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REGULATION AND DEREGULATION IN CHILE:
SEPTEMBER 1973-1983"

Daniel Wisecarver™

During the first ten years of the military government a lengthy and
wide-ranging series of economic measureswere put into place, desig-
ned, in nearly all cases, to change the Chilean economy’s former
character —regulated, intervened and statized— into one favoring
free private enterprise with the State playing a subsidiary role. In this
way the different sectors of economic activity should be able to
develop on the basis of free- market principles. This document is
intended to be a descriptive gathering of some of the most important
reforms implemented during the period, including also two areas
where the reforms introduced were not successful, either because
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they were incomplete or inconsistent, or because they were badly
designed. The general issues dealt with hereinclude: (i) public-sector
firms and policies aimed at controlling them, the privatization of
some of them, and the continuing importance they still have in the
Chilean economy; (ii) policiesfor controlling and liberalizing prices,
including policies in specific sectors such as agriculture, transport
and public-servicerates, (iii) the transcendental reformsimplemented
inthelabor market, especially pension reform, the Labor Plan and the
wage floor, the latter constituting one the failures of regulatory
policy; (iv) the series of reforms and modifications introduced into
the banking/financial sector, and the enormous cost to the economy
and for economic policy caused by the lack of decision and corres-
ponding regulatory failurein this sector.

|. Introduction

A ccording to Stigler (1981), the area of research known as “ eco-
nomic regulation” can be defined as anything included in the whole set of
public sector-private sector relations, and includes:

Any public intervention in resource markets (land use, institutions
for raising capital and labor);

All activities involved in raising funds for government (with the
possible exception of the printing and issuance of money), and all disburse-
ments that do not take the form of purchasesin open markets, and

All public-sector intervention in the production, sale or purchase of
goods and services'.

Applying this definition to the Chilean context requires one to equate
the study of regulation with the study of the entire economy, because
virtually nothing has managed to escape the influence and repercussions of
the management of controls by the state. Accordingly, the study of deregu-
lation policy in Chile, not only has toexamine the story of where and how a
significant part of the controls exercised by the State were eliminated or
altered, but must also describe how the implementation of these changes
wasto make it possible, at least temporarily, to place state action within the
limits set by the principle of subsidiarity and non-discrimination.

Until before 1970, Chile provided orthodox academic economists
with numerous examples of how not to run an economy. From the final
years of the 1930s, Chile enthusiastically turned towards a policy of tariff
protection and import substitution, even long before ECLAC could take
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credit for similar advances in economic policy.! All imaginable tools were
used to strangle trade: high and variable tariffs (with exceptions for capital
and other inputs), quotas, import prohibition, prior deposits, exchange con-
trols, multiple exchange rates, etc. The growing state intervention in the
economy, either through regulations and/or the management of numerous
public-sector firms, led to a rising fiscal deficit, financed by the Central
Bank. The resulting monetary expansion caused inflationary pressures whi-
ch were met with new price controls, the setting of upper limits for interest
rates (implying negative real rates), the establishment of wage floors and
many other quantitative restrictions. In addition, during the 1960s, the go-
vernment initiated an agrarian reform —supposedly general, but in fact
politically discriminatory. In brief, although there were sporadic (and ulti-
mately useless) attempts to rationalize the economy, the structure of prices
and production (and even property rights) did not reflect the true interaction
between the underlying resource base and demand from Chilean consumers.

With the election of the Unidad Popular (UP) government in 1970,
Chile suddenly became the focus of worldwide attention on the political and
ideological plain. However, apart from large-scale nationalization of banks
and private-sector industry, the Allende government did not alter the pre-
viously existing basis of interventionist policies; indeed, it was unnecessary
to do so, as the legal structure inherited from previous governments was
sufficient to take economic control of the country (even the confiscation of
private-sector companies was legal, according to an interpretation attached
to an obscure law established in 1932). Rather, under the UP the control and
regulation of almost every aspect of economic activity was taken to its
logical extreme, given the ruling legislation, to the point were the economy
virtually was paralyzed.

When in September 1973 the military coup deposed Allende and
installed the present government, Chile became and continues to be the
favorite of the Western press as the world's most recent villain: a symbol of
human rights violations. A little bit later, when the government began to
apply orthodox neoclassical measures, many of the world’s academic eco-
nomists were provided with a convenient coincidence of targets for criti-
cism. With the political situation as a constant backdrop, Chile served as a
perfect excuse to attack the free market economy in general and Chicago
economists in particular. Harberger (1982) has argued that much of what
economists believe and say about Chile is based on a colossal misinforma-

1 A century ago, Chilean commercia policy was aready deliberately aimed at indus-
trial development protected by tariffs. See Cortés, Butelmann and Videla (1981).
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tion; for example, the economy did not have a monetary shock of the
classical variety applied to it in the initia years of the new government. In
some cases, misinformation seems to be reinforced by a large dose of
malicious intention. How else can one interpret the fact that scientific eco-
nomists, who are otherwise serious and cautious,? and with all of them
admitting they are unaware of the details of the Chilean economy, neverthe-
less unanimously used it as the basis for attacking monetarism and Milton
Friedman, although none of them had had anything to do with recent econo-
mic policiesin Chile.

