


1



Monetary
Policy Report
September 2000

2

Jorge Carrasco Vásquez

September 2000

ISSN: 0717 - 5493

Edition of 500 copies

Santiago, Chile

Agustinas 1180 - Santiago - Chile

P.O. Box 967, Santiago - Chile

Telephone: 56 - 2 - 670 2000

Fax: 56 - 2 - 670 2231

http://www.bcentral.cl

bcch@bcentral.cl

 Printed in Chile

NO REPRODUCTION IS PERMITTED BY ANY MEANS

○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○

 LEGAL

          REPRESENTATIVE

(c) BANCO CENTRAL

DE CHILE



3

C O N T E N T S

PREFACE

SUMMARY

P R I C E S

I N T E R NAT I O NA L  S C E NA R I O

F I N A N C I A L  M A R K E T S

DEMAND,  SUPPLY AND THE CURRENT ACCOUNT

F U T U R E  I N F L AT I O N  S C E NA R I O S

REFERENCES

BOXES

• Exchange rate transfer to prices

• Operation of the new Oil Price Stabilization Fund regulations

• Trends in capital flows to emerging economies

• Relationship between real long-term domestic and external interest rates

• Monetary policy objectives and transmission mechanisms

• Comparative analysis of September 2000’s projections with the Report to
   the Senate, September 1999

APPENDICES

A. Macroeconomic projections and of the Central Bank of Chile’s balance

B. Stability of the domestic financial system

C. Capital account liberalization

D. Principal monetary and credit measures in 2000

E. Principal exchange rate and foreign trade measures in 2000

I.

II.

III.

IV.

V.

13

23

33

45

59

83

43

69

72

5

7

19

21

31

73

75

78

79

82



Monetary
Policy Report
September 2000

4



5

T

P R E FAC E

  he main objective of the Central Bank of Chile’s monetary policy is to keep inflation low and stable-
defined as a range of 2-4% per annum. By controlling inflation, monetary policy contributes to the
population’s welfare. Low, stable inflation promotes the improved functioning of the economy and greater
economic growth, while avoiding the erosion of incomes. Furthermore, monetary policy’s focus on achieving
inflation targets helps to reduce fluctuations in employment and domestic output.

The main objectives of the Monetary Policy Report are as follows: (i) to inform and explain to the general
public the Board’s view of recent and expected inflation trends and their consequences for the conduction
of monetary policy, (ii) to publicly explain the medium term analytical framework used the Board of
Governors of the Central Bank in the formulation of monetary policy, (iii) to provide information useful for
the formulation of economic agents’ expectations regarding trends in inflation and output.

The report is published three times a year, in January, May and September. The first section focuses on
recent developments in inflation in Chile, imported prices and specific price trends that temporarily affect
the pace of inflation. The report then examines the main factors that will influence inflation’s future
behavior, including the international environment, financial conditions and conditions involving supply
and demand. Finally, the last section summarizes the consequences of this analysis both in terms of
prospects and risks affecting inflation and economic growth over the next eight quarters. The report also
includes several boxes that provide a more detailed look at issues relevant to the evaluation of inflation
and monetary policy.

The report for September 2000 was approved during a meeting of the Board of Governors on the 7th of
September. As per the provisions of Article 80 of the Basic Constitutional Law of the Central Bank of Chile,
it also contains appendices describing measures adopted by the monetary authority during the current
year and a report on the Bank’s accounts and their effect on the institution’s equity.

The Board of Governors
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S U M M A RY

In early May, when the previous monetary policy report was published,
available information showed economic activity and employment were
growing; expansion of the world’s economy was stimulating exports;
consumer confidence and private expectations for economic growth
were gradually improving; and inflation was performing in a stable
fashion.  Certainly, there were some symptoms of a slowdown in money’s
performance, retail sales and the real estate market, but altogether the
prospects for the Chilean economy looked satisfactory, and were
supported by a favorable external scenario and the stimulus of monetary
conditions. At the same time, inflation was expected to remain within
its medium-term target, although an increase was likely in coming months
due to rising fuel prices.

