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This paper analyzes the role of public finance and trade policies in 
the adjustment experience of Chile over the past fifteen years. The 
case of Chile is usually cited today as an example of successful 
adjustment. Indeed, in the early 1 970s Chile faced large macroeco­
nomic disequilibria and major and widespread microeconomic dis­
tortions. Macroeconomic disequilibria were manifested in the form 
of a large and unsustainable current account deficit, a public sector 
deficit of over 30 percent of GDP, and an inflation rate of over 490 
percent a year in spite of widespread price controls. 

Microeconomic distortions were present in the form of a high level 
and a high dispersion of trade tariffs, interest rate controls, con­
trolled prices of commodities being set without relation to economic 
costs, credit allocation, wages disassociated from marginal product 
conditions, and restrictions on factor mobility. 

The final objective of an adjustment program for a situation, such 
as the one Chile faced in the early 1 970s, is to reduce inflation, 
achieve a sustainable current account deficit, improve resource allo­
cation, move actual output close to potential output, and achieve a 
sustainable and acceptable rate of growth of output and consumption 
per capita. The issue of sequence is clear. A change in relative prices 
provides the incentive for adjustment to take place, but the informa­
tion given by relative prices is less useful when inflation is high and 
unpredictable. The sustainable control of inflation is therefore a pre-
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condition to successful adjustment and should take precedence in 
the sequencing of macroeconomic adjustment policies (Corbo and de 
Melo ( I  987); Fischer ( 1 986); Sachs ( 1986)). 

Both theory and practice suggest that a successful stabilization of 
inflation, in a situation in which monetization is directly linked to the 
financing of the public sector deficit, requires a credible reduction in 
the public sector deficit. The level of the deficit must be such that 
the need for monetary extension is compatible with the growth in 
the demand for money resulting from the projected output growth 
and a projected low inflation. Once the public sector deficit has been 
reduced and inflation has declined, it is possible to concentrate on 
the other components of the adjustment program. Therefore, the 
credible reduction of the public sector deficit that Chile undertook 
beginning in 1974 was an integral component of its adjustment pro­
gram. Moreover, owing to high inertia, despite the drastic reduction 
in the public sector deficit, the reduction of inflation was a very slow 
process (Corbo ( 1 985a)). Once the fiscal situation was under control 
and inflation become more predictable, the Chilean authorities 
started to make progress in the reduction of microeconomic distor­
tions, including the integration of Chile into the world economy. 

This paper first reviews the Chilean public sector and trade re· 
forms and then examines their role in the economic development of 
Chile. The paper is divided into five sections. The following section 
presents a brief summary of the conditions in 1973 on the eve of the 
shift in Chilean policy. The next section focuses on the policy re­
forms introduced by the military government over 1973-82. Then 
public finance and trade reforms are looked at in some detail. The 
effect of the reforms on aggregate incentives and on the macroeco­
nomic adjustment is the subject of the penultimate section. The final 
section presents the main conclusions. 

Pre-Reform Period 

Beginning in the 1 930s, Chile pursued the classic strategy of i m­
port substitution for its industrialization. The government followed a 
set of policies designed to shift the domestic terms of trade in favor 
of the manufacturing sector at the expense of the agricultural and 
mining sectors. The greatest emphasis was given to trade policies­
quotas, tariffs, and an overvalued currency-all of which discrimi­
nated against exports. From 1950 to 1970, for example, the effective 
exchange rate for manufacturing was approximateiy 1 .5 times the 
rate for agriculture and almost twice that for mining. The bias against 
exportables within these sectors was even larger (Behrman (1 976), 
Corbo and Meller ( 1981 )). 
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Until 1955, trade policies, which were mainly ad hoc reactions to 
balance of payments problems, were highly restrictive. After 195 5, 
these policies moved cyclically, switching back and forth from re­
strictive to more liberal, but still with tariff-induced import substitu­
tion at their core. By 1970, at the end of the Frei government, the 
economy was at the stage of mild trade liberalization. (For a review 
of trade policies up to the late 1 960s, see Corbo and Meller (1981 ).) 

The structure of the effective rates of protection under the differ­
em trade regimes over this period, in addition to discriminating 
against exports, was characterized by considerable variation across 
industries. The rates ranged from 1 ,  1 40 percent for coal and petro­
leum products (an import-competing sector), to -20 percent for 
exports in the leather and leather products sector. Such a range could 
hardly be justified by economic arguments. 

The composition of imports during the 1 960s showed the effect of 
this system of protection: only 1 5  percent of imports were consumer 
goods, about 30 percent were investment goods, and 55 percent 
were intermediate products. As the structure of imports moved away 
from consumption goods coward raw materials, parts, and equipment 
essential to the industrial secror and without close domestic substi· 
tutes, the Chilean economy became more vulnerable to fluctuations 
in the world economy. Furthermore, the import-substituting strategy, 
by protecting capital-intensive activities, gave rise to only a low level 
of labor absorption. (For details on Chile, see Corbo and Meller 
(1981); for a comparative study, see Krueger and others (1981) .)  

There were no major restrictions on capital inflows during this 
period, although outflows were quite controlled. In retrospect ,  the 
inflows in 1 968 are judged to have been too high in relation to the 
country's needs and tO have contributed to an unwanted growth in 
the money base (French-Davis ( 1 973), p. 1 07). 

By the end of the 1960s, GOP was stagnant, while inflation was 
running around 30 percent a year and unemployment around 6 
percent. During the 1 960s as a whole, GOP grew at an average rate 
of only 4.2 percent a year, a low level when compared with the 6.4 
percent annual growth of other upper middle-income developing 
countries in the same time frame (World Bank ( 1 983 )). 

The Frei government was succeeded by the Allende government in 
1970. During the three years it was in power, from November 1970 
tO September 1973, the Allende administration tried to implement a 
radical economic transformation. Because large increases in expendi­
tures were not matched by increases in government revenues, the 
result was a large public sector deficit that resulted in monetary 
expansion and a balance of payments crisis. To suppress the inflation 
and address the severe balance of payments crisis, the government 
intensified price controls and trade restrictions across the economy. 
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Control of foreign trade and credit, along with commodity rationing, 
became an important pan of the macroeconomic policy of the time. 
The banking sector was also nationalized, a radical land reform pro­
gram disrupted the agricultural sector, and the most important firms 
in manufacturing were taken over by workers or the government. 

By the end of 1973, the Chilean economy was experiencing sub­
stantial macroeconomic imbalances. Internal and external imbalances 
resulted from a public sector deficit that increased from 6.7 percent 
of GOP in 1970 tO 30.5 percent of GOP in 1973 (Table I). The 
internal imbalance led to accelerating int1ation even under wide­
spread controls and rationing. The external disequilibrium was tem­
porarily contained by widespread restrictions on foreign trade­
differentiated tariffs, multiple exchange rates, and extensive 
quantitative restrictions on imports and exports. With controlled 
interest rates that were negative in real terms, organized capital mar­
kets were almost nonexistent. When price controls were lifted in late 
1973, the rate of int1ation was roughly 1 ,000 percent a year. 

The restrictions on commodity trade were varied and considerable 
by the end of 1973 (Torres ( 1982)). Ad valorem tariff rates ranged 
from 0 percent tO 750 percent, with a mean value of I 05 percent, a 
mode of 90 percent, and a median of 80 percent. Among 4,952 tariff 
positions, 187 contained import prohibitions. For the 2,872 tariff 
positions, a 90-day non-interest-bearing deposit equal to I 0,000 per­
cent of the c.i.f. value was required, and for 2,278 tariff positions a 
previous approval was required before presenting an import request. 

