fiscal revenues.

Labor Relations - Create a dedicated Labor Defense Administration.

- Increase the resources of the Labor Ministry.

- Train trade union and industry representatives to foster a more technical interaction between these

parties.

- Establish a Good Practice Code for labor relations.
Young people and - Award prizes for best students in the public school system, including scholarships, training, and
students assistance in obtaining access to college.

- Establish a system of grants to foster entepreunerial skills among young students.

- Buttress policies that support the employment of young people, giving priority to those from low income
households.

Small and Medium - Foster the development of goods fairs to launch and market goods produced by SMEs.
Enterprises - Refocus existing microfinance instruments like the subsidy to transaction costs.
- Advance development of credit scoring system.
- Develop a simplified financial statement requirement to account for constrains on SMEs' human capital.
- Accelerate adoption of Basel Il capital requirements that reduce capital requirements for SME loans.
- Accelerate reform of the notary system to speed up the reform of the guarantors system.

" The group was commissioned to suggest policies to foster a more efficient labor market and reduce income inequality.

42. Monetary policy has been appropriately geared toward meeting the 3-percent target
over the 2-year policy horizon. Although real wage increases remain moderate, near-term
inflation expectations have risen and core inflation measures are outside the bank’s tolerance
range. The central bank’s recent increase in interest rates has underscored its commitment to
minimize second-round inflation effects, and it should stand ready to tighten monetary policy
further, if necessary, to keep inflation expectations firmly anchored to the target.

43. While the peso is estimated to be moderately overvalued, domestic policies remain
consistent with external stability. The central bank’s decision to augment foreign exchange
reserves by 5 percent of GDP has been prudent, and is being implemented consistent with
Chile’s commitment to a floating exchange rate. Given the additional costs of sterilization,
the government could consider extending the program to recapitalize the central bank.
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44. Fiscal policy remains well anchored by the structural surplus rule, which helps
keep expenditure increases consistent with macroeconomic stability. Staff welcomes the
focus on improving the already high quality of public spending, including by increasing
efficiency and strengthening governance in the public sector. The temporary use of fiscal
means to alleviate the impact of higher food and energy prices is appropriate, and the staff
recommends to keep the measures targeted at the most vulnerable segments of the
population.

45. The government’s efforts to further strengthen the management of Chile’s SWFs
are well placed. Staft welcomes plans to invest parts of the Pension Reserve Fund and Fund
for Economic and Social Stabilization into assets with variable returns, as well as Chile’s
contributions to developing sound practices for SWFs. An evaluation of Chile’s long-term
copper wealth would assist in formulating a long-term investment strategy.

46. To enhance the efficiency of Chile’s capital markets, the authorities plan to boost
competition and increase the attractiveness of local markets to foreign investors.
Consolidating public debt issuance into fewer benchmark issues and lowering regulatory and
tax barriers for foreign investors would increase market liquidity. An FSAP Update could
help in identifying financial vulnerabilities and further reform priorities.

47. The mission encouraged the authorities to consider further labor market reforms,
building on recent recommendations by a presidential commission. Preserving labor market
flexibility remains key in helping the economy adjust to major changes in relative prices.

48. It is recommended that the next Article IV consultation take place on the regular
12-month cycle.
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Box 1: Inflation and Exchange Rate Developments in Perspective

Chile’s inflation rate has recently increased more than in other countries. A strong interest
rate response since mid-2007 has contributed to a larger appreciation than elsewhere.

Chile’s headline inflation rate was

8.9 percent in May 2008, driven by larger
food and energy price increases than
elsewhere. Inflation was more than double
the inflation target (3 percent), and the
highest level over the past twelve years. The
contributions of food and fuel prices to the
rise in inflation in 2007 were more than three
times as large as in other Latin American
countries, and even larger compared to
advanced inflation-targeting countries.

Contributions to headline inflation change

in percent — 2007Q1-Q4 Chile

Canada

Headline inflation

Food
The severity of the impact on Chile relative - - - - - Fuel

to elsewhere has two main explanations.

First, the shares of food and fuel prices in

Chile’s CPI (27 and 4 percent, respectively) are large relative to other countries, especially
advanced countries, and the absence of subsidies implies that there is high pass-through to
domestic prices of these goods. Second, Chile experienced a set of additional, largely weather-
related shocks to food and energy supply at home.

South Africa

Changes in Policy Rates Changes in NEER
June 2007- June 2008 June 2007- May 2008
3 0
hundreds of bps in percent

s ] ol

-15 -6
CAN NZL PER CHL SAF CAN NZL PER CHL SAF

The Central Bank of Chile’s response to higher inflation since June last year was among the
most aggressive by inflation-targeting peers. This helped keep long-term inflation
expectations anchored around the 3 percent target. In combination with resurgent copper
prices, monetary tightening also contributed to the stronger appreciation of the peso compared
to some other inflation targeters’ currencies.
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Box 2. An Alternative Global Scenario

Economic developments in Chile are closely linked to the world economy, and less to a specific
trading partner. Yet, the economy appears fairly resilient to a global downturn.

The staff employs a Bayesian VAR (BVAR) model to incorporate the impact of real and
financial sector linkages between Chile and the global economy into its forecasts. The BVAR
relates domestic growth to world GDP, the interest rate on U.S. high-yield debt, copper prices,
domestic investment, and the exchange rate.'

GDP growth under baseline forecast 1/

In the baseline scenario, model
simulations show a strengthening
of the economy after the unwinding
of recent financial and commodity
price shocks. Using the assumptions
underlying the Spring 2008
Regional Economic Outlook (REO),
the model produces a growth path
similar to the staff’s baseline
forecast of 4%4 percent growth in
2008 and 2009.

Risks to this forecast are
highlighted by a global downside
scenario. Adopting the “severe
downside” scenario presented in
the REO, world GDP in 2008 is
assumed to grow by only

2, percent. Copper prices would
drop 30 percent, and interest in
high-yield debt would rise 250
basis points above the baseline.
Growth in Chile could drop to
below 3 percent in 2008—09 before
returning gradually to trend
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1/ Conditional path for the first 8 quarters of the forecast period;
estimation sample 1994Q1 - 2007Q4.

Alternative scenario 1/
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Alternative scenario
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1/ Conditional path for the first 8 quarters of the forecast period;
estimation sample 1994Q1 - 2007Q4.

growth. Yet, the probability of a severe recession would still appear low as the macroeconomic
framework would provide for a significant countercyclical stimulus through domestic short-
term interest rates, the exchange rate, and fiscal policy combined.

"' See Osterholm, P., and J. Zettelmeyer, 2007, “The Effect of External Conditions on Growth in Latin

America,” IMF Working Paper No. 07/176, for a description of the model.
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Box 3: Participation of Foreign Banks in Chile’s Banking System

Foreign-owned banks account for about

40 percent of total outstanding credit in
Chile, historically higher than in most of its
neighbors. The concentration among
parent countries creates a channel for the
transmission of country-specific shocks.

Cross-border claims of foreign banks on
Chile rose by more than halfto $34 billion
(21 percent of GDP) over the past two
years. While two thirds of the change
reflect exchange rate fluctuations, there has
been some increase in borrowing by
domestic banks recently as pension funds
are likely to shift parts of their deposits
abroad. Subsidiaries of foreign banks hold
$50 billion in credit on local counterparts,
but the overall share of foreign bank
liabilities remains low at 7 percent.

The presence of foreign banks in Chile
does not appear unduly large. Although
foreign banks account for a large share of
the banking system, Chilean corporates
have access to financing through a well-
developed domestic bond market. Partly as
a result, claims by foreign banks account for
a smaller share of GDP than in much of
emerging Europe, and are of an order of
magnitude comparable to countries such as
Korea and South Africa.

However, geographical concentration
among foreign banks could provide a
possible transmission channel for financial
shocks. In recent years, Spanish banks have
significantly increased their presence in
Chile, and European institutions now
account for about 80 percent of
consolidated claims on Chile. Hence, there
may be a risk that tighter credit or liquidity
conditions in Europe would be
transmitted—possibly through local
subsidiaries—into the Chilean market.

100

80 -

60 -

40 A

201

0

Credit by foreign-owned banks

in percent of total credit; end-year 1/

Mexico

—_—— ——

Colombia

2002 2003 2004 2005 2006 2007

Sources: National authorities; and IMF staff estimates.
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Claims by Foreign Banks
(percent of GDP; Cross-  Consoli-
as of Sept. 2007) border dated
Czech Republic 24.5 89.6
Hungary 51.1 84.9
Poland 22.6 49.7
Chile 18.3 423
Mexico 10.2 34.7
Brazil 11.2 20.2
Colombia 9.3 14.1
South Korea 19.6 32.6
South Africa 12.7 39.1
Source: BIS.

Origin of Foreign Claims on Chile

(in percent) 2002 2007
Spain 48.0 59.4
United States 17.4 12.0
Germany 9.6 7.2
Netherlands 4.2 6.1
United Kingdom 38 3.1
Other 17.1 12.1
Total 100.0 100.0
Source: BIS.
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Box 4. Assessing Chile’s Exchange Rate

The IMF’s multilateral CGER approach

Nominal Exchange Rates

finds the peso valued at about 20
equilibrium. Other models by the 45 | Chilean pesos per currency
.. . (reverse scale)
authorities and staff estimate the peso to U.S. dollar

——Euro
be about 0-10 percent above a level Chinese RMB

consistent with fundamentals.

On a real effective basis, two factors
have added to the appreciation of the
peso in recent months. First, the rise in

January 2005 = 100
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trade partners has made domestic goods
relatively more expensive. Second,
Chile’s trade with Asia has increased.

With price levels in Asia below those in Comparison of Real Exchange Rates

. . 1.3 60
Chile, the United States, and Europe, the WARP (right axis) 5
peso has become less competitive. 1.29 —INS (left axis)

i 40
Both factors are captured in a real 1ol 30
effective exchange measure developed ' 20
1 0.9
by the US Federal Reserve anrd.. Cumulative WARP 10
The Welghted Average Relative Price 0.84 appreciation in percent i 0
(“WARP”) is calculated using relative 0.7 since 2002Q1 (right axis) 10
purchasing powers and shifting trade 1994Q1 1997Q1 2000Q1 2003Q1 2006Q1
weights—and is thus well suited for a
country like Chile. According to this
measure, the peso has appreciated by WARP Real Exchange Rate and Predicted
around 19 percent since early 2002. Equilibrium Exchange Rate
0.95 35
. . Actual L 30
In estimating a WARP-based 0.904 (left axis) .
equilibrium exchange rate approach, 0.851 * nglt"gzlnsl;m Real Exchange R?te 20
using variables similar to those in the 080l Y YAVART:
CGER model, we find that terms of Ty 10
trade shifts (particularly higher copper 0757 -5
prices) account for most of the 0.70- -0
appreciation in recent years. As of May g5 Over/Undervaluation | -5
2008, the peso was valued at about 0.60 ha (percent - right axis) | 1(5)
8 percent above the level predicted by 1996Q11998Q12000Q12002Q12004Q12006Q1 2008Q1

fundamentals. This estimate is within the
range of model outcomes obtained of the authorities.

! Thomas, C.P., J. Marquez, and S. Fahle, “Measuring U.S. International Relative Prices: A Warp View of the
World,” FRB International Finance Discussion Paper No. 917, 2008.
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Figure 5. Domestic Demand and Net Exports

Growth has rebounded from a trough in mid-2007... ...helped by still strong domestic demand growth.
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Figure 6. Energy Supply: Tight and Expensive

...and energy bottlenecks have been exacerbated

Natural gas imports have shrunk to multi-year lows... by a severe drought...
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Figure 7. Yields, Spreads, and Credit

The domestic yield curve has steepened after the central
bank announced sterilization measures.

Real yields have declined as demand for inflation-
indexed bonds has increased.
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The spread of interbank rates over risk-free rates has
risen moderately...
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...and the spread between lending and deposit rates
widened as banks have tightened credit standards.
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Equity valuations have approached those in the
region...

