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|. REPORT

EVOLUTION OF CHILE'S

ECONOMY DURING 1933
A. OVERVIEN

he Chilean economy continued o develop strongly during 1993 and very favourable

macrogeconomic results were achieved. Sustaned expansion of productive activity and

empoyment caused the unemployment rate 1o fall w the lowest level in 20 years. Thene

wils also a healthy growth in volume of non-traditional exports. In fact, despite an adverse

world siuation throughout the year, the macroeconomic results for 1993 showed GDP
gromth of 0%, a drop in unemployment 1o 2 mean annual rate of 4.6% and nonaraditional expon
growth of almost 12%. Some progress has again been made towards curbing inflation and con-
sumer-price imflation rose 12.2% in 1993, only marginally higher than the inflationary target set by
the Banco Central.

Output groovih was again led by investment and non-traditional exporns. However, in 1993, unlike
1992, consumption outpaced national income and owiput. Gross fixed-capital formation grew by
15.7%, which brought it to 27.4% of cutput. This is over two percemage points above last year's
figure and is the highest level reached to date (chan 1).

I the four years since the Banco Central became autonomous in 1990, GDP growth has averaged
0.3% a year. However, economic activity began to slow in 1993 and outpur dropped from 7.8% in
the first quarter to 3.7% in the fourth (chart 2). Nevenheless, pedformance for the year as a whole is
satisfactory, following on last year's high expansion rates registered especially in the second half.
Growth was mainly affected by comrolled domestic spending and by reduced demand from
international markets much weakened by recession. Output of tradable goods grew less than 3% in
the year, well below non-tradable goods even though they also declined steadily throughout the

Wl

Employment, being closely linked to economic activity and investment growth, also expanded by
over 3% in the year, 250,000 more workers josning the workforce. At the same time, national
uncmployment was down 1o 4.6% on average, less than the already low rate registered in 1992,

Labsour-supply elasticity to salaries and employment conditions contributed to the fact that expends-
ture growth and increased demand for workers was not translated into significant cost pressures
from the labour market. Labour costs in nominal terms, in fact, maimained the same margin over
past inflanon. However, this result is not wholly satisfactory because, when inflation is falling, the
margin of eamings growth over past inflation should decline. Funthermore, public-sector seftle-
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ments, which are determined by other factors than those of the private sector, reached a fairly high
level by the end of 1993. Although this has no direct impact on production costs, it could indirectly
affect them by acting as a yardstick for future private-sector settlements

Lower international prices for some imported goods contributed 1o meeting the inflation objective
for 1993. This was particularly true in the case of fuel prices which allowed tradable-goods inflation
to drop to one-digit annual rates. On the other hand, non-tradable-goods inflation appeared
reluctant to fall probably because of heightened aggregate demand registered in 1992 and in the
first half of 1993. Monetary policy aimed to continue slowing aggregate demand 1o keep it in line
with domestic production and moderate use of extemnal financing. However, given that accumu-
lated expenditure was very high, this aim of controlling aggregate demand could only be achieved
o 3 cemain extent. Average expenditure growth was considerable and inflationary  pressures
continued 1o be exerted on the non-tradable goods sector, Nevertheless, control of agpregate
demand ded bring about an appreciable deceleration of spending growth which, though it did not
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allow inflasonary pressures to be entirely eliminated in 1993, should lead to them abating in the
future,

As mentioned above, monetary policy in 1993 maintained the objective of channelling and moder-
ating domestic demand so that it continues coherent with the country’s productive possibilities and
with prudent use of available external financing, thus contributing to a gradual reduction of
inflation and to external equilibsium, However, innovations were made in the way manetary policy
was implemented. The Banco Central's policy of issuing longer-term securities had caused a certain
contraction in liquidity, and more foreign currency was purchased during this period which
exacerhated already tight money-market condisons and led to the Bank taking steps 1o overcome
any problems of liquidsty that arose during the year. Thus, in August, the Bank offered s
promissory notes with a repurchase agreement (*repos™). These repos are offered when the Bank
considers that the liquidity situation requires them. This measure avoids momentary problems of
liquidity turning more serious and generating unwanted and unwarranted shon-term interest rate




rises. Furthermore, in consideration of the domestic-debt matursty profile, the Banco Cemtral
decided to discontinue tendering one-year PREC and G-year PRC and 1o reduce the total amount
offered.

The Banco Central continued its exchange-rate policy favouring 2 market-led exchange rate coher-
ent with extemal-accounts stability in the medivm and long term. Hence, in 1993, exchange policy
was unchanged, including the modifications introduced in 1982 of a wider floating band of £ 10%
around the referential dollar exchange rate, the system of intervention within that band, and linking
the referential exchange rate 1 a basket of currencies. This meant that the observed exchange rate
could rise from the floor of the band and from March ot hovered between 2% and 8% above the
lovover limin.

Measures introduced by the executive and legislative powers, as well as by the Banco Central,
continued the policy of gradually easing restrictions on foreign-curmency movements and thus
giving the exchange market more depth. Among these measures was the amendment ta DL 600,
approved by Congress, which reduced the time that foreign capital must remain in the country,
removed the time regriction for repatriation of capital acquired by reinvestment of profits and
reduced the fixed tax rate affecting foreign investment entered under the provisions of DL 600. The
Banco Central extended the modifications made 1o the tme restrictions on foreign-investment
capital and profit repatriation to cover capital entered under Chapter XIV of the Compendium of
Rules on Intemational Exchange. The Bank also authorised the simplification of indemnity pay-
ments for expornt transactions, lengthened the awthorised shipment time of expons financed by
advance payment of buyers abroad and introduced changes in the exchange regulations governing
transactions with derivatives. In general terms, the measures introduced in 1993 have continued
easing cross-border capital movements and simplifying exchange regulations.

Imports continued more bouyant than exponts and the trade balance slid from 3 surplus of almost
U3$ 750 million in 1992 to a deficit of nearly US$ 980 million in 1993, This result derived from an
4 drop in value of expons and an increase of over 10% in imports, 10 a great extent due to
deteriorated terms of trade. The halance of payments current-account deficit thus increased from
2% of GDP in 1992 to 4.9% in 1993. However, the influx of net financing from abeoad produced a
capital-account surplus, slightly smaller than in 1992, but amply able to finance the wider current-
account deficit. The capital account changed in composition with 2 significant rise in capital
destined to financing investment. Medium- and long-term inflows as a proporion of the total



ncreased from one third in 1992 to two thinds in 1993, reflecting the trend in foreign financing
towards long-derm projects.

The constant and coherent monetary, exchange and fiscal policies pursued, together with continu-
ing strong investment, have been fundamental to economic achievement in 1993, The resulis are
particularly significant against the gloomy international background this vear which forced down
the prices of Chilean expons and induced many markets 1o increasingly restrict access of goods
and services. In the past, periods of economic recession similar o the difficulties experienced in
1993 have cramped domestic activity, caused currency devaluation and heightened inflation. This
year, on the contrary, the Chilean economy has been able o ride the storm without any marked
effect on growth, maintaining real exchange-rate stability and steady reduction of inflation, This
success s thanks to current economic planning that favours higher levels of domestic saving.
diversification  of expons and markets, adequately high levels of intemational reserves, and opens
the way to international financial markets

B. ECONOMIC RCTIVITY AND EMPLOYMENT

In 1993, GDP growth reached 6%, continuing the sound expansion of economic activity of recent
years reflected in a mean annual GDP growth rate of 6.3% for the period 1990 through 1993
(table 1). The 1993 result was mainly due 10 increased domestic demand which expanded by 8.6%
thanks o vigorous gross fixed-capital formation (GFCF), up 15.7% in the year, and, to a lesser
extent, private consumption which registered a 7.7% increase (able 31, The total volume of goods
and services exports was only a linde greater than last year but non-traditional expons increased
consicerably by 10.7% in volume, contrbuting to the GDP result.

Unlike kast year, real available gross national income growth in 1993 lagged behind output gromh.
The 4.9% increase was due to adverse conditions in the international economy particularly the
deteniorated terms of trade ratio which was only panially compensated by reduced outflow of
interest payments as a result of interest rate culs abroad.,

Although the annual rate of output growth is high, a distinet slowdown was observed from GDP
growth of 7.8% in the first quarter of the year to 3.7% in the fourth quarter (table 1). The prevailing
miernational depression severely affected demand for expon products, particularly tradable goods
which increased less than 3%,

------------------------------




B.1. Outpur by Sector

In 1993, the most bouyant sectors of output were all essentially non-radable-goods producers:
construction (growth of 14%), trade (B.7%), transport and communications (7.9%) and financil
services (7.1%). Al the other end of the scale, the sectors of least growth were fishing (1.5%),
public administration (1.5%), agrculture, livestock and forestry (1%) and mining (0.6%), three of
which are fundamentally tradable-goods producers. Moderate growth rates of between 2.5% and
5.2% were regidered by home ownership, personal services, manufacturing industries, and electric-
iy, gas and water (table 2).

Construction-sector oulpul growth was mamly in prvate residential and non-residential building,
Residential building was especually important in the fiest half of the year as work begun last year
was completed and there was considerable construction of residential tower blocks. However, by
the second hall of the year, much less building was under way and it was mainly low-cost, small-
scale housng.