Exchange rate policies were also c1rasrically changed. During the 
Allende regime there was a shift from the three exchange rates of the 
late 1960s tOward one with multiple rates for commodity trade. The 
successful crawling peg policy that had stabilized the real exchange 
rate in the second half of the 1 9n0s was abanclonecl in favor of a 
fixed nominal exchange rare. With domestic inflation substantially 
above international levels and with a growing public sector deficit, 
this policy could only be sustained first through an increasingly 
restrictive trade regime and finally through a series of major devalua­
tions. The culmination of these trends came in March 197), with a 
crawling peg system for one of the six explicit exchange rates. To­
ward the end of the Allende administration, the rmio between the 
highest and lowest official exchange rate was 52 to I .  Not surpris­
ingly, distortions and renr-seekjng activities were widespread. 

The domestic commodity markets were also highly regulate<..! by 
the end of the Allende regime, with more than :),000 prices being set 
by a government regulatOry body, the Oirecci6n de Industria y Com­
ercio (DIRINCO). The labor market in the organized sector was char­
acterized by low mobility, the result of large severance payments. 
The government was, directly or indirectly, a major employer. 
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Main Policy Reforms: 1973-821 

The military government that rook power in 1973 had to contend 
with an economy suffering from widespread distortions and the 
worst inflation in Chile's history (Table 1). The public deficit was 
close to 30 percent of GOP and net foreign reserves were negative. 
Only by virtue of widespread price controls was inflation kept even 
moderately in check. Indeed, when the new government lifted the 
price controls in late 1973, inflation skyrocketed tO 1 ,000 percent on 
an annual basis. 

Given this situation, the military government spent its first two 
years trying to stabilize the economy. To eliminate the monetization 
of the public sector deficit, it introduced a major tax reform in 1974 
and implemented large reductions in government expenditures in 
both 1974 and 1975. It also sold government assets inherited from 
the Allende years, a step that further reduced the need for monetiza­
tion of the public sectOr deficit. Good prices for copper in 1974 and 
a rollover of 30 percent of the outstanding debt service in 1973 and 
1974, in addition tO the above measures, eased the adjustment tO the 
first oil shock. 

The government also lowered the nominal tariffs which had 
ranged, as noted, from 0 percent to 750 percent in the Allende years, 
to a maximum rate first of 140 percent and then 120 percent. It also 
lifted all commodity price controls and removed the constraints on 
domestic interest rates by june 1975. Following a large devaluation 
in late 1973, the relative incentives for the production of exportable 
goods improved substantially, while those for home goods (highly 
protected and nontradable) and impon-competing goods were 
reduced. 

Still, by late 1974 and early 1975 an emerging external crisis had 
become increasingly apparent-copper prices dropped almost 50 
percent with respect to their 1974 value, while the price of oil stayed 
at four times its 1973 value. These exogenous factOrs forced the 
government to undertake a severe austerity program and a major 
devaluation. Moreover, during 1 975-79, Chile implemented one of 
the most sweeping programs of reform in its economic history. The 
government lifted all remaining quantitative restrictions on trade and 
started a trade reform that reduced the tariffs even more to a uniform 
I 0 percent by July 1979. In addition, in 1976 the military govern­
ment unified the multiple exchange rate system and instituted a 

'Much has been wriuen on the Chilean economic experiment. See, in particular, 
Corbo ( 1983. I985a. I985b, and 1986), Edwards and Edwards ( 1987). Harberger ( 1982 
and 1985). and Zahler ( 1983). This section draws on material from Corbo ( 1985b). For 
a chronology of these reforms. see the Appendix to Corbo ( I98Sb). 
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crawling peg targeted to achieve a fairly stable real exchange rate 
(with, however, two revaluations of I 0 percent, the first in early june 
1976, the second in March 1977). 

In two areas liberalization was much slower, however. One was 
labor policy. Although labor markets were deregulated de facto by 
the loss of trade union power in the year following the military 
coup, most of the restrictive labor legislation inherited from previous 
governments was modified only slowly. There was, nevertheless, 
one major reform which was contrary to the thrust of the whole 
reform program-a compulsory 100 percent backward wage index­
ation was introduced in October 1 974.2 (The prices of many nonrra­
dables, such as housing rent, school fees, mortgage payments, public 
utility tariffs and the like, had already been fully indexed backward 
for some time.) As is discussed below, this was an undesirable devel­
opment that finally resulted in an unsustainable appreciation of the 
real exchange rate and a macroeconomic crisis. The second area in 
which the reform effort was slow was the liberalization of capital 
inflows. After much fine tuning, important liberalization was intro­
duced only in june 1979.3 

In the initial years of its rule, the military government had attacked 
inflation by controlling the growth of money. However, in early 
1977, when Chile's economy had been significantly opened w trade, 
a debate developed within the government on the causes of inflation 
and the most appropriate way w deal with it. That debate led to the 
two 1 0  percent revaluations, which were seen as a way of lowering 
inflation and sterilizing part of the accumulation of reserves. 

Toward the end of 1977, the government announced that it was 
going to target the rate of devaluation to exceed the rate of inflation 
to compensate the import-competing sector for the announced tariff 
reductions (this pre-announced devaluation schedule was called the 
tablita). In February 1978, Chile established an active crawling peg 
system with an explicit stabilization objective. For this purpose, the 
rate of crawl was established well below the difference between 
domestic and foreign inflation. 

In june 1 979, the exchange rate was fixed at 39 pesos per dollar, at 
the time the monthly rate of inflation was about 2 .5  percent, substan­
tially above the international level. Finally, in late 1979 the govern­
ment introduced a new labor code that re-established collective bar­
gaining, albeit for just a fraction of the labor force. It mandated that 
the lowest offer employers could make had to be equal to the 
previous wage adjusted by inflation as measured by the CPl. This 

lfor a review of the indexation. see A. Edwards ( 1984). 
·'See Corbo ( 198Sh) for details. 
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measure went well beyond the less extensive indexation that had 
been instituted in late 1974. 

From 1979 to 1982, most of the policy reforms concentrated on 
improving the functions of domestic commodity markets and further 
deregulation of capital flows. One of the most important institutional 
reforms was also the introduction of a private pension system. 

Public Finance and Trade Policies in Chile 

Public Finance Policies 

Prior to 1975, Chile had a long tradition of a very powerful public 
sector. Not only was the public sector an important generatOr of 
employment in the genera] government, but public enterprises were 
weJI entrenched in the productive structure of the economy. The 
structure of the tax system in this period was characterized by multi­
ple exceptional regimes with numerous groups receiving special 
treatment. Also, the presence of an indirect cascading tax system 
gave important incentives to the vertical integration of private enter­
prises. Such a system proved difficult to administer and encouraged 
evasion. 

