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I
REPORT

BEHAVIOR OF THE
CHILEAN ECONOMY IN 1986

The performance of the main economic
variables in 1986 shows that the behavior of the
Chilean economy in that period was satisfactory.
According 1o provisional estimates, gross
domestic product grew at 5.7% per annum. The
down trend in unemployment and inflation
continued. External accounts performed more
favorably than expected, while the adoption of
an effective policy for normalizing and
strengthening the financial system, together with
fiscal policy rending 1o raise public sector
contribution o domestic savings and a flexible

monetary policy, led o significant reduction in
real interest rates. The exchange policy ensured
adequate international competitiveness for
Chile. The fiscal policy aims 1o reduce the public
sector deficit in accordance with

guidelines. Lastly, the reduction of medium-—
and long-term foreign debt may be wraced, 1 a
considerable extent, to the implementation in
mid-1985 of novel mechanisms for converting
foreign debt instruments. The behavior of main
macroeconomic variables in 1986 is discussed
in detail below.
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Pro-ductiomn

From the latest available estimates, the Gross
Domeste Produc (GDP) would have grosmn in
1986 at an annual rate of 5.7%, considerably
higher than the top level of the growth range
programmed for the period (3%-5% ). This
means that the Chilean economy has now
expanded for three vears in succession; since
the drop in activity observed in the 1982-83
periad, growth averaged 4.8% vearly, The GDP
level of 1986 is only slightly lower than in 1981,
when the economy reached its peak point in the
present decade.

The 1986 reactivation, reflecting the results of
the ongoing structural adjustment program, was
headed by expon and efficient import
substitution operations. The sectors showing
greatest expansion included Agriculture (8.7%)
and Industry (8.0% ), in addition to closely

related sectors such as Transport and
Communications (8.1% ), and production of
Eleciric Power, Gas, and Water { 6.5% )

As stated above, many of the productive sectors
equalled, even exceeded, the levels of 1981,
highest in the previous expansive oycle. The
1986 levels of Agriculture, Fisheries, Mining, and
LUtilities were more than 10% higher than in
1981. The 1986 figure for Transport and
Communications was 5% higher than in 1981
Industry and Miscellaneous Services, however,
are still lower than in 1981, though their recent
behavior points to full recovery of such levels by
carly 1987, Lastly, Construction and Commerce
are more backward than the other sectors and
although fairly dynamic in the last quarter of
1986, are likely to take longer to reach the high
levels of 1981

Graph M* 2
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Labor

O of the most critical issues of the crisis that
alected Chile in the e wl 19R2-H3 was
unemplovment; conver sely one of the salient
features of the economic recovery of the past
thiree years was the abrupt drop in
unemplovment Agures. Al its worst, in 1982,
W '”F'I' AT Woils S ]IIHh as |9.60%
naticnwide, acc |r|,||l'|L' Th 1 SLEFVET X wvducted by
Instituto Macional de Estadisticas (INE ). Sinoe
theen, thee rate of ||:'|l.'|!|:l|‘~|l WL xlrupr.u.'xt
steadily to 88% in the moving quaner ending in
Drescemibser 1980

The reduction in unemployment is due

AT LIRS iy 1o increased job m_:l‘_nl‘:l':. ACCH :-r-:.||l'||4_ L
the INE survey, jobs nationwide grew by 6.9%
per annum Between Decembser 1983 and
Drscemibser 1986, This growth rate, higher even
than GDF growth, elogquemly reflecs the
structural adjustment of the economy and the
fexibility and efficiency of prevailing labor
legislation. The sectors contributing most o
INCTERSE l.'|'|||_:l|-: wnend are those connected with
expors and import substitution, such as Graph N® 3

Agrriculiure, Foresory, and Industry. [t is worth e UNEMFPLOYMENT RATE (COUNTRY)
noting thar employment rose despite marked 14

reduction in the number of persons in the

emergensy PEM and FOJH programs 13

The progress made in the field of employment
required a degree of wage discipline in both

public and private sectors. This-was achieved 12
thanks to an austere public wage policy and
lexible labor legislaton. In future, the
imperative need 1o continue reducing
unemployment and preserving a strong
competitive position for domestice productnon i
will require keeping up moderate expectations
of higher purchasing power for remunerations

8 1
7. 2T T £7T 1°T. 227, 7. 47
15485 1986

Sowrce: Inshiluio Nacional de Estadisticas




Behavior of Inflation

The inflation rate for 1986, measurcd by
variations in the Consumer Price Index,
amounted 1o 17.4%, well within the range of 15-
20 specified in the economic program for the
year. In addition to the substantial contribution
of economic policy to the significant drop in
inflatioa in 1986, it should be recognized that
the above favorable result was aided by the
decrease in imernational oil prices. The rate of
inflation observed in 1986 is the lowest in the
past two decades, except for 1981, when
inflation amounted to only 9.5%. Slowing the
pace of inflation is an ongoing concern of
Chilean economic policy, while the facn of facing
adjusimeent followed by reacivation in a context
of moderate and diminishing inflation, is
undouttedly a major achievement. The
consolidation of advances made in this field and
further progress along the same lines make up a
maost significant task that lies ahead for 1987 and
subsequent years.
Graph N° 4
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Balance of Payments

One major objective of the 1986
MECPOCCONONI G DROGIRIm Wils Lo ]-:1.'!_'|1 LIfr
current account deficit on the order of US$ 1.3
billiom, with a trade halance .-L|r|'.-|11.- ol about
LSE 835 million. Preliminary estimaies suggest
that bath goals were amply met. The rade
balance surplus is estimated at US§ 1.1 billion,
or 20% higher than planned. This is panly the
result of expon efforts by the public and the
private sectors. Copper exports are estimated o
have risen by 1L8% in 1986, while non-copper
expons are estimated to have grown by 12.3%
ower 1985, The most notable contributions to
thies resull were made by savwn lumbeer, raw

pulp, fruit { particularly pears and apples ) and
ircn ore pellets. The behavior of export prices
was not the samee for all items. The price of
copper fell from 1985 levels to 62 US cents per
pound, or 6 cents below schedule, whereas
other export prices rose by 8.00%

Thee value of ol imports increased by 6.0% in
1966. This variation was fvorably affected by the
drastic 53% fall in the international price of
crude petroleum, which was only p_ml'!. alset
by increased fuel volume owing fo inventory
replenishment and lower domestic production
The volume of other imports is estimated to
have grown by about 6%, while the associared
Prices rose |‘:-1. abouur 4%, though behavior was
different in each case.