Trade, hotels and catering output growth was mainly thanks to imponted-goods trading and, 1o a
lesser extent, domestic sabes of national products. Supply of imponted goods was some 12% higher,
while employment in this area of activity rose by 9%

Transport and communscations growth, as in previous years, was led by communications and air
transpont. which expanded by almost 15%. Despite effons 1o improve services, rail transport
dropped by 12.7%. Sea transpon services were, of course, affected by the drop in expons and
managed o grow only 4.4% in the year.

Among output sectors with low growth rates, special mention should be made of the manufaciur-
ing indusirees. There 15 3 marked difference between the performance of those sectors producing
for expon or competing directly with imported goods and those sectors that supply domestic
demand without facing imponant foreign competition. Among exports products, output dropped
for fishmeal (—6.3%), timber and wood products (=13.9%), and methanol (-3.99%6) while products
that compete against imported goods also showed disappointing results: textiles (=3.7%),
clothing {=10.6%) and footwear (—4.3%). On the other hand, producers supplying the home market
showed good outpul growth: durable consumer goods (16.1%) and imermediate goods for con-
struction, including non-metallic mineral products (16.3%), glass products (6.8%), china, porcelain
and earthenware (6.4%) and basic iron and steel products (7.5%).
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Agniculure, lwvestock and forestry output only grew by 1% and this was thanks to the subsectors
livestock and forestry because agncultural output fell, pamicularly of traditional crops. Fruit growing
was hard hit by the recessionary conditions of world economy which cut exports of the main fruits,
such as table grapes and apples. At the same time, the supply of fruit produds in importing
countries was plentiful and, in the case of the European Union, only restricted quantities were
allowed 10 enter and extra impor duties were charged which made it very difficult for Chilean
prioducts w enter these markets,

Mining-sector results were similarly affected by the siuation of foreign markets as well as by other
transitory problems. Copper-mining owlput increased slightly, thanks to growth of medium-scale
mining (Disputada and Escondica mines), while large-scale mining output fell, in pan because of
the landslides in May that affected CODELCO's mines at El Teniente and Andina and because of
technical problems in the concentrator at Chuquicamata. fron was hit by low international prices,
although part of the production could be directed to the home market. Coal and crude oil
continued the downturn observed in recent years.

B.2. Composition of Expenditure

As regands overall expenditure, domestic demand growth was less than in 1992 reaching 8.6%, that
5 26 percentage points more than GDP growth. However, it should be mentioned that demand
slackened through the year and by the fourth quaner expenditure and output growth converged.

As in 1992, GFCF was the fastest growing component of final demand, increasing by 15.7% in real
terms which raised it as 2 propostion of GDP to 27.4%, two points higher than in 1992 (able 3).
Investment in machinery and equipment was again outstanding, although in the second half of the
year there was a marked decline of imponed capital goods and, to a lesser extent, of nationally
produced goods oo, Construction growth also decelerated abruptly in the fourth quarter mainly
because residential construction for upper-income groups that had been bouyant in the first half
came practically to a standstill. Investment has been strong in these past four vears and has meant
that GFCF has averaged 10% a year, stronger than GDP growth, which implies that solid founda-
tions are bemg laid for sound progress in the future.

Private-consumpiion expenditure increased by 7.7% in 1993, a more modest rate of growth than in
1992 when it reached 10.1%, but sull exceeding the growth of both GDP and national income. This




can be explained by the steady rise in employment levels and real eamings as well as by the
increased transfer of fiscal funds 10 poorer sectors of the popalation. Government consumption was
5% higher, a determinant factor of which was increased spending on public health. Total consump-
tion growth was 7.4% in 1993 (table 3)

Slow domestic demand was reflected in falling impon figures through the year from a welve-
month growth rate of over 20% in the first quanter to around 10% in the fourth. Consumer-goods
imponts dropped considerably in the year from growth rates of around 25% in the first quarter to an
average for the year of nearly 9%, Capital-goods imports showed the same downslide from over
400 growth rates at the beginning of the year to an annual growth rate of some 16%.

Goods and services expons were notably weak compared to recent vears' figures. The 4.4%
increase in the year reflects the adverse siuation of markets abroad where prices were depressed
and in some cases access was restricted. Goods exports were even harder hit than services
Although copper exports increased slightly, other main exports, particularly mining products,
registered negative growth. Not so the non-traditional expons that continued with healthy growth

rabes.

Consumption growth in nominal terms exceeded Gross Domestic Income and thus negatively
affected the national saving rate which dropped from 22.1% of GDP in 1992 10 21.5% of GDP in
1993. Since the investment rate was higher than last vear, greater extemal saving was required to
finance it and this increased as a proportion of GDP from 2% to 4.9% (table 4). The saving rate
measured at constant prices wenl down as a proportion of GDP from 22.5% in 1992 to 20.4% in
1993 which was also reflected in the higher external saving rate as a proportion of output in real
Lerms,

8.3 Employment

Productive activity has been vigorous and investment has been steadily increasing for some time
now and this is readily apparent in employmemt growth which in 1993 reached a mean annual rate
of 5.5%. 254,000 new jobs were created and the average rate of national unemployment was down
to 4.0%. This is 0.3 percentage poims lower than in 1992 and is one of the lowest levels of
unemployment achieved since the early 1970s (table 5 and chant 3)



Chart 3

NATIONAL UNEMPLOYMENT RATE
Maving quartes averages)

Unemployment was reduced despite an important increase in the workforce which has grown by
5.2% in 1993 and an appreciably high proportion of the 250,000 people who came into the job
market were women.

C. INFLATION AND WRGES

In 1993, inflation did not continue the downward progress of recent vears but tended to steady at
slightly over 12% a year. Consumer-price inflation has fallen relatively linle in the past year from
12.7% at the end of 1992 to 12.2% at the end of 1993 which means that it meets the objective of
gradual, constant reduction of inflation leading in the medium term to a one-digit annual inflation
rate. The drop in inflation in 1993 is slight in both absolute terms and in comparison with previous
years but it was expected to be so when the annual inflation target for this year was set in the 10%
to 12% range and this was set in view of the generalised indexation that limits progress towards the
medium-term aim of one-digit inflation. However, the slow progress of inflation reduction is also

=



related o the considerable expansion of domestic spending which generated some pressure on
non-tradable-goods inflation. This pressure was countered by the marked drop in tradable-goods
inflatton caused by low intemational prices of imposted goods. Wholesale prces followed the
tendency of tradable-goods prces and their index rose by 6.7% in 1993 as againg 8.9% in 1992
(tzble & and chart 4).

Among the components of the consumer-price index the range of price changes in twelve months
is wide. The smallest increases, fundamentally of tradable goods, were in cdothing (4.8%) and food
(B5%) and a growth rate very simikar to the overall index was registered for transpon and
communications (12.7%). The highest rates of inflation were in service sectors and non-tradable
goods, such as housing (14.7%) and other products and services (19.6%), (table 7).

Reduction of inflation has been sustzined in the last few years mainly because coheremt
macroeconomic policies have been applied following the rigorous tightening of monetary policy in
1990, Constant application of eorrect monetary and fiscal policies made it possible to restrain the
upward pressure on inflation prevalent towards the end of the 19805 and later transform it into a
downward pressure, as has been observed in recent years. The impad of these policies became
fully evident in 1991 when prices and eamings inflation began 1o fall. From then on, the Banco
Central has been concerned that expendiure should grow at rates compatible with domestic and
external stabaliny. For this reason the Banco Central rased interest rnes on s S0-day PRBC in the
second half of 1992 in onder 1o slow the expansion of spending and product to levels more
sustainable in the long term, but withowt creating the conditions that would make inflation rise
again or damage the balance of payments current account. It should be noted that these effons
steadily slowed expenditure growth during 1993, but even so the high level of expenditure growth
in 1992 and the effect of cther expansionary factors were determinant in its average increase in
1993 outpacing potential product growth and thus contributing to the inertia of inflation. Notwith-
standing, the slower pace of spending achieved towards the end of 1993 should keep the economy
on the path of reducing inflation consistent with mainaining external sability. To consolidate this
result, prodent monetary policy and the cooperation of fiscal policy will be essential in keeping a
tight rein on aggregate expendsture growth.

Plentful labour supply prevented increased domestic expendiure and labour demand from resubt-

ing in additional cost pressures on the labour market which would push up inflaion. The increase
in labour supply and confidence in mflation remaining faidy steady have contributed 1o camings
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stability. Collectively negotiated settlements during the first three quarters of 1993 were on average
27% over past inflation with a marked decrease in this margin in the third quarter (table 8). The
level of eamings increase coincides exactly with the average achieved in 1992, indicating that
nominal labour costs have apparently maintained the same margin over past inflation.

To keep inflation on a downward path, initial settlements, if the mangin over past rates of inflation
is to be maintained, must be smaller than the expected average productivity growth so that unit
labour costs increase bess than past inflation. Thas is, of course, fully compatible with an inercase of
real average eamnings and is, besides, the surest way 0 see that eamings do not deteniorate in the
future as a result of inflation. In 1992, the rate of productivity growth was 2.6% higher than the rate
of settlements growth, but this was not the case in 1993 when produdtivity increased very linke. The
Banco Central insists on the impontance of maintaining both public and private spending levels
within a range that avoids generating eammgs oosl pressunes that threaten the process of seady
reduction of inflation.