This section will first examine the behavior of the public sector 
budget, using information available for the 1 960s.� During 1 960-69, 
current receipts showed an increasing trend with the exception of 
only two years, 1 963 and 1964. While revenues represented 29.2 
percent of GOP in 1960, they reached 35.8 percent in 1969. As a 
result of changes in current revenues and expenditures, the govern­
ment current account surplus was continuously increasing over time. 
In 1 960, the surplus was 4.3 percent of GOP and reached 9 percent 
by 1 969.5 With respect to public investment behavior, there was a 
declining tendency from 1 965 onwards; in 1 966 public investment 
represented 8. 5 percent of GOP, while in 1 969 it dropped to 7 
percent. In terms of the overall surplus, the budget showed a persis­
tent deficit over the entire period, oscillating in size, but reaching 

·•The data obtained for this period cover only general government. There is a 
predominant view that public enterprises were a significant burden for the national 
budget, as massive subsidies were given through government pricing policies. Trans· 
fers were allocated by the general government for the financial support of state-owned 
firms. For this reason, the figures presented for this period may underestimate the 
overall imbalance of the broad aggregates of the public secwr. Information is extracted 
from Chilean central government accounts. 

sThis was due to rising copper prices, the creation of indexation for tax liabilities lO 
avoid erosion from inflation, and a shorter lag in tax collection. In addition, some tax 
rates were increased and new levels were introduced. 
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significant magnitudes during the second half of the 1 960s. Estima­
tions for that period show that the deficit fluctuated between 5. 5 
percent and 7.5  percent of GDP. The difference between the current 
account surplus and public investment is accounted for mainly by 
financial investment. 

Tax receipts represented an increasing proportion of GOP during 
this period, with the proportion increasing from 16.8 percent tO 18.2 
percent. This evolution is explained basically by an upward trend in 
the indirect taxation ratio that grew from 9.2 percent in 1965 tO I 0.9 
percent in 1 969. 

During the Unidad Popular government ( 1 970-73 ), profound 
structural reforms were implemented. Expropriation and nationaliza­
tion affected an important part of the productive private sector, and 
expansionary aggregate demand policies (higher government expen­
ditures and significant monetary growth) were used to achieve the 
administration's proposed objectives. The public sector deficit rap­
idly reached 24.5 percent of GDP in 1972 and 30.5 percent in 1973; 
the annual inflation rate ballooned to 1 18 percent in 1972 and 488 
percent in 1973 (Table l ).  Over this period the government also took 
over many private enterprises, usually following labor unrest. These 
de facto expropriations created a heavy burden on the economy in 
terms of G DP losses resulting from the expropriated enterprises. 
Severe imbalances were widespread. Price controls were responsible 
for repressed inflation, and major distortions in relative prices 
prevailed. 

When the military took power in September 1973, it inherited an 
untenable public finance siwation that prompted several policy mea­
sures dealing with both the revenue and expenditure side of the 
budget. On the tax side, the first measures involved an upward 
adjustment of property values and the simultaneous creation of a 
one-time net wealth tax. Personal income tax was made more pro­
gressive, while the sales tax, the most important source of indirect 
taxes, was also raised. Through these measures the government ob­
tained additional revenues of 1 .7 percent of GOP from direct taxes, 
and 2.9 percent from indirect taxes (Table 2). By rhe end of 1974 
direct taxation accounted for 35 percent of tax revenues. 

In the case of indirect taxes, the contribution of international trade 
duties increased substantially, even though the average tariff applied 
fell from 94 percent by the end of 1 973 to 80 percent at the end of 
1974. Trade taxes as a share of GDP increased a full percentage point 
over 1 973-74 (Table 3). This increase in receipts was the conse­
quence of the elimination of the black market, the large real devalua­
tion in late 1973, the abolishment of tariff exemptions for public 
agencies, and improvement in tax administration. 
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On the revenue side, generalized adjustments in the rariffs of pub­
lic enterprises resulted in almost a 9 percent of GOP increase in 
revenues from net sales of goods and services during 1 973-7 4 (Table 
2). Several state-owned companies, such as ENAP, ENDESA, and CHl­
LECTRA, multiplied their prices in real terms by more than 900 
percent, while the state telephone company adjusted its real prices 
by over I 00 percent of their 1973 level. These efforts resulted in the 
elimination of massive deficits in public enterprises and the establish­
ment of relative prices closer to opportunity costs. Other sources of 
reduction in fiscal pressures were the privatization of an important 
number of firms, as well as the elimination of the subsidies to the 
area of social ownership (a large number of firms in the manufactllr­
ing sector that had been taken over by the government during the 
Allende years), which represented savings in expendiwres of 9. 5 
percent of GDP in 1974. 

As regards the evolution of the main accounts of the general gov­
ernment (Table 3), current expenditures, which had reached 33 per­
cent of GOP in 1972, were rapidly adjusted downwards by almost 7 
percent of GDP by the end of 1973. Wages and social security 
contributions were the central variables involved in the adjustment. 
Together they were reduced by more than 9 percentage points. 
There is some evidence from real wages and employment indicawrs 
that the reduction, at least in the initial stages, basically came from a 
contraction in earnings. Revenues fell in the same year by almost 6 
percent of GOP.6 This was the consequence of the operation of the 
Olivera-Tanzi effect in the Chilean economy. Although the accelera­
tion of open inflation with the lifting of the price controls signifi­
cantly contributed to the erosion of public receipts, the net result of 
these policies was a reduction in the public sector deficit from 30.5 
percent ofGDP in 1973 to 5.4 percent in 1974 (Table 2). 

In contrast w declining current government expenditures and the 
necessity of cutting government expenditures for stabilization pur­
poses, public capital formation expenditure increased from 8.4 per­
cent to 1 2 . 5  percent of GOP as shown in Table 1 for 1 973-74. 
Accompanying rhe fiscal contraction was a reduction in rhe flow of 
internal financing to the public sector from 30.4 percent of GOP in 
1973 to only 5 .5  percent of GOP in 1974. Since nonmonetary financ­
ing was very small most of this reduction was in the form of Central 
Bank credit to the public sector. As a result, the ratio of issuance of 
high-powered money to GDP fell from 9.3 percent in 1973 to 5 .2  
percent in 1974. ln terms of the expansion of the credir given to rhe 
public sector, there were major reductions in nominal growth, al­
though the monetary base continued to grow at nominal rates of 
more than 300 percent annually (Corbo ( 1 985b)). 

6For more details :tbout general government accounts, see Larrain ( 1988). 
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As pan of the domestic adjustment to severe external shocks, a 
further fiscal adjustment was initiated in 1975. Ir included severe 
reductions in current government outlays and a l 0 percent tempo­
rary jump in income and property taxes and excise taxes on luxury 
goods. 

At the same time, a major fiscal reform was implemented with the 
purpose of generating additional resources for the budget and reduc­
ing the relative price distortions created by the tax system. The 
reform incorporated the replacement of the old cascading sales tax 
by a uniform value-added tax of 20 percent; the introduction of full 
indexation of the tax system; the incorporation in the tax base of the 
undistributed corporate earnings; the elimination of preferential 
treatments, exemptions, and taxes on capital gains; the increase in 
road tolls and petroleum excises; the integration of the personal and 
business income tax; the increase of 1 0 percentage points in the 
income and property tax rates; and a reassessment of rural and urban 
real estate values. 

ln addition to raising resources and reducing distortions, these 
reforms were intended to reduce the incentives to evade taxes 
through better enforcement and the elimination of loopholes. Fur­
thermore, the public enterprises continued their adjustment with the 
final objective of becoming at least self-financing and eventually 
profitable through the improvements in operational efficiency and 
price corrections. In 1975 the consolidated public budget reached an 
overall deficit of 2 percent of GOP (Table 2), in spite of a serious 
recession in which GDP fell by more than 1 2  percent (Table I ) .  
Government expenditure items increased as a proportion of GDP, 
such as social security contributions, transfers to the private sector, 
and interest on public debt. These increasing expenditures made the 
required adjustment even more difficult, as they represented an addi­
tional disbursement of 5.3 percentage points of GDP. This phenome­
non can be explained, first, by rigidities in the absolute level of social 
security payments and the generalization of unemployment benefits 
as the unemployment rate sharply increased during the recession, 
and, second, by the deregulation of financial markets that resulted in 
a large increase in the observed interest rate. 