Graph N® 5
TRADE BALAMNCE IN GOODS AND SERVICES
(4% % over GOP)
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The trade halance behavior described above
explains (o some extent the improvement in the
current account deficit of the balance of
payments, to approximately US$ 1.2 billion. This
result was also affected by the reduction in
international interest rates, although the
operation of the respective credit agreements
will make the bulk of the benefit felt in the first
quarter of 1987, and by the savings in interest
payments derived from redeeming foreign debt
imstruments. The deficit was finanoed by direc
foreign investment in the form of foreign
currency, loans from multlateral institutions
and supplier credits, drawings on financing
agreed with international banking creditors and
the World Bank during 1985, and repatriation of
private sector funds.

Graph W 6
EXPORT QUANTITY INDICES (FOB)
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Exchange and Trade Policy

The excl e F“-:'I iL"lp' adressed 1o ]{1.'|._']'| LS
resal rate of exchange consistent with the
objective of SURPOTTInG 4 SIrong competitive
position for domestic products, in both foreign
and domestic markets, continued during 1986
This policy provides for daily devaluation of the
reference rate of exc |'|;,:|::|Hr;, eared 1o the
difference betaeen domestic inflation in the
previous month and international inflation
relevant to Chile. The foregoing rulbe funher
establishes a margin equal 1o £ 2% in respect of
the reference value, applicable 1o foreign
currency transactions by Banco Central; this
determines a limited float of the exchange rae
observed in the market, In this policy
framework, the average real rate of exchange
increased by about 9% over the 1985 average
This result is explained by the abrupt fll of the
LIS dollar in imcermational markets.

In addition 1o keeping up the above exchange
pelicy, the goal of SN0 promodion and
etficient import substitution is further aided by a
free trade policy, which provides for a virually
uniform tariff of 20% —with lemporary
surcharges in instances of proved unfair
competiton= and contains no quantituive
restrictions whatsoover, Expon promotion
basically comprises mechanisms for expeditious
reimbursement of s and axes with a view
o neutralizing certain export disincentives, and
support from ProChile




The Foreign Debt Policy

The high figures of foreign debt in Latin
Arnerican countres undeniably check these
countres development. Indeed, deba service
regqquires transferning abroad considerable
amounts of funds, limits normal access o
additional foreign financing, and, because of
official credit negotiations, arouses uncertainty
a5 1o the country’s ability 1o face its balance of
payment requirements. Chile has therefore
adopred a realistic debrt policy, shich allows it to
meet its obligations without sacrificing the
prospects of sustained development based on
expon promotion and efficient imporn
substitution. This decision led, first of all, 1o
drawing up a macroeconomic program -in the
framework of negotiations with the IMF and
World Bank- consistent with sustained product
growth, satisfaction of cenain levels of
consumption, and necessary increase of
investment in production. Next, financing was
obtained from banking and official creditors, in
addition to the flow of foreign currency from
foreign investment, supplier and other credit, 1o
help finance the balance of payments.

In this context, mention should be made of the
successful operation of mechanisms for
converting foreign debt into foreign investment
of domestic debt instrument. As of December
31, 1986, the reductions from the various
mechanisms available since mid-1985 amounted
1o US$ 1.4 billion, of which US$ 9%68.5 million
pertained to operations performed in 1986, The
establishment of these foreign debt conversion
mechanisms arose in response o growing
interest shown by both domestic and foreign
INVESLOrs, in taking part in the relatively
developed market for such paper, which is
g.;gﬂrenﬂrlmxsmm.u a discount of close 1o

The potential benefits for Chile to be derived
from these operations include reduction or
slower growth of foreign debt; operation of a
fairly simple technique for capital reminances.

incentive o foreign investment; and, lasily, a
means 1o aid the financial restructuring of
dommestic debiors.

Finally, reference should be made to the
favorable foreign debt renegotiation agreements
for the 1987-88 period reachied by the Chilean
authorities and the Banki ng Advisory Commites
for Chile, which represents Chile's credivor
banks. The main agreements reached include
retiming interest payvments from semi-annwal
annual, staring on January 1, 1988, which will
miean an estimated saving of US$ 447 mullion in
inperest in 1988, secondly, reductions in interest
rates applicable to the foreign delw, with an
estimated saving of US$ 63 million in the period
1987-88, and US$ 606 million for the duration of
the loans involved; thirdly, credit restructuring
for US$ 12.5 hillion, meaning that all credits and
all new money agreements negotiated after 1983
will not mature until 1991; lastly, the availabiliy
of short-term trade-relaed facilities for a
minimum of USE 1.7 billion was extended until
thes end of 1989 Chile has thus obadned
necessary financing for the 1987-88
MACTOSCOMRMIC program without increasing
deba levels. I is therefore possible o look
forward to a sustained increase in production
and employment, together with gradual
reduction of foreign obligations.



Monetary Policy and Interest Rates

Thee substantial reduction experienced by
interest rates in 1986 was one of the vear's
characteristic features and continued the trend
that began in 1985, In particular, the rate of
interest on 90 —1o 365 day indexed loans fell
from 8.87% in December 1985 1o 6.61% mwelve
months later. The equivalent borrowing rate
dropped from 6.200% 10 3.47% in the same
pericd. Furthermore, as a result of weaker
expectations of inflation, nominal interest rates
follorwed a similar patern

The moderate interest rates prevailing in the
course of 1986, though positive in real terms
and competitive in international terms, are
unprecedented since 1975, when all prevailing
interest rate controds were lifted. This recent
solution of the critical problem posed by high
cost of credit, which characierized the decade
1975-84, shows that a free capitals market is in
fact capable of generating rates of interest
compatible with debtors’ payment capabiliny.
This, however, requires careful handling of
exchange, fiscal, and monetary policies. It
should be pointed out, moreover, that the
behavior of real interest rates is wa
considerable extent the result of growing
confidence in the stability of such policies.