Memories of past high inflation rates have marked the institutionality and practices of the Chilean
economy and led to generalised indexation as a way of ensuring against sudden bowts of nflation.
This is evident in the system of eamings indexation based on past inflason which restricts the
speed at which inflation can be reduced since any attempt 1o go faster would be very costly. In this
sense, decreasing target inflation must be more explicitly considered in salary negotiations if the
target of one-digit domestic inflation is to be reached.

The falling tendency of inflation in the past 24 monaths, allowing for a certain lag, has slowed down
nominal eamings growth. According to INE's previous earnings index, mwelve-month nominal
eamings grew more slowly in the first four months of 1993, dropping from a growth rate of 22.0%
in April 1992 to 15.2% in April 1993, However, real eamings grew because inflaon fell even faster
between these dates, again demonstrating that the increased purchasing power of eamings de-
pends less on nominal wage increases and far more on a bow rate of inflation. Workers' real
earnings in the first four months of 1993 were, in fact. around 3.5% higher than in the same period
of 1992 (table 9A).

Since Aprl 1993, INE has used a new camings index that distinguishes between hourdy wages (the
hourly wage for a nomal day's work) and labour costs (the cost 1o the employer of an hour's
work). According to this new index, between April and December 1993, hourly wages increased in
nominal terms by 16.5% while the cost of an hour's work rose 12.4% =in real terms 6.5% and 6.4%
respectively (tables 9B and 9C). The rise in earnings in the last few months of 1993 was consider-
ably influenced by public-sector workers” annual eamings adjustment which was made in Decem-
ber and which amounted o an overall 15% nse. Although public-sector salaries do not direcly
affect production costs in the economy, they could indirectly do so by creating expectations of
higher salary rises in the private sector, apart from the increase in public spending due o the rises
themselves.

The progress made in 1993 towards consolidating the downward path of inflation is all the more
commendable considering that this year the favourable conditions of 1991 and 1992 had passed. In
1993, productive capacity was amply occupied and with the terms of trade deterioration and strong
growth of impors in recent vears the external secor has also tended to bose the favourable
conditions it had enpoved. Raising interest rates at the end of 1992 to limit spending growth can be
seen as a timely move by the Banco Central to safeguard the progress that had already been made
in reducing inflatson.
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It must be emphasised that the problem of inflation is not yet solved. Despite all efforts to restrain
ageregate spending growth, there were strong inflationary pressures on non-tradable goods sectors
a5 2 result of excessive domestic demand. Consequently, policies that ensure a modest expansion
of both public and private spending are essential. Management and workers must also work
together to keep down cost pressures from the labour market. Work contracts must gradually
substitute past inflation for target inflation as a basis for indexation if prices are o come down
faster. Funhermose, the labour market will have to be even more fexible in shifting workers
rapidly from sectors that are fading to more profitable productive sectors in order to achieve an
overall expansion in productivity.

0. HONETARY POLICY AND INTEREST ARTES

Current monetary policy is based on controlling interest rates on shon-term Banco Central instru-
ments which influence market interest rates which, in umn, affect aggregate expendimure. The main
reason for using interest rates instead of applying quantitative targets 1o some monetary aggregates
is thar the laner alternative requires a stable interaction between the monetary aggregate, the
inferest rate and aggregate expenditure or activity. Such macroeconomic variables have not been
seen empincally 1o interact with a monetary aggregate, particularly since 1985, That i why, lor
almost a decade, the Banco Central has preferred to moderate aggregate expenditure growth by
using interest rates. However, it should be bomne in mind that the instability of said interaction
partly derives from nominal interest-rate variability, due to a large extent to index-linking and 1o
the seasomal vanmations i inflatson.

In the context of cument monetary policy, financial balances held by the public adjust 10 what 5
required by private economic agents o whom liquidity is simply another variable to be considered
when taking their ponfolio decisions. Market nominal interest rate, affected by the Banco Central’s
policy, 5 another determinant factor of demand for monetary balances. The real interest rate on
Banco Central indexed promissory notes (Y0-cay PRBC) s fixed at a level compatible with the
aggregate expenditure gromth appropriate 1o the macroeconomic aims of price stability and exter-
nal equilibrium, but withour reference 10 specific targets for monetary aggregate expansion.




0.1. Inferest Rafe Palicy

The real interest rate on 90-day PRBC remains at the fived level whilst ever the Bank considers that
macroeconomic conditions do not call for adjustments 1o i On the other hand, the rawe on 3-day
discountable promissory notes (PDBC) is adjusted weekly and these notes are offered 21 2 nominal
interest rate which varies according to expected inflation for that month, its nominal yield being
related to the real yield offered for 9W-day PRBC. Throughout 1993, the rate on PRBC was unaltered
at 6.5% a year in indexed wnits (UF) (table 100, The [ast tme this rae was raised, by 0.8 percentage
points, was on November 2, 1992 and, as expected, it made self felt through 1993 by way of
slower aggregate expenditure growth and economic activity.

In 1993, interest rates on UF indexed deposits at %0 1o 365 days averaged 6.4% a year, reaching
their highest level in July (6.7%) when the financial sysiem had some problems with liquidity.
Considering market interest rates through the vear, the deposit rates clearly come close to the rates
on 90-day PRBCs (chan 3). Lending rates for UF indexed %-day and one-year transactions aver-
aged 9.2% a vear, reaching their highest level in July (9.6%). The spread between deposit and
lending rates contineed 10 narrow, as in the past four years, and averaged 2.8% (table 11 and
chart &).

The Banco Central also offers periodically medium- and long-term indexed-linked instruments in
quotas of fixed amounts of each instrument at rates freely determined by bidding. In 1993, 4, 8
and 10-year promissory noles with payment in coupons (PRC) were offered all year, while one-year
PRBCs were only offered between January and August, G-year PRCs only until February and 12-,
14-, and 20-year PRCs began to be offered as from February. The Banco Central aims to give the
market more say in determining longer-erm interest-rate structure and 1o ease the handling of s
labilities by spreading forward their maturity thus lengthening the Bank's domestic-debt profile
(table 10).

Real interest rates on long-term Banco Central papers vanied between 6.3% and 7.7% during 1993,
with a distinctly falling tendency. The maturity structure of these rates also followed a declining
trend, the average annual yield on 4-year PRCs being 7.2% while on 20-year PRCs it was 6.8%. This
reveals both strong demand for longer-erm papers and also an increasing awareness on the part of
economic agemts of the trend towards more restricted expenditure. Increased demand for longer-
term papers is related to institutional investors in the market (especially pension-fund managing
entities and insurance companies). This effect of “demand” underscores the imponance of placing

L2
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long-term papers as a means of deepening the financial market. This was recognised by the Banco
Central so that it included 12-, 14- and 20-year PRCs in the periodic bidding.

Monetary policy has contributed decisively 1o controlling everall expenditure, seeking in this way
to achieve price stability. However, it is important 1o bear in mind that an anti-inflation policy
cannot depend solely on monetary policy. In the first place, because aggregate expenditure growth
also responds to impulses generated by fiscal policy and, secondly, the generalised system of index
linking, which is based on past inflation, dulls economic agents with respect to target inflation and
exerts an inevitable upward pressure on prices, making @@ very difficult o implement 2 moge
aggressive policy to brng inflation down. For anti-inflation policy 1o be more eredible, past
inflation must be replaced by falling target inflation as the index for prices and eamings growth.

As already mentioned in the previous section on inflation, the Chilean economy is still haunted by
ghosts from the past against which an overall indexation appeared 1o be a safeguard that would
prevent inflation from soating again. But this safeguard has become a straight jacket very costly 1o
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break out of. The only option is to adopt policies that will brang inflation gradually but steadily
down 1o rates similar to those in industrialised countries

D.2. Evolution of Honetary Rggrenales

With the current monetary policy, nominal money supply mainly reflects private-sector demand for
money which, in tum, depends on the level of economic activity and expenditure and on the cost
of holding money, measured by the nominal shom-term interest rate. Increased economic activity or
low nominal merest rates make the demand for real financial balances nse, which means that the
real amount of money increases mainly because short-derm Banco Central promissory notes that
reach maturity are not renewed and because foreign cumency is exx hanged

Al the same time, money supply can fluctuate very quickly because of transitory factors over and

above the fundamental varables. Towelve-month varations in corrected M1A are more volatile than

can be explained by tendencies in economic activity or in the cost of holding money (able 12 and




chart 7). For example, in the twelve months 1o March 1993 the nominal variation in money supply
was only 6.9%, from which it could be inferred that there had been a profound recession that had
brought demand for real money wmbling down and, consequently, low growth rates of this
aggregate. No such recession had occurred, the explanation being an extremely high level of
money growth reached in March 1992 as 2 result of negative UF growth ar that time. Private
depositors had then switched to more liquid money producing a siteation outside the nommal |
bounds of monetary behaviour.

During 1993, the nominal twelve-month change in corrected MIA averaged 19.6%, which means
real growth of 6.1%. Considering that output growth reached (% and that the mein nominal
interest rate was fairly stable, it can be seen that over the long term this monetary aggregate moves
in step with s fundamental variables, even if it can appear to yo-yo in the shom term. The
components of comected money did not evolve uniformly in 1993: money in circulation increased
on average by 23.2%, whereas demand deposits increased by 17.3% which, since nominal interest
rates held steady, can be anrbuted o changes in preferences for these assets, possibly because of
greater demand among lower-income groups for consumer goods.