The burden of the adjustment on the expenditure side was carried 
mainly by the government wage bill, as it decreased by 0.8 percent 
of GOP. In fact, the government continued its policy of personnel 
reduction. Between 1973 and mid-1977 nearly I 00,000 public em­
ployees were fired. Public investment fell more than 3.4 percentage 
points of GDP in 1975, returning to the historical levels of below l 0 
percent of GOP (Table 2). This was the consequence of nor only the 
stabilization program but also of a deliberate decision taken by the 
government authorities that the private sector should take the leader­
ship with respect to the expansion of the economy. 
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On the revenue side, the government collected further funds, mea­
sured as a proportion of GDP, as a direct result of its new tax policy. 
A profound deterioration in the terms of trade negatively affected the 
resources transferred to the consolidated budget by the copper en­
terprises. The replacement for this loss of revenue came from the 
increased tax burden on the private sector which resulted from the 
tax reform. In 1974, the current revenues of the general government 
represented 30 percent of GDP, whereas in 1975 this ratio grew to 
34.9 percent of GDP (Table 3). This movement is explained by 
higher revenues relative to GDP obtained from property and income 
taxes, additional resources which accounted for 2 . 2  percent of GDP. 
At the same time further resources were also collected from indirect 
taxation. In total, tax collection increased more than 4 percentage 
points of GDP, with most of this increase explained by the introduc­
tion of the VAT and the changes in direct taxation implemented as 
part of the stabilization package and the tax reform. Further achieve­
ments in the normalization of public finance were made in 1 976 as 
the chronic deficit of the nonfinancial public sector turned into a 
surplus of almost 4 percent of GDP for the first time in decades. This 
time the contribution to current revenues came mainly from higher 
non-tax revenues of almost 5 percentage points of GDP (Table 2). 

On the expenditure side, there was overall stability, but change in 
composition across different items. Thus, an additional adjustment 
rook place in personnel outlays, which fell from 14.8 percent of G DP 
in 1975 to 1 2  . I  percent of G DP in 1 976. At the same time, associated 
with the sharp increase in unemployment, the increase in the pay­
ments of unemployment benefits was reflected in the expansion of 
the transfers and subsidies to the private sector observed between 
1975 and 1976 that accounted for almost 2.3 percentage points of 
GDP. Although there was also a downward movement in the interest 
payments of the public debt, investment behavior was the key for 
explaining the overall surplus reached. The government decided to 
reduce investment spending by more than 3 percentage points, to 
approximately 6 percent of GDP. 

For the economy, 1977 was a recovery year. Current revenues of 
the consolidated budget were similar to those of the previous year. 
There were some changes in the composition of taxation as direct 
tax revenues diminished from 9.6 percent of GDP in 1 976 ro 8 
percent of GDP in 1977, and indirect taxation increased from 1 4  
percent to 1 4.9 percent o f  GDP. The downward movement i n  direct 
taxation is explained by decreasing property tax collection, while the 
evolution of indirect taxation was mainly influenced by the increase 
in international trade taxes by more than 1 percentage point. Al­
though the government had undertaken a generalized tariff reduc­
tion, the movement in trade tax revenues reflected an increase in the 
import-to-GOP ratio, as the economy was becoming more open to 
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foreign trade. On the expenditure side, the wage bill increased from 
1 2 . 1  percent of GOP in 1 976 to 1 5 .8 percent of GOP in 1977, and 
public investment showed a recovery to levels near 7 percent of GOP. 

Table 3 indicates that from 1977 until 1980 general government 
spending showed a decreasing trend from 33 percent to 24.5 percent 
of GOP, reflecting a wide-ranging expenditure-cutting policy. On the 
revenue side, indirect taxation became increasingly important. Prop­
erty taxes declined over 1977-80. The improvement in its adminis­
tration explained the increasing significance of VAT in public reve­
nues. The public sector surplus was largely attributable to improved 
public savings plus curtailed public investments. The first was the 
result of the policy of reducing the size of personnel outlays and 
other expenditures, whereas the second was the consequence of a 
deliberate policy of retrenchment. In fact, Table 2 shows that wage 
expenditures declined from 1 5.8 percent in 1 977 ro 1 3  percent of 
GDP in 1 980. 

The surplus of public companies continued, growing with further 
improvements in efficiency and higher tariffs, set in many cases 
according to the marginal-cost criterion. The priority given ro social 
spending in conjunction with the costs of the social security reform 
accentuated austerity. In particular, special emphasis was given to 
restricting the level of public investment. I n  fact, public investment 
fell from close to 7 percent in 1977 to 5 percent of GOP in 1981 
(Table 2).  The intensity of the austerity effort of the public sector can 
be better understood when one considers that during the social 
security reform the public sector transferred a large portion of its 
social security contributions to the private sector, as many workers 
chose to switch ro the new capitalization system. There was a simul­
taneous increase in the payment by the public secror through the 
recognition of past contributions of those who changed from the old 
system to the new one. Thus, part of the deterioration in the public 
sector surplus was just an accounting convention. The government 
sropped collecting social security taxes, but at the same time trans­
ferred resources to private institutions administering pension funds 
to cover the contributions of the people who changed systems and 
also stopped acquiring future pension liabilities. 

As a consequence of the overvaluation of the peso and of the low 
international price of copper, in 1981 a reduction in revenues from 
the tax on copper represented 2 percent of GDP (Table 3). The social 
security reform enacted in 1981 accounted for lower contributions 
to the public sector of 0.8 percent of GOP. In terms of expenditures, 
however, even though wage expenses continued to decrease in 
198 1 ,  social security payments went up from 7 . 1  percent to 8.2 
percent, as a result of the social security reform. At the same time, 
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the subsidies given to the private sector increased from 4 . 1  percent 
to 6.9 percent. Overall, the surplus of the public sector fell to 0.8 
percent of GDP (Table 2). 

During the recession of 1982, public sector revenues severely 
contracted in real terms. Current revenues as proportion of GDP 
decreased from 34.2 percent of GDP in 1981 to 33.9 percent of GDP 
in 1982. Although the ratio for direct taxes remained constant, signif­
icant fiscal revenues were lost from income taxation. This was offset 
by a lower absolme deterioration in revenues from copper taxes than 
in GDP, thanks to a real devaluation. As a result, the absolute loss of 
direct tax revenues was of the same magnitude as the fall in GDP. 

The revenues from indirect taxation were also affected sharply by 
the crisis. The ratio of indirect taxes levied on goods and services to 
GDP remained more or less the same, but the evidence for import 
levies revealed a contraction higher than the one for GDP, declining 
from 2.3 percent to 1 .4 percent of GDP (Table 3). The severe reces­
sion of 1 982 had a tremendous negative effect on government reve­
nues. At the same time, the share of current public sector expendi­
tures increased almost 6 percentage points of GDP, reflecting to some 
extent the presence of downward rigidity. 