...in part reflecting higher foreign investment limits for
pension funds.
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Spreads on foreign corporate borrowing have also
increased significantly... ...contributing to a decline in bond issuance abroad.
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Figure 8. Developments and Key Players in Financial Markets

The size of Chile's financial sector compares well

with other emerging economies... ...including the availability of credit to the private
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Derivatives markets in Chile focus mostly on the

...while interest rate derivatives have been emerging.
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Chile's pension funds are major players in the ...but mutual funds have grown as the reach of financial
market... services has increased.
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Source: Bloomberg, Bankscope, Bank of International Settlements, IFS, World Federation of
Exchange Rates and Fund Staff estimates.
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Figure 9. Healthy Banking Indicators

Amid strong credit growth, the portfolio quality of Chilean

banks remains high...

...and non-performing loans are well provisioned.
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Off-balance sheet exposures of Chilean banks are ...and in the wake of global financial turmoil, risk indicators
moderate... have only increased moderately.
400 50
BIS Reporting Banks' Other Exposures, end-Sept. 2007 Implied Credit Default Spreads for Chilean Banks
350 | X R . 400 q . . .
(as percent of financial syst(;.;//m capital) (in basis points) 75th percentile
350 4
300 1 7 Guarantees extended %
250 4 M Credit commitments 300 1
Derivatives contracts ”/ 250 -
w
% % 200 1
% 150 50th percentile
100 A
w 7
% % % 50 25th percentile
T T T T T T 1 0 T T T T T
ARG BRA CHL COL MEX PER CZE HUN POL RUS Apr07 ~ Jun07  Aug07  Oct07  Dec0O7  Feb08  Apr08

Credit to corporates dominates bank borrowing by
households.
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Figure 10. Investment Climate: Sunny, Only a Few Clouds

Chile's economy benefits from low import tariffs...

...and an increasing share of trade covered by
association or free trade agreements.
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...although low corporate taxes only apply to
Chile has a relatively favorable business climate... domestic investors.
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Table 1. Chile: Selected Economic Indicators 1/

Projections

2005 2006 2007 2008 2009 2010 2011 2012 2013
(Annual percentage change, unless otherwise indicated)
Production and prices
Real GDP 55 43 5.1 4.2 4.6 5.5 5.3 5.3 5.0
Total domestic demand 10.4 6.4 7.8 6.4 6.0 6.7 6.5 6.4 6.2
Consumption 71 6.4 7.4 5.9 5.9 6.7 6.4 6.3 6.1
Private 7.4 6.5 7.7 6.0 5.7 6.9 6.5 6.3 6.1
Public 5.9 5.9 5.8 5.6 6.5 5.8 5.8 5.9 5.9
Investment 21.7 6.2 9.0 8.0 6.3 6.9 6.8 6.8 6.7
Private fixed 255 2.2 10.2 71 6.2 7.0 7.0 7.0 7.0
Public 10.8 10.2 255 8.3 7.7 7.9 7.3 7.2 6.2
Inventories (contributions to growth) -0.3 0.8 -0.6 0.2 0.0 0.0 0.0 0.0 0.0
Net exports (contributions to growth) -4.5 -2.1 -3.0 -2.6 -1.9 -1.9 -1.9 -2.0 -2.1
Exports 1.7 2.1 3.0 2.2 25 2.7 2.7 2.6 25
Imports 6.2 4.2 6.0 4.8 4.4 4.6 4.6 4.6 4.6
Real GDP (end of period) 43 4.8 41 4.6 4.7 5.5 5.3 5.3 5.0
Output gap 2/ 0.2 0.8 1.0 1.4 1.8 1.1 0.6 0.0 0.0
Consumer prices
End of period 3.6 2.6 7.8 55 3.7 3.0 3.0 3.0 3.0
Average 3.1 3.4 4.4 7.4 4.4 3.3 3.0 3.0 3.0
Unemployment rate (annual average) 9.3 8.0 7.0
Money and credit
Broad money 11.9 11.4 15.2
Credit to the private sector (end of period) 19.9 17.7 20.8
(Billions U.S. dollars, unless otherwise indicated)
Balance of Payments
Current account 1.4 6.8 7.2 -1.0 -2.8 -3.4 -4.1 -4.8 -5.4
In percent of GDP 1.2 4.7 4.4 -0.6 -1.6 -1.9 -2.2 -2.4 -25
Trade Balance 10.8 22.6 23.7 16.3 8.4 1.0 -3.4 -6.9 -7.7
Exports of Goods 413 58.5 67.6 66.6 63.0 59.9 60.1 61.7 66.1
Non-Copper Exports 223 25.8 30.1 325 34.4 36.6 38.8 421 45.8
Imports of Goods 30.5 35.9 44.0 50.3 54.6 58.9 63.5 68.6 73.8
Non-Oil Imports 26.9 31.3 39.2 43.9 47.7 515 55.5 59.8 64.4
(Annual percentage change, unless otherwise indicated)
Non-Copper Exports 25.3 15.7 16.6 8.0 6.0 6.4 5.8 8.5 8.9
Non-Oil Imports 33.2 16.2 254 11.8 8.8 7.9 7.7 7.9 7.6
Net FDI inflows (in percent of GDP) 41 3.1 6.4 9.0 6.2 5.4 3.5 2.7 3.1
Real effective exchange rate 3/ 11.9 -5.2 8.4
Terms of trade 1.1 31.6 1.1 -9.6 -8.8 9.2 -9.6 -1.5 0.7
(In percent of GDP)
Public sector finance
Central government balance 4.6 7.7 8.8 7.8 53 3.7 2.3 1.9 1.1
Gross public debt 4/ 34.9 25.7 241 21.9 20.9 20.1 19.3 17.4 15.8
Central government 7.3 5.3 4.1 3.3 2.9 2.7 2.5 2.0 1.5
Net public assets -11.8 0.3 8.2 11.7 14.5 16.2 16.6 15.4 13.5
Excluding public enterprises -2.5 4.8 11.9 15.4 18.2 19.9 204 18.8 16.7
Saving and investment
Gross domestic investment 222 20.5 211 224 23.6 24.6 25.7 26.0 26.0
Private fixed 19.1 17.4 18.1 19.1 20.2 211 221 224 223
Public investment 21 21 24 26 2.8 2.9 3.1 3.1 3.2
National saving 23.4 25.2 255 21.8 221 22.8 235 23.7 235
Private 15.9 14.6 13.5 10.9 13.7 15.4 17.3 17.7 18.5
Public 5/ 7.5 10.6 12.0 11.0 8.6 71 5.8 5.3 45
External Debt
Gross external debt 38.0 325 327 30.4 30.8 29.9 29.0 27.4 255
Private 29.9 25.1 20.9 20.7 214 20.9 20.5 19.7 18.8
Public 8.1 7.4 11.8 9.7 9.5 9.0 8.6 7.7 6.7

Sources: Central Bank of Chile, Ministry of Finance, Haver Analytics, and Fund staff estimates.

1/ As of June 12, 2008

2/ Defined as potential minus actual output, divided by potential output

3/ End of period; INS definition of the real effective exchange rate. A decline indicates a depreciation of the peso
4/ Gross consolidated debt of the public sector (central bank, non-financial public enterprises, and general government).
5/ Gross saving of the general government sector, including the deficit of the central bank.
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Table 2. Chile: Summary Operations of the Central Government
(In percent of GDP)

Est. Proj."”
2004 2005 2006 2007 2008 2009
Overall balance 2.1 4.6 7.7 8.8 7.8 5.3
Non-Mining Balance -0.9 -0.6 -1.1 0.2 -0.2 -0.4
Total revenue 22.0 23.9 25.9 27.4 27.3 26.0
Taxes 15.6 16.9 17.0 18.8 18.2 17.9
Nonmining 15.6 15.5 13.9 15.0 15.6 15.9
Mining-related 0.0 1.4 3.1 3.8 2.6 2.0
Codelco revenues 3.0 3.7 5.7 4.8 5.4 3.7
Income on assets 0.4 0.3 0.5 1.2 1.4 2.0
Social contributions 1.4 1.4 1.4 1.5 1.3 1.4
Grants 0.1 0.1 0.1 0.1 0.1 0.1
Other 1.5 1.3 1.2 1.1 0.9 0.9
Total expenditure 19.9 19.3 18.2 18.6 19.5 20.6
Consumption 5.7 5.6 5.4 5.6 5.4 5.6
Social benefits 4.9 4.6 4.3 4.1 4.4 4.7
Subsidies and grants 52 5.0 4.8 5.0 5.8 6.2
Interest payments 1.0 0.8 0.7 0.6 0.4 0.4
Gross investment 1.8 1.8 1.8 2.1 2.3 25
Defense 14 1.3
Non-defense 0.4 0.5
Net capital transfers 1.3 1.3 1.3 1.1 1.2 1.3
Net Assets -4.1 0.1 7.0 13.7 17.2 20.2
Gross Debt 10.7 7.3 5.3 4.1 3.3 29
Peso-denominated Assets 5.7 5.8 51 5.5 5.3 53
Foreign currency-denominated Assets 0.9 1.5 71 12.3 15.2 17.7
Memorandum ltems -5.6 -9.2 -4.5 -3.8 -3.6 -3.7
Nonmining Structural Balance -1.8 -0.9 -1.5 0.4 0.0 -0.1
Fiscal Impulse 2/ 0.7 -0.9 0.6 -1.9 0.4 0.1
Nonmining Structural Primary Balance 3/ -1.1 -0.3 -1.2 -04 -1.3 -2.0
Fiscal Impulse 2/ 0.7 -0.8 0.9 -0.8 1.0 0.7
Net Assets of the Public Sector -11.0 -11.8 0.3 8.2 11.7 14.5
Excluding public enterprises 4/ -5.5 -2.5 4.8 11.9 15.4 18.2
Nominal GDP (trillions of pesos) 58.3 66.2 77.6 85.6 93.3 97.4

Sources: Ministry of Finance (DIPRES) and staff estimates.

1/ Based on the 2008 Budget and updated staff estimates.

2/ Change in nonmining structural balance (-) as a share of GDP excluding extractive activities.
3/ Excludes interest payments and income from government assets.

4/ General government and Central Bank only.



Table 3. Chile: Summary Operations of the Public Sector

33

(In percent of GDP)

Est. Proj.
2004 2005 2006 2007 2008 2009
Central government
Balance 21 4.6 7.7 8.8 7.8 53
Total revenue 22.0 23.9 25.9 274 27.3 26.0
of which: intragovernmental receipts 0.8 0.8 0.7 0.7 0.7 0.7
Total expenditures 1/ 19.9 19.3 18.2 18.6 19.5 20.6
of which: intragovernmental transfers 0.7 0.8 0.6 0.6 0.6 0.6
Current 16.8 16.1 15.1 15.4 16.0 16.9
Capital 3.1 3.1 3.0 3.2 3.5 3.7
Net Assets -4.1 0.1 7.0 13.7 17.2 20.2
Municipalities 2/
Balance 0.0 0.2 0.2 0.0 0.0 0.0
Total revenue 2.7 29 2.7 3.0 3.1 3.1
of which: intragovernmental receipts 0.7 0.8 0.6 0.6 0.6 0.6
Total expenditures 2.8 2.8 25 3.0 3.0 3.0
of which: intragovernmental transfers 0.8 0.8 0.7 0.7 0.7 0.7
Current 24 25 2.2 26 27 2.7
Capital 0.4 0.3 0.3 0.4 0.4 0.4
Central bank
Balance -0.6 -0.5 -0.2 -0.1 0.0 0.0
Net operating balance 0.0 0.0 -0.1 0.0 0.0 0.0
Net interest balance 1/ -0.6 -04 -0.2 0.0 0.0 0.0
Net Assets -1.3 -2.6 -2.2 -1.8 -1.8 -2.0
State-owned non-financial enterprises
Balance 1.0 1.2 4.1 3.9 3.9 4.0
Total revenue 141 12.2 18.8 19.3 18.8 18.6
of which: intragovernmental receipts 0.1 0.1 0.2 0.2 0.2 0.2
Total expenditures 13.2 11.1 14.7 154 14.9 14.6
of which: intergovernmental transfers 3.7 4.3 6.2 5.3 5.9 4.2
Current 11.4 9.1 13.1 13.7 13.2 12.8
Capital 1.7 2.0 1.6 1.6 1.7 1.8
Net Assets -5.6 -9.2 -4.5 -3.8 -3.6 -3.7

Sources: Ministry of Finance (DIPRES), Central Bank of Chile, and staff estimates.