The sole purpose of the preceding discussion is to point out that
when Chile is the topic, independently of what aspect is being dealt with, it
is very hard to avoid becoming involved in an emotional dispute. Even
more so, when the issue of regulation and deregulation economicsisintima-
tely linked to normative economics. In this paper | hope to have avoided the
largest emotional polemics; but as regards the traditional dichotomy bet-
ween positive and normative economics, | do not intend, nor have | tried to
achieve a purely positive analysis. The deregulatory policies that have been
implemented in Chile since 1973 were aimed at dismantling the astonishing
set of laws, resolutions and regulations that had been accumulated over
more than 40 years, and which gave rise to the aberrations of the UP
government. The result of the previous widespread intervention was an
economy that wastotally distorted, where economic freedom was effective-
ly eliminated and it was irrelevant to assume individual responsibility for
actions carried out. If microeconomic theory has at least some relevance,
then the new policiesintroduced since the end of 1973 and up to mid-1982,
to limit this regulatory infrastructure and its distortions and install free
markets in their place, must have improved resource allocation and increa-
sed national income, national wealth and aggregate welfare.

In addition, the distributive aspects of deregulatory policies have
been hugely important. Within the historical context of state intervention,
groups that were well enough organized and sufficiently important to have
access to the government (democratic or otherwise) have always been able
to obtain protection and specia favors at the expense of the rest of the
economy, allowing them to accumulate more resources than they would
have obtained otherwise. The deregulation of the Chilean economy, as well
as suppressing distortions and inefficiencies, has also largely eliminated the

2 To mention one source of examples, see the interviewsin the magazine Cosas given
by J. Tobin (March 15th 1982), P. Samuelson (July 15th 1982), L. Klein (August 26th 1982)
and W. Leontief (November 18th 1982).
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prospects of special favors to redistribute wealth to pressure groups. This
second effect has always been the basic motive for the opposition of certain
sectors to the current government’ s economic policy. In 1975, Jorge Cauas
clarified the phenomenon in the clearest and most simple terms, and this has
not changed: “It has been a tradition in our country that small economic or
political groups invoke the name of the poor to criticize economic measures
that affect their particular interests’. (Reprinted in Méndez, 1978, p. 202).

The following sections of this paper attempt to describe the most
important regulation and deregulation policies implemented out in Chile
since 1973. As far as possible, the description is developed in terms of the
consequences for resource allocation, the elimination of special discrimina
tory privileges and freedom of economic action, for the many successful
policies and for some mistakes (in my opinion there are two of these and
they are described in more detail below). Section 2 provides a general
description of the still huge importance of public-sector firms in Chile.
Section 3 covers the evolution of general price controls, a detailed explana-
tion of the almost total deregulation of the agricultural and transport sectors
and a summary of public-service charges. Section 4 considers some of the
most important features of the labor market reforms, while in Section 5
there is a brief summary of the difficult process of liberalization of the
financial sector and an examination of the consequences of the absence of a
clear regulatory policy.

I1. Public-Sector Firms

In 1970 in Chile, the traditional economic questions of what, how
and for whom to produce, were conditioned or decreed by the State. In fact,
as well as “what? how? and for whom?’, the State had added “by whom?".
Itisimpossibleto study any aspect of the Chilean economy and not find that
at least one public-sector firm has been, and often still is, an important
participant.

The State came to assume an entrepreneurial role for various reason.
In some cases it was only accidental, such as the state railway company
(Ferrocarriles del Estado, and the ETC, which were originally private-
sector firms; but when faced with the prospect of bankruptcy and the conse-
quent disappearance of an important public service, the State chose to
assume ownership and responsibility. In other instances, such as the Metro-
politan Water Company (EMOS) and the Postal and Telegram Service,
entities which had once been general public services, these were legally
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converted into companies. Some firms were created by specific laws, for
specific purposes, such as Lan Chile and ENAP. Others such as CODELCO
and CTC became public firms when they were expropriated from their
foreign owners.

Apart from these specific examples, the concept of the entrepreneurial
state was a primordial element in the development strategy pursued from
1939 onwards, the year in which the development corporation CORFO was
created. The purpose of CORFO was to promote productive activities by
providing credits for private-sector investment, carrying out research and
providing project evaluations, sometimes investing directly in certain projects
and running their basic firms, originaly only in those sectors considered of
vital importance for the economy. Thus, in 1944, firms such as ENDESA and
CAP were created. However in the course of time, CORFO extended itsrange
of action, ownership and administration to other businesses that were less
vital. The most commonly used route for extending state domination was to
capitalize overdue loans. For example, by 1970 CORFO had taken over 22
fishing companies, due to breach of contract; it also held partial control of 46
firms, it wasthe main owner of 31 and the majority shareholder (together with
other state companies) of 11 more. In al, by 1970 the State had virtual control
of 90 firms, with activities covering the most varied productive areas of the
country; public-sector companies accounted for at least 21.1 percent of all
fixed capital investment, 4.8 percent of national employment and 22.5 percent
of the final demand for goods and services in the economy.3

From 1970 to 1973, CORFO aso acted as the state depository for
companies that were bought, intervened, requisitioned and/or nationalized.
Up to 1973 the state had directly confiscated 259 firms and had used
CORFO and its subsidiaries to acquire shares in another 185 corporations,
as well as 19 banks. Thus, the total number of firms in which the Treasury
had a direct interest had jJumped to 620. These firms as a group reported net
losses of more than US$ 500 million in 1973, while the firms included in
the “area of social ownership” alone employed 162,545 people,* approxi-
mately 5.6 percent of total employment.

