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Conduct of Monetary Policy in Chile

Ubjectives of Monetary and Exchange Fate Policies:
® Price stahility
® Domestic inaticial stability
® DSustainable current account deficit

Faplicit Anmal nflation Target (main nominal anchor in highly indeszed economy)

Mot etary Policy Rate:
® Overnight interbank real (ex-post indexed) rate of interest

mtandard Monetary Policy Instruments for conducting Open-blarket Operations:
® Preannounced issue of B CC debt
® Feposandantirepos of BCC debt

Exceptional WMonetary Policy:
® INon-sterilized fores interventions

Monetary Policy Feaction Function:

' core minus target inflation, absotption-incotme gap, activity level,
unemployment rate, wage growth, growth of monetary aggregates, exchange rate, ...
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Inflation Target and Actual 12-Month Inflation
(Chile, 1990-1998)
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Channels of Monetary Transmission in Chile
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Real Exchange Rate and Gross Foreign Reserves

(Chile, 1980-1998)
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How was Inflation brought down in Chile?

Hyvpothesis #1: Sheer Good luck Hyvpothesis# 2 Hard work
— 1900-9% FEER appreciation — Credible policy anchored on inflation target

The evidence:

1. Semi-siructural VARs (Valdés 1998)

An innavation in the monetary policy rate:
® lowers output growth, money growth, and coreftaroet inflation gap
® raizes NIE
® does affect neither the EFEE nor the inflation lewvel

2. Structural econometric model {Corbo 1998}

® Declinein 1992-97 inflation was due to: the credibility of the inflation target, the
FEEE appreciation, and labor productivity orowth

® However: “the first effect .. wasthe mostimportant factor ... inreducing
inflation”

3. VARsand structural econometric model (Morande and Schmidt-Hebhel 1997)
Introduction of inflation target — regime shift forinflation in 19902 az compared to 1 950

® [nflationtarget has long-lasting sigmficant effect oninflation

® lower inflation inertia

® lower effect of ER on inflation

® cignificant negative effect ofinnovation in monetary policy rate oninflation



How did the Asian Crisis affect the Chilean Economy in
19987

Estirmated Current-A coount E ffects:
® 5-105% terms-of-trade lozs
® decline in export volume to East Asa
® temporary (19980 current account deficit of US$ 5,000 (6-6.5% of GDE)

Capital Account E ffects:
® lower creditand portfolio inflows
® continuation oflarge foreign direct inwestment inflows

Felated Exchange Fate Effects:
® required BEE depreciation
® :trong correction of previous appreciation expectations
® pottfolio shift away from peso-denotinated assets
® actual nomunal (and real) exchange rate depreciation



Policy Response to the Asian Crisis

Policy Diaono se:
® FRisloy process of ER depredation —  nominal depreciation feed s quicldy into higher
inflation in highly indexed economy, particulady under conditions of full employment

@  Gradual medinm-tern EER correction required, jointly with public / priv. spending cuts

& BUT: shorttermnominal EER overshooting to beavoided to maintain the economy’ s
nominal anchor — commitment wath pre-announced level of the inflation target

Policy A ctions:

& DMonetary paicy stance 15 ightened to achieve required FEER. adjustment by combi-
nation of nominal ER. depreciation wath reduction in absorption to lower BT inflation

# Excessive nominal ER. depreciation in the wake ofa speculative attackis halted by
strong but ternp orary fores intervention (selling foreigon exxchange rate by a lirmited
amount) and restncting liquidity

Crvermight banl rateattains high levels, far beyond level of monetary policy rate

L ower incentive for portfolio adjustment away from pesos and stop to ER overshooting
Complementary monetary and fiscal measures taken to correct fundamentals

Fores interventions cease and ligquidity is restored

Cvermight interbanls rates converge back to policy rate and EE. attains new stable level



Two Episodes in 1998

Diec. 1997 - Jan, 199%:

FE and [F stahilization attained after temporary interventions

Cotrection of fundamentals: increaze in monetary palicy mte by 100 basis poirts, fizcal
adjustment

10%0 norminal EE. depreciation

June-July 1994:

EF and IE stahilization attained after temporary interventions

Comrection of fundamentals: strong reduction in reserve requirement on capital inflows,
izguing oflong-tenm dollar-denotminated CB debt (by low amounts), further fiscal
adjustment

further 3% nominal ER. depreciation

Prospects for 1 994

Inflation reduction to level close to 1995 inflation target (4 5%
5.5% real GDP growth, full employment

significant EER. correction

Dreclining absorption-income gap leadsto ongoing CA correction



Overnight Monetary Policy Rates and Interbank Rate
(Chile, 1995-98)

10.0% i i
19% A 25% a l
90% 7 Discount Eates Crrernight _ I
Interbank PA‘A
5.0% 7 Rate I onetary
o Policy
Y E ate
0% T f %
6.0%
J\ Ligqudity Deposit Eate
50% T
Last three dates are : fist half of Tuly, second half of lulr and first week of August.
4.0% | | | | | A

JUn-95 Dec-95 JUn-96 Dec-97 Jun-97 Dec-97 JUn-98



Chile: Future Policy Challenges

1. Medum-tenmn convergence to OECD level of inflation
2. Adoption of multi-annual (long-term) inflation target range
3. Increase in poli ey transparency (inflation report)
4. Shift from real to normmnal monetary policy rate
5. Exchange rate flexibility

6. Full integration into worl d financial markets