Base-money growth in twelve months reached 17.4%, some five percentage points below the
growth of broad money and almost four points less than the expansion of money in circulation
(table 13). Base moneys modest growth rate resulted from the very moderate increase in reserve
depaosits, only 10.8%, reflecting the reduced reserve rate that the Banco Central hand announced
during the vear.

The increase in base money in 1993 was for quite different reasons from the previous year. In
1992, domestic credit had made base money contract and the Banco Central had placed new
promissory notes to counterbalance the expansive monetary effect of exchange transactions
whereas, in 1993, domestic credit had an expansive effect contributing 127 billion pesos to base-
money growth, that is 0.7% of GDP.

Al the same time, exchange transactions that had involved considerable amounts in 1992 produced
and overall negative result in 1993 1o the amount of 50 billion pesos, equivalent to 0.5% of GDP.
However, this was entirely due 1o the Treasury using its surplus to purchase foreign currency in the
Banco Central and depositing it there. Without these transactions, exchange operations would have
again contributed to increasing base money although to a lesser extent than in 1992,
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The changed composition of base money brought an increase in the total gock of Banco Central
promissory notes in real terms less than the mean yield on these instruments and also less than
output growth. Consequently, the stock of Banco Central domestic debt dropped from 32.4% of
GOP at the end of 1992 10 31.8% of GDF at ihe end of 1993

Despite domestic credit expansion and base-money growth, the drop in exchange transactions and
market expectations of higher real interest rates caused some problems of liquidity within the
linancial system. For this reason, as from August, the Banco Central offered “repos”, that is, its own
promissory notes at a fixed rate and with a repurchase agreement. Repos are offered when the
Bank considers that the liquidity situation warrants it, fixing the maturity and interest rate of each
offer according 1o the macroeconomic and financial sitwation of the moment. This measure avoids
the problems of liquidity worsening and unnecessanly pushing up short-term interest rates, Further-
more, in consideration of the domestic-debt maturity profile, 6-year PRCs and 1-vear PRBCs were
withdrawn in February and in August respectively and the total amount of promissory notes offered
was reduced. By December 1992, medium- and longterm Banco Central promissory nobes o 4



value of 12.4 million UF had been tendered, whereas this figure had dropped to 10.5 million UF in
Drecember 1593,

Growth of wtal financial saving (M7) was again considerable in 1993, This broader money aggre- -
gate has shown steady growth for several years, outpacing nominal cutput growth (chart 8). In
1992, when output grew by 10.3%, M7's growth was 14.8% and in 1993, GDP has grown by 6% and
MT b 13%, all in real terms. This is in response o an overall deepening of the financial system as
well as 1o institutional investors” increasing demand for more instruments, especially the pension-
fund managing entities (AFF) that now have much greater funds 1o invest but are very restricted in
the amount they can imvest in other nstruments outside the financial system.

E. EXCHANGE POLICY. BALANCE OF PRYMENTS AND EXTERNAL DEBT

E.1. Exchange Policy

Current exchange policy's principal aim in the medium term 5 to keep the real exchange rate
within a range compatible with the external environment. In other words, the aim is 1o maintain 3
curment-account deficit that complements domestic saving in financing domestic investment, with-
out excessively increasing foreign debt. In practice, 10 keep foreign debt 1o about half the value of
output, the current-account deficit has to be around 4% of GDP in the medium term. In any
particular year, the deficit may be above or below the desired level, as long as on average it stays
arcund that proportion

A second 2im of exchange policy & 0 avoid brusque exchange rate variations when the market
over-reacts 1o transitory condions, To do this, the Banco Central has a “diny float™ option which
mieans that it can buy or sell within the floating exchange band. Monetary authorities do not pursue
an invariable exchange rate even though, of course, it must remain faidy constant so 35 not 1o
harm exposts which are vital 10 the country’s growth. The real exchange rate is recognised as being
a relative value which in the medium term is strongly affected by factors beyond the Banco
Central's sphere of influence. Among these factors are differences berween technological change in
wradable and non-tradable sectors, input of capital and infrastructure, terms of wrade, aggregate
demand and supply of foreign funds.
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It is nesther possible nor convenent for the Banco Central 1o systematically resist the tendencies
imposed by such factors on the real exchange rate and to attempt 10 do so by overlooking them,
particularly the factor of aggregate demand growth, would certainly lead to failure and to greater
upward pressures of inflation, even more so in a situation of almost full employment. A stable real
exchange rate must be based on policies that require an effon of domestic saving shared by all
seciors of socery.

Alhough exchange rate always reflects market forces, the Banco Central uses the dirty float
meéchanism 1o restrain sharp fluciustions in market exchange rate or when the observed exchange
rate reaches either the upper of lower limit of the band. By doing so, it steadies the exchange rate
and avoids unwarranted shifts that, in fact, reflect market over-reaction. Exchange rate volatility
produces uncertainty and lack of confidence which harm invesiment, international wade and
domestic outpul. Hence the importance of the Banco Central's intervention, but, as expons become
more diversified, progress is made towards integration in intermational financial markets and new

o
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nstruments 1o cover risk are developed the Bank will play much less pant in stabilising the
exchange rate.

During 1993, the Banco Central maintained the exchange policies of 1992, including the floating
exchange band of 1006 above or below the referential exchange rate, the dinty float option within
the hand and linking the peso value to a basket of cumencies. Exchange ruling thus establishes a
referential exchange rate lnked 10 the mternational values of US dollars, deutschmarks and yens
twith weights of 50%, 3006 and 20% respectively) as well as 1o the daily adjustment made according
to the difference between the UF variation and an estimation of intemational inflation most relevant
1o Chile.

Smce mid-1990 10 end-1991, the exchange rate clung to the lower limit of the band, rising for a
time during 1992 shonly afier the new exchange ruling was introduced but again dropping to the
floor of the band owards the end of 1992 In January 1993, the observed exchange rate was only
4% above the bower limit but from March it rose widening the gap 1o between 2% and 8% This
can panly be explained by the low international peices for Chile’s main expons, especially copper,
fishmeal and pulp (chan 9 and able 14).

It should be bome in mind that current ruling makes the size of the gap between the observed
dollar exchange and the floor of the band depend on both domestic market parity and international
market party variations since the latter, at least of the three currencies in the basket, determine the
referential dollar exchange value, Thus in the fist months of 1993, despite the high international
ven value, the low D-mark value meant that the referential dollar exchange rate was high.
However, from April, both the yen and the Domark appreciated in value making the referential
exchange rate fall. This tendency continued ull June, then flaened tll Ocober and then in
November and December it rose sharply as the yen and the D-mark fell against the dollar.

The mean real exchange rate throughout 1993 was 0.68% belowr the mean value observed in 1992,
while in 1991 and 1992 it fell by 5.6% and 83% respectively (chart 10 and table 150 It is worth
mentioning that, while the mean real exchange rate remained fairy stable throughout 1993, the
currencies of other countries in the region, such as Argentina, Colombia and Mexico, continued to

apprecoate (chan 110,

As regards international financial integration, the authorities have gone ahead with opening up the
capital account. In March 1993, the Banco Ceniral simplified the liquidation of retumns for insurance
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indemnity, commissions and other foreign trade transactions by extending by 90 days the maximum
time allowed for foreign cumency from these transactions 1o be lgquidated and deposited in
banking companies in Chile as time deposits. Modifications were introduced o the exchange
regulations poverning transactions with derivatives 10 make them more agile. In August 19935,
calculation of the foreign-currency reserve was modified and in October, the maximum time for
shipment of exponts paid in advance by buyers abroad was extended from 180 1o 300 days

Similarly, amendmenis 1o DL 600 were approved in March reducing from 3 years 1o 1 year the
minimum time that foreign capital may be held while the minimum time for repatriation of capital
produced by profn reinvestment was revoked. The fixed tax on foreign investment under L 600
was reduced from 49.5% to 42%. Parallel 1w thise measures, the Banco Central modified te woms
affecting capital contributions entered under Chapter XIV of the Compendium of Rubes on Intemna-
tional Exchange. In general, the measures taken in 1993, together with those of previous years,
allow freer movement of capital and a mose simple exchange niling. The difference between the
formal and informal exchange markets remaimed small and constant which points 1o the degree of
exchange freedom enjoved in this country.
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E.2. Balance of Payments

Provisional balance of payments figures for 1993 show that the year closed with a cusrent-account
deficat of 188 2,092 million and a capital-account surplus of US$ 2,763 million which, together with
a negative figure for emrors and omissions of USS 94 million, gave an overall surplus of US$ 578
milion (table 163

The current-account deficit increased as a proportion of GDP from 2% in 1992 1 4.9% in 1993
Nevertheless, this was amply covered by the capital-account surplus which was slightly lower than
last year but more diversified in composition reflecting how, as the economy grows, it is seeking

more adequate sources of financing.
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E 21 Corvent Account

The wider current-account deficit is mainly due 1o the trade balance sliding from a surplus of
U5 749 million in 1992 to a deficit of US$ 979 million in 1993, Deteriorated terms of trade were
largely to blame: exports dropped in valee by 7.5%, while imports increased in value fob by 10.2%.
The disappointing export figures can be aiributed 1o low intemational prices and w0 negligible
growth in value of the main expon products. The value of main or waditional expon products,
mcluding copper, fell by 14.1% but increased in volume by only 0.3% Non-traditional goods
exports grew 6.6% in value while the volume expanded by 11.8% (tables 17 and 18).