Moderation in exchange rate expectations, fiscal
adjustment as described above, plus application
of a monetary policy geared o transient changes
in liquidity conditions prevailing in the credit
market, have indeed allowed the rates of
interest to operate in a balanced range.

Traditional monetary aggregates increasaed
significantly in 1986, Such is the case of money
circulation and private money. Following an
abrupt fall in 1984 and a slight recovery in 1985,
the real increase berween December 1985 and
December 1986 was about 17.3% for money in
circulation and 22.7% for M1, leming these
aggregates reach levels comparable o those of
mid-1984. The behavior of monetary agEregates
as described above is fully compatible with
recovery of productive acuivity, reduction of real
interest rates, and substantial lowering of
inflation expecations. Regarding broader
MONEtary aggregates, the increases of 1986 are
slightly less than those of 1985; in real terms,
6.2% for M2 and 14.3% for M7. A major factor
responsible for such increase is the behavior of
pension funds, which currently account for
about 27% of total financial savings, with an
estimated real increase of 26% in the present
ViEdr.



Fiscal Policy

Management of the public sector budget has
aimed to enhance the state’s contribution o the
task of raising capital formanion and domestic
savings. Public savings, defined as the curremt
account surplus in the consolidated budgert of
the non-financial public sector, grew by 21% in
real rerms, from 3.8% of GDP in 1985 10 4.4% of
GDP in 1986, Public investiment, in urn, is
estimated to have increased by 15% in real
rerms in the same period, from 7% 1o 7.6% of
GDP In the same context, the public sector
deficit is estimated 1o have fallen 10 2.2% in
1966, This fiscal adjustment is consistent with
that applied 1o external accounts and allows
releasing funds to the private sector, thus
relieving the pressure on interest ries in the
domestic marker.

Fizcal adjustment has been achieved withouw
losing sight of the objectives of increasing
public investment and savings. The former has
been growing steadily and is currently an s
highest level in the past ten years. As for the
Larter, it is worth ting tha growah is this case
has taken place in a context of depressed fiscal
revenues owing 1o the drop in international
copper and oil prices, with adverse effects on
the two major public concerns. Furthermore,
the increase in public savings has not been
offset by significant tax hikes, in keeping with
the ongoing tax reform, which is designed o
encourage individual as well as corporate
savings. One exception in the matter of toes
was the fuel tax amendment introduced in April
1986, with a view 10 buffering the effect on the
tresury of violent swings in world oil prices.
Fiscal efforts have thus focused on slowing
down current expenditure, perfecing tax
control (tax collection increased by 4% in real
terms during the vear), and improving
management of public concerns; the latter, in
spite of the unfavorable behavior of
international copper and odl prices, have ket

up a contribution of about 4% o public savings.

The slowing down of current expenditure has
been conducted withowt afecting the upl{e.g_-p.,-_,f
a significant effort in social spending

Lastly, significant progress was made this vear in
the tazk of privatizing and spreading the
ownership of concerns up 1o now directly or
indirectly under government control. In the pas
pwo vears the number of siockholders inthe
main productive industries increased by abou
14,000 individuals; by about 20,000 in larger
banks, and by 14,134 in Pension Funeds. This
process, in which workers in the businesses
concerned have participated actively, is
intended w strengthen and spread out the rght
o property. On the other hand, the sale of
packages of shares in State-owned concerns his
made it possible 1w undenake magor investment
progects that would otherwise have been limited
by the objective restrictions affecting the public
sector. Furthermore, the funds obained from
such sales help 1o increase public investment in
arcas of high economic and social priory.



SUMMARY

I 1986 the Chilean economy experienced
substantial recovery in production and
employment, inflation was kept at a moderate
and dex ||:|1|.||:|.; rate, and solid Progeress was made
in consclidating the balance of payments
position. These are the resulis of 2 coherent and
realistic macroecommmic program. The tasks
ahead for 1987 and subsequent years may be
summarized as follows: one, 1o make sure thar
improvement in the domestic economic
environment materializes in accelerated
expansion of exports and gross capital
farmation. Preveniing Lriwis |,1r|.|-q_ﬂ|_|
expectations from drawing off funds wwards
non-essential consumption andfor speculation;
and twio, to consolidare and intensify strectural
adjustment of the size and composition of the
public sector, with a view o maximizing its
contribwution o savings and investment as well
as adapting it to the needs of a dynamic private
ECOnOmy




TABLE 1
RATES OF GROWTH OF GROSS DOMESTIC PRODUCT BY SECTOR

{Rate of real anmaeal varicieon )

SECTOR | YEAR 1580 [} 1982 1543 1984 1335 1986 |
Agriculture 36 27 =2.1 =36 71 56 B7
Fisherias 75 181 9.4 a8 115 56 100
Mining 52 .7 57 -149 4.4 22 1.5
Industny 6.2 26 =21.0 a1 9.8 1.2 Ba
Electngiy-Gas-Waber 5.0 21 0.1 4.3 P 3.5 65
Canstruclion 234 21.1 -23.8 =50 4.2 161 13
Commence 124 4.3 -17.3 -3.5 5.0 1.7 55
Transport and Communications 11,1 1.8 -11.8 -1.6 6.0 5.5 81
Odhar 1/ 53 85 =150 =01 54 oo 47
TOTAL 78 5.5 —14.1 0.7 6.3 24 &7

1 Includes fnancial servioes, pedsonsl services, housing owmership, onl semvice, impoa txes, and hankng service dssodaied
Fri L]
{" b Esimuabed

Somrce: Naional Acoownts, Bamoo Central de Chile
TABLE 2

EMPLOYMENT AND UNEMPLOYMENT
Total Country

EMPLOYED

YEAR LABDR FOACE FISCAL PROGRAMS BALAMNCE UMEMPLOYMENT RATE

Thousand % Vanabon  Trowsand % Vanalon  Thousand % Vasiadon (% wnemployed rale

pEEONE  piEvOUS pERI  DErSONS  pAEVIOUS YRAT  DErSONS  peviOus year Labaor honoe]
18801 36355 4.5 2072 361 30499 7.0 10.4
18811 36880 1.4 171.4 =174 30935 1.6 11.3
19822/ 36607 =07 3|5 e 12581 25573 =115 19.6
19831/ 37677 29 500.1 296 2Ms7 6.2 14.6
198417 36807 3.3 3633 =27 d 29851 10.0 14.0
19851 40187 33 2831 =221 32543 a0 114
1986 1/ 4.270.0 B3 192 6 -120 37031 13.8 B8