In this context, the monetary policy rate of UF + 5.5% was considered
appropriate for preserving an environment of price stability, which in
turn would favor sustained economic growth. Private expectations, in
contrast, foresaw a rapid increase in the policy rate to its historical
average, almost UF + 6.5%, based on a more optimistic prognosis for
economic growth.

However, between May through August, a series of relevant events
occurred that tended to push the balance of inflationary risk in a negative
direction, and finally led the Central Bank to reduce its monetary policy
rate by 50 basis points, during its August 28 meeting. This decision was
taken in order to keep domestic demand moving in line with target
inflation of 2-4% annually, given that in the alternative scenario, in
which the policy rate goes uncorrected, total and underlying inflation
could reach 2% per annum toward the end of 2001 and remain there
throughout 2002, with a significant risk of breaking through the floor
established for the target. It is hoped that the effect of the reduction in
the policy rate on demand will be transmitted through the usual
mechanisms, including a positive effect on agents’ expectations.

On an international level, after greater uncertainty and financial
turbulence from late April through late May, expectations for a dynamic
world economy grew firmer, with 4% growth per annum expected over
the next two years, while the risk of a sharp increase in interest rates in
the US fell, and international financial conditions improved slightly. Even
so, the limited availability of international liquidity persisted, and was
accentuated by the US’s strong absorption of financial resources. Similarly,
the oil price rose yet again, unexpectedly, on foreign markets, reaching
over US$30 per barrel. This brought with it higher production costs and
a loss of real income for the Chilean economy above levels foreseen in
May, losses that have gradually been passed on to domestic consumers.
Although the price is supposed to fall gradually over the next 24 months,
the current projection is higher than last May’s by an average US$3 to
US$4 per barrel.
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(1) The f igure shows the base project ion (dark l ine) and the conf idence interval for the
respective t ime horizon (colored zone).
Confidence intervals of 10%, 30%, 50%, 70% and 90% are used. These conf idence
intervals summarize the Central Bank’s r isk assessment for future economic growth, on
the assumption that the monetary pol icy rate wil l  remain at UF + 5.0% over the next
two years.
The red l ine indicates the project ion in May 2000.

Source: Central Bank of Chile.

In the domestic arena, more substantial evidence was accumulated that
both output and employment were growing at a slower pace. Figures
for the second quarter confirmed a drop in GDP growth to about 2%
per annum measured between quarters, while job creation ground to a
halt. Similarly, although domestic demand rose more quickly, its more
permanent components, including consumption and investment, slowed
between April and July. In this context, improved expectations of
economic growth and confidence indices reverted, creating a situation
likely to last for several quarters until sales improve and employment
rises, according to the analysis of the August 28 meeting.

Domestic fuel prices were higher than expected, but indicators of core
inflation and wages remained stable or even fell slightly, revealing few
of the second round impacts associated with higher oil prices and better
reflecting the lasting pressures on inflation than headline CPI-measured
inflation. Similarly, the private sector’s expectations regarding inflation
remained stable or fell somewhat.

With this information, market expectations of increases in the monetary
policy rate prevailing in May gradually declined in the months that
followed, accompanied by a significant decline throughout the whole
interest rate structure, as well as an increase in both the nominal and
the real exchange rates.

As a result of these developments, during monetary policy meetings
held by the Board between June and August, the balance of inflation
risks was gradually corrected downward from initial evaluations in May,
when the previous monetary policy report was prepared. Meanwhile,
monetary conditions on financial markets became more expansive.
Finally, at the monetary policy meeting on August 28, the accumulated
evidence was considered sufficient to conclude that if the monetary
policy rate was held at 5.5% (UF+), demand’s impact on domestic
markets over up-coming quarters would be less than forecast last May,
thus reducing medium-term inflationary pressures for the next 12 to 24
months. It is essential to underline that the inflation target is symmetrical
and that therefore the Central Bank must act as strongly when inflation
threatens to fall below the lower limit as it does when inflation threatens
to persistently exceed the upper limit, within the policy horizon.