Copper was particularly affected by low prices and the value exporied was 16.4% down, which
could not be compensated by the 2.1% increase in volume exponied. Main NON-COPper exports
dropped 11.2% because prices fell by 9.5% and volumes by 1.9%. The reasons for this reduction in
volume are that producers were naturally reluctant 1o expont while prices were so low and also
some of Chile's main export products faced problems of access to centain markets



The products hardest hit were fishmeal which dropped USS 175 million or 32.4%, apples,
unhbieached pulp, gold, iron and iodine, all lower in both prices and volumes, while bleached pulp
increased in volume exponed but prices were down, These results were panially offset by in-
creased exports of other main products, among them, logs, sawn wood, planed wood, molybde-
num, methanol, grapes and nectannes.

The non-traditional export sector was very bouyant, volumes exported growing strongly by 11.8%
even though prices dropped by 4.7%.

Total imports fob increased by 10.2% in 1993, Capital-goods impornts led the way, growing by
15.9%, followed at a distance by consumer-goods imports, 8.6%, and intermediate goods, 7.2%.

Most pronounced growth of capital-goods impons was in generators, elecirical motors and trans-
tormers, compaters, loading and unloading equipment, small goods-transpont vehicles, buses and
fishing boats

Among consumer goods, car impons were the most outstanding, amounting to USS 445 million,
although this is 6.8% lower than in 1992. There was also strong growth in impons of clothing and
footwear and, 1o a lesser extent, electrical home appliances and telephones.

Intermediate-goods growth was slow because of the 3.2% drop in value of petroleum impons as
prices were 12.6% lower, although the number of barrels imponted was 10.8% higher. Excluding
petrodeum, inermediate-goods imports increased by 9.1%

The net services and transters balance closed with a deficit of USS 1,113 million, an improvement
of US$ 380 million on 1992 Financial services performed well, reducing net outflow by USS 357
million compared to last year as a result of less interest paid (USS 202 million), more interest
received on international reserves (U588 54 million) and reduced foreign-investment profit remit-
tances (L'3% 100 million) (table 19).

International interest rates had fallen considerably and this reduced the interest paid on medium-
and long-term debt. At the same time, the effect of these lower rates on international reserves was
offset by the strong increase in reserves accumulated during 1992 and the first half of 1993,

Net profit reminances were less because of the reduction in remittances from investment entered
under the provisions of DL 600, This reduction was partly counterbalanced by increased remit-



tances from Chapier XIX investment, which has grown in recent years, s the time allowed for
them 1o remain in Chile has expired and easier facilities have been granted for their repatriation.
The reduction in DL 600 investment profit remittances was particularly due to a large mining
project having less profit 1o remit because of low copper prices and because infrastructure work at
the mine is to be financed with iis own resources. Other DL 600 investment profit remitances also

dropped significantly.

The non-financial services balance closed with a small surplus of US$ 5 million, US$ 69 million
better than last vear. This was thanks 1o improvements in several areas, particularly travel, which
was US§ 100 million up on kst year (table 20,

Unilateral transfers are, for the most part, donations, taxes on foreign capital and personal money
drafis. They amounted 1w US$ 385 million in 1993, US$ 46 million less than in 1992, chiefly becawse
the main component of these transfers, tax revenue, decreased since forcign-investment profit
remiftances were less. The private sector also received US3 13 million less in transfers,

E2.2 Capital Account

In 1993, net capital inflow amounted 1o USS 2,763 million, a litle less than m 1992 but with some
impontant changes in composition. Medsum- and long-term capital growth, including foreign invest-
ment, wis predominant and as a proporion of total inflows changed from one third in 1992 10
almost two thirds in 1993, Shon-term inflows, though still significant, were less than last year.
These figures indicate that external financing is of a more permanent nature and is directed 10
productive investment projects in Chilean companies. Funthermore, this net capital increase was
achieved with sustained growth of Chilean investment abroad (table 16).

Medium- and long-term portfolio investment from abroad, mainly by way of ADRs, totalled US$ 833
million, an increase of 151% in the year. Added to this, gross financing by way of private company
bonds brings the total inflow of capital obtained by nonraditional means 1o USS 1,157 million.
Direct foreign investment is still an imponamt source of external financing and this year achieved
growth of 20.5%, almost US$ 830 million (table 21). Direct invesment by Chileans abroad by way
of Chapter Xl of the Compendium of Rules on International Exchange came to US$ 411 mallion,
16.3% higher than in 1992 (table 22).



Medium- and long-term inflows, excluding foreign investment, that is, comesponding to external
credits were THA% higher than last year. Those to the public sector were substantially less than last
vear (US% 620 million less) while to the private sector they were USS 848 million more. This wis
partly the result of net private-sector external credits used towards the financing of foreign
investment mining projects and was also through private-company bond issues totalling USS 324
million. The public sector’s net extemal financing dropped because little use was made of mullat-
eral-ceganisation credits and because Eurobonds issued by the Treasury in 1991 were prepaid. This
prepaid capital totalled USS 265 million,

A large drop in net shom-term capital entening the country was due to bess use of credit lines. This
kind of capital was Us$ 1,725 million less than last year. However, direct commercial credits and
other assets were significantly greater in 1993 than in 1992 (USS 870 million). Chileans reduced
their assets abroad in response 1o demand for domestic borrowing in dollars through the informal
market 1o finance investiment abroad, redemption of foreign-debt promissory notes, impot ransac-
tions and foreign-currency deposits in banks at home.

3. External Debt and International Reserves

Chile's external debt a1 December 31, 1993, amounted o US$ 19,180 million, US$ 938 million more
than in the previous December. This increase in external borrowing was produced by net medium-
and longterm credits of USS 866 million, shon-term loans of USS 252 million, parity adjustment
worth US$ 49 million and comection of halances that amounted to US$ 69 million, and these were
partially offset by debt reductions worth US$ 298 million. Transfer of loans from shont to medium
term of US55 240 million alered debe compaosition (tables 24 and 260,

In 1993, as in the past few years, the public sector tended to reduce its indebtedness, by LS§ 557
million, and the private sector to become funher indebted, by USS 1,495 million. Furthermore,
there was a shift towards banks and private companies associated with foreign investment as
sources of financing.

Medium- and long-term loans accounted almost entirely for the increase in foreign debt during
1993, They grew by US$ 926 million bringing wtal disbursements, including bonds issued, 1o
Us$ 2,285 million, of which 80.3% correspond to loans subscribed by private companies, for the
most part (84.6%) 1o be used in investment projects. These funds were obtained more from
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Table 2
SECTOAAL GROSS DOMESTIC PRODUCT
[Rnaval percentage changes) [1)




traditional credst markets, that is, credit banks who supplied 58.3% of the total this year. Another
important source of funding were affiliate companies of the foreign investors, 21.8% of the total,
and direct suppliers.

Medium- and longterm debt amomisations amounted 1o USS 1,419 mallion, of which US$ B0O
million were remitted by the public sector and US$ 592 million by private-sector companies. The
banking system remined US$ 27 million. These remirances were paid mainly 1o international credit
banks (48.9%) and 1o multilateral organisations (25.1%).

Shon-term loans only mcreased by USS 12 million since, of the USS$ 252 million total, US§ 240
million were transfered 1o medinm-term debt

Net intemational reserves increased by USS 750 million in 1993, USS 578 million were the result of
the balance of payments surplus and the rest was prodeced by stock revaluation which reflecied
both parity adjustments and capital increases due o falling international longterm imerest rates
(table 23).

The increase in net international reserves was composed of USS 507 million more in the Banco
Central's reserve assets, of which US$ 472 million were in foreign cumency and US$ 38 million
were in increased gold stocks, while reserve liabilities, particularly IMF repayments, were reduced
by USS 244 million. Thus, net international reserves at the end of 1993 wealled US$ 9,759 million,
equivalent to almost one year of goods imporns (able 25).
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Table |
NURRTERLY GROSS DOMESTIC PRODUCT
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Table 3
COMPOKENTS OF GOP EXPENDITURE




Table 4
SRVINGS AND INVESTMENT COEFFICIENTS
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NATIONAL EMPLOYHENT AND UNEMPLOYMENT [)

Duarterly maving averages eading in the specified month
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Table 7
CONSUMER - PRICE INDEX
[Base: Bpeil 1983 = 100)
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Table 8
REAL INITIAL SETTLEHENTS AGREED IN

COLLECTIVE NEGOTIRTION
[Percentages]
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Table 98
GENERAL EARNINGS INDEX (1]
[Base: December 1982 = 100]
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Table 3 8
HOURLY ERANINGS INDEX [*]
[Base: April 1393 = 100]

Table 9
HOURLY LABOUR COST INDEX [*]
[Base: Rpril 1393 = 100]
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Table 10
INTEREST RRTES ON BANCO CENTAAL INSTRUMENTS
[Real annual rates)
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Table 11
30- T0 365-0AY INDEXED INTEREST RATES
[Financial system monihly averages)




Table 12
MAIN MOKETARY AGGREGATES

[Percentage changes]
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Table 13
COMPONENTS OF PRIVATE HONETARY AGGREGATES
MONTHLY RVERAGES
(Bilmizes of Chilean pesas)
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Table 14
MEAN NOMINAL EXCHANGE ARTE
[Chilean pesos to US dollar)
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Table 16
BALANCE OF PAYHENTS
[Hillions of ¥5 dollars)
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TRADE BALANCE
[Hillions of US dollars]

|

: ¥
' E
i

1

|




oA T Pl
!-’l-"

Table 18
FOREIGH TRADE IKDICATORS
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Table 19
FINAHCIAL SERVICES
[Hillions of S dollars)




Table 20
NONFINANCIRL SERVICES
[Hillions of U5 dellars)




Table 21
NET FOREIGN INYESTHENT [N CHILE
[Millians of US daliars)




Tahle 22
GAOSS CAPITAL CONTRIBUTION ABROAD IR CHAP
[Milkinws of US dolars]




Table 23
IRTERNATIONAL RESERVES OF THE BANCO CENTRAL OE CHILE [1]
[Milkions of U5 dellars)




Table 24
FOREIGN DEBT
(Hillians of US dollars]
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Table 26
CHILEAN FOREIGN DEBT AENEEHED THROUGH CONVERSION

TRANSACTIONS RULED BY THE BANCO CENTRAL DE CHILE [1)
[Hillions of US dellars]




ANNEX |
HAIN MONETRAY AND CAEDIT HERSURES OF 1993

January

14

The amount of any pension fund that can be invested in subscribed shares of open
concentrated limited corporations approved by the Risk Classification Commission was in-
creased from 1% to 3%.