I Mendng quanmers ending in Decembser
& Twoemonth period Ociober-Sovermbser

Source: Imstiulo Mackonal de Essdisticas

20




TABLE 3

GENERAL INDEX OF SALARIES AND WAGES
(Mae |92 = 104

YEAR MOAELAL REAL 1/
Level & % Variation Lewel % Vanalion
previous year peevious year

1980 0.0 470 q2.0 B9
k-1 912 303 101.8 105
1882 1000 496 100.0 =1.8
1983 113.7 13,7 593 —i0.7
1984 136.4 2000 9.4 Q1
1985 17006 25.1 A5.6 =4 3
14986 208.1 22.0 B7.4 21

10 Deflansd by CF1 variation

& Monhly aoverige

Source: Insimues Machonal de Fsoadiscicas

TABLE 4

CONSUMER PRICE INDEX (CPI) AND
WHOLESALE PRICE INDEX (WPI)

PERICD CPi WPRI
Index Vanalion e Wanalion
{1978 = 1040} Zame monih (1974 = 100} game manih
PrEwIOus year prEvious year
Dec. 14980 182.249 .2 £.973.90 281
Dec. 1987 199 68 a5 5,739.54 -39
Dac. 1982 241.08 207 B011.72 J9.6
Dec. 18983 296.75 231 10,029,685 252
Dec. 1984 512 230 13.685.64 6.5
Dec. 1985 461.57 26.4 17.825.57 0.3
Dec. 1986 541.68 174 21,0777 8.2

Source. Irsiikubo Macwwal de Escidisiscas







TABLE 5
NOMINAL AND REAL RATE OF EXCHANGE

FERICD PORARAL 1/ REAL 2
Warahon Indiex VARSI
PUEE same month (1978 = 100) same manth
PrEviUS year DINEVEDLE yEar
Dec. 1980 39.00 0.0 8187 141
D, 1981 3500 i 1335 -10.6
Dec. 1882 T2.40 B5.6 10797 472
Dec. 1883 &r.ov 20.3 103,78 34
Dec. 1984 128623 45.0 120.33 199
Lec. 1985 182 44 dd 6 14418 19.8
Dac. 1586 20367 11.6 14532 08

I Average observed fale ol exchange

fatual real rate of exchange measuring the weighicd aversge of relevant imermaconal price indexes relevant o Chalean
fareign irade, in pesos, in relason g domestie CFl Wholesale price indexes of Chile s majr (Fadsng panners ane wsed,
cornveried by the exchange raies of the respective oountnies, weighied by the fraction of Chilean impons (rom ghose

ORI

Source. Banoo Central de Chile




TABLE 6

BALANCE OF PAYMENTS

{ Millbon USE)

SPECIFICATION 1980 1981 168 1983 1984 1 1985 1 108G 1,
I. CURRENT ACCOUNT =1871 =d733 =230d =1,117 =2060 =1320 =1,081
1. Trade Balance =764 <2677 63 986 283 849 1,100
Expairts 4 105 3,836 3,706 3831 4650 3804 4 199
— Copper 2,125 1,738 1.685 1,875 1,604 1,784 1,757
— Oither 2 580 2 (ag 2.0 1,956 2046 25 FAap
Imparts =54 6513 3643 -_2B45 3357 -2955 3,044
2. Mon-financial Sery. —330 7o —EE5 —A52 —434 —338 -348
3. Financial Sarvices -830 1463 =198921 =1.748 =2018 =190155 -=1847
4. Transfers 113 108 109 =) an &1 B
I CAPITAL
ACCOUNT 2 3215 4,800 939 476 1,897 1,385 1,188
1. Faraign Inw. &/ 170 v B4 132 ar 112 39
2. Amartizations 3 7/ =1438 1819 1254 895 —4E8 —Ha5 Skl
3. Disbursements
medum —and lang— 3.541 5,090 2608 1,934 1,620 147 1.219
— lanm credd
Foreign bank
crecil 4/ =) (=) (=) (1,300 (780)  (F14) (370
— Other (3.541) (5090) (2609) ( 634) (B40) (757) {849)
4. Other 7/ 42 1,167 —795 =£85 698 427 69
. BALANCE OF PAYMENTS
BALANCE (I + II) &/ 1,244 67 -1,365  —641 ~163 56 a7

Proeisbonal fgunes

B gh e R L e

-
-

=

Excludes variation of Banco Ceniral shon-term delt and includes “errors”™ and “omissions”
Toead amortizations, net of refinancing
“lew Money” from the foreign banking communicy, In 1986, incledes TBRD cofinancing
Net of sning on interest paid, owing o retiming in 1985 of infers paymends on restructured debd
Includes capiwalization of credit and, as from 1985, imestment with foreign debe notes (Chap, XIX)

Includes operations under Chap. XVTI in 1985 only.
Theese figures nclude Cerral Bank shor serm indebiedres



TABLE 7

GROSS FOREIGN DEBT 1/

(millicn US$)
SF‘ECIFICATEHC\.I 3 1 S8 ig9ai 19&3 i9&3 fagd 1885 1G85 &/
. TOTAL FOREIGH DEBT
{n -+ 1j 11,084 15,542 17153 17431 18877 18318 19,342
Pulblic Sector 3/ 5,063 o465 6, G0 B4 12343 13,732 14,354
Private Secior 6,021 10,077 10,493 8 037 6,534 5,583 5,008

I, MEDIUM —AND LOMG-
TERM FOREIGN DEET 9413 12503 13810 14832 16963 17,650 17,768

Public Sector 3 4,720 4415 5157 6688 10801 12161 12,949

Private Secior 4,693 B.138 8658 8,143 6,362 5489 o 814
I, SHORT-TERM FORENSM

DEBT 1.671 2960 3,338 2,554 1.914 1,668 1,574

Public Sector 3/ S48 1,024 1,20 1,7 1,742 1,2 1,385

Prvate Secior 1,328 1,938 1,835 A5 172 104 155

1 Balarges as of Decemnber 31 of each year, selermed o el elilisnons. Excludes detst go IMF and diesa tesde-neleed deta
associmed with (oreign ade (collections from and oredsts o, exportens )