1/ Includes the effects of valuation changes (inflation) to the stock of UF debt and accrued interest

on Treasury debt.

2/ On a cash basis.Municipalities hold neither sizeable financial assets nor debt



34

Table 4. Chile: Indicators of External Vulnerability
(In percent; unless otherwise indicated)

Proj.
2001 2002 2003 2004 2005 2006 2007 2008
Financial indicators
M3 (percent change) 10.3 6.3 3.7 10.6 11.9 114 15.2
less pension funds' deposits (annual percentage change) 9.6 3.9 6.2 6.6 10.8 27.9 15.2
Private Sector Credit to GDP 65.6 66.9 64.3 65.3 66.9 66.3 73.3
90-day central bank promissory note (nominal) interest rate (avg.) 7.2 3.9 2.8 1.8 35 4.8 52
Share of foreign currency deposits in total deposits 6.7 6.3 6.1 5.7 55 5.8 58
Share of foreign currency loans in total credit 13.7 14.5 10.3 10.0 10.0 10.3 10.2
External indicators
Exports, U.S. dollars (annual percentage change) -4.9 -0.5 19.2 50.1 26.9 417 15.7 -1.5
Imports, U.S. dollars (annual percentage change) -3.9 -3.9 13.6 27.8 33.0 17.7 225 14.4
Terms of trade (annual percentage change) -7.2 3.8 9.7 221 111 31.6 1.1 -9.6
REER (end of period, percent change) -10.1 -6.9 13.4 -3.7 11.9 -5.2 8.4
Exchange rate (pesos per US$, period average) 635 689 691 610 560 530 522
Current account (percent of GDP) -1.6 -0.9 -1.1 22 1.2 4.7 4.4 -0.6
Financial account less reserves accumulation (percent of GDP) 0.7 1.0 0.6 -2.4 0.2 -3.3 -6.3 6.5
Gross official reserves (in US$ billion) 1/ 14.4 154 15.9 16.0 17.0 19.4 16.9 26.9
Gross official reserves, months of imports of goods and services 8.3 7.8 6.4 5.0 4.6 4.3 3.3 4.8
Gross official reserves to broad money 21.6 235 23.6 19.0 16.5 16.1 11.9
Gross official reserves to short-term external debt 2/ 144.8 134.4 125.4 115.6 111.8 117.0 1134 171.0
Total external debt (percent of GDP) 56.2 60.2 58.2 45.5 38.0 325 32.7 30.4
Of which: external public sector debt 8.9 10.7 12.5 10.3 8.1 7.4 11.8 9.7
Total external debt to exports of goods and services 171.9 179.5 161.1 112.9 92.8 71.8 70.2 70.6
External interest payments to exports of goods and services 7.6 6.4 4.7 3.3 2.9 22 1.8 1.5
External amortization payments to exports of goods and services 19.5 27.4 21.6 19.9 14.0 17.3 59 5.4
Financial market indicators
Stock market index (in US$; period average) 3/ 590 483 601 832 1105 1278 1776 1857
Sovereign long-term foreign-currency debt rating (end of period)
Moody's Baa1 Baa1 Baa1 Baa1 Baa1 A2 A2
S&P A- A- A- A A A+ A+
Fitch Ratings A- A- A- A- A A A

Sources: Central Bank of Chile, Haver Analytics, WEO, and Fund staff estimates.

1/ Gold valued at end-period market prices.

2/ As measured by the central bank; includes amortization of medium/long-term debt due during the following year, but not trade credits

3/ Morgan-Stanley Capital International index (Dec/1987=100). 2008 data averaged up to end-March.
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Table 5. Chile: Balance of Payments

Projections

2005 2006 2007 2008 2009 2010 2011 2012 2013

(In percent of GDP)

Current account 1.2 4.7 4.4 -0.6 -1.6 -1.9 2.2 -2.4 -2.5
Trade balance 9.1 15.4 14.4 9.2 4.8 0.6 -1.8 -3.4 -3.5
Exports 34.9 39.9 413 37.6 35.9 32.8 31.7 30.5 30.2
Copper 16.0 223 229 19.3 16.3 12.8 11.3 9.7 9.3
Non-copper 18.9 17.6 18.4 18.3 19.6 20.1 20.5 20.8 20.9
Imports -25.8 -24.5 -26.9 -28.4 -31.1 -32.3 -33.5 -33.9 -33.7
Net services -0.5 -0.4 -0.7 -0.7 -1.4 -1.2 -0.9 -0.9 -0.6
Net income -8.9 -12.6 -11.1 -10.8 -6.8 -3.0 -1.3 0.2 0.1
Net transfers 1.5 2.3 1.8 1.7 1.8 1.8 1.8 1.7 1.6
Financial Account Balance 1.3 -3.5 -5.7 6.0 1.0 1.0 1.3 2.7 2.8
Foreign direct investment (net) 4.1 3.1 6.4 9.0 6.2 54 3.5 2.7 3.1
Abroad -1.8 -2.0 -2.3 -1.5 -2.5 -2.6 -2.5 -2.3 -2.1

In Chile 5.9 5.0 8.8 10.5 8.7 8.0 6.0 5.0 5.2
Portfolio investment (net) -2.4 -6.9 -9.5 -4.5 -10.8 -10.3 -8.6 -6.3 -6.4
Abroad -3.6 -7.4 -9.3 -7.0 -12.5 -12.3 -10.5 -8.0 -8.0

In Chile 1.2 0.5 -0.2 25 1.7 2.0 1.9 1.7 1.6
Financial Derivatives -0.1 0.2 0.3 0.0 0.1 0.1 0.1 0.1 0.1
Other Investments -0.3 0.2 -2.9 1.5 55 5.8 6.3 6.2 6.0
Abroad -2.0 -2.7 -7.0 -5.5 -0.1 0.3 -0.1 -0.3 -0.5

In Chile 1.7 29 4.1 7.0 5.6 55 6.4 6.5 6.5

Reserves Assets -1.5 -1.4 1.9 -6.0 0.0 0.0 0.0 0.0 0.0

Errors and Omissions -1.0 0.1 -0.6 0.6 0.6 0.9 0.9 -0.3 -0.3

Change in official reserves ($ billion, increase -) 1/ -0.9 -2.5 25 -10.0 0.0 0.0 0.0 0.0 0.0
Central bank operations with commercial banks 0.0 0.0 0.0 -10.0 0.0 0.0 0.0 0.0 0.0
Other 2/ -0.9 -2.5 25 0.0 0.0 0.0 0.0 0.0 0.0

(In months of imports of goods and services)
Gross official international reserves 3/ 4.6 4.3 3.3 4.8 4.5 4.2 3.9 3.9 3.9
(Annual change in percent)

Total export volume 5.0 2.6 7.2 5.6 6.3 6.8 5.3 6.6 5.9
Copper export -3.8 -2.2 7.2 3.5 3.5 3.5 3.5 3.5 3.5
Agricultural exports 5.8 6.0 5.7 45 5.0 5.0 5.0 5.0 5.0
Industrial exports 10.8 5.2 6.6 7.4 7.3 7.0 5.2 7.0 7.0

Total import volume 214 117 17.2 10.4 9.0 9.1 8.8 8.5 8.2

Terms of trade 111 31.6 1.1 -9.6 -8.8 -9.2 -9.6 -1.5 0.7
Total export prices 21.0 38.3 7.8 -12.2 -17.5 -16.4 -7.5 -5.1 0.6

Copper export prices 34.0 76.7 7.0 -12.1 -19.1 -21.2 -11.7 -11.2 0.0
Total import price 9.0 53 4.5 5.7 -0.3 -1.0 -0.8 -0.2 -0.3
(In percent of GDP)

Total external debt (end of period) 38.0 325 32.7 304 30.8 29.9 29.0 274 255

Memorandum items:

Copper price (LME; U.S. cents per pound) 4/ 167 305 324 350 283 223 197 175 175

Volume of copper exports (2004=100) 96 94 101 104 108 112 116 120 124

Sources: Central Bank of Chile, Haver Analytics, and Fund staff estimates.

1/ "Errors and Omissions" from Haver balance the Current and Capital Account.

2/ "Other" variations in reserves largely reflect changes in deposits by commercial banks and the government with the central bank,
as well as the repayment of foreign currency bonds, completed in 2006.

3/ Gold at market valuation. End-year stock of reserves in relation to imports of the following year.

4/ Updated staff forecasts.
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Table 6. Chile: External Debt and Debt Service

Est. Projections
2004 2005 2006 2007 2008 2009
(In billions of U.S. dollars, end of period)

Total debt outstanding 1/ 43.5 449 47.6 53.6 53.9 54.1
Of which: external private debt 33.7 35.4 36.8 34.3 36.7 37.5
Of which: external public debt 9.8 9.6 10.8 19.4 17.2 16.6

Medium- and long-term debt 35.7 37.8 38.3 42.8 42.7 42.7
Public sector 9.1 8.7 9.4 18.0 15.9 15.2

Of which: central government 4.7 4.0 4.3 12.8 10.7 10.1
Private sector 26.6 29.1 28.8 24.8 26.8 275
Financial sector 3.8 6.0 5.4 5.2 53 5.3
Non-financial sector 22.7 23.1 234 19.6 215 222

Short-term debt 1/ 7.9 71 9.3 10.8 11.2 1.4
Residual maturity basis 13.9 15.2 16.6 14.9 15.7 13.7

Total debt service 8.9 8.2 13.0 5.9 5.2 5.5

Amortization 7.7 6.8 11.5 4.5 41 4.5

Interest 1.3 1.4 1.5 1.4 1.1 1.0

(In percent of GDP)

Total external debt, end-period 1/ 45.5 38.0 32.5 32.7 304 30.8
Of which : external private debt 35.2 29.9 25.1 20.9 20.7 21.4

Of which : external public debt 10.3 8.1 7.4 11.8 9.7 9.5
Gross change (in percent) -12.7 -7.5 -5.5 0.2 -2.3 0.5
Gross change of nominal stock (in percent) 1.0 3.3 5.9 12.7 0.5 0.4
Interest payments on external debt 1.3 1.2 1.0 0.8 0.6 0.5

(In percent of exports of goods and services)

Debt-service payments 23.2 17.0 19.5 7.7 6.8 7.5
Of which : interest 3.3 29 22 1.8 1.5 1.3

Total external debt outstanding 1/ 112.9 92.8 71.8 70.2 70.6 74.0

(In billions of U.S. dollars)

Memorandum items:

Gross international reserves 16.0 17.0 19.4 16.9 26.9 26.9

GDP 2/ 95.7 118.2 146.4 163.8 177.4 175.5

Sources: Central Bank of Chile, Haver Analytics, and Fund staff estimates.

1/ Original maturity basis; end of period basis.

2/ At current prices and exchange rates.
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Table 7. Social and Demographic Indicators

GDP (2007)
Chilean pesos (billions) 85,599
U.S. dollars (billions) 162
Per capita (U.S. dollars) 9,798

Population and Country Information (2006)
Total (in millions) 16.4

Urban population (in percent of total) 87.9
Area (thousand sqg. km.) 756.1
Density (per sq. km) 21.7
Annual rate of growth, 1997-2007 1.3
Population characteristics (2005)
Life expectancy at birth (years) 78.2
Crude birth rate (per thousand) 15.7
Crude death rate (per thousand) 5.4
Infant mortality rate (per 1000 births) 8.0
Mortality rate (ages 1-4, per 1000) 10.0
Income distribution (2006)
Percent of total income received:
By richest 10 percent of households 38.6
By poorest 20 percent of households 41
Gini coefficient 0.5

Distribution of labor force, in percent of total (2007)

Agriculture and fishing 11.2
Mining 1.3
Industry 124
Construction 7.8

Services, Public Utilities, and Trade 67.3

Poverty rate (2006) 13.7
Indigent 3.2
Poor, not indigent 10.5

Health
Population per physician (2003) 916
Population per hospital bed (2002) 385

Access to electricity (2003)

Percent of population 98.9
Urban (2003) 99.7
Rural (2003) 74.6

Access to safe water (2004)

Percent of population 95
Urban 100
Rural 58

Education

Adult literacy rate (2006) n.a.