February

1l

July

As from February 16, 12-, 14- and H-year PRCs in logs of 200,000 UF wonh for each maturity
began 1o be offered twice a week. 4-, & and 10-vear PRCs continue 1o be offered mvice a
week in the same quotas of 300,000 UF each. G-year PRCs were withdraom.

The charge made to pension fund managing emtities who deposit their securities in the
Banco Central was set at 0.34688% of the value held in custody on the kst working day of
each month, with a minimum of 17 UF a month.

Banks and financial institutions were authorised 10 choose which day, within the reserve
period, they would not use their credit line in domestic currency. Prior to this date, they
were obliged 10 not make use of this credit line on the last working day of each month.

The Banco Central was enabled 1o buy discountable promissory notes and indexed promis-
sory notes from financial instuutions and shall publish the amount purchased and under
what terms whether 10 matunty or with a repurchase agreement
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ANNEX
HAIN EXCHANGE AND. EXTERNAL TARDE HEASURES OF 1383

March

11

11

April

22

June

The Banco Ceniral de Chile's responsibility for issuing “centificates of origin™ was passed to
the SOFOFA and the Ministry of Agriculture, as appropriate.

The period for liquidating returns for insurance indemnity, commissions of other external
trade transactions that will constitute foreign-currency time deposits in banking companics in
Chile was extended by 90 days. This brings it in line with the ruling on expon returns as
such.

The minimum time for holding foreign currency entered as capital contributions under the
provisions of Chapter XIV of the Compendium of Rules on Imenational Exchange was
reduced from three years to one vear o make it coincide with the amendments to DL 600,

Exchange regulations referding to futures, options and other derivatives were modified in
order 1o comect and simplify some aspects of these transactions and make them more agile.

In view of the draft law on capital-market reform, a transitory ruling was introduced into the
Compendiem of Rules on International Exchange that determines the risk classification to be
met by banks or financial institutions and nonfinancial companies that wish 1o place honds
abroad



August

12

12

October

14

December

30 The annual interest rate on quotas of deferred payment

Discount transactions to third-party countries contemplated in the re:lpmﬂl :_'|
ments within the framework of the ALADI was eliminated. =

When hanking entities caleulate their totzl foreign-curmency m:tsinwd_!;f :
reserve requirement they can no longer subtract the foreign-cumency b
pmmmqmdmﬂ-mﬂfmmhdmmmmm

discounting documents current up to this date.

The time allowed for shipment of expots financed by advance |
abroad was extended from 180 to 300 days, counted from the date ¢
comesponding foreign currency in the formal exchange market.

ending June 30, 1994, was set at B.2% in US dollars.
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Il FINRNCIRL STATEMENTS

BANCO CENTRAL DE CHILE
fis of December 31, 1993
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BALANCE SHEET
fAs of December 31, 1993
[IH millions of Chilean IEEIE]




LIABILITIES AND EQUITY




For the year ended December 31, 1993
[In millions of Chilean pesos)




NOTES TO THE FINRNCIAL STATEMENTS

1o SIGNIFICANT ACCOUNTING POLICIES APPLIED

a} GENERAL

The lmencul statements have been peeparsd in accordance wich geserally sccepied acoounting princaples and
prawisions fsseed by the Board of the Banoo Cenieal de Chile, as staied by Lawe 1808400 (its. Constiguisonal Qnganic
Actk, the laser subgdcl 1o pecvious cheirsioe From lhe superintendency of Hanks ared Financial Dnstoutions. Such

prowisions are in sccordarse with gencrally accepred accounting principles, excopl for the cxchenge rates weed, as
explained in bl Bow

The flinancul stalements peesentalion llms 2n economic-acomaniing paitern which 2ims o showe the inatiiution’s
accourging and Financial positicn, a8 the same time assising he connomic analysis of the Baak's opeetion by clesrly
disnguishing whether ey are undomaken by domestic or overseas agengs. In ihis manrer the Bank's panicipation
in the damastic supply of monetary assots and cred polecy may be asscised rogether with their effece on ke Hank's
Braring positeon ahrosl The eoosdemsd conoopls of isterraional sesenoes and currersy issusng are thus shawn, ursler
Reserve Masets and Liabdigies and Currercy [ssued respectively.

Bl EXCHAMNGE RATES

Assets amd habilitees in [oreggn cudeency are renslated eio Chilean pesos, 38 1he cxchange cile telered 1 i
paragraph one, Number T of Chapeer | “General Provisions™ of Tile [ of the Compendium of Bules on Iniernaticnal
Exchenge (chidar acucrdo, Bergnalics relfesential U5 dollar), Excopting (o (his pelscy are the halisices of Exchanpe
accounss, of ke ones replacing them, corresponding to transscons whikch, according o oarrent regulations. have o

Ew: settled &8 a differenl cxchange male, duly sprecificd in Ehe eespeclive dlisposilens,

These assets wmld labiltics exprossed in minted Chilean gokl codns are valued on Ehe Basss of the average Losdos
moning quotation of the *Gobd Fising™ rape (0% dollars per ooy ounced, for all business days in the preceding
guanker, less LA

Seldements Gf fescign exchange curnendy Gther 1Bas the 105 dolllis afc fmade according ie 1he cXchinpe Fles given by
the Superinterdency of Banks and Financial Instications always based on the referential US dollar exchange aee.

The main raves wsed ar the year-erdd are as ollows

Chilean pesos
Minged Chilean ol codns HOLALT
LI dodlar 403 S
Psunad skerdsng [ ) e
Drewnsche mark 2ER.ETA
Epecial drawing righds (SDRN 0 I

gl LOWANS EECEIYABLE AND FATABLE

Waon-indeved loans and deposits are shown st their original valee or at their st renewal value, wilh Ehe cxcepion
of commercial msinements arkl decounbed noges which ae ﬂ:p-l:':.'h:-ll at ikewr nominal maturdy vaboe, Indexed loans

are shown with their conrespording restatements accnoecd a1 the balance sheet die, and knans eapiressed i foreRgn

currenicy inclughe their respsctine exchange adpsimels

Accrued mteresd on loans receivable and payalde @ the halince sheet date o shown for esidengs abnoad ander Cgher
Chverscas Assets and Other Overseas Labiliies respeceively. Transaglicns camicd oo by domestic reskdents are
inclisded in Domestie Assels aid Lighilities

Peepard inpereat on Bormowings i included usder Orther Assets Aocounis, Uracoreed interest reconeed in advande on
joans s ircheded ussder Cibser Liability Accounis




dl SUBORMINATE GBLIGATION FROM FINANCIAL INSTITUTICRNS

The amount of subordinaie obligaticn o (mancal insicutions included in Deenestic Asscis, whise origin aml
development 1s explained in Noge 10, imchades the Balances inchexesd as of December 31, 1993 of rovased repuschase
abligations, inchading the balances of the ponions paid in cash and the poaicns coastinaed by notes of he Banoo
Central, plus sccumulmive inlerests, which are recorded crediting income as they are aconsed.

el FPAST DUE LOANS RECEIVABLE

arg aheredn wnder Oiher in Other Asseis Aocounes and include all those boans recetvable which are moese than
days overdee. Foresgn loans ane cransbaced into Chilean pesos ai the cbosing rate of exchange at ihe halance sheet
. Inberest recvivalde on Ihese lcans and restatements, if applicable, e scopudled [or uge to lhe maiangy daée

353

i FINANCIAL IN\VESTMENTS

Cherscas financial mvesimends are shown urder Beserve Asacts, as Bomds, cofilicsios of doeposit and others, and
malindy include, bonds amd commercial instruments Bsued by forclgn govermments, ovedseas insticutsons amd banks,
valued a8 codk whikch is lower than market value Inieeest reccivable is shown ander Osher Cvereas Asseis

g! FROPERTY, FREMISES AND EQUIPMENT

These are shown usider Oiber Auacis Accounis, and are stated a1 cost plus price-level restatoments, net of
aceumulated deprecation. Depreciacon has been computod by ibe seaigh-dine method over the estimated useful
bves of the aswers. Linde this heading are inchuded sundiy fems which sre subiject 1o b sl

k) EMFLOYEES SEVERANCE COMPENSATION

A provision for aconeed severase compensation payable by the Bank as an acruairgd right of s sSalf for pasi
services, im cas of retinemend or dismissal, has been set ug each year based on the present value of the soonsed o,
discounted ai an B% anrusl inlerest rage, In this respect, these finencisl sasements inchide aconsals by 8 34472
mellion (Ncte 61 ansd deferned expenses by § 117.5 million sdich are included in Cther wnder Other Assets Accounts

i1 RESERVE FOHR POSSIALE LOAN LOSSES

The Dank, pursuasnt 1o the powers of the Board, which age set oul in Aticle 18 Mumber @ of Lyo 1840, has made
feserves in the year for doubdful detis, undes Resolution 337 daved December 1993 of the Boand. These reserves are
included wnder Other Lishility Acoounts, ardd the resaltant debil 0o incomne s detailbed in Nobe 6

i INTERAMERICAN DEVELOPMENT BANK (IDE) SHARES AND CONTRIBUTIONS, AND INTERNATIONAL
MONETARY FUND (IMF) CONTRIBUTEI NS

Shares amd coniribations made by the Chilean Treasury io the Inieramerican Development Bank and  congrbutions
MH:‘M Imiematioral Manctary Pand are presented at soquission or comribution coss ples resssements, where
applicaile.