Estirmoresd

Includes provane secoor with public guarancy

=

b




TABLE 8

PRIVATE MONETARY AGGREGATES
{Average in million § of 1977} 1

¥ B bz M7
D&ATE Amounl % Vanabon | Amounl % Vanabon | Amound % Variabon | Amounl % Vanabos
year (7] year (7} year (7} year [7)
Dec. 1880 1042 150 24,200 214 B9.948 (=} 90 933 -
Dec. 1581 11,474 101 24093 -8 BO B52 404 124 050 a64
Dec. 18982 88926 322 18,150 e 77.493 =138 117,31 =54
Do, 19683 9,176 28 18,701 a0 56926 —26.5 113,088 =36
Dec. 1984 & 746 -4 7 16, 348 =128 60, 7BD 68 120,710 )
Des. 1985 8926 2.1 16 596 1.5 66,397 8.2 143690 19.0
Dec. 1986 2/ 10470 173 20363 227 T0.514 6.2 164, 238 14.3

Rates: © = Money in ciroubkaton
Ml = C  + Privabe Secof CUffen JCouns.
M2 = ML + Time deposies
MY = M2 + call and time savings 4 Ranoo Central paper + Tressury noles + Credi bills + Privae secion depaosit B2
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TABLE %

RATES OF INTEREST (%)

Hanking System Average

PERIOD HOPINDEXABLE SHORT-TERM RATES 1 i INDEXABLE 20-365 DAYS
BORAOWING 30-89 DAYS LOANS 30-89 DAYS SHORT-TERM AATES 3
Mol | Red 2 " Mg Apal 2 TR —— Loans
1980 {December) 2 an 1.06 3.38 1.45 633 3128
1961 (December) 328 277 422 3.1 .36 15.55
1962 [December) 4.549 335 547 432 580 1036
1983 (Decemnber) 1.682 1.21 ol 1.54 B0 85.20
1984 (December) 2.590 i.48 4.16 212 14 68 10,43
1965 (December] 1.41 [LE0 2.1 1.01 6210 a.a7
1985 [Decamber) 1.61 .11 203 052 347 6.3

Weighted average monthly rape on operations in the maomh
Mominal race deflmed by CPl variaion in the month
Weighted wverage annual raee on operations in the month

= e =
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BALANCE SHEET

AS OF DECEMBER 31, 19486

{(in millions of Chilgan pesos)

—

Chilean Curmr'q-_-.-
and FIC aquiv

(USE 1

= ¥ g

(Gold § 1= § 401

{4 freq translabon feom the cnginal in Spanish prépafed o accdrdance wilh e nomms and msbucions of the ll:l'u'.,u.l

Suparinggncency of Banks and Financial Inslilulions)

ASSETS

ASSETS OVERSEAS

ASSET RESERVE — 1715601
Goid and loresgn cyrencies 2675795
Special drawing rights hokkngs 187.4
IMF ipti 108,284.0
Bonds, cedificates of deposit and olhars H0.577.8
Mylual loan agreements 548435
Pers B7.9
OTHER ASSETS 456121
Contribubons made o other intermational organizations 37,1188
Inleras] rece 43179
Dthers 41756
DOMESTIC ASSETS

DOMESTIC LOANS —2A04 6509
Eiscal loans 250,931.2
Loans 16 public entitios 1355198
Loans 1o Banco del Estado 235561.7
Logng 1o eommencial banks 1,504 308 4
Loans 1o other instilytiong 278,227 8
OTHER DOMESTIC ASSETS £4.730.5
OTHER ASSET ACCOUNTS

TOTAL ASSETS

AR

_ 2,469,354



LIABILITIES AND SHAREHOLDERS® EQUITY

OVERSEAS LIABILITIES
RESERVE LIABILITIES 41 4
IMF Igare 6T 5156
Mutyal credt agraements a7.491.5
IMF_depogils — 1002843
OTHER OVERSEAS LIABILITIES — B B06 8
Loans and othgr igbiliag 80,758 7
[ i ¥ iz alions SRE1T 4
interest payabie 125307
ALLOCATION OF SPECIAL DRAAWING RIGHTS 209712
DOMESTIC LIABILITIES
ISEUES OF: 1459147
Mgles and coins in circulation 130.384.0
Financial i : 15530 7
9345726
120,505.4
Othars — 140672
HOTES: 1551 BY BANC 1 14340800
OTHER DOMESTIC LIABILITIES 73,005 7
OTHER LIABILITY ACCOUNTS
SHAREHOLDERS' EQUITY
Capilal 0.0
Eluchuation ragen 164,504 2
Conbngency resene 49.74 2
SURPLUS FOR THE YEAR

1.4 4

— 333984

1077



STATEMENT OF INCOME

T
tor the year ended Decembear 31, 1986
{in milions of Chilean pesos)
PARTIAL TOTAL
OPERATING RESULTS
OPERATING INCOME
Infarest parmad 1452296
Aestalament gaing on loans AT0AT05
Commissions eamed 0.1
Piofil on sale ol aseals 20,5409
Profit on guchange 8.6
Oithar_income — 100610
Total cgeraling inGoemd 730,543 7
OFPERATING EXPENSES
Inlerest gxpanss 30,7418
Resialoment Iosses on loans 1348409
Commigsion gupanse 21809
Logs on sale of agsels .nas
Lioss on exchandgs 2762114
Other expendss 77T
Tolal operating espansas [TES 673 5)
GROSS OPERATING LOSS [ 30,1288
OTHER EXPEMSES
Possonngl gxpanses 24916
Adminisiralive expenses 1,404.4
Depegciation, amodizaton and wrilp-otfs 331.3
Tawes GRS 2
Tolal cihar axpenses [ 48125
Oipesaiing resulis { 35,0413
Write-offs and provisions for possible loan lossas | B5, B84 6)
HET OPERATING LO5S (100,925 5)
HON OPERATING RESULTS
Hion Opewniing' Hcome 134,481 7
han Dpetiting Expentes {6.6)
Tolad of non operating resulis
Income before price-level resialements 33,5492
PRICE LEVEL RESTATEMENTS (loss) ( 33,1939)
HET INCOME FOR THE YEAR
%