Given this new monetary policy scenario and within the framework of
consolidating the structural fiscal surplus of 1% of GDP for next year, to
which the government has committed, the economy will probably ave-
rage 5.8% growth per annum over the next two years; specifically 5.6%
in 2000, 5.7% in 2001 and 6.3% in 2002, while the current account
deficit is likely to reach about 1% of GDP this year, 1.7% in 2001 and
2.3% in 2002.

Growth projections for the next 12 months are half a percentage point
lower than they were last May, reflecting expectations that domestic
demand will not grow as dynamically – less than 8% per annum – over
the next eight quarters. The above outweighs the positive impacts of a
better international scenario and more expansive monetary conditions.
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SUMMARY

As usual, these projections are based on the working assumption that
the monetary policy rate will remain fixed at 5% (UF+) for the next two
years. Similarly, this assumes that the nominal exchange rate will follow
an intermediate path between the level suggested by futures prices, and
that compatible with a constant real exchange rate similar to values
observed in July and August.

Prices as measured by total CPI are likely to rise more during the present
year than foreseen last May. Thus, average CPI inflation for the fourth
quarter of 2000 is expected to reach 4.6% per annum, four-tenths of a
percentage point above last May’s estimate, as a result of the higher
increase in fuel prices, peso depreciation, and fare increases for regulated
services tied to these two factors. However, it is important to underline
that this turnaround will be temporary, occurring for reasons closely
linked to the performance of specific volatile prices, which are not decisive
in terms of future inflation. In fact, underlying inflation projections, as
measured by CPIX, remain stable at 3.5% per annum for the last quarter
of this year, while total inflation measured by the CPI should move
toward this level in a relatively short time, less than a year, once the tug
of specific price increases during the first part of the current year
disappears from annual measurements.

Beyond the one-year horizon, inflation prospects remain stable at around
3% per annum, given the decline in the policy rate.1  The current
projection for CPIX is slightly higher than May’s as a result of a stronger
push from import and fuel prices. This will be offset by unused capacity
on domestic markets that has been slightly larger than previously
foreseen. For the same period, the projection for CPI inflation is somewhat
lower given that fuel prices should fall more than originally predicted
last May (because this price rose more than was originally foreseen).
Specifically, for the third quarter of 2001, CPIX-measured inflation should
reach around 3.4% per annum (quarterly average), similar to total CPI-
measured inflation. In the four quarters that follow, the expected decli-
ne in oil-related prices should allow for an additional reduction in total
CPI inflation, bringing it to about 2.8% per annum, while CPIX inflation
will average about 3.1% per annum.

Despite projections for the principal scenario covering both inflation
and economic growth, given today’s conditions, there is less certainty
about the domestic economy’s medium-term performance. An analysis
based solely on historic experience omits some relevant shifts in current
macroeconomic conditions, which have altered the scenario in which
the Chilean economy performs.

Changes taking place over the past eighteen months include the reduced
supply of international capital; the implementation of a floating exchange
rate system, which makes the financial risks inherent in indebtedness in

1 Projections are presented as a distribution of probabilities for the evolution of annual
inflation over the projection period, that is, from the third quarter of 2000 to the third
quarter of 2002. These refer to the change experienced by the average price index for
each quarter compared to the same period the previous year.
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foreign currency more transparent; the higher level of financial
commitments accumulated by domestic firms and consumers; and efforts
to consolidate the national budget, implemented recently.

Altogether, the main consequence of these developments is that
domestic demand will probably grow more slowly in coming years than
it did for the past decade. This situation will in turn affect other aspects
of the economy: on one hand, it is reasonable to expect that sectors
producing goods internationally tradable will have a greater relative
weight in the composition of GDP, and there will be a lower external
deficit; on the other hand, some more lasting changes regarding relative
prices are also likely, along with compression of mark-ups, less growth
in real wages, and depreciation of the real exchange rate; finally, this
context is consistent with a slower recovery in employment and consumer
confidence, as tightening occurs in each sector. As for monetary policy,
this forecast indicates that accelerated inflation is unlikely in coming
quarters and interest rates could remain where they are for longer.