Gross enroliment rates, percent of the age group

Primary education (2005) 104

Secondary education (2005) 9

Tertiary education (2005) 48

Sources: Haver Analytics, INE, World Bank, Encuesta CASEN, and staff estimates.
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ANNEX 1. CHILE: DEBT SUSTAINABILITY ANALYSIS

The public sector became a net creditor in 2006. Gross public sector debt fell to 9 percent of
GDP at end-2007, and public sector assets rose above 10 percent of GDP.

Due to Chile’s large public sector assets, the sustainability of public debt is not an issue.
The structural surplus rule has restrained expenditure growth during the recent period of high
copper prices, and the remaining outstanding external debt largely consists of bonds that
cannot easily be prepaid. While the small remaining debt stock is sensitive to some
alternative assumptions going forward, additional financing needs stemming from a worse
macroeconomic outlook could be covered by the country’s Fund for Economic and Social
Stabilization, which at end-2008 will hold around 13 percent of GDP.

The dynamics of Chile’s external debt are stable and less sensitive to shocks. Total external
debt fell to 32 percent of GDP in 2007. While the current account is expected to deteriorate
over the medium term as copper prices fall, nondebt flows are expected to account for a
substantial proportion of necessary financing. Debt levels are not unduly responsive to
growth or interest-rate shocks, but are somewhat sensitive to a depreciation, as all of Chile’s
external debt is denominated in foreign currency.
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Figure 1. Chile: External Debt Sustainability: Bound Tests 1/
(External debt in percent of GDP)
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year historical average for the variable is also shown.
2/ Permanent 1/4 standard deviation shocks applied to real interest rate, growth rate, and current account balance.
3/ One-time real depreciation of 30 percent occurs in 2006.
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Figure 2. Chile: Public Debt Sustainability: Bound Tests 1/
(Public debt in percent of GDP)

Baseline and historical scenarios Interest rate shock (in percent)
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1/ Shaded areas represent actual data. Individual shocks are permanent one-half standard deviation shocks. Figures in
the boxes represent average projections for the respective variables in the baseline and scenario being presented. Ten-
year historical average for the variable is also shown.

2/ Permanent 1/4 standard deviation shocks applied to real interest rate, growth rate, and primary balance.

3/ One-time real depreciation of 30 percent and 10 percent of GDP shock to contingent liabilities occur in 2008, with real
depreciation defined as nominal depreciation (measured by percentage fall in dollar value of local currency) minus

domestic inflation (based on GDP deflator).



41

“Jeak uonoaloid 1se| ay) JO [9A8] BY) 18 Ulewal (SMoj) Bunealo-1qap payiusp! JOYI0 PUE ‘alel ISaIslul [eal ‘YIMOIB Jao [eal) Sajqelen Aay 1ey) sewnssy /Z1L

“(101B1)9P J@D UO PasEq) uoNe|Ul OIISAWOP Snui (AouaLINo [B20] JO aNfeA Jejjop Ul (e) aBejuslad Aq panseaw) uoneloaidap [euiliou Se paulap s! uonelosidap [esy /1|

"s)insal 8y} spolsip (Jusosad 1) G661 Ul BJes Yimolb [euodeoxe ay) Jo 9sNeaq ‘p00Z-9661 WOJ) S! SJELISS UOIIASD PIEPUE)S-OM] 841 /0L

“IX8) 8U} Ul PISSNISIP S| OLIEUSDS SIU) Japun sa|qeLeA A Jayjo ut ebueyd paidwi ay] /6

*dao 4o Jusoiad u soueleq Alewud pue ‘sjes jsasejul g1 ‘ymoib 4o [eal apnjoul sajqeueA Aoy ayL /g

*Y00}s 1gap pouad snoinaid Aq papIaIp ainjipuadxa }SaI8lul [BUILOU SE PaALRQ /.

‘pouad snoinaid Jo pus e Jgap Wwisl-Hoys snid ‘jgep 0joss aljgnd wue}-Buo) pue wnipaw Jo uoneziyowe snid ‘Yolep Jojoes olqnd se pauled /9

*sebueyo ajel abueyoxs sapnjoul auj| siy} ‘suonosfoid Jo4 /5

“(4+1)e® Se [z 9]0Uj00} Ul JojeIsWNU SU} WO PAALIBP S| UORNGUIU0D ajes aBueyoxe ay | /i

*B- se uonNquIuod YIMoJB [eas ay) pue (B+) 1L - 1 SE /Z S10UJ00} Ul JOJeUILIOUSP U} LWOJ) PAALISP SI UOHNGUIUOO jed JSaIalUl (891 Y] /€
“(4ejlop "S°N Jo anjeA AouaLnd [e00| Ul 8sealoul Ag painsesu)

uoneroaidep ajes abueyoxa [eulwou = 3 pue {jqep pajeulwousp Aouauno-ublelo) Jo aleys = e ‘ajel ymoib 4ao [eal = 6 Lojeyep 4ao Jo ajel ymoib = d iejes jsalsiul = J yum ‘onjel Jgap poliad snoiraid sew ((dB+d+6+1)/[(4+1)ee + B - (B+1)d - 1)] se paaueq /2
“1eak ay) 1o} spasu Buioueul aijus sy} JaA0d 0} yBnous abie| Jou si snidins [easly ay) Ji

‘)q8p 0} PALIGAUOD SJ€ SPUOq UOHIUB0281 8y *(UOZLIOY JSBD8I0} BU) Ul Ajlenuue 4ao Jo jJusdiad % | punole o} JUNowe SUoezILoWwE) Spuog uoiiubosal o uondwapal ay) Jo J0aYe 8y} sepnjoul Al Wi 3003S 1gap BU) 10} }SEDBI0) B | “JUSWILIBACB [B1)USD U} JO 1GBp SSOIS) /|

vo- 6°cl 0'sk 313 141 691 Vi 500z Ut smoyy Buijealo-jgap Jayjo ul eseasoul 4ao Jo Jusaled o) ‘99
o €9 VL 0’8 €8 L8 Vi /L1 G00Z ur uonerdaidap [eas Jusdiad Qg dwl BUQ ‘Ge
G0 €L €8l 6l €6l g€l VL S300US UOoljelnap pJepue)s auo Buisn g£g-1.g Jo uoneuiquio) ‘g
9°0- (A x4 Sve 86T (414 Ll VL 9002 PUE GOOZ Ul SUOIEIASP pJEPUE}S OM) Snuil oBesane [eouO)sly Je si soueleq Alewlid ‘eg
vo- €9l 0l S'€l rA1) '8 Vi /01 900T PUE GOOZ Ul SUOHEIASD pIEPUE)S BUO Snuil aBesaAe [eoLo)sIy Je S| yimoib dao [esy ‘zg
1o~ R4 141 9 99 69 Vi 9002 PUE GOOZ UI SUOlEIASP plepuels om) snid obelone [BoLOISIY Je SI 8jel Jsausjul [eay “Lg
s)so] punog 'g
7’0 L'y €8 Ve A4 r4] V'L 01-600zZ Ul (eouejeq Arewnd jueysuod) abueyo Aoljod oN “Zv
€0 9 S8 €0l 9°0L G'6 VL /8 01-G00Z Ul sabelane [eolio}s1y JIay) Je ale sa|qelieA Aay] "Ly
[z} @dueleq Arewnd SOLIBUIS dANBUIBYY 'Y
ejs-1qeQq oney 3qaq d1|qnd 104 sisaL ssans ||
0¢e- 9'¢- 8y 1'9- €L 6'8- 8¢ vy ¥ik- 00l VLo vy Ve yoyep Arewid
[44 95 98 88 €9 08 24 v'e z8 gl- €T 60 8¢ (yusosad ur uojeep dao Aq pajejyep) Bulpuads Atewid |eal Jo yimosn
e €T 90" 80" 60" 8¢ 1'e S'G 67 yeL 92 SL 4] (yusouad ul “Jojelep 4ao) eje uoneju|
S0l 1°0- 9/ g¢- 68 WA 88l (yusolad ul ‘Aousind [e20] JO BNJEA Jejjop SN Ul 8Seaudul) uoleroaidde [euiwon
ST €T 4 [94 6'¢ 9¢ 'L 12 G- 80 'l ge- Le- Se (usdiad ur ‘Jojelep Ao Ui 8Bueyd snujw sjes [eulwou) el Jsausiul [eal abesany
L€ LS 144 Le 1'e Lz 9C 80 (24 LS 4] 4 8¢ L€ /2 (yusosad u1) 198p dNgnd UO Bjes JsaIBjul [euiou abelany
0'G 0'S o] €S S’ S Sy 0¢C 8¢ 1'S 184 S'G 09 (4 (queoiad ur) ymoib 4ao |eey
abesany uojeineq abeieAy suondwnssy [easi4 pue djwouo23oioe Aoy
pajosfoid pJepuels  [eduo)siH
90" € Ly 9 L'1- 00L- JB9A-0L 1BBA-0L G- T'6- Ve 10" L SIe||op "S'N 40 suoliq ul
€0 10" [ ge- vy 6°G- 9/ €9 8'L- 10 9l /9 paau Buioueuy ssoin
g6l v'ee Sve [4°14 6'GC 9'9¢ 88C 06l 08 ¥y 699 /1 OBel dNUSASI-0}-}g8p 10303S dl|Iqnd
e 6C 34 8'G 89 Z'8 6L g8 4] (14 8T /S (€-2) sebueyo Jesse Bulpnjoul ‘[enpisey
00 00 00 00 00 00 00 00 00 00 00 smojj Buneaid-jgep paynusp! oY
z0- 0 10" 10 Al |y uoneroaidap ajes abueyoxs Wolj UORNQLIUOD
20 €0 €0 ¥'0- €0 0" 20 €0 S0- L0 90- Umoub 4@o B8 WOy UORNGUILOD YIIYM JO
1’0 10 €0 €0 €0 10 00 S0 ¥0- G0 ¥'0- 8Bl }S8I8jUl [BB) WOJ) UOHNQLIUOD YOIUM 4O
10~ 20 L0~ L0~ 1°0- S0 20 10 6°0- - 0)- /€ lenuaIayip yimoub/elel ysaisjul Woly uolNQLIU0D
1’0~ 20 10~ 1'0- 10~ S0 S0 90~ 9'}- 6'L- L'e- /g solweuAp 1qep onewoiny
¥'0C 90C §g0C 66 €6l 06l 8L 8.l 68L G6L §0C anypuadxe (jsausjuiuou) Arewid
gee L've €62 092 99¢ 6.2 86Cc 8/¢ 09 6¢€ 87T sjuetB pue anuaney
0¢- 9'¢- 8- 1'9- €L 6°8- vik- 0oL VLo - v'e- 1oyep Alewlid
ze- L'e- 8- 29 €L V6 6'L- GOL- 98- €9 ey (Z1+2+) smoyy Bunesso-jqep paynuap)
80" 80~ €0 €0- S0- - e 0c ye- o L'e 199p Jojoas alignd ur abueyd
e 0¢ 9¢ 6¢ 4 34 'S 9¢ 4] 06 8Ll pajeuwousp Aouanno-ubielo) m/o
10" R4 141 9 S9 69 VL 98 €'G €L 0L 0¢€l /1 199p 10303s 2l|qnd
1z} @duejeq Arewnd suonoafoid auijeseg °|
Bui e}s-1qaQ
€102 2L0C 1102 0102 6002 8002 /00¢ 900 S00C +00C €002
suoljoafoid enjoy

(pajeod1pul asIMIBYI0 SSB|UN ‘4o Jo Jusduad uj)
£102-€00Z “Homauweid Ayligeurelsns jgeQ (JUSWUIBA0D [ejua)) J0j08s dlldnd "LvSd dlge L