The sccompaming noles 1 1o 17 ae an integral pan of thess financial stalemants.
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NOTES TO THE FINANCIAL STATEMENTS

1. Summary of Significant Accounting Policles:

(a)

(&)

ie)

(d)

32

Principles applied:

The fingncial slaterments as of December 31, 1986 have been preépared in accordance with
generally accepied accounling principles, with the norms and iInsiruclions of the
Superintendencia de Bancos e Instituciones Financieras [the Supanniendency), and wilh 1he
provisicns of the statutes of the Banco Central de Chile (Decree Law 1,078). The norms and
instructions of the above meantioned Superniendency are in agreemeant with ganaraily accepied
accounting principles except lof provisions for possible loan losses.

Exchange rates:

Assets and liabilites in fargign cumencies have been translated into Chilean pesos al the year-

end exchange rales set by the Superintendency. e

In accordance with the Superintendency’s regulabions, those assets and Babilities exprassead in
minted Chilean gold coins are valued on the basis of the average London moming quotation of the
“Gold Fixng " rate (U.S. dollars per ounce tray) for all business days in the preceding quarer, less
10%. Likewise, lareign currency was converted al the agreed dollar rate (ChS 201.46 per USS 1),
stated in the Compendium of International Exchange Morms in its Chapler |, N® 7, which is the same
as that reported by the Superintendency. The exchange rale used in the prior year represarﬂeq the
average exchange rate used Tor ihe transactions cammed out on the last day of aperabons, (nal is,
the day belone he closing date

The main rales used al year-end ara as follows:

Minted Chilean gold coins 11-41?331]
LS. dollar 201.460
Pownd sterling 293,673
Deutsche mark 102.576
Special drawing rights (SDR) 245819

Loans recelvable and payable:

Non readjustable loans are shown at their onginal value or at their lales! renewal value, with the
exceplion of commercial instruments and discounted notes which are expressed ab thedr maturity
value. Readjuslable kpans are shown with their corresponding accrued restatemeants at the balance
sheet date, and loans expressed in foreign currency include their respective exchange
adjusiments.

Accrued inerest on loans receivable and payable at the balance sheef date is shown for residents
abroad under Other Overseas Assets and Other Cverseas Liabilities, respectively. Operations
conceming domestic rasidents are includad under Other Domestic Assets and Other Domestic
Liabaliigs,

Prapaid interest on borrowings is included under Other Asset Accounts. Interest recenved in
advance on loans is included under Other Liability Accounts.

Past dus loans recalvable:

These ane shown under Oiher Assets and include all those leans receivable which are overdue for
more than 90 days from their maturity date. Foreign loans are translated info Chilean pesos at the
rate of exchange prevailing at the Balance Sheet date. Interest receivable on these loans and
reslatements, il applicable, were accounied for up 1o their maturity dates.




{e) Financial investments:

{n

Creerseas financial invesimants are shovwn under Asset Reserve as bonds, cedificates of deposiis
and others, and include mainly government, overseas institutions and bank bonds and commenia|

instruments valuad at thear invesiment cost. Inberest recenvable ks shown under Other Overseas
Agzals,

Property, premises, and equipment:

Thiese are shown under Other Assel Accounts and are slated at cost plus price-level restalements,
et of accumulaled depreciation. Depraciation has been compuled by the straight-line method
over the estimated usatul Inves ol the assels, Sed Node 3

{g) Employees severance compansation:

A provision for accrued severance compensation payable by the Bank as an acquired right of ils
siaff for past services, in case of retiremnent or dismissal, has been sel-up each year based on (he
present value of the accrued cost, discounled at an 8% annual interest rate. This amounts to §
205.6 million al Decembear 31, 1986 and is mcluded wider Othar Liability Accounts.

{h) Provision for possible loan losses:

(i

)]

Pursuant o Resolution M° 1,775, daled December 30, 1985, of the Bank™s Executive Commiltees,
the Bank has set up a provision for overdue loans and doubtiul debts. These provisions are
included under Ddher Liability Accounts, and the charge 1o income is detailed in Nole 9,

Inter American Development Bank (IDB) shares and contributions, and International
Monetary Fund (IMF) contributions;

Shares and contributions made by the Chilean Treasury 1o the Inter American Developrment Bank
and contributions fo the International Monelary Fund are carmed at acquisition costs, and
contiibutions al restatement value, when applicable,

IDB shares and confribulions ane shown uader Cther Assels Overseas, as Conirnbutions madea to
other International Organizations.

Contributions 1o the IMF in domestic and foreign currencies are shown under Assel Reserve
Cwverseas as an IMF susbscription. Shares and contributions made to the IDB and contrbutions lo
the IMF are considered invesiments, pursuant to Decree Law 2,943, of November 8, 1979,

Gold and foreign currency reserves:

In accordance with article 41 of the Bank's statules (Decree Law 1.078), a mandalory cash
resenve must be kept eiher in gold, foreign currency, or both.

Gold and foreign curréncies shown under Asset Resense include 210.7 million of Chilean gadd
pesos which comespond o the mandatory gold reserve.

(k) Revenue and expense accounts:

Revenues and expenses arg accounted for on an accrual basis. Revenue and expense accounts,
expressed in domestic currency, with the exceplion of depraciation, represent accumulations of
amoanis regisiered at the dale the ransachons ware perdomead,




(I} Price-lovel restalements:
In orgder b0 show the effect of price-level changes on the financial position and resulls of
operationg, and in accordance with the Superintendency’s regulations, nonmonetary assets,
lizbilities and equity have been adjusied 1o changes in the conswmer price index during the year,
The net resull of prce-level rastatements is shown in the Staterment o Income (see Mate B).
Likewise, exchange differences in assets and liab#ities expressed in foreign currencies, and
restatement of kaans, are included under opeErating resulls,

2. Financlal Staterments Presentation Policles:

The balance sheel presentation approved by the Superintendency lollows an economic-accounting
patiern which aims o show the insbilution's BLoouniing and Bnancial pasition, at the same time
assigting the economic analyses of the Bank's operations by clearly distinguishing whather they are
perfanmied by clomaeshic of verseas agents. Inthis manner the Bank's participation in the domestic
supply of monelary assets and credit policy may De assessed togethar with their etfect over the Bank's
gearing position abroad. The economic concepds of mernational reserves and issues are thus shown
a5 Assels and Liabilies, under Assel Fesene and [s5ues, respectively.