In light of the accumulated evidence of recent months, the Board of
Governors of the Central Bank found a less dynamic scenario for domestic
demand more likely and, as a result, during its meeting on August 28,
decided to reduce the policy rate. However, the possibility of a scenario
more compatible with historical evidence should not be discounted, in
spite of the changes in a range of fundamental variables. A prognosis
placing more weight on the historic evidence of the past decade would
point to a rapid consolidation of the recovery underway, supported by
promising prospects for the world economy, along with lower interest
rates and a more depreciated exchange rate. This scenario would argue
for a greater transmission of inflationary pressures and, as a result, the
Central Bank should be prepared to increase its monetary policy rate in
order to keep inflation in line with its target. Future information will no
doubt be crucial to validating either vision.

The risks under evaluation involve developments beyond trends in
domestic supply and demand. Internationally speaking, there is still some
risk of a forced landing for the US economy, although this has become
much less likely. This could reduce medium-term prospects for growth
and inflation in the Chilean economy, while for a horizon less than one
year, foreseeable peso depreciation could increase inflationary pressure.
Similarly, the oil price and the exchange rate are volatile variables, which
are very hard to predict. Should they behave differently from assumptions
in the base scenario, they would affect both short- and medium-term
inflation projections.

Finally, it is vital to underline the private sector’s growing concern about
the degree of flexibility that will exist in a range of domestic markets,
and their capacity to adapt to changes in the external scenario and new
technology. Reduced flexibility could dampen the investment rate and
the pace of productivity increases for the Chilean economy, which would
reduce its capacity for growth in the medium term. Faced with less
potential growth, demand would also grow more slowly and consistently
with supply, while monetary policy would have to adapt in order to
keep inflation and external accounts stable.
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SUMMARY

In light of all this information and the recent decision regarding monetary
policy, risks appear to be balanced. The threat of a lasting turnaround in
inflation as a result of a rapid recovery in domestic demand or a higher
oil price is offset by the negative risks of prolonged conditions of less
dynamic domestic demand and a lasting reduction in world economic
growth. Projected inflation lines up with the central value in the target
range during the policy horizon, although in the short term CPI-measured
inflation may temporarily exceed 4% per annum. However, there’s more
uncertainty than in the past, and monetary policy must be administered
with the flexibility necessary to preserve an environment of low and
stable inflation, an indispensable pillar of economic progress.
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fallen significantly, moving from almost 6.4% in May to 5.8% in August.
European governments’ euro bonds performed similarly. In effect, after
rising during May due to inflation and concern over currency
depreciation, bond yields fell during June, once the European monetary
authority raised its policy rate by 50 basis points, and at present remains
at about 5.2%. Finally, the yield on the Government of Japan’s 10-year
bonds remained relatively stable at around 1.7% during the year, unlike
the above cases (Figure II.6). These factors have made it possible to
reduce long-term yields in domestic markets.

Regarding future currency behavior, Consensus Forecasts points to an
appreciation of the euro and other currencies against the dollar over the
next two years. This trend will be more marked in the case of the Euro,
allowing it to recover some of the value lost since its launching. This
projection is consistent with the gradual deceleration expected for the
US economy, with growth recovering in the Euro zone, and expected
movement in interest rates (Figures II.7 and II.8).

Emerging financial markets

The surcharge on credit costs for emerging countries has evolved
favorably since June, reverting the increase of the previous two months.
It is worth noting that between April and May, a generalized increase
was observed in emerging economies’ sovereign premiums, given the
perceived increase in volatility of asset markets, and uncertainty regarding
the US monetary authority’s actions. This rise was not consistent with
emerging economies’ fundamentals, whose strong performance was
confirmed by international rating agencies’ positive risk rating
classification reviews. Thus, in a calmer international financial context,
sovereign premiums should go back down. After averaging 882 basis
points in May, the EMBI index for Latin America had fallen to almost
700 basis points by the closing of this report. Meanwhile, the premium
on Chile’s sovereign bond went from 227 basis points on average to
200 basis points during the same period (Figure II.9).

Thus, given a more positive and stable international environment,
sovereign premiums are likely to continue gradually improving. As a
result, sovereign premiums could stabilize at levels lower than those
observed last May, reaching those observed at the beginning of the
year.

After rising in April and May, emerging economies’ sovereign
premiums, including that of Chilean bonds, once again began to fall.