Interest payments in 1982 increased because of a predetermined 
level of debt, the higher interest rates, and a decline in GDP (Table 
2). Subsidies increased as a proportion of GDP as they were used to 
compensate several sectors negatively affected by the crisis. The 
wage bill decreased in absolute terms by less than the decline in 
GDP. Relative to GDP it increased from 1 1 .8 percent in 1981 to 12 .2  
percent in 1 982 (Table 2) .  As expected, the pension payments went 
up and contributions went down after the social security reform. 
Adding the surplus generated by the new pension system to the 
overall deficit of the public sector resulted in an overall deficit of 0.7 
percent of GDP compared with a true public deficit of 3.4 percent. 

Capital formation remained stable near 5 percent of G DP. In 1 983 
revenue generated from indirect taxation showed a significant recov­
ery, especially in international trade, as the uniform tariff was raised 
in june from 1 0  to 20 percent. Meanwhile, income tax revenue 
decreased. Further adjustments were applied to the earnings of pub­
lic employees, with the wage bill dropping from 12 .2  to 10.7 percent 
of GDP. Overall, the budget showed a deficit of 3 percent of GDP. 
The surplus coming from public corporations recovered in this pe­
riod, as a real devaluation generated higher benefits for companies 
selling tradable goods. 

In 1984, the government initiated another fiscal reform effort, 
focusing this time on the direct tax system. In principle, the goal was 
to reduce the bias against savings that results from a direct tax based 
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on income. By applying an approach based on the taxation of expen­
ditures, the government hoped to increase private investment and 
savings. The main elements of the tax reform were:-

• A gradual reduction was taken in the marginal rates of the per­
sonal income tax as well as an enlargement of the marginal 
income within a bracket. The maximum reduction was imple­
mented in the highest bracket of income; the marginal rates for 
this income level were reduced from 58 to 50 percent. (Owing 
to a poorer fiscal performance than expected, restrictions, an 
important part of the marginal rates reductions, were not 
implemented.) 

• The tax base for income was reduced by allowing a deduction 
of up to 20 percent for the purchase of stocks. This deduction 
could not be higher than 20 percent of the tax base. 

• Measures were taken tO eliminate some of the discrimination 
among different sources of incomes. 

• Only distributed profits were considered in the income base. 
Jn 1984, for the first time since 1981 the nonfinancial public sectOr 

achieved positive savings in its current account. There were higher 
revenues from both income and indirect taxes. A new upward adjust­
ment from 20 to 35 percent in the uniform tariff rate was adopted. 
As a result, revenues from international trade taxes increased from 
2.3 to 3.3 percent of GDP (Table 3). Partly reflecting the effects of 
the tax reform, indirect taxation showed an expansionary trend, 
increasing from 14.6 percent of GOP in 1983 to 1 7 . 1  percent in 
1985. Non-tax revenues were stable over the period. 

On the expenditure side of the nonfinancial public sectOr, wages 
and salary expenses continued their contraction, as they declined 
from 10.7 percent tO 9. 7 percent of GOP over 1983-85. With the 
exception of interest payments, other major current expenditures 
remained more or less stable. 

Gradually, the government began to increase its share of public 
investment in GDP, while the public deficit declined from 1984 
onwards (Table 1 ). In 1 984 the public deficit accounted for 4.4 
percent of GOP; by 1 987 this indicator dropped to 1 .6 percent. This 
result was made possible by a tremendous savings effort by the 
public sectOr. Not only were general government expendjtures ad­
justed in relation to the evolution of the revenues, but public enter­
prises continued to increase their operating surpluses. In part, this 
reflected the positive effect of the real depreciation on the net reve­
nue of public enterprises in tradable sectors (especially mining). 

As noted above, fiscal policy had been extremely austere consider-

·For a complete description of the reforms, see Marfan ( 1984). 
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ing the significant deficit of the public secror inherited by the social 
security reform. One of the most dramatic structural adjustment 
policies undertaken by the Chilean government has been the elimina­
tion of the public secror deficit.8 This was all the more impressive 
since it was accomplished at a time when the terms of trade losses 
were significantly affecting government revenues. Once the public 
secror deficit had been eliminated in 1976, the government was able 
to embark on other reforms. In particular, it began to ameliorate the 
severe anti-export bias of the trade regime by reducing the level and 
dispersion of tariffs and by lifting quantitative trade restrictions. 

Different factors contributed to the dramatic turnarouncl in the 
public sector deficit .  First, the introduction of a VAT system resulted 
in substantial revenue collection. Second, an important reduction 
occurred in the losses of public enterprises. Finally, a large reduction 
in the wage bill resulted from reduction in real wages and a decrease 
in public sector employment. 

International Trade Policies During 1 974-87 

The nationalization of the trade regime started in 1973 and was 
completed by 1979. There was some backtracking in the early 1980s, 
but ir was stabilized by 1 986. Between September 1973 and July 
1975, the maximum nominal tariff was reduced from 750 percent to 
120 percent, while the weighted average dropped from 105 to 57 
percent. By early 1974, the public sector was subject to the general 
regime of international trade. In August 1975, the economic authori­
ties proposed a new tentative tariff structure with effective tariff rates 
ranging from 10 to 35 percent, and with effective protection being 
an increasing function of the degree of processing of each good. The 
trend toward trade liberalization continued so that by 1 976 all quan­
titative restrictions were eliminated. In September of the same year, 
prior deposit requirements on imports, excluding cars and used mer­
chandise, were removed. The list of permitted imports was replaced 
by a short list of prohibitions. The proposed structure of tariffs was 
reached in August 1977, ahead of the original schedule. During this 
period the mean weighted tariff decreased from 44 ro 19.7 percent. 

In December 1977, the government announced its intention to 
achieve a uniform tariff of 10 percent by June 1979. This downward 
adjustment was done gradually by means of small monthly adjust-

"One needs tO qualify this statement by noting that in the period 1984-86 th<: 
Central Bank incurred large quasi-fiscal losses as a result of direct support 10 faltering 
financial institutions and from exchange rat<: losses. However, by 1987 most of these 
losses had disappeared. 
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ments that pushed the weighted average tariff down from 19.7 per­
cent to I 0 . 1  percent. By june 1979 all items, with the exception of 
autOmobiles, were subject to a nominal tariff of I 0 percent. The last 
important trade liberalization measure of the pre-recession period 
was the elimination of the list of forbidden imports. 

Since june 1979, the tariff policy has been modified by compensa­
tory duties applied to countervail foreign dumping policies and by 
changes in the uniform tariff level. Surcharges plus the tariff could 
not exceed 35 percent. This policy, established in November 1 982, 
affected I 5 products in 1982, 1 5  additional ones in 1983, and 4 more 
in 1 984. However, by the end of 1 986 only 1 6  products were subject 
to compensatory duties. 

From 1983 onward, several changes were introduced to the 
former uniform tariff of 1 0  percent. In june 1983 the tariff was 
increased to 20 percent in response to temporary public resource 
needs. Later, the government permanently set the tariff level at 20 
percent. 

In September 1 984 a new change in commercial policy was de­
fined, raising the uniform tariff from 20 percent to 35 percent. Au­
thorities justified the policy as a way of avoiding a crisis in the 
external and public accounts. 