3. Property, Premises, and Equipment:
These azsels at December 31, 1986 were composed as Tollows:

In millions of Chilean pesos

Prior Mat 1986 et

vahe (nat) changes Resta- depre- book walue

Dec. 31, BS duwing 1986 terments clation Dec, 31, 86
Real estate 3.009.4 94.7 609.2 {179.0) 35343
Fumiture and fxbures 468.9 166.4 126.7 (135.4) G266
Vehicles 36.3 2T 138 [ 17.0) 65.8
Works af art a1.0 129 156 -— 1185
Medals and collection of
notes and coins R { 0.3) 11.4 i 709
Total 3,865.4 306 .4 Tre.y [331.4) 44171

4. Domestlc Assets:

Domestic asses comprise the following:

(&) Domestic loans:
This caption includes mainly credit lings in respect of renegotiation of debts amounting to
Ch% 526.657.0 million; credil Enes in respect of depasits under agraement N® 1.686 for
Ch% 477.812.3 mallians; and portiolic purchased with obligation to resell under Agreement 1.555
for an amount of Ghs 390,505, T malion.

(b} Orther domestic assets:
ﬁ_:rl'_resm io interest and commissions receivable on domeastic assels amaunting 1o 5 64,7305
FTUINCHT.

3T




5. Other Asset Accounis:

Cuher asset accounts mainly include: tangible lixed assels amounting Lo § 4,417.1 million; purchase of
1.5, dollars with obligation to resell for £ 414,281.0 million; overdue loans for § 25,047.5 million; loan
partiolios acgquired from financial institutions for $ 225.431.6 million; Treasury notes for 5 1.144,258.1
rrallion; and interest paid in advance on sale of readjusiable promigsory noles of the Banco Central for

ChS 4, 154.6 rllion,

Domestic Liabilities:

Thee follewing ane included under Bhis Caplion

{a} Cther daposits and commitmanis:
The caption *Others” includes the following: mandatory deposits on foreign creditgs for 8747
rrillion; public sector ime daposils for § 112,085.0 million; Agreemean N® 1,470 deposils (peso
current @ccounts expressed in LS. dollars) for & 8,735.1 milion; differantial in exchange payable
for 5 12 7586 millon: Banco del Esfado de Chile deposits for % 78,587 4 million; fareign cunrency
accounts far 5 6,105.8 malion; culstanding balance on promissory nodes acquired from Banco del
Estado for § 35,9439 milion; deposits on imporn operations for advance sabes of foreign
currencies for % 13,402.7 million; short-term leans for § 6,533.3 million; and Agreements N® 1,657
and 1,686 deposils in foreign curmency for & 5286274 millicn.

(B} Motes issued by Banco Central de Chile:
Includas mainly promissony nobes for renegoliation of dabis for 5 357,383.2 millsan; mon-
transferabde daposi cerificate stated in LS. dollars as per Agraemeant 1,649 for § 244 B67
million; readjustable promessory noles issued by Banco Central for & 140,97 2.9 millicon;
promissony notes on purchase of portfolio under Agreement 1,555 for & 117,593.9 million;
promissony nobes staled in LS. dollars for § 142 B74.5 million; and promissory noles in respect of
exchange dilarantial for 5 167, 713.7 millicn,

Crther Liability Accounts:

These include mainly provisions for 5 176,426.0 millicn; funds for reimbursement of reciprocal credit
agreements bor § 11,4128 million; foreign currency to be sold for purchase of LS. dollars amounting
1o 3 441,031.4 million; and bilks of exchange tor purchase of portfolias lrom financial instibuticns (o

5 225.431.6 million.

Price-level Reatatemants:
The price-level restalements as indicated in Mole 1 (1) resulted in a net charge lo income of § 33,1939
million, as follows:

In millions of

Chilean pesos
Debits Credils

Shareholders’ aquity 34,120.0

Property, premises, and equipment TT6.7
Char aszels 145.4
Met effect on the results for the year 33.193.9
Todal 34,1200 34.120.0

The change in the consumer price index applied for the year amounted to 17.1%




9, Provision for Possible Loan Losaes:
Winte-oifs and prowissons Tor possible loan losses durng the year are summanzed as follows:

{in millions af)

Chilean pesos)
3

Balance brought forward 1-1-86 119,356.4
Write-ofl against provisions [ 6161}
Specific prowsions for the year 65 881.9
Recovery of prior years' provisions | 7.3)
Write-off against prior years' provigions ( 8.504.5)
Balance at 12-31-86 176,120.4

_ThEl charge to income of |:I_1E year ariging from provisions sef up amounting to S 65,884.6 million is
included under Depreciation, Write-offs, and Provisions in the Statement of Income, nat of recovery of
PROF YEEFS' ProVviSIons,

10, Shareholders® Equity:
Increases and decreases in equity during 1986 are summanzed as lollows:

(I millions of Chilean pasos)

Aeserve for  Fluchuation Restatemant of

Capial  condingencies  reserve  equity resarve  Sunplus Taolals
5 4 E - £ i

Balance al Januasy 1,

1966 50.0 41 58800 157,639 4 - 2.696.5 22,1745
Desinbubon of 1885

surplus and

repaymant

of lpans o Treasury - - —_ - (289850 ([ 2896.5)
Price-level resiatément

of sharghalders” equity == == - 34,1200 -= 34,120.0
Distnbution af

restatament

o sharehciders’

eaquily reserE = 7.1652 26,954 8 (3412000 -= -
Surplus for the year -- -- - -= 355.3 3553
Balance al Decamber

a1, 1986 0.0 48,754 2 184,504 2 - 3553 23 T5LT




11.

12

13.