42

“1eak uonoafoud Jse| ay) Jo SjeAd) JIay} Je utewal (4ao 4O Jusdlad ul SMOjUI Jgap-uou pue ‘YmolB Jojejjep Jejjop ‘ajel }salajul [euluou ‘ymolb 4ao [ea.) sajqelien Aoy jeu Bujwnsse onel jqap ay) sazi|ige)s Jey) aouejeq Juelsuod ‘uni-buo /2

“JX8) BU) Ul PaSSNOSIP SI OLIBUSOS SIY) Jopun sajqeueA Asy Jayjo ul abueyd paidwi ay | /9

4@ o Waduad Ul SMOUI JGIP-UOU PUE JUNOJDE JUSLIND }SI8JUI-UOU Yjog pue ‘yimoib Jojejyap Je|jop {ajel }sasjul [eulwou ymoib 4go [eal apnjoul sajqeueA ey ay] /g
‘pouad snoinaid Jo pus je jqap wisl-loys snid ‘)gep wus)-Buo| pue -wnipsw uo uonezipowe snid ‘Yolap JUNOJOE JUBLND SE pauyad /v

"sabueyo ajes abueyoxa pue soud Jo Joedwi 8y} sapnjoul aul| ‘uonosfoid 1o /¢

‘(Jojeljop 4ao uo paseq) uonepul Buisl pue (Q < 8) Aoualind onsawop Buneroaidde ue yum saseauoul J “34003s 1gap poliad snoiraid sawiy (16+1+6+1)/[(4+1)ed + (B+1)-] Se pauyap sI sebueyo ajel abueyoxa pue aoud Woly UORNQLIUD 3Y] /7
*Jqep [BUJB)XS |BJ0} Ul }gop Pajeulwousp A2Usiind-osawop Jo aleys = e pue ‘(Aoualind d1jsawop Jo anjeA Jejjop Ul 8sealoul) uoneroaidde jeujwou =
‘ajel ymoib 4ao [ead = B ‘swua) Jejjop SN Ul Joje|}ap 4a9) d1sawop Ul BuByD = J )qap [BUISIXS UO 8)el }SaIaJUl SAIOSYS [BUILIOU = J UM 3400)s Jqap pouad snoiaald sawiy (B+4+6+1)/[(4+1)ea + (B+1)J - B - 1] se paauaq /1

6L ele 6'vE 28¢ Loy 6Ly goe G00gZ Ul uojeroaidap [eulwou Jusdsad Qg swi) suQ "9g
G'6- 1Sz 9'/2 €62 00g L0¢ goe SH00Us UOIJEIASP plepuels auo Buisn {g-1g Jo uoneulquo) ‘Gq
98- 1474 9 Lz ¥'82 10€ §0€ 900Z PUE GOOZ U! SUOHEIASP PJEPUE)S OM} SNUIW SBEISAE [EDLIO}SIY JE SI JUNOOO. JUBLIND JS8IBJUI-UON "8
ozl gle 0'se €8¢ €0y v'se §'0€ 900 PUE GOOZ Ul SUOHEIASP PJEPUE}S OM} SNUIW BBEBISAE [€DLOISIY JE SI Jojeljop dao Jejlop SN ul 8bueyd ‘g
26" 092 1’82 00¢ 6°0€ 10€ g0e 9002 PUE GOOZ Ul SUOHEIASp piepue)s om} snuiw abesane [eolio)siy je si ymmoib 4go [eay 'zg
88 0Lz 062 108 vie %3 §0€ 900Z PUE GOOZ U! SUONEIASP piepue)s om) snid aBesane [eoLI0}sIy Je S! 9jel JSaIajul [EUIUON “Lg
s)sa] punog ‘g
29 0'L- 8y L 9/l 2874 goe /S 60-G00Z Ul sebelaAe [eoL0)sIy 418y} Je aie sajqelieA ey |y
/L Junod2e jualind OlIBU3DS BAljRWIBYY Y
jsaiajul-uou oljey 1qa(Q |eusa)x3 1oy s)sa] ssans ||
Buizijiqeys-}qaqg
S9 89 89 99 19 1'9 89 €€ 29 8'S 44 oy €T v's smojjul [endes Buneaid jgep-uou JoN
L}- 6C 6C v'e- L 80 10 9l 144 Sv 4 €2 Se L0 spuswAed jsaiajul Buipn|oxe ‘@duE|eq JUNOOOE JUBLIND
6'6 68 €6 g8 18 zoL g€l €18 Lpl- vie ol v'82 8'5e zel (ueouad ul ‘swus) Jejlop SN) spodwil Jo Ymoro
60 L 0s Le- 12 o€ Il vol G8l 991 8'Ge €52 (244 g8l (yusosad ul ‘suus) Jejlop SN) sHodxa Jo YIMOID
4 90 60 Tl gl 8l x4 60 9€ 6C e €€ 0e [ (1usouad ) ajel JSBIBIUI [BUIBIXD [BUILUON
zo- v'e €l G- Lh- € L0 ozl 99 g9 '8l (1 612 8'S (qusoiad ur eBueyp) siejlop SN Ul Jojeep 4ao
43 v'e €T 90 80~ 60 g€ 6¢C ¥'9 67 vzl 92 G 9 (Aoua.no onsawop ul ebueyo) Jojeyep 4ao
VL- 00 60 60 60 vL- e 6 10 Sl 96 68 vel ¥0- (Jusouad up 8bueyo ‘Aousind [e20] Jo BNjeA Jejlop SN) uoherdaidde sjel sbueyox3
0s 0S €S €S G'S 84 Sy Tl (a4 'S >4 g'g 09 (04 (yusasad uy) YMmoIB Jao leay
€9l L'66L  298L 008L 9€L 00 8'€9L  vorL T8l L'S6 0vL (szejjop SN) 4@O [BUILON
sbeleny nemeq ebeleny suondwnssy d1wouodaoidep Aoy
pajosfoid piepuels  |eolo)sIH
1'S 09 9 g's 69 (W3 JeaA-g JeoA-8 9T T8 9L €0l vel dao Jojueosed ul
L 611 L 66 611 4] (44 ozl 06 8'6 66 Iv (sJejlop SN 30 suoljiq u1) pasu Buidueuyy |eua)xs ssouo
929 Y] Lyl 9L 689 G99 ¥'29 §ZL 0'¢6 62l Lol (ueouad uy) ones spodxa-0)-jgep [euss)x3
e 9€ L'y 8 95 99 611 90l €9 0's 8L /€ (-2) s1esse ublauoy sso1B Ul eBueyd “jou; ‘lenpisay
0 09 19 Gob- [ 2 sebueyo ajes abueyoxa pue 9oud wolj uonnNgUIUoY
A% vl G- 9L €l vl GL- €l 0z Lz T Umoib 4@o [eas wody uonnqryuod
10 20 €0 v'0 S0 L0 80 ol T €l I jed JSJ8)ul |eUILUOU WOJ) UOHNGLIU0D
Li- T T T 80 L0 9C- €9 Gl gll-  ge /1 SOIWEUAD 1qop oewolny
8'9- 8'9- 9'9- Lo Lo 8'9- 8's- TS 0'v- € v'S- (enneBau) smout [eydes Buneaid Jgep-uou JoN
8'ey L'ty (44 Loy 8'8¢ 0'9¢ 6'2¢ €0€ 4% L'ie 6'le suoduw
925 G'l€ 18 80y gey 8'Sy L9y 8y 607 14 1'9¢ spodx3
L9 19 a4 1o L'y 86 6'€-  Gvi- 98 26 [ad S991AI9S pue spoob Jo soueleq ul JRYeQ
6C 6T v'e Il 80 10 Sy 9 €T ge- L0 sjuswiAed }saejul Bulpnjoxa }I0yaP JUNODDE JUBLIND
LG LG v'g 96 [X°S 92 o€l LoL- g€l Ll 86 (6+8+¥) smoyj Buieao-jgep [euse)xe paynuap)
61" 9L- L0 80 g0 0'b- 04~ g'g- Gl Lz 0 199p eusalxe ul sbueyd
g 314 692 514 (474 0°0¢ §0¢ gle gze 08¢ g'sy 85 199p |eusa)x3
/L JunodJe juaiind
jsassjui-uou
€102 Zl02 1102 010z 6002 8002 200z 900z  G00Z  ¥0OZ €002
suopjoafold |enjoy

(pajeoIpul 8SIMIBY)0 SSBJUN ‘4o Jo Juddsad uj)

£102-€00Z SHomawe1d ANliqeulelsns 199Q [ewsix3 Z dldeL



INTERNATIONAL MONETARY FUND
CHILE
Staff Report for the 2008 Article IV Consultation—Informational Annex
Prepared by the Western Hemisphere Department

June 18, 2008

Contents Page
Appendixes
[ FUnd Relations ......oouioiiiiiiiie ettt st et et 2
IL  StatiStiCAl ISSUECS ...eevuieiieiiitieieeie sttt sttt et sttt st sae et eae e 3

III. World Bank —Fund Country-Level Work Program Under IMAP ........cccccccvveviveeneennen. 7



APPENDIX I. CHILE: FUND RELATIONS
(As of April 30, 2008)

I. Membership Status: Joined December 31, 1945; Article VIII. Chile maintains a floating
exchange rate system free of restrictions on the making of payments and transfers for current

international transactions.

I1. General Resources Account: SDR Million % Quota
Quota 856.10 100.00
Fund holdings of currency 802.09 93.69
Reserve Position 54.01 6.31
Holdings Exchange Rate
II1. SDR Department: SDR Million % Allocation
Net cumulative allocation 121.92 100.00
Holdings 38.23 31.36
IV. Outstanding Purchases and Loans: None
V. Latest Financial Arrangements:

Date of Expiration Amount Approved Amount Drawn
Type Arrangement Date (SDR Million) (SDR Million)
Stand-By Nov 08, 1989 Nov 07, 1990 64.00 64.00
EFF Aug 15, 1985 Aug 14, 1989 825.00 806.25
Stand-By Jan 10, 1983 Jan 09, 1985 500.00 500.00
VI. Projected Payments to Fund (in SDR Million)

2008 2009 2010 2011 2012

Principal
Charges/Interest 1.75 2.30 2.30 2.30 2.30
Total 1.75 2.30 2.30 2.30 2.30

" When a member has overdue financial obligations outstanding for more than three months, the amount of such

arrears will be shown in this section.

VII. Implementation of HIPC Initiative: Not Applicable

VIII. Implementation of Multilateral Debt Relief Initiative (MDRI): Not Applicable



APPENDIX II. CHILE: STATISTICAL ISSUES

Economic and financial data are timely, of good quality, and adequate for surveillance
purposes. Chile is in observance with the Special Data Dissemination Standards (SDDS).

Monetary statistics

Monetary and financial statistics are broadly in line with the Fund’s Monetary and
Financial Statistics Manual (MFSM). Deviations from the guidelines of the MFSM include
treatment of nonbank financial intermediaries as part of the private sector, and the use of
accounting valuation criteria, which are not always in line with measurements at market prices.
Nevertheless, for purposes of expressing in local currency, assets and liabilities in foreign
currency and indexed units of account, the accounting criterion is consistent, in general terms,
with the MFSM. Due to a change in the chart of accounts for other depository corporations
(ODCs) at the beginning of 2008, the central bank has not been receiving data from the
Superintendency of Banks in a format adequate to complete the compilation of monetary
statistics. The latest available data for ODCs correspond to December 2007. Efforts to solve the
problem are underway, and it is expected that by mid-2008 periodicity and timeliness of the
ODC survey will again comply with SDDS requirements.

Real sector

The central bank carried out a project for changing the benchmark and base year of
the national accounts to 2003. Annual and quarterly GDP series for 1986—-2003 were
released in 2007. An STA mission that prepared the Report on the Observance of Standards
and Codes for Chile in April-May 2007 found that the legal and institutional frameworks for
compiling macroeconomic statistics are generally adequate, but the independence of the
National Statistics Institute (INE) needs to be reinforced. Also, there are no legal precepts
empowering the central bank to require private non financial institutions to respond to data
requests, except for information on foreign exchange transactions.