According to international analysts’ estimates, capital flows into
emerging countries during the year will rise about 4% over 1999, but
will remain well under net flows observed before the Asian crisis. Flows
into Latin America have fallen 4% with respect to 1999, accounting for
just under 40% of flows into emerging markets. Towards 2001, the
panorama for Latin America becomes more encouraging, with capital
flows rising 20% over the current year, while the total for emerging
economies should rise slightly over 8%.

Figure II.7
Yen/US$ exchange rate

Source: Bloomberg.
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Figure II.9
Sovereign spreads
(basis points)

Source: JP Morgan, Merri l l  Lynch.
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Figure II.8
US$/Euro exchange rate (1)

(1) Through 31 December 1998 US$/ecu.

Source: Bloomberg.
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INTERNATIONAL SCENARIO

BOX II.1: TRENDS IN CAPITAL FLOWS TO EMERGING ECONOMIESTRENDS IN CAPITAL FLOWS TO EMERGING ECONOMIESTRENDS IN CAPITAL FLOWS TO EMERGING ECONOMIESTRENDS IN CAPITAL FLOWS TO EMERGING ECONOMIESTRENDS IN CAPITAL FLOWS TO EMERGING ECONOMIES

The increased volatility of international financial markets during the second
quarter of the year significantly affected emerging economies. During this
period the perception of risks associated with a hard landing in the US economy
sharpened, bringing strong increases in interest rates and more volatility to
stock markets, particularly those segments linked to technological companies,
which triggered significant outflows of capital invested in emerging economies’
assets. This resulted from investment funds’ redistribution of their portfolios
towards more liquid, short-term instruments, in order to deal with the
uncertainty associated with the US Federal Reserve’s monetary policy. However,
the US economy’s recent performance has tended to strengthen the soft
landing diagnosis, allowing a gradual market recovery, with higher asset prices
and less volatility. According to information from foreign investment funds,
investments in bonds have risen during the past two months, causing a decline
in sovereign risk premiums of emerging economies. This is related not only to
the greater stability of international financial markets, but also to plans for
restructuring and greater fiscal discipline applied by economies themselves. The
principal investment banks continue to assign Latin America’s stock markets a
relatively stable share of their portfolios, but the ongoing shortage of capital
has negatively affected their performance.

According to IMF information, emerging economies’ debt issues reached US$55
billion during the second quarter, down from US$71 billion in the first quarter.
This was mainly due to declining issues in Latin America, which reached only
US$13 billion during the second quarter, about half the figure registered during
the previous quarter. Compared to 1998 and 1999, a strong recovery in emerging
Asia’s debt issues is apparent, while Latin America experienced no significant
change. In recent years, bonds’ share has declined compared to stocks, although
the former remain more significant.

Overall, the prospects for net capital flows into emerging economies have
declined since May’s report, suggesting a scenario only slightly more favorable
than in 1999. In effect, for emerging regions as a whole, according to JP
Morgan, 2000 will result in only a 4% increase in capital flows over 1999, well
under the 16% expected in May. Latin America has been corrected accordingly,
with capital flows falling about 4% in 2000 over 1999, instead of the 25%
increase projected last May. In contrast, Asian economies’ positive performan-
ce has led to capital flow projections for those countries showing a 20% rise
over last year (Figure II.10). For 2001, projections are somewhat more promising,
with an 8% increase in capital flows into emerging countries, and a 20% increase
into Latin America. Chile’s position within these capital flow projections for the
region has remained stable in recent months (Table II.5).

Figure II.10
Net capital flows to emerging economies
(US$ billion)

(1) Argentina, Brazi l ,  Mexico, Colombia, Ecuador, Peru, Venezuela and Chile.
(2) China, India, Indonesia, South Korea, Malaysia, Phil ippines, Taiwan and Thailand.
(3) Russia, Poland, Hungary, Czech Republic, Republic of Slovakia, Bulgaria and Turkey.
(4) Morocco, Nigeria and South Africa.
( f) Project ions.

Source: JP Morgan, Global Economic Forecast (Apri l 2000).

Table II.5
Emerging economies’ international issues
(US$ billion)

(1) Europe, Middle East and Africa.