Income Taxes:
Pursuand to Decraa Law N 3,345 of April 24, 1980, Banco Central de Chile is exempd from income
laxes.

Preferential U.S. Dollars:

Resolutions M. 1,466, 1,484 and 1,556 of the Bank's Executive Commitles, provided thal certain
commaments in foreign cumrencies of stipulated 1o be restaled in foreign currency balone August G,
1982 may be repayed al a preferential exchange rate, the Banco Central bearing the diference
between this exchange rale and the prevailing rate al the dates of repayment.

On June 27, 1885 the Executve Commitiee replaced Resolulions M°s. 1,466, 1,484 and 1,556 by
Resolution N® 1,657 and estabished a new system dealing with preferential rates of exchange fior
commitments amounting 1o of exceading LSS 50,000 conlaingd in Chapter XIll of “Compendio de
Normas de Cambios Infernacionales”. For debis of up to USS 50,000 the amount payable by the Bank
will be the differance Batwisen the exchange rate prevailing on the setliement date and the equivalent
of 0.0389 UF. in Chilean pesos on the same date.

In respact of debis exceeding USS 50,000 the amoun! payable by the Bank will be the difference
between the exchange rale pravailing on the sefilement date and a vanable facior which al Jung 30,
1985 was 0.38908 and which will be reduced by 00007256 daily untdl it reaches Zend vakes by
Decambar 31, 1986

The preferential exchange rabe is Mcognizsd on an accrual basks, the cost lor this concapl dunng the
year amounted 1o % 58.406.1 mécn,

Portfolio Acquired from Financial Institutions:

Pursuant to Agreement N® 1,555 of the Executve Committes and its cormesponding amendments,
Banco Central de Chile purchased portiolio from financial instiutions by issuing special agreements
whereby Ihose instlutions have committed themsahves to repunchase the portfolio. The amount 1o ba
repurchased annually will depand on the recuperability of the ponfolio sold and on the financial
institutions” yearly surplus

Considering thal so far the financial institutions have met their obligations to repurchase the porfolio,
allocating ther surpluses for this purpose, and assuming that this situation will be maintained in the
corming yiars, the Bank has not deemed it necessarny to 56l up a provision for this purpose

The armount recorded by the financial insbiubions as a portiolio with obligation to repurchase is
affected by the change experimented by the Unidad de Fomento, plus a surcharge of 5% on the
portiolio which was paid for in cash




14. Treasury Funds Transferred to Banco Central de Chila:

Fursuant 1o the updated toxd of Law N° 18,258 of November 19, 1984, the Treasury transfemed to
Banco Central de Chale durning the current year, 41 million of “Unidades de Fomanto® (resiatied
domesiic currancy (o account for the changes in the consumer price index), by issuing Treasury
promissony: notas with a 28 vear maturity term. The amawn transtarred has been reconded a5 an

extracrdinary ilem and is shown under Criver Income, while the Treasury promissany noles are included
under Other Assal Accounis,

15. Balances in Forelgn Currencles and Gold:

(Amounts
Elp-l‘ess.eﬂ
4]
g of
UsE
ASSETS
ASSETS OVERSEAS 34830
Hazarve 34042
Other assels overseas T8.8
DOMESTIC ASSETS 1,891.0
Domestic loans 18734
Other domesiic loans 176
OTHER ASSET ACCOUNTS 155
Total assels 5,389.5
LIABILITIES
OVERSEAS LIABILITIES 4.97T6.0
Resamnve 186.1
Other overseas liabilites 4 641.1
SDR allocations 1468
DOMESTIC LIABILITIES 1.7558
Mher deposils and commitments 4,380.8
Motes issued by Banco Ceniral de Chile 33470
Cther domestic Eabilties 18.0
OTHER LIABILITY ACCOUNTS (T.342.3)
Tatal liakbilithes 53805
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16. Contingencles, Commitments and Obligations.

{a) Memaorandum Accounts:
The lollowing ane outstanding at Decembear 31, 1986,

& Millin
Treasury operatans B.1683
Domestic loan operations 2ar.2
E:::hmg& CpErabons and overseas Ioan operations 7.4
Safekaeping and securnities in guaranies operatans 345 7727
404 2456

Total

(B} Input V.AT. on gold purchasad through agents:
A request to the Internal Revenue Service has been presented regarding input V.A.T. claimed on

oid purchased through agents. The amouwnt disputed is for Th 534 4 U.T. M. There are good
reasons o baleres that the outcoms of this dispute will be favorable,

17. Surplus for the Year:
In accordance with the Bank's statutes, the Executive Committee agreed 1o allocate the surplus for
Ihe year, once the provisions and write-oifs agreed by them have been covered. as follows:
To create reserves to cover the sk of portiolic and exchange operations or of any other event, they will
be equivalent 1o a percentage 1o be agreed by the Executive Commitiee,
Ay remaining surphus will be allocated 1o pay off outstanding debls owed by the Treasury to the Bank.

orge Corred Gatica
Genaral Marager

-éﬁrul L /]ﬂ“"mﬂh C—

Garcia Letelier Mr. -ce-nlc: ‘Moritan Lgarte
Finance Accounting Manager General Auditor



INDEPENDENT AUDITORS' REPORT

T the President and
Members of the Executive Committee of
the Banco Central de Chile

We have examined the balance sheet of the Banco Central de Chile a5 of December 31, 1986 and the relaved
statement of income for the year then ended. Our examinaion was made in accordance with generally accepred
auditing standards and, accordingly, included such tests of the accounting records and such ather auditing
procedures as we considerad necessany in the clroemstances

As desoribed in Mote 1 (a) o the financial stements, the Banco Central de Chile prepares and presents its
financial sarements in sccordance with accounting noems and instructions established by the Superintendencia
de Bancos ¢ Instineciones FInancieras (3 government supervisony JRency )l

In our opinion, the financial sttements referred 1o above have been prepared in accordance with
the sccounting norms and instructions established by the Superintendencia de Banoos € INStIucionds
Financieras and the provisions of its sates, as described in the notes 1o the financial statements.

Vivian Clarke L. LANGTON CLARKE
COOFERS & LYBRAND

Santiago, Chile
Januwary 16, 1987
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