A much improved business register has been available since 2006. However, updates of
INE’s business register are partial and conducted on an irregular basis. The household budget
survey (HBS) is conducted every 10 years, instead of every five years. The data available for
agriculture, fishing, some services, and quarterly estimates are limited in scope. Nonetheless,
income tax and VAT records are used to fill in the gaps. Source data reasonably approximate
national accounts’ requirements and their coverage is satisfactory, although the timeliness of
the INE’s source data could be further improved.

Chile’s national accounts are well established. There is some room for improvement with
respect to the treatment of mineral exploration; agricultural work in progress; own-account
production of computer software, databases, and manufacturing products; classification of
copper derivatives; the functions of government, and individual consumption by purpose.



Coverage of price and labor market statistics should be widened. For the CPI, expanding
the survey sample outside Santiago and updating the weights to the 2006-2007 HBS would
considerably improve the index. INE compiles a producer price index that contributed to the
improvement of national accounts estimates at constant 2003 prices. On labor market
statistics, INE introduced a new household survey in 2006, modeled on the U.S. BLS surveys
and in line with standards set by the International Labor Organization. The labor market
survey of business establishments could benefit from a similar overhaul.

Government finances

Following agreements reached with the Fund in 2002, the authorities have made
substantial progress in implementing the GFSM 2001. The authorities have developed a
statement of central government operations with consolidation of extrabudgetary central
government units, and the reclassification of budgetary revenue and spending. A new
functional classification of total outlays for the central government aligned with international
standards has been disseminated. In addition, separate sets of accounts were compiled for
municipalities and for public corporations. A detailed description of the methodologies,
institutional tables on coverage, and data for the entire public sector were made available in
the October 2004 publication Estadisticas de las Finanzas Publicas 1987-2003.

Following FAD recommendations, the Ministry of Finance increased the publication of
statistical data beginning with its October 2004 Public Finance Report. The report now
includes debt liabilities and financial assets of the central government, contingent liabilities
(especially government guarantees and concessions), and tax expenditures. In 2006, the
government began to publish a report of investments of its assets.

Progress in fiscal accounts is ongoing. The authorities expect to produce estimates for the
consumption of fixed capital, and apply accrual and cash accounting using the System of
Information for the Financial Management of the Public Sector. This will permit the
compilation of opening and closing balance sheets covering the central government,
municipalities and public corporations.

However, further improvements are needed. The most urgent are: disaggregating
subsidies and grants by level of government; disseminating more detailed data on functional
outlays by the level of government; disseminating data on military debt; and reconciling the
recording of interest across liabilities, especially with regard to dollar-denominated bonds
versus dollar-indexed bonds.

Balance of payments and external debt

The central bank compiles balance of payments and external debt statistics on a
quarterly basis, and publishes selected statistics on the external sector on a weekly
basis. Beginning in 2002, the central bank has been publishing the International Investment
Position consistent with the fifth edition of the Balance of Payments Manual (BPM5).



The coverage of the military sector in the external statistics is incomplete. In particular,
the accuracy of data on military imports needs to be verified, as imports that do not go
through customs are estimated by the central bank. Also, if the military receives external
credits, information on this may not be available to the central bank; therefore, such
financing may not appear in the balance of payments or external debt statistics. Published
data on military expenditure are outdated.
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APPENDIX III. CHILE: WORLD BANK —FUND COUNTRY-LEVEL WORK PROGRAM UNDER JMAP

Provisional timing of Expected delivery
Title Products Missions date

A. Mutual information on relevant work programs

Bank work program A. CAS, CAS PR
in next 12 months None

B. DPL
1. Chile Institutional Strengthening of Approved 2007
the Ministry of Public Works DPL
(P100854) (TTL: Tomas S.
Serebrisky)

C.ESW
1. Chile Higher Education Report August 2008
(with OECD) (P106874) (TTL:
Michael F. Crawford)

2. Chile Regional Development Study December 2007
(P103331) (TTL: Fernando Rojas)

D. Lending (Including Technical
Assistance Loans)

1. Chile Technical Assistance Loan Approved 2007
for the Ministry of Public Works
(P102931) (TTL: Tomas S.
Serebrisky)

2. Chile Infrastructure for Territorial Approved 2004
Development (P076807) (TTL:
Nicolas Peltier-Thiberge)

3. Chile Lifelong Learning and Approved 2002
Training Proj (Chile Califica)
(P068271) (TTL: Michael F.

Crawford)

4. Chile Solidario: Technical Approved 2003
Assistance (P08203) (TTL: Theresa

Jones)

5. Chile Santiago Urban Transport Approved 2005

(Transantiago): Technical Assistance




(P082412) (TTL: Mr Jorge M.
Rebelo)

6. Chile Tertiary Education Financing
for Results APL1 (P088498) (TTL:
Michael F. Crawford)

7. Chile - Second Public Expenditure
Management (SIGFE II) (P103441)
(TTL: Roberto O. Panzardi)

E. Fee-Based Service Activity
(Technical Assistance)

1. Chile Financial Sector Reform and
Strengthening Initiative (FIRST):
Advisory Services (TTL: Mario
Guadamillas)

Strengthening the regulation and
supervision in the areas of pension,
securities and insurance supervision.

2. Chile Management of Financial
Assets (with the World Bank
Treasury) (TA-P106653) (TTL:
Roberto Panzardi)

The objective of the advisory services
is to support the MoF in assessing the
existing institutional capacity and
designing a strategic plan to
strengthen its investment and debt
management operations in line with
international best practice.

3. Chile Management Enhancement
Program (TA-P106231) (TTL:
Fernando Rojas)

Impact evaluation of Chile's
management enhancement program
2001-2006.

4. Chile Credit Reporting System
(TA-P107663) (TTL: Mario
Guadamillas)

Assessment of credit reporting
systems.

5. Chile Governance of National
Innovation System (TA-P107052)
(TTL: Esperanza Lasagabaster)
Preparation of a study on the

Approved 2005

Approved 2007

June 2008

Original December
2007 — end date
being extended

May 2008

April 2008

December 2007

mid-2008




institutional and governance
structure of Chile’s support system
for Science, Technology, and
Innovation (STI).

IMF work program
in next 12 months

Technical Assistance
1. Strategic Asset Allocation for SFWs
Staff Visit

Article IV Consultation

3" quarter of 2008
December 2008

April 2009

3™ quarter of 2008

July 2009

B. Requests for work program inputs (as needed)

Fund request to Bank | None
(with summary

justification)

Bank request to Fund | None

(with summary
justification)

C. Agreement on joint products and missions (as needed)

Joint products in next
12 months

None




Statement by the IMF Staff Representative
July 11, 2008

1. This statement reports on economic and policy developments in Chile since the
Staff Report was issued on June 19. The thrust of the staff appraisal remains unchanged.

2. Recent data are consistent with staff forecasts of below-trend growth in 2008. Y ear-
on-year growth of economic activity slowed to 2.1 percent in May, and the unemployment
rate rose from 7' to 7% percent. On the other hand, the outlook for copper prices has
improved in recent weeks, implying a slight upside risk to staff forecasts for the fiscal and
current account surpluses.

3. Inflation remains high. The consumer price index rose by 9’ percent in the year to
May, and the index excluding food and energy items by 8% percent. One-year-forward
inflation expectations have risen above 5 percent, and both market and survey-based longer-
term expectations have moved into the upper range of the central bank’s 2—4 percent comfort
zone. On July 2, Governor De Gregorio stated that the return of inflation to target could take
longer than initially projected by the central bank, but that the bank would take all necessary
measures to ensure convergence over the two-year policy horizon. Staff will provide an oral
update on the outcome of the July 10 Monetary Policy Meeting.

4. The peso has depreciated markedly over the past few weeks, returning to a level
broadly consistent with underlying fundamentals. Amid rising oil prices and slowing
growth, the peso has lost about 7 percent against the U.S. dollar since the Staff Report was
finalized (18 percent since its April high), and also fell vis-a-vis the euro and most regional
currencies. Updated staff calculations show that—in real effective terms—the peso is now
close to its equilibrium value, matching the CGER’s “about zero” assessment.

5. The central bank has continued its purchases of US$50 million in daily auctions
since late April. Governor De Gregorio recently noted that risks for emerging market
economies emanating from adverse global financial developments—the key factor leading to
the bank’s decision to increase holdings of international reserves—remain in place.

6. Congress approved the injection of US$1 billion into the government’s fuel
stabilization fund. The first of two equal tranches has already been transferred and will help
smooth the impact of higher oil prices on inflation over the next few months, including on
consumer products such as heating oil and liquefied gas. The government committed to a
review of the fuel tax structure and plans to request Fund technical assistance on this issue.

7. The government on June 18, 2008 increased the minimum wage by 10.4 percent. In
real terms, the increase is likely to be close to the increase in the average wage over the past
few years. Changes in the minimum wage are not considered to have a large impact on
inflation. Nominal growth in salaries has continued to keep pace with actual inflation.



INTERNATIONAL MONETARY FUND EXTERNAL

RELATIONS
Public Information Notice DEPARTMENT
Public Information Notice (PIN) No. 08/88 International Monetary Fund
FOR IMMEDIATE RELEASE 700 19" Street, NW
July 23, 2008 Washington, D. C. 20431 USA

IMF Executive Board Concludes 2008 Article IV Consultation with Chile

On July 11, 2008, the Executive Board of the International Monetary Fund (IMF) concluded the
Article IV consultation with Chile."

Background

The Chilean economy has proved resilient in the face of strong economic and financial
headwinds during the past year. Rising world prices for energy and food have been
exacerbated by drought and a very tight domestic energy situation. Lower real incomes and
tighter credit conditions have reduced consumption growth, while investment—particularly in the
mining and energy sectors—has remained strong. Overall, the economy is expected to grow by
44 percent in 2008, followed by a gradual recovery in 2009.

Led by food and energy prices, inflation was close to 9 percent in the year to May. Although
nominal wage growth has broadly kept pace with inflation, modest productivity gains have
helped contain unit labor costs. The central bank has raised its monetary policy rate by

125 basis points between August 2007 and January 2008, and by 50 basis points each in June
and July 2008. The peso appreciated sharply in the first quarter of 2008, but has since retreated
from its highs and remains close to its long-term average value in real effective terms.

Chile’s external position has been stable. Notwithstanding the stronger peso, growth in non-
copper export volumes has remained positive, although the current account surplus is expected

"' Under Article IV of the IMF's Articles of Agreement, the IMF holds bilateral discussions with
members, usually every year. A staff team visits the country, collects economic and financial
information, and discusses with officials the country's economic developments and policies. On
return to headquarters, the staff prepares a report, which forms the basis for discussion by the
Executive Board. At the conclusion of the discussion, the Managing Director, as Chairman of the
Board, summarizes the views of Executive Directors, and this summary is transmitted to the
country's authorities.

Washington, D.C. 20431 e Telephone 202-623-7100 e Fax 202-623-6772 « www.imf.org



to decline in 2008, partly as a result of continued strong import growth. The central bank has
announced it would purchase $8 billion in foreign exchange reserves through the end of the
year.

With expenditure contained by the structural surplus rule, continued high copper prices and
strong tax revenues are expected to lead to a budget surplus of close to 8 percent of GDP in
2008. The government’s two sovereign wealth funds, the Pension Reserve Fund and the Fund
for Economic and Social Stabilization, now hold a combined 12 percent of GDP in assets, all
invested abroad.

The government continues to move forward with a bold structural agenda. In the financial
sector, the authorities plan to introduce initiatives aimed at enhancing market access for small
and medium-sized enterprises, increase market depth, and boost the internationalization of the
peso. A Presidential Commission on Labor and Equity has proposed measures that include a
reform of the unemployment insurance system and the introduction of a low-wage subsidy
aimed at increasing labor participation in the formal economy.