Source: International Monetary Fund, Emerging Market Financing, Quarterly Report (second quarter 2000).
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Latin America (1) Asia (2)

Europe (3) Africa (4)

 1999 2000
1998 1999 I II III IV I II

  
Issues 156.7 173.9 33.4 53.9 35.9 50.8 71.5 54.6

Bonds 79.5 82.4 21.8 26.5 15.5 18.6 33.7 15.5
Shares 9.4 23.2 2.4 6.6 6.1 8.0 8.9 11.1
Loans 67.7 68.4 9.2 20.8 14.2 24.2 28.8 28.1

Issue by region 156.7 173.9 33.4 53.9 35.9 50.8 71.5 54.6
Asia 41.1 65.9 12.5 18.0 18.9 16.6 30.5 28.2
Latin America 65.9 61.4 13.2 21.8 9.4 17.0 23.7 12.8
Rest (1) 49.7 46.5 7.7 14.1 7.5 17.2 17.2 13.6
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At the margin, the slower rise in real wages favors overall recovery of
employment, while real exchange rate depreciation could stimulate faster
recovery of manufacturing employment. The drop in long-term interest
rates could have a similar effect on construction. Similarly, employment
in municipal programs is expected to decline slowly throughout the
year, being replaced by jobs elsewhere in the economy. No significant
changes are expected in service and retail employment trends.

Overall, current labor market conditions tend to moderate inflationary
pressures rising from labor costs. Similarly, there is no sign of increased
growth in real wages, and unemployment rates observed in most
economic sectors, regions and job categories remain above historical
averages, a situation that will probably persist in the coming months.

Productive resource use

The level of productive resources that are put to use is an indicator of
the inflationary pressure latent in the economy. Pressures tend to rise
when resource use is high, because prices and wages grow faster, while
lower use tends to produce the opposite effect.

One indicator of level of resource use is the gap between output and
the unemployment rate. The output gap seeks to quantify the difference
between actual output and its potential or trend level. This consists of
the sustainable output level without changing inflationary pressures. In
practice, potential or trend output is unknown, but there are some
benchmarks that can be related to inflation trends. Several measures
indicate that expansive cyclical periods have been associated with
accelerated inflation episodes and viceversa (Figure IV.24).

The most recent figures lead to the conclusion that productive resources
are still being significantly underused, thus continuing to contribute to
moderating future inflationary pressures. This is apparent in both potential
GDP estimates and the unemployment rate.

During this year, total unemployment has persistently remained at high
levels. The same conclusion emerges from examining the unemployment
rate for men 35-54 years old, a measurement that is less affected by
cyclical fluctuations in the workforce. This is also above its historical
level and shows a high correlation with the output gap as calculated
using statistical methods (Figure IV.25). Moreover, this measure rose
during the second quarter, like unemployment as a whole. However, it
is necessary to consider that special municipal employment programs
affect shifts in unemployment as measured by INE. These absorbed
almost 100,000 jobs in late 1999 and during the second quarter reached
on average more than 50,000 people, about 0.8% of the workforce. To
the degree that those registered with these employment programs are
genuinely available to join the labor market, real unused capacity is
somewhat higher than the open unemployment rate indicates.

There is still significant unused capacity in the job market.

In addition to the current level of unused capacity, it is of interest to
project its future behavior and thus evaluate the possible resurgence of

Figure IV.22
Recent recoveries – employment (1)
(lowest point in the cycle = 100)

(1) Seasonally-adjusted quarterly f igures, excluding PEM, POJH, and municipal programs.

Source: Central Bank of Chile.

90

100

110

120

1 2 3 4 5 6 7 8 9 10 11 12 13 14 15

1999.II

1994.IV

1990.III

1988.II

Figure IV.23
Seasonally-adjusted employment by sector
(January 1997 = 100)
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Figure IV.24
Output gap (1) and acceleration of inflation
(percent)

GDP gap                                   CPIX Acceleration of Inflation

(1) Trend GDP calculated using Hodrick-Prescott f i l ter. Estimate for 2000.I.

Sources: National Statist ics Bureau, Central Bank of Chile.
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