In February 1985, the new minister of finance announced his 
intention to adjust the level of the uniform tariff downward. Under 
the program, it was proposed that the uniform tariff reach levels of 
30 percent and 25 percent in the first semester of 1985 and 1 986, 
respectively. By March of 1985 the tariff level reached 30 percent 
and in june of the same year a further reduction tO 20 percent was 
taken, not only surpassing the targeted level but also ahead of sched­
ule. Finally, in January 1 988 the level of the uniform tariff was 
further reduced to 1 5  percent. 

Effect of the Reforms 

What was the effect of these macroeconomic (fiscal ,  monetary, and 
exchange rate policies) and trade policies on the evolution of the 
Chilean economy? We will start our analysis by examining the effects 
of the reforms on the evolution of inflation and the real exchange 
rate. The former is a key indicator of macroeconomic stability and 
the real exchange rate has important resource allocation effects. 

As the public sector deficit began to be reduced, the need for 
monetary financing slowed down and so did inflation. The relation 
between monetization of a public sector deficit and inflation can be 
obtained by examining the equilibrium in the money market (for a 
recem reference, see Dornbusch and de Pablo ( I  988)). Assuming that 
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the public sectOr deficit is g percent of GOP and fully monetized the 
increase in the supply of money is 

M = g(7l')Y·P ( I )  

where Y is real GOP, 71' is inflation, P is the price level. Here we 
assume g'(7l') > 0 owing £O the Olivera-Tanzi effect (Olivera ( 1967), 
Tanzi ( 1977)). 

Assuming that the demand for money is given by the following 
velocity equation V = � + (371' �. (3 > 0 and assuming monetary 
equilibrium, we obtain 

py = � + (371'. 
M 

(2) 

Substituting (2) into ( 1 )  and using the stcacly state relation 71' = 8 - y, 
where 8 is the rate of growth of money andy, the rate of growth of 
real GDP, we finally obtain 

71' = �g(7l') - Y stability for /?(7r) = g requires 1 -f3R > 0. 
l -g(7r) 

For g(1r) = g we get 1r = �g-yl l -(3g with inflation an increasing 
function at an increasing rate of the budget deficit tO GOP ratio (g). 

By using this model we infer that as g decreased, the long-run 
steady state rate of inflation decreased. However, the slowdown of 
actual inflation was much slower than the trajectory for the steady 
state rate of inflation. Indeed, by 1 976, while the public sector 
deficit as a share of GOP had been reduced from a deficit of 30.5 
percent in 1973 to a surplus of 3.9 percent, inflation was reduced 
from 4 1 8 . 1  percent a year in 1973 to 250.79 percent a year in 1976 
(Table 1) .  

The slow reduction of inflation can be attribured to strong inertia 
in an economy with widespread backward indexation of financial, 
labor and commodity contracts. Strong evidence on inertial inflation 
for part of this period is presented in Corbo ( 1985a). There is much 
discussion about the role of monetary policy during this period. 

Harberger ( 1982) concludes that there was no monetary crunch to 
force a sharp cut in money supply as a result of monetary expansion 
for foreign exchange accumulation. While Edwards and Edwards 
( 1 987) conclude that there was a policy of tight money (pp. 3 1 -33). 
However, the sharp increase in real interest rates and the decrease in 
Ml IPY and i\112/PY while inflation was being reduced provide strong 
evidence that monetary policy was tight (Table 4). 
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On the real side, following the large public sector adjustment that 
resulted in a reduction in the public sector deficit equal to 25 per­
centage points of GDP, real GDP growth achieved 1 .0 percent fol­
lowing a drop of 5.6 percent in 1973 (Table 1 ). 

In late 1974 and early 1975, when international capital markets 
were practically closed for Chile, copper prices were cut almost in 
half and the price of oil quadrupled. The terms-of-trade loss was 
substantial, and as neither financing nor foreign reserves were avail­
able, there was no other option but to undertake a radical adjustment 
program. The real exchange rate was devalued a further 22.9 percent 
in 1975 and the public sector achieved a surplus equal to 3.9 percent 
of GDP. 

Because of the fiscal and monetary crunch, the price stabilization 
effort, and severe external shocks, Chile's GDP dropped 12 .9  percent 
in 1975. The successful fiscal adjustment was even more dramatic if 
one considers this drop in G DP. Beginning from that low level in 
1975, Chile achieved substantial success, as GDP growth reached 3.5 
percent in 1 976 and then surpassed 8 percent for three consecutive 
years. Moreover, inflation was reduced and the balance of payments 
crisis had been left behind. Non-copper exports grew at 3 1 .7 percent 
a year between 1975 and 1 979.9 Furthermore, while trade was being 
liberalized manufacturing output was growing at 7.6 percent per year 
over the 1 975-79 period. The average annual rate of growth of GDP 
reached 7.5  percent. This performance was largely attributed to a 
'' realistic" real exchange rate (Figure 1 ) ,  the opening up of the econ­
omy to foreign trade, and by the dismantling of numerous govern­
ment controls across all markets. 

An active crawling peg policy, with a decreasing rate of growth, 
was introduced in February 1978. It was later replaced in June 1979 
by a fixed rate, which led to the beginning of the appreciation of the 
real exchange rate. 

The active crawling peg policy was the main stabilization device 
and induced a major portfolio adjustment which resulted in major 
capital inflows. In effect, the active crawling peg amounted to a 
devaluation (at a decreasing rate) substantially below the previous 
month's inflation. Thus, the gap between domestic interest rates 
(determined mainly in a highly distorted domestic financial market 
with large reserve requirements) and the expected devaluation­
augmented foreign interest rates was considerably increased. The 
negative international real interest rates contributed tO even a wider 
spread. 

The large spread between domestic and foreign interest rates trig-

�Using the U.S. wholesale price index as deflator ror the value of exports, the 
volume of non-copper exports grew 1 9  percent yearly. 
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gered large capital inflows.1° Capital inflows went from S572 million 
in 1977 to $ 1 ,946 million in 1978, $2,248 million in 1 979, $3,165 
million in 1980, and S4,769 million in l 981 .  As a share of GDP net 
capital inflows grew from 4.3 percent of GDP in 1977 to 14.6 per­
cent ofGDP in 1981  (Corbo (I985b), p. 896). 

The increase in capital inflows and a drastic reduction in reserve 
requirements to reduce the taxation of financial intermediaries re­
sulted in a large monetary expansion. Consequently, this pushed the 
domestic interest rates clown and supported a large expansion in 
absorption that reached an average annual growth rate of I 0.5 per­
cent a year for 1 979-8 1 .  During 1979 and 1 980 monetary policy was 
very expansionary, also as a result of drastic reduction in reserve 
requiremems. The combination of tight fiscal and expansionary mon­
etary policy and large capital inflows encouraged a large boom in 
private expenditures, especially investment. The final consequences 
of the unsustainable increase in expenditures were a large erosion in 
competitiveness, a very weak commercial account in the balance of 
payments, and heavy external borrowing. Indeed, the peso apprecia­
tion was a second and more intensive trade liberalization. 

By the end of 198 1 ,  Chile was facing an unsustainable macroeco­
nomic threat. The current account deficit was close tO I 5 percent of 
GDP and a large real appreciation was jeopardizing the entire liberali­
zation experiment, especially the trade Uberalization strategy. 

The new external shock of 1 982 in the form of a drastic reduction 
in external financing, a large increase in international interest rates, 
and a further drop in the terms of trade forced a drastic and long­
overdue macroeconomic adjustment. 