Executive Board Assessment

Executive Directors commended Chile’s adherence to a prudent, rules-based macroeconomic
policy framework, consisting of inflation targeting, a floating exchange rate, and a structural
fiscal surplus rule. This framework has delivered important social and economic rewards and
has been instrumental for managing the copper boom and several adverse shocks experienced
over the past year. Directors commended the authorities’ over-arching objectives of eliminating
poverty and closing the income gap with industrialized economies.

Directors observed that the Chilean economy has been remarkably resilient to the impact of
global food and energy price shocks, which have been exacerbated by domestic energy
shortfalls and a severe drought. The increased risks to the outlook, in particular from the recent
rise of inflation, nevertheless require continued close monitoring. Directors considered that
monetary policy has been appropriately geared toward returning inflation toward the 3-percent
target over the two-year policy horizon. They supported the central bank’s readiness to tighten
monetary policy further as needed to keep inflation expectations anchored to the target.

Directors considered that the external value of the peso is broadly in line with economic
fundamentals, and that domestic policies remain consistent with external stability. They
generally saw as prudent the central bank’s decision to augment foreign exchange reserves to
provide additional cushion against external shocks, and welcomed the transparent and pre-
announced modality of these foreign exchange purchases. Given the additional costs of
sterilization, Directors encouraged the government to extend the current program to recapitalize
the central bank in order to facilitate a more rapid return to positive net worth.

Directors commended the government’s strict adherence to the structural fiscal surplus rule, a
cornerstone of Chile’s macroeconomic policy framework. The temporary fiscal measures to
alleviate the impact of higher food and energy prices are being applied within the rule. Directors



welcomed the government’s commitment to ensuring that future expenditure increases are
consistent with macroeconomic stability. Going forward, they recommended keeping social
relief measures targeted at the most vulnerable segments of the population.

Directors commended the authorities’ focus on improving the already high quality of public
spending, increasing efficiency and strengthening governance in the public sector. They
encouraged adoption of a formal medium-term expenditure framework.

Directors viewed as well placed the ongoing efforts to strengthen further the management of
Chile’s Sovereign Wealth Funds. They endorsed plans to invest parts of the Pension Reserve
Fund and the Fund for Economic and Social Stabilization into broader asset classes, including
those with variable returns, and considered that an evaluation of Chile’s long-term copper
wealth could be useful in formulating a long-term investment strategy. Directors welcomed
Chile’s contributions to developing sound international principles and practices for the
management of Sovereign Wealth Funds.

Directors welcomed ongoing initiatives to further modernize Chile’s capital markets, making
them more efficient, competitive, and attractive to foreign investors. They recommended, in
particular, steps to advance the internationalization of the peso, enhance market access for
small and medium-sized enterprises, and increase market depth and liquidity by lowering
regulatory and tax barriers for foreign investors, as well as consolidating public debt into fewer
benchmark issues.

Directors observed that Chile’s domestic financial markets continued to function normally
through the recent global financial turmoil. They commended the authorities for stepping up the
monitoring of banks’ asset quality, liquidity, and risk management, as well as working toward
strengthening the bank resolution framework. They suggested an IMF Financial Sector
Assessment Program (FSAP) Update to review the scope for further market reforms and
implications for financial sector stability and the supervisory and regulatory setup.

Directors encouraged the authorities to consider further labor market reforms, building on recent
recommendations by a presidential commission. Well functioning labor markets will remain
essential in helping the Chilean economy adjust and continue to achieve high rates of growth in
a rapidly changing global economic environment.

Public Information Notices (PINs) form part of the IMF's efforts to promote transparency of the IMF's
views and analysis of economic developments and policies. With the consent of the country

(or countries) concerned, PINs are issued after Executive Board discussions of Article IV consultations
with member countries, of its surveillance of developments at the regional level, of post-program
monitoring, and of ex post assessments of member countries with longer-term program engagements.
PINs are also issued after Executive Board discussions of general policy matters, unless otherwise
decided by the Executive Board in a particular case. The staff report (use the free Adobe Acrobat
Reader to view this pdf file) for the 2008 Article IV Consultation with Chile is also available.




Chile: Selected Economic Indicators 1/

Proiections
2005 2006 2007 2008 2009 2010 2011 2012 2013
(Annual percentaae chanae. unless otherwise indicated)
Production and prices
Real GDP 55 4.3 5.1 4.2 4.6 55 5.3 5.3 5.0
Total domestic demand 10.4 6.4 7.8 6.4 6.0 6.7 6.5 6.4 6.2
Consumption 71 6.4 74 5.9 5.9 6.7 6.4 6.3 6.1
Private 7.4 6.5 7.7 6.0 5.7 6.9 6.5 6.3 6.1
Public 5.9 5.9 5.8 5.6 6.5 5.8 5.8 5.9 5.9
Investment 21.7 6.2 9.0 8.0 6.3 6.9 6.8 6.8 6.7
Private fixed 25.5 2.2 10.2 71 6.2 7.0 7.0 7.0 7.0
Public 10.8 10.2 25.5 8.3 7.7 7.9 7.3 7.2 6.2
Inventories (contributions to arowth) -0.3 0.8 -0.6 0.2 0.0 0.0 0.0 0.0 0.0
Net expoorts (contributions to arowth) -4.5 -2.1 -3.0 -2.6 -1.9 -1.9 -1.9 -2.0 -2.1
Exports 1.7 2.1 3.0 22 25 2.7 2.7 2.6 25
Imports 6.2 4.2 6.0 4.8 4.4 4.6 4.6 4.6 4.6
Real GDP (end of period) 4.3 4.8 4.1 4.6 4.7 55 5.3 5.3 5.0
Outout aap 2/ 0.2 0.8 1.0 1.4 1.8 1.1 0.6 0.0 0.0
Consumer prices
End of period 3.6 2.6 7.8 5.5 3.7 3.0 3.0 3.0 3.0
Averaae 3.1 34 4.4 7.4 4.4 3.3 3.0 3.0 3.0
Unemplovment rate (annual averaae) 9.3 8.0 7.0
Monev and credit
Broad monev 11.9 11.4 15.2
Credit to the orivate sector (end of period) 19.9 17.7 20.8
(Billions U.S. dollars, unless otherwise indicated)
Balance of Pavments
Current account 1.4 6.8 7.2 -0.8 -3.5 -5.1 -7.7 9.7 -9.9
In percent of GDP 1.2 4.7 4.4 -0.5 -2.0 -2.8 -4.1 -4.8 -4.6
Trade Balance 10.8 22.6 23.7 12.3 5.5 -1.4 -8.3 -10.4 -11.6
Exports of Goods 41.3 58.5 67.6 69.6 69.8 67.8 6.5 69.4 73.4
Non-Copper Exports 22.3 25.8 30.1 35.0 37.7 39.2 41. 45.6 49.7
Imports of Goods 30.5 35.9 44. 57.3 64.3 69.3 74.8 79.9 85.0
Non-Oil Imports 26.9 31.3 39.2 48.6 54.1 59.0 64.7 70.3 75.9
(Annual percentaae chanae. unless otherwise indicated)
Non-Copper Exports 25.3 15.7 16.6 16.4 7.6 4.1 6.3 9.3 9.1
Non-Oil Imports 33.2 16.2 254 23.9 11.2 9.1 9.7 8.7 7.9
Net FDI inflows (in percent of GDP) 4.1 3.1 6.4 9.0 6.2 5.4 3.5 2.7 3.1
Real effective exchanae rate 3/ 11.9 -5.2 8.4
Terms of trade 11.1 31.6 3.2 -27.6 -13.6 -10.3 -10.8 -4.4 -1.5
(In percent of GDP)
Public sector finance
Central aovernment balance 4.6 7.7 8.8 7.8 5.3 3.7 2.3 1.9 1.1
Gross public debt 4/ 34.9 25.7 241 21.9 20.9 20.1 19.3 17.4 15.8
Central aovernment 7.3 5.3 4.1 3.3 29 2.7 2.5 2.0 1.5
Net public assets -11.8 0.3 8.2 11.7 14.5 16.2 16.6 15.4 13.5
Excludina public enterorises -2.5 4.8 11.9 15.4 18.2 19.9 20.4 18.8 16.7
Savina and investment
Gross domestic investment 22.2 20.5 21.1 22.4 23.6 24.6 25.7 26.0 26.0
Private fixed 19.1 17.4 18.2 19.1 20.2 211 221 224 22.3
Public investment 2.1 2.1 24 2.6 2.8 2.9 3.1 3.1 3.2
National savina 23.4 25.2 25.5 21.9 21.7 21.8 21.6 21.3 21.4
Private 16.1 14.5 14.3 10.4 13.0 14.6 16.3 16.6 17.4
Public 5/ 7.3 10.6 11.3 11.5 9.3 7.9 6.7 6.4 5.6
External Debt
Gross external debt 38.0 32.5 32.7 30.3 30.7 29.8 28.9 27.3 25.7
Private 29.9 251 20.9 20.6 21.3 20.8 20.4 19.7 19.0
Public 8.1 74 11.8 9.7 9.4 9.0 8.5 7.6 6.7

Sources: Central Bank of Chile, Ministry of Finance, Haver Analytics, and Fund staff estimates.

1/ As of June 12, 2008

2/ Defined as potential minus actual output, divided by potential output
3/ End of period; INS definition of the real effective exchange rate. A decline indicates a depreciation of the peso

4/ Gross consolidated debt of the public sector (central bank, non-financial public enterprises, and general government).
5/ Gross saving of the general government sector, including the deficit of the central bank.
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1. Our authorities would like to thank the staff for a comprehensive and useful Staff
Report and Selected Issues papers, which reflect the permanent collaborative dialogue that
has characterized the relationship between Chile and the Fund. This year’s report
corresponds to a fully-fledged Article IV Consultation, after a streamlined version in 2007.
As such, this year’s report was produced taking into account the 2007 Decision, as it
explicitly incorporates an assessment of external stability and the real exchange rate and the
policy options for achieving and maintaining external and domestic stability in light of the
confluence of domestic and external shocks that have recently impacted the Chilean
economy. Given these shocks, Chile’s rules-based policy framework has provided enough
flexibility in order to respond to them, thereby mitigating their impact in order to ensure
domestic and external stability.

Outlook and Risks

2. In 2007, Chile’s output grew 5.1 percent, broadly in line with potential output and
above the 4.3 percent growth of 2006. This result reflected the still favorable external
environment, a more expansionary fiscal policy, and an overall supportive monetary policy.
Growth was more dynamic in the communications, construction, and retail sectors, in
contrast with the electricity, gas, and water sectors which contracted, given the lesser
availability of hydrological resources coupled with ongoing restrictions in the imports of
natural gas and higher prices of oil. Such an idiosyncratic shock to the domestic energy
generation sector forced a shift towards energy generation using other sources, such as diesel,
in a context of unprecedented increases in the price of oil which resulted in energy prices
substantially increasing and directly affecting industrial activity. Reflecting this change in
the environment, growth weakened significantly during the second half of 2007. Domestic
demand grew 7.8 percent, mostly because of the continued consumption dynamism,
sustained by still favorable credit conditions and a solid labor market. Investment remained
dynamic, relative to previous years, mainly in the mining and energy sectors.

3. The Banco Central de Chile’s (BCC) output growth forecast for 2008 was recently
decreased by half a percentage point to a range between 4 to 5 percent, with the balance of
risks tilted to the downside. Such a downward review is due to a less favorable external
environment stemming from the slowdown in the world economy, the ongoing financial
crisis, and the uncertainties associated with it; a slower domestic demand due to a less
dynamic consumption in a context of lower real income, less favorable credit conditions, and
potentially weaker conditions in labor markets. The main downside risks are related to how
the credit crisis in financial markets would impact emerging economies, which include the
possibility of a protracted slowdown in the U.S., the persistence of uncertainties in



commodity prices, particularly in terms of oil, the possibility of a large correction in the price
of copper, and less favorable global financial conditions overall.