IL¥} shares amd comtributions are shows usidler Ciber Overseas Assets, as Conlgibuicons magde 10 other intermations
‘oegAnkeEations.

Contrbutsons 1o the IMF in cdomessic and fEdl.'lﬂ;ﬂ ouFfeRcies are shown under Overseas Reserve Asacts as 16

subseciignion, Shares and concrdbuions made o the (DB and contributions o the [MF are considersd yesissents
prarsuant 1o Decree Law 25943 of November 16, 1979

k) EEVEMUE AND EXFENSE ACCOUNTS

Reveners and expenses afe accousted for on an sccnasl basis




Non-Operating Iscome inchedes in ingoms the indomnities eceived by foreign exchange transactions and in
expenies the nel differences fesultod in propemies dispassls. F

Revenue and expense soounis denominated in domestic ourency, with (e excepion of depreciation, u-m h
scoumulasans of amounis registeded @ the daie the trssacions wone performsed. i e

I PRICE-LEVEL RESTATEMENT

The effea of price-bovel sestatement of oquaty, propoy, promiss, aquipment lndu!lrr-dlﬂm.
considiering the vasiation in the consumer price index for the year with one mosah of delay is shown in the Surement
of Income: wnder Price-Level Rewstement and desiled i Noge 5, On the other hand, exchange difforences in assets
agdl Kabilities denominated in forcign curnoncy, and restaiements of loans and lishilizies, are included under operacing
nesuhs, ]

2. DOMESTIC LOANS

= N R
The headings Loans 1o stste-owned entities, Loass o the Banco del Bstada, bnmmmmmﬂhﬁ,-ﬂl.mu :
caher imstibations mainly include: croadit lincs in respect of rescheduling of debas for § 252,721 8 méllion; credi lncs n" -
imiemational organizmicns’ peogrammecs for 5 07,5122 millicn; amownts (o be rooooned E&Mw ol
Cajs Cendral e Ahormos vy Frédamos and the Asociacitn de Ahoreo ¥ Peésamo, for § 161
receivables from the Cosporacidn de Fomesto de ls Froducciin (CORFO) (laws 18400 and Iﬂ,i?ﬂhrlm
millior; morgape loans porfolso acguined for $ 890528 million amd credic lises in mﬂmw
Besolution 1680 far % 96400 1 mallion.

Ao OTHER OVERSEAS LIABILITIES

Loans and otk lishilicies which are chuded under this heading maindy conaid ol credit
PEE3, 1984 arsl 1955 10 prant pow moncy for § 6%, 7273 million; rescheduling of foreign debs years 19831984, 19685
19T and 19881991, for § 250, 006.0 millkon; crodit from the Inleramernican Development Rank (I for sn.ml:'r 4
milllion, and deposits of the Banco Exterior de Espafia SA. (Resolution 1,872) for § 15,256 4 mélllion.

4. DEPOSITS AND COMMITMENTS

The heading “Ciher Deposics and Commaments” mainly inchodes the 1) Tesve

its amendments, by § 320.277.3 million; Banoo ded Exdado de Chile deposits for § 1546559 million; (o
cament acoourds for 3 1464979 million; foreign currency deposins under Resolutions 1,657 and I,Hll'ﬁ'l- -
millian; ohligiony deposits fram overaas oredits by 3 535016 lﬂhaﬂdﬂﬂmmﬁhﬂi“h‘
§ 16,5491 million.

5. PRICE-LEVEL RESTATEMENT

Price-level resement as indicaped in Nege 1 letted 1, pesulted B 3 netl diebsit mmulﬂm
fodbows:

Exquaty

FPropeny, peemises and coquipmem
Cither asscis

met charge b the pesults for the year

The charge in 1B consamer prce index amounted B 121% durisg the year,
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6. RESERVES AND WRITE-OFFS

Deetall of reserves included im Otber Lishility Accounts is ihe following

(I miillicns of Chaleas presosl

Subordinace comemilmeals SH B34,
Lizana 12,5545
SEVEMMOE CodmpeRearion 34472
Chbser 2,236.%
Balance a8 12.31.93 M 5422

Leans write-offs and resenves, in the Income Staemen), nchedes 2 debit by % 98900 million, from seite-ofls amd
reserves i the year,

7. EQUITY AND SURPLUS

Vanamons in oqualy during 1993 are summarnized as lollows

(Ein millsons of Chilean pesosh

Capital Sugplus Tustal
Halance ar 01.0193% Tiols, 365,00 34,7508} TH614.2
Absorpiion of 1992 deficit 34, 750.8) L TR0E =
Equity prigc-bovel restaiemens HE 524§ - HH 424 3
Dedicit for the yeas - (e, 185 1) (4, 185.1}
Balamce a 12.31.93 A0, 135 04, 16%. 1) B8 0544

In accosdance with Afticke 5 ol the Consdlistional i---|'I'|:IJI'II-I- Act of Banco Central de Chile the inicial |,,|.ru|4|: for the
Bamk wies seithed by & 500,000 million eo be conbibuied scooeding o ransgory Anticle 2 of the same law, The
folbowing is 3 summary of the initial capial 35 of December 31, 1993

I mallicans of Chilcan piosos)

Capital ursder Anicle 5, Liws: 1B B40 A0 0.0
Balance @t 123192 41 4709
Dueficat foe 1992 applied so the inais) capigal as per

Board Resoluisan ZT0-03 of Jamuary 21, 1994 8, 750 ® 4043, 7200, 1
Bakarece revuire 03,2700

The restaiements of capital afier December B, 19R0 comespond only 1o the price-level resiatement of pasd-up capital,
ane ehencfore are noc @ken iste Scomant for ibe purposes of making up the enial cagital

B. LOANS TO BE COLLECTED FROM THE CORPORACION DE FOMENTO DE LA
FRODUCCION (CORFO), ACCORDING TO LAWS 18,401 AND 18,577

Pursaant 1o Law 18,400, published in the Oifical Gazeite on Januery 26, 1985, and iis smendments, he Banca Central
de Chile granted boans 10 CORFO for the puschase of shases of financial inssitueioss an bebalf of third pamics

..... o
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LOHFC pays back s debit by transferring ameunes collected from ikhese sharcholders, net of discownts granied o paid
timely. Accoeding oo Amicle 13 of the above mesticned Bwe. the differesces fot reconered, of up 10 1% milkion
indexed umils (UF), will be covered by iBe Tressury 1o the Banco Ceniral (Noie 12), by e way of Fulane
tramsferences. As far as ibe inlommation cumently available, (Mis amount is considered sulfickent

O the other hand, purchase of shares of Banco BHIF, by g5 preferential shasebolibons, was financed FursUane oo Law
1B57T o Movember 20, 1986

As of December 30, 1993 the balance receivable from CORFO amounts to 5 96,2209 million fecuivalent bo ILIF 8.1
miillicen) an the balance transferable by the Teessury amownts 1o § 99822 1 millicn (UF 94 mallioa),

9. PREFERENTIAL US DMOLLARS

Rezolutions 1466 dated Sepeember 3, 1962; 1,484 dated December 15, 1982 1,556 dabed Pebruary 22, 19684 and 1,657
dated June 27, 1985, of the Bank's Excoulive Commenes, provided thal cemain commitments in foreign currencies or
stipulated o be restaved in foreign cumersy in elfect before August 6, 1962 could be repaid ar 3 prefenential
exchange sate, e Banco Central bearing the difference betwoen this exchange rare and the rale prevailing @ the
timer off the repayment

The estimared exchange dfferential payable as of December 31, 1993, not yet documented, is fully provided for an
agfegale amoant of § 29169 mallica

10, FINANCIAL INSTITUTIONS WITH SUBDRIMNATE
OBLIGATIONS (LAW 18.401)

Fursuant to Resalution 1,955, dated Auguse 16, 1969, and the provisions of Amicke 15 of Liw 18,401 amended by
Aricle 3, lewer d) of law IA,A18, for those banks and financisl institutions which had sold wheir loan poafolio in
steoidanor wilth Resolutions 1,450 and 1,555 amal their corresponding amendments, and tboreby had comenimed
ikemselves 1o fepurchase the portdfolie, the Binco Central peovided the opsion of movation for all ke ohligations
resulting from these loam pomfolio repurchase agreemenis, which were substituted by a subordinace obhligaion thus
shpulared in 3 pdvalion agreement