This change in macroeconomic fundamentals required a reduction 
in expenditures, which, in turn, had to be accompanied by a much 
depreciated real exchange rate tO avoid an increasing unemployment. 
At first, the government tried tO achieve both objectives by allowing 
the supply of money tO contract following the drop in foreign re­
serves. In an economy with still widespread indexation, the mone­
tary contraction did not help much in accomplishing a real devalua­
tion and instead resulted in a drastic contraction in production. Not 
surprisingly, the unemployment rate increased sharply from 1 1  per­
cent in March 1981 to 25 percent in June 1982, in spite of massive 
public employment programs that were "employing" another 6 per-

"'Some observers (Edwards and Edwards ( 1987) and Harberger ( 1985)) allribut<.: 
most of the increase in capital inflows to the lifting of restrictions 10 these intlows. 
However, as indicated in the Appendix 10 Corbo ( l985b), significant restrictions 10 
capital inflows remained umil 1982. Furthermore, the large spre<td betwc�:n dom<.:Stic 
and foreign interest rates created large incentives for capital inflows and pressures on 
the Central Bank authorities for a lifting of the controls. 
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cent of the labor force. By the middle of 1 982 the orthodox adjust­
ment program was abandoned, wage indexation was eliminated, and 
a series of nominal devaluations were introduced to produce a large 
real devaluation. The drastic recession of I 982 and the large devalua­
tion initiated in the second half of that year unveiled a major finan­
cial crisis that resulted in the government's intervention of the main 
private financial institutions. The renegotiation of the external debt 
followed suit. 

Between 1982 and 1987 the real devaluation reached 1 1 7.3 per­
cent. After the large recession of 1982 and a small drop in GOP in 
1 983, real GOP growth averaged 5.0 percent a year. The average 
unemployment rate that had reached 22. 1  percent in 1982 had been 
reduced to 1 2 .3 percent by I 987. After some increase in inflation 
following the large nominal devaluation of the previous years, the 
rate of inflation slowed down ro 19.9 percent in 1987. The public 
sector deficit was reduced ro 1 .6 percent of GOP in 1987. 

After the initial stages of crisis management, which involved some 
reform reversals such as an increase in tariffs (Figure 2), Chile re­
sumed with full vigor its previous policy of export-oriented growth. 
After the traumatic experience of 1 982-84, the macroeconomic pol­
icy mix aimed at achieving a real exchange rate compatible with the 
main underlying fundamentals (terms of trade, interest rates, and 
resource transfers). To accomplish this, since the end of 1982 mone­
tary and fiscal policies have been moderate and the peso has been 
devalued daily in order w achieve a much depreciated real exchange 
compatible with the changes in fundamentals (Fontaine ( 1987)). 

As a response to the resulting real devaluation, there has been a 
drastic increase in private and public savings and in private and 
public investment, non-copper exports reached an average yearly 
growth of 10 percent in real terms over the period 1 984-87, GOP 
had grown at a rate of 5.0 percent, and the unemployment rate has 
dropped ro 12 .3  percent (Table 1 ) .  Finally, the net resource transfer 
was reduced from a net inflow of 1 2 .9 percent of GOP in 1 98 1 ,  ro a 
net outflow of 4.9 percent of GOP in 1987 (Table 5). Thus, the turn 
around in net resource transfers was an astOnishing 1 7.8 percentage 
points of GOP. 

Conclusions 

Four main conclusions can be drawn from Chile's experience. 
First, the liberalization and stabilization reforms implemented during 
the early years of the military government, in spite of the unfavor­
able external shocks of I975, succeeded, until late 1978, in slowing 
down inflation, reducing sharply net transfers and recovering 
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Table 5 .  Chile: Selected External Indicators, 1960-87 

Non-Copper P rivate Public l)cb t 

Export� Dcht' Debt' R:ario., 
(In millions of (In millions of l'. �. doll:ors) 

I 9H7 U.S. doll:trs)' 

1960 480.1 222 
1961 5 1 8.8 530 
19().2 550.0 4.26 
1965 535.1 4-18 
1964 747.0 "'fl4 
1965 813.4 499 
1966 823.7 5.39 
1967 686 2 536 
1968 678.7 634 
1969 714.3 770 
1970 758.0 549 
1971 805.1 441 
1972 596.4 '1 1 3  
1975 59'1.2 399 
1974 I , 0 1 1 . 7  445 
197S 1 ,267.1 670 
1976 I ,481 .9 799 
1977 1 .619.7 990 
1978 I ,822.4 1.570 
1979 2,539.8 2,736 
1980 2,95 1.2 4,695 
1981 2,200.6 8, 1 .)8 
1982 2.076.0 H.6'i8 
198.) 1 .984.9 H,l·d 
1984 2.026.5 6.362 
1985 2.005.8 5,479 
1986 2,505.3 4,826 
1987 2.900.5 2.627 

1Dt·O:H<:d by the U.S. wholesale: price: index. 
'Includes only medium· :ond long·t<:rm external debt. 

'100 I·L'i 
465 16.6 
565 17.4 
700 26.4 
fll 5 1 9.fl 
970 2·1.0 

1.058 24.:i 
I ,236 26.0 
I ,456 30.9 
I ,777 .B.4 
2,218 33.7 
2,305 25.9 
2.589 2·1.3 
2,862 3 1 .6 
3,583 36.4 
3,597 59.1 
.3.475 433 
3,520 33.8 
4,:153 38.5 
4,771 36.2 
4,720 54.1 
-!,41 5 38.) 
'i . l  57 56.8 
6,689 7).0 

I 0.6tH 88.2 
1 2 , 1 6 1  I 1 0 . 1  
12.942 105.6 
14.725 92.6 

Rc�C>urcc 
B:t l:rn<.' c:• 

(In p.:rc·cm 
ofGDI') 

-8.2 
-9.6 
-7.2 
-6.6 
-7."1 
-'7.0 

- 1 2.2 
- 9 3  

- 1 0.6 
- 1 2.8 
- 1 2  5 
- 1 3.3 
- 1 5.9 
- 1 5 1 
- 1 1 . 3  

- 1 .2 
2 . 1  

- I .R 
-3.2 
-5.2 
-6.7 

- 1 2.9 
0 . .2 
-1 . 1  
2 . .2 
6.-t 
6.6 
.... 9 

'In orckr to express 101:11 <:xtc:rn:tl debt 10 currc111 pesos. thc aver:ogc: nlJmin:tl exchange r:tt<' of the 
lxmking sysu.:m w:as used. 

'Measur<·d with national :tecounl information :n const<lnt pricc:s. 

growth. 1 1  Furthermore, as this adjustment was taking place, the debt 
to G DP ratio increased initially, but by 1979 was back to a value 
similar tO the one of '1974 (Table 5, column 4). 

Second, the reduction of a large public sector deficit required 
strong actions, both on the expenditure and revenue side. The intro· 
duction of a value added tax and the adjustment in the tariffs of 
public utilities tO reflect opportunity costs made major contributions 

''Of course. pan of the favorable growth is a result of the low base following the 
1975 recession. but one also needs to t:tke into accoum the sharp drop in terms of 
trade. 
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to the reduction of the deficit. Structural reforms in the entire tax 
system were important in reducing the distortionary effects of the 
rax regime. 