4, During the second half of 2007, inflation exhibited a significant acceleration, as CPI
inflation reached 7.8 percent year-on-year in December 2007, well above the upper limit of
the 3 = 1 percent target. During the first six months of 2008, annual CPI inflation continued
to rise, reaching 9.5 percent in June 2008. Such an increase in inflation resulted from
exogenous supply shocks, including a jump in global food prices along with a drought
affecting the prices of domestic food items, both of which have proved to be deeper and more
persistent than initially anticipated, as well as increases in energy costs and disruptions in
energy supply. In line with these developments, core inflation measures and other inflation
trend indicators have also remained above the 3 percent target level. The nominal wages
growth rate has been in line with traditional indexation clauses while real wage growth has
decelerated, showing that second-round effects have been for now relatively contained and in
line with historical patterns. From January to mid-April 2008, the Chilean Peso (CLP)
appreciated significantly, in part reflecting the weakness of the U.S. dollar, as well as the
improved price of copper and the increased interest rate differential with the U.S., due to the
aggressive interest rate cuts that the Federal Reserve has conducted in 2008. However, since
mid-April, the peso depreciated to a level similar to that of December 2007, a process that
can only be partially associated with the intervention policy of the BCC.

5. CPI inflation is expected to remain above the upper limit of the target range during
2008, due to high oil prices and further increases in domestic food prices. Fiscal measures to
reduce the impact of high oil prices on the domestic gasoline prices have helped to somewhat
mitigate the risk of an excessive additional propagation of supply shocks to underlying price
pressures. CPI inflation is expected to gradually move down toward the target range in the
first half of 2009, converging to 3 percent by 2010. In line with these developments and in
order to ensure inflation convergence to 3 percent in the policy horizon, the Central Bank has
already raised the monetary policy interest rate by 175 basis points since mid-2007, bringing
it to 6.75 percent in June 2008. The Central Bank’s Board stands ready to act in order to
fulfill its commitment to price stability by further reducing the monetary impulse in order to
avoid an undesired postponement of convergence of inflation to the target, given current
inflation risks.

Exchange Rate Valuation and External Stability

6. In terms of Chile’s exchange rate valuation, the Staff Report indicates that at the time
of the assessment the CLP was currently valued at a level in line with fundamentals or
slightly overvalued. Our authorities concur with this assessment. After appreciating
markedly during the first three and a half months of 2008, the peso has again reached levels
similar to the ones observed by the end of last year. The main reasons behind such
temporary misalignment were external as well as domestic. Among the external factors, the
generalized weakening of the USD, due to global imbalances which coupled with persistent



high copper prices and an aggressive loosening of monetary policy in the U.S., coincided
with an increase in the monetary policy rate, and the expectation of further monetary
tightening by market participants earlier this year. Such developments impacted the CLP
directly, so that in the first quarter of 2008, the CLP was one of the fastest appreciating
currencies against the USD, accumulating a 12.2 percent nominal appreciation, reaching a
high of CLP 429 in mid-March of 2008. At such a level, the CEGR analysis of April 2008
found the peso to be overvalued in real effective terms.

7. On April 10, the BCC announced a reserves purchase program of USD 8§ billion from
April to December 2008 to increase its foreign exchange liquidity in order to be better
equipped to confront a worsening and uncertain international scenario. This measure was
consistent with the assessment that the strength of the peso at the time, relative to its long
term fundamental value, provided a financially sound opportunity for the intervention. The
purchase of reserves constitutes an investment in stability, as it would strengthen the
international reserves position of the BCC as the provider of foreign exchange liquidity when
needed. As indicated in the Staff Report, the reserves purchase program was implemented
transparently under pre-announced daily purchases of USD 50 million through competitive
bids with no target level for the exchange rate. As of July 8, 2008 a total of USD 3 billion
have been purchased with an average bid to cover ratio of 2.28. Given the pre-announced
nature of the reserves purchases, the program does not constrain the implementation of
monetary policy and it also avoids discretionary use of exchange rate policy for
disinflationary purposes. The Technical Note II of the Selected Issues papers provides
evidence that supports the authorities’ decision to increase the level of reserves to around 15
percent of GDP by end 2008.

8. At the same time, the Ministry of Finance has implemented several measures in order
to relieve pressure from the CLP. Given the currency mismatch on the government’s balance
sheet, which stems from a large surplus position in foreign currency, the government allowed
exporters to pay their income taxes directly in USD for the first time in April 2008 and, as of
June 2008, they will also be able to pay other taxes in USD, while at the same time allowing
companies to have their accounting be done directly in USD. In early May 2008, the
Ministry of Finance announced the issuance of an additional USD 800 million in domestic
bonds in local currency, which will be used to recapitalize the BCC in USD, so the purchase
of the USD equivalent amount would provide additional relief to the pressure on the CLP,
which is in line with the reserves purchase program of the BCC described above.

Monetary Policy

9. In line with the acceleration in inflation since mid-2007 through the direct impact of
the food and energy components given the high weight they have in the CPI, as well as due
to idiosyncratic supply shocks, as clearly presented in Box 1 of the Staff Report and in the
Technical Note I of the Selected Issues Papers, and in order to address the potential impact
on inflation expectations and second round effects, the BCC initiated a monetary policy



tightening cycle by raising the monetary policy interest rate by 125 basis points between mid-
2007 and January 2008, bringing it to 6.25 percent. The BCC paused the interest rates hikes
between February and May 2008, thanks to a lack of further inflationary surprises over the
first quarter and in order to assess the impact of the interest rate increases of previous
months. Consistent with these developments, the inflation outlook contained in the 2008
May Monetary Policy Report was broadly in line with the forecasts of the January Monetary
Policy Report. Further monetary policy decisions where in any case made conditional on the
impact of incoming data on the inflation outlook over the two-year policy horizon.

10. Given the developments in the price of oil and the fact that inflation of food products
proved to be more persistent that initially anticipated, the short-term prospects for inflation
deteriorated markedly after May and inflationary expectations shifter higher. In light of the
worsening inflation outlook, and in order to ensure inflation convergence to 3 percent in the
policy horizon, the BCC raised the monetary policy interest rates by an additional 50 basis
points in its Monetary Policy Meeting in June 2008, bringing it to 6.75 percent in order to
avoid an undesired postponement of convergence of inflation to the target given current
inflationary risks. The Staff Report indicates that further monetary tightening may be needed
if further upside risks to inflation were to materialize. The BCC stands ready to act further in
order to fulfill its commitment to price stability, as clearly indicated in the statement of the
Monetary Policy Meeting in June 2008.

Fiscal Policy

11. The implementation of the structural budget rule and continuing high copper prices
determined that in 2007 the Chilean government posted an overall surplus of 8.8 percent of
GDP. In the same period, revenues increased 12.1 percent in real terms, while public
expenditure grew 8.3 percent. For 2008, the fiscal surplus is expected to reach 4.8 percent of
GDP and, as of the first quarter of 2008, the government has already achieved a surplus of 3
percent of GDP. In order to prudently manage windfall revenues and in consistence with the
Fiscal Responsibility Law, the Chilean government has continued saving the surpluses into
the Economic and Social Stabilization Fund and into the Pension Reserve Fund. At the same
time, the Fiscal Responsibility Law allows the government to use its surplus to recapitalize
the Central Bank and a payment of USD 900 million is expected to be made during 2008, of
which USD 800 million will be financed by the issuance of domestic bonds, as mentioned
above. The 2008 Budget constitutes the first budget constructed under the new structural
surplus target of % percent of GDP and it prioritizes social spending in health, education,
innovation, and social housing. At the same time, it focuses on the execution and quality of
public expenditure, as noted in the Staff Report.

12.  In light of the ongoing increases in oil prices in international markets, the government
has undertaken several measures to alleviate its impact on inflation and the overall level of
economic activity. Thus, in January 2008 the government submitted a bill to Congress
destined to provide an additional injection of USD 200 million to the Fuel Prices



Stabilization Fund (FPSF). In March 2008, the government sent another bill to Congress to
reduce the excise tax on gasoline by 25 percent for the next 2 years, until March 2010.
Congress approved both measures and gasoline and consumer prices reduced significantly in
relation to observed prices at the end of 2007. In June 2008, the government sent a bill to
Congress to inject an additional USD 1 billion to the FPSF, as well as USD 250 million in
new capital to ENAP, the public refining company. The purpose of these new resources is to
provide an ample basis for the stabilization of domestic prices of not only gasoline, but also
other fuels, such as those that have a high impact on the population, i.e., heating oil and
liquefied gas, in a context of additional increases in the price of oil. These measures should
reduce the inflationary impact of potential further increases in the price of oil and other fuels
in the short run.

Sovereign Wealth Funds and Macroeconomic Policy

13. Our authorities would like to thank the staff for very useful discussions regarding
Chile’s Sovereign Wealth Funds (SWFs). The Fund is currently providing technical
assistance to Chile to assess the macrofinancial linkages of the management of Chile’s
SWFs. In addition, a good review of the institutional background is provided in the Selected
Issues Paper, the international best practices, and how Chile compares to them, and some
preliminary suggestions going forward for the Pension Reserve Fund (PRF) and the Fund for
Economic and Social Stabilization (FESS). Even though Chile’s SWFs are relatively new
compared to other SWFs, our authorities have a firm commitment to manage the resources
accumulated in these Funds according to the international best-practice, and in that spirit, in
response to an offer by the Minister of Finance, the meeting of the International Working
Group of Sovereign Wealth Funds will be held in Santiago in September 2008. In terms of
management of the Funds, the Financial Advisory Committee recommended a new Strategic
Asset Allocation (SAA) which expands the current SAA comprised of sovereign and
agencies bonds (66 percent), money market securities and deposits (30 percent) and indexed
bonds (4 percent) to a more broad based portfolio in terms of asset classes, by incorporating
corporate bonds (20 percent) and stocks (15 percent), and currencies. The management of
this new asset classes will be outsourced to external managers by the end of 2008.

14. Given the size of the resources accumulated in these Funds, returns stemming from
the investment of the Funds constitute an important new source of fiscal structural income
that is a new feature in terms of fiscal policy. During 2007, the returns from the FESS
amounted to USD 933 million (0.6 percent of GDP and 2.1 percent of total revenues) which
correspond to structural income. In terms of the real exchange rate, the establishment of the
SWFs to save abroad the windfall revenues of the government from the copper price boom
has also helped significantly in avoiding the loss of competitiveness that would have
otherwise prevailed. As such, Chile’s SWFs remain instrumental in preventing the
possibility of Dutch disease in light of the large positive terms of trade shock from
commodities prices.



15. During the annual address to Congress in May 2008, President Bachelet announced
the establishment of a USD 6 billion Fund named the Bicentennial Fund after Chile’s
forthcoming bicentennial in 2010, which will be setup to secure a permanent income flow
from the investment returns in order to fund the provision of scholarships to study abroad for
a total of 30,000 students of professional and technical careers over a 10-year period. This
initiative constitutes a major investment in the improvement in human capital of the Chilean
labor force with the purpose of significantly improving its productivity over the medium
term.

Capital Market Development

16. As indicated in the Staff Report, our authorities have concentrated their efforts in
increasing the promotion of foreign investor participation in domestic markets and a new bill
(Capital Markets I1I - MKIII), which aims to foster the use of the CLP as a fully
internationally traded currency, increases the depth and liquidity of domestic financial
markets, and promotes market access for Small and Medium Enterprises, will be sent to
Congress before the end of the year. In 2008, the government will issue bonds in the
domestic markets up to USD 2 billion. The purpose of this debt issuance is to provide
additional liquidity to the local fixed income markets, as well as to establish benchmark
securities to foster the development of the domestic financial market. It is also the first time
that a 30-year bond is issued by the Chilean Treasury. In reference to the staff’s
recommendation of an FSAP Update in 2009, our authorities are currently in the process of
analyzing such a possibility, as it would provide a useful means to check progress on the
recommendations of the previous FSAP of 2004, as well as a chance to address new issues.

Conclusion

17.  In light of the recent confluence of domestic and external shocks in terms of higher
energy and food prices, as well as the financial turmoil and its impact on world activity,
Chile’s rules-based policy framework has provided enough flexibility in terms of monetary
and fiscal policy in order to respond to these shocks, thereby mitigating their impact so as to
ensure domestic and external stability, even under the possibility of a worsening scenario.
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