The amounl of the subordinate obligition was sei up h:.l ihe oursznding balasge of the novaded b:p-unl:hm
abliguica, resulting from (be amount paisd for in cash for the loan porifolio by the Banco Cemral, 1Be amoant paid
for with one or move Trexsury foles with non-accrued interest, and the cumulabive inbenest accrued an the novacios
date

The maturity term of the subwedinale sbligation of the firancal oEuions i no dersemined unbil the date of aonsl
setllemenl arkl has 3 cumulatve suscharge of 5% per anmum on the aststanding amounts arising leoen the novated
repurchased ohligaeon, fesulling from ihe amount paid for is cash by the Banco Certral plus the cumulative Enreeest
acinerd B the novation dae

The fnancial instingions commil thereelves io allocate oo ihe payment of this subsardinale albligation the annual
profits defined in accordance with regulatons of the Superintcnidoncy of Banks and Financial Instingicns, Likewise,
thee linancial instiutions may, whenever they deem approprise, pay theie subeadinale ohligations with resources
suthorized by the above mentioned Supcriniercy, Consequently, the setifement of the said comsilment is subjected
1o the financial insinions capability to generale inooeme

As af Decombers 30, 19593 the subondinare obligason amounts oo 5 1,734,500.5 million, and & ncluded in the iresn
Finarecial instiutions subordinate obligaions {Law 154010 under the caption Domestse Assets of the Balance Sheet.
As of ikt date the Banco Central has 5o up feserves for § 58,6340 millsan for this panpose.

Par of the subosdinaie obligason was ariginalgd by financing wih irstrumenis from the Bance Cengral. The Balince
of § 175,437.2 millioa of insfrumenis is incloded a5 Domeaic Laabilises, wasder Promissory notes Esued om jpiarchaz:
ol pomfolio in the kem Insruments lsued by the Banco Central, and its settlemsent is in relaticn =il he payments of
the fimancial institations subwrdinaie obligaions

Cusreencly, 3 bill inchuding mesdificacion 10 currens terms for epayment of these commicmenss is being sudicd by the
Comgress.

e
o
e # ¢
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11. INTEREST BATE HEDGING

Pursienl o Resolutica |37, of Decomber 23, 1987, the Excootive Commiree suthorized the Internatons] Divisson e
hedgr inberest rales on s labilioes.

Druring 1548 “Eurcadollars Future Contracts” were excouled, of which 1,143 for the equivalency of LSS 11450 millson
age in force at December 31, 1904

Far ke coniracts the Bank has set up guaramees @ securities inclided wnder the heading Bonds, cerificaies of
depoai and ochers amounting o USS 0.8 mllion

During the period these contsacts are in Farce, the net aconeed or perceived inccme from these Comeads are recanded
a5 income a8 b inerests on the respective liabilities are accrued, The interest sceroed, when 3 boss, i recognized @
ik income sEEmens.

As ar Devember 31, 1993 these transacisons showed a net boss equivalens o 1S5 12 8 mallion

12. TREASURY TRANSFERENCES (LAWS 18,267, 18,401 AND 18,768)

The rﬂ“ﬂ"l'il'l: amnings are ikhaded as Domestic Loans, usder gthe cagicon Tecasury iransfevences (Laws 18, 357,
18,401 and 18, 768

il millions of Chalean posos)

a Treasury promissony notes (Law 18 2573 £00 T4 S
b Teeasury ransferences (Law 18 4013 9 EEE |
€} Teeasury proenissony moes {Law 18, 748) & (155 o, 4
Total LA AT

1) TEEASURY FROMISSORY NOTES. LAWY 18 347

Accanding 1o provisions of Anicle 37 of Law 18,267 dated December 2 1985, 35 supplemerted by Decnee 927 of the
Mimistry of Firamce, dated Decomber 12, 19683, the Treasury eransforred o the Banco Central de Chile § L4000
mallion, by suing 40 Treasory peomissory nedes with a 24-vear mamiray eem, with 5 veass froe, stated in indeosd
umits {LIF), with an anmaal capitalizable imeress pae of 1% and semiannual amonization

In préar pegiceds the Bank has received advasced paymerds of installments mamring up 1o June 15, 19954

b} TREASURY TRAMSFERENCES. LAY 18401

'-l'h.k iemm shems he cumulative amownits of luture ransforences applecable e the maximum of 15 million ndexed
unis (UF) as supulared in Amiche 13 of the Law 18,401 (Note B), These amounts receivable eesult from the discounts
granied o those sharcholders benefined by provisicns of the mentioned law

Thess transferenses from Treasisry will be compleied in o serm met exnconding %0 vears, with 10 years free, starting
from the definge detesmanation of the toal amouss

¢l TREASURY PROMISSORY NOTES. LAY 15768

This item correspands b promissory eoles denosinated in US dollars, which, whder provisions in Anicle 7% of Law
Lﬂ.m M’Im in the Coacial Gareite on December 2, 1988, ax wp-pll.'ml.'nuﬂ by :|-1II'I'|'\'|f_i' of Firanie Exeouie
Decrees 1,257, dated Decernber 29, 1968 and 330, dated April 4, 1969, replaced promissony roies ssted & indesed
unis [UFF and issued 1o the ceder of (ke Barco Central de Chile wider Minbsbory of Firance Decrees 106F of 1964:
1157 of 1985; 938 of 1986 and 1,108 of 1987, cnacted acconding (0 peovisions in the sobe Amicle of Law 15,358, as

Thesie promissory feics aconee an annual inteeest of Libor plus 04, of which 2% is payable semiannually
arul the balamce is capstalized, and maincaen the same saging and maleicy daie of 1he sabsiguied insirumenls

These paoemisscdy’ fiobes bave June 15, 1995 as the fira maturicy dare snd Deoember 15, 2004 as the last maturity date
for the 41 semestral promissary noges sued

LUp 1o December 31, 1992, Treasury made several prepayments of principal snd inborests. Thenmg the cument year, the
Treasury early made redemgiion of inlerest by U535 1306 enillicn, being ncluded as Cther, under Ctber Liabsdiy
Agcounts, uneamed Eoreds amounting 1o USS 1266 million ;

................ ﬂ
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13. CAJA CENTRAL DE AHORROS Y PRESTAMOS AND ASOCIACION NACIONAL
DE AHORRO Y PRESTAMO

Under the provisions of Law 18900 of Jenuary D6 1990, ke legal exmience of the Caja Cemtral de Ahomros v
Préstamos, ard the authomeatson for the cxisteonoe of the Asesuacitn Macsonal & Aharro y Préaamo, came o an end.
The ||-:|u|-:|_1l:|||||"| of thelr respective asscls was alss st ol in ks law, and was mads a1 Apnd 30, 1), being thee final
appacaal in process

The labiliees of the Caja Central angd the Asociscidn Naciony]l which were not covered by the proceeds of thesr
lpakdation, will, sccording o Adicle 5 of this law, be met by 3 charge for 1he nedcisany Tunds m the navonal
budge, in sccordance with Amicle 21 of Decroe Law 1,063 of 1975

As @ Dwecember 81, 1995, the amament owed o6 1Be Basco Cenieal Tor the liguidaios of thess eatilees, |I1|:|I.I.d||'|.g
intedest aceried o that dare, amownied oo & 161,649 2 million, as set o0 in Mode 2

14. COMPOSITION BY REMAINING PERIOD OF THE INSTRUMENTS ISSUED BY THE
BANCO CENTRAL DE CHILE. AS AT DECEMBER 31, 1993

The different mnsbnaments issued by the Banco Cencral de Chile, detadled acconding to the remaining time perdsd, are
sl el e o

{Ameasrits cxpeessed in sllions of Chilesn ﬂﬁ

Tiype of ienbiumsnl Lip oo B S1-iB0 150-355 i-% Choer 3 Tostal
days g days WEARS YEdfs

Discouniable promassody nodes issged

by the Banco Ceniral (PDBCH 2H.000.0 ]
Adpasuabde promissoey noses to b pasd

in Treasury bl (PR 205 500,00 1142047 Z13, 7043 THI,OHA 4 1 HLT A G L1904 R
Adpastable promessony notes wilh floaring
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ek CONTINGENCIES

The Banco Conieal de Chibe s mvoboed i some pencling suits, Pul which firal ouscoms woull not have a magenal
¢t on the nancial sialeeoni as of Deoemdser 51, 19925

17, INCOME TAX

Pursia oo Deceec Law 5,345, of Apeil 24, 19680, the Bamco Cemtral is cxempl [fom inoome [@moes.

18, RESULT FOR THE YEAR

Pussiaanl g Aficke 77, Law TR B4, the deficit incurmed in amy pomcd will b absorssd By Charging 1B constinsied
resetves. As there are pr reserves, and redl Bavang a0 expecss mile, the Basrd, in socosdance with ll]l.lv:PmﬂIDﬂl- i
Artiche I and fo the Taculties conlcired by Ansche 7% of said low, determined that the defict mourmed in any period
will be almarhed by charging consciused reserves and il these wene nol efough, this absorpeioa will be dome, in the
paortien el covencd by thom, by charging the paid is capacal, which will apply B respea of ik deficit for this yeer

19, SUBSEQUENT EVENTS

Ner subsequent evers have oounted thar may significantly affect the presentation amd'or the results of these financial
sLalEmEnlE
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