Third, the elimination of a large public sector deficit is a necessary 
bm not sufficient condition for the comrol of inflation. Indeed, as 
the recent literature has shown, inertial inflation can make inflation 
reduction without income policies a slow and costly process (Kiguel 
and Liviatan (1988)). The second stabilization attempt, undertaken 
when inflation was down to 35 percent a year-a level similar to the 
average for the 1960s-worked at cross-purposes with the export-led 
growth being generated by the liberalization of trade. Indeed, the use 
of the exchange rate to stabilize a widely indebted economy created 
not only a temporal short-term real appreciation of the peso, but also 
encouraged external borrowing at a time when the restrictions on 
capital inflows were being lifted and international capital markets 
were liquid. The large rise in expenditures that followed the decrease 
in the interest rate and the increase in capital inflow caused the peso 
to appreciate further. The result was an unsustainable current ac­
count deficit that ran close to 25 percent of GDP in the first half of 
1981 . The appreciation squeezed tradables just when exporters were 
making inroads into world markets and when firms in the import­
competing sector had completed a major adjustment to the trade 
liberalization. Not surprisingly, firms in the tradable sectors suffered a 
large squeeze on profits (Corbo and Sanchez ( 1 985), Galvez and 
Tybout ( 1 985)). 

Fourth, once the macroeconomic mistakes of the late- I 970s and 
early-I 980s were corrected, Chile recovered its growth and reduced 
inflation. This was achieved in spite of a drastic reduction in the net 
transfer of resources received from the rest of the world and unfa­
vorable terms of trade. 

References 

Barandiaran, Edgardo, "The Adjustmem Process in Latin America's Highly Indebted 
Countries" (WashingtOn: World Bank, !\•larch 1988). 

Behrman, jere, l·'oreign Trade Regimes and Economic Del'efopment: Cbile (N..:w York: 
Columbia University Pn:ss, 1976). 

Corbo, Viuorio, "Desarrollos recientes en Ia economia Chilena," Cuademos de 
Economla (April 1983), pp. 5-20. 

___ ,( I985a), "International Prices, Wage� and Inflation in an Open Economy: A 
Chilean Model," l?eview of Economics cmd Statistics. Vol. 67 (Novemb<.:r 19H'i). 

___ ,(1 985b), "Reforms and Macroeconomic Adjustments in Chile During 1974-
84," l'(lorld DeL'elopment, Vol. 1 3  (August 1985). 

___ , "The Use of the Exchange Rate for Stabilization Purposes: Th<.: Cas<: of 
Chile," in Economic Reform and Stabilization in Latin America, eel. by 1\lichael 
Connolly and Claudio Gonzalez-Vega (New York: Prat:ger. 1986). 



©International Monetary Fund. Not for Redistribution

174 VnTORIO CoRBo 

---- · and Jaime de Melo, "Lessons from the;: Southern Cone Policy Reforms," 
\Vorld Bank Researcb ObserLJer Ouly 1987), pp. 1 1 1-42. 

____ , and P. Meller. "Alternative Trade Strategies :md Employment Implications." 
in Tmde and Employmem in Developing Coum,·ies, Vol. 1: Individual Studies, ed. 
by Anne Krueger and others (Chicago: University of Chicago Press. 1981 ). 

____ , and j. M. Sanchez, "How Firms Adjusted tO the Reforms in Chile;:." in 
Scrambling for Survi11al: How Finns Adjusted to the Recent Reforms in Argen­
tina. Cbile, and Uruguay, eel. by Viuorio Corbo and jaime de;: Melo, World Bank 
Staff Working Paper 764 (Washington: World Bank, 1985). 

Conazar, Rene, and]. Marshall, "Indice de precios al consumidor en Chile: 1970-78." 
£studios CIEPLAN, No. 4 (November 1980). 

Dornbusch, Rudiger, and juan C. de Pablo. "The Process of High Innation" (unpub­
lished; 1988). 

Edwards. Alejandra, "Wage Indexation and Real Wages: Chile 1974-80'' (Washington: 
World Bank, December 1984). 

____ , and Sebastian Edwards, MoneiCirism and Uheralizalion: Tbe Cbilean Ex­
periment (Cambridge, Massachussets: 8;tllinger Publishing, 1987). 

Ffrench-Davis, Ricardo, Polllicas Econ6micas en Cbile: 1952-70 (Santiago: Universi­
dad Cat61ica de Chile, 1973). 

Fischer, Stanley, "Issues in Medium-term Macroeconomic Adjustment," World Bank 
Research Obser!Jer (WashingtOn), Vol. I ( 1986). 

Fontaine, J. A., "The Chilean Economy in the Eighties: Adjustment and Recovery" 
(unpublished; December 1987). 

Galvc::z, julie, and james Tybout, "Microeconomic Adjustments in Chile During 1977-
81 :  The Importance of Being a Grupo," World Developme/11, Vol. 1 3  (August 
1985). 

Harberger, Arnold, "The Chilean Economy in the 1970s: Crisis. Stabili7.ation, Liberali­
zation, Reform," in Economic Policy in a World of Change, Vol. 17 of the 
Carnegie-Rochester Conference Series on Public Policy, ed. by Karl Brunner and 
Allan H. Meltzer. (Amsterdam: North-Holland. 1982). 

---- · "Lessons for DebtOr Country Managers and Policymakers," in Interna­
tional Debt and the Developing Countries, ed. by Gordon W. Smith and john T. 
Cuddington, (Washington: World Bank, 1985). 

Kiguel, Miguel, and Nissan Liviatan, "Inflationary Rigidities and Stabilization Policies," 
World Bank Staff Working Paper No. 4 (WashingtOn, April 1988). 

Krueger, Anne 0., and others, Trade and Employment in Det>eloping Countries, Vol. I: 
Individual Studies (Chicago: University of Chicago Press, I9RI ). 

Larrain. Felipe, "Public Sector Behavior in Chile: 1970-85," (unpublished; Washing­
tOn: World Bank. june 1988). 

Marfan, Manuel, "Una Evaluaci6n de Ia Nueva Reforma Tributaria," Colecci6n £studios 
CIEPLAN, No 1 3  Ounc 1984). 

Moran, C. "Estadisticas Trimestrales de Producto y Dinero para Ia Economfa Chilena: 
1960-81 "  (Santiago: Departamento de Economfa, Universidad de Chile, 1982). 

Olivera, julio, "Money, Prices and Fiscal Lags: A Note on the Dynamics of Inflation:· 
Banco Nazionale del Lal!oro Quarterly Rez,iew (September 1967). 

Sachs. jeffery, "Conditionality and the Debt Crisis: Some Thoughts for the World 
Bank" (unpublished; WashingtOn: World Bank, Development Research Depart­
ment. 1986). 

Tanzi, VitO, "Innation, Lags in Collection, and the Real Value of Tax Revenue,'' Staff 
Papers, lmernational Monetary Fund (Washington), Vol. 24 (March 1977). 

Torres, Cecilia, "Evoluci6n de Ia politica arancelaria: Perfodo 1973-81, .. Researcb 
Report No. 16 (Santiago: Central Bank of Chile, September .1 982}. 

World Bank, World Development Report (New York: Oxford University Press, 1983). 
Zahler, Roberto, "Recent Southern Cone Liberalization Reforms and Stabilization Poli­

cies, the Chilean Case, 1974-82," }oumal of lmeramerican Studies and Wol'ld 
Affairs, Vol. 25 ( 1983). 