The deregulatory task of the new government consisted of the follo-
wing steps. Firstly, the 259 firms confiscated had to be returned to their
owners; 202 were “normalized” in 1974, and the remaining in the following
five years. Secondly, it was necessary to determine in which areas CORFO

3 Méndez (1982); the percentages are underestimates as they only refer to a subset of
state firms.
4 Sjaastad and Cortés (1981); total employment in the 620 firms was greater till.
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would maintain ownership and/or participation, and then draw up aprogram
for selling the shares and the various assets it still had under its control. As
it was decided immediately that the government’s banking activity should
be restricted to the Banco del Estado, CORFO sold the majority of its bank
shares through auctions of share packets between 1975 and 1976. In 1978,
1979 and 1980, other significant sales were made, so that by 1983 it held
sharesin just one bank. Finaly, for firmsthat were to remain under CORFO
control, ageneral rationalization plan had to be carried out to enable public-
sector firms to operate more efficiently and produce positive returns instead
of increasing the overall fiscal deficit.

TABLEN°1 SHARES OF ASSETS BY CORFO: 1974-1982*
Y ear Firms Sold Packets of Bank shares Revenue from
Number Valuer* Number Valuer* Miscellaneous
of packets asset Sales*
1974 49 31 - - 12.6
1975 28 128 9 1705 10.8
1976 22 83.7 4 6.3 16.8
1977 7 93.6 - - 30.6
1978 8 68.9 6 40.9 5.0
1979 8 125.0 1 289 10.7
1980 6 215 1 41.0 7.1
1981 3 97.0 - - 15.0
1982*** 4 7.7 - - 37
* Source: DanGs (1981).
i In US$ million.

*kk Preliminary figures.

It was decided that CORFO would retain 18 basic subsidiaries, and
accordingly a continuous policy was pursued of divesting other shares and
assets. In this way, the public sector as a whole reduced the number of its
own firms from 620 in 1973 to 66 in 1981, and of these 28 remain in
CORFO hands; these 66 firms, in turn, were two-thirds of the number of
firms held by the Treasury in 1970 (see Table 1). Furthermore, the 12
largest CORFO subsidiaries, as a group, managed to reduce their losses and
in fact began to produce dividendsin 1977.5 At the end of 1982, CORFO is

5 However, CORFO as a whole continued to generate a deficit in 1979; see Méndez
(1981), p.18.
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still scheduled to sell shares in another five companies and one bank, as
well as amiscellaneous list of other assets of lesser importance.

These results, of course, point to significant progress, but the progre-
ss should not be overestimated. Firstly, although the number of firms in
State hands has been reduced, it should be noted that three of the most
important, CODELCO, CTC and Chilectra were private-sector firms in
1970. Furthermore, even in 1981 total employment in the 66 public-sector
firms continued to account for more than 3.3 percent of aggregate employ-
ment, totally dominating the telecommunications and mining sector (Table
2). In thefirst half of 1982, 30 of these State firms continued employ more
than 92,000 people. In 1980, public-sector firms accounted for approxima-
tely 20 percent of domestic product, and the asset value of the 12 largest
CORFO subsidiaries was equivalent to 60 percent of the total asset value of
al the firms registered on the Stock Market. Finally, athough CORFO as a
whole generates dividends, three firms, CAP, Lan Chile and IANSA, repor-
ted a combined loss of US$ 144 million in 1981.

TABLEN°2 PUBLIC-SECTOR FIRMS AND EMPLOYMENT BY BRANCH OF ACTIVITY
IN 1981*
Sector Number of Personnel Public employment
Public firms as apercent of national

employmentin sector

Telecommunications 6 14,438 95
Mining 8 51,982 88
Energy, gas and water 19 15,934 58
Transport 7 13,968 7
Banks and insurance 4 6,849 6
Other sectors 22 3,335 0,1
Total 66 106,506 3,34

* Source: Danus (1982).

Of course there is nothing inherent in a public-sector firm which
makes it more or less inefficient than a private one. Given the same opera-
ting rules and appropriate incentives for its managers, there is no cause for
concern as regards public-sector companies. However, in practice there has
always been one hig difference between the two: only private-sector firms
are subject to bankruptcy. This was never more evident than in 1981 when
CRAV went into liquidation whereas IANSA did not, despite the latter’s
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losses of US$ 63 million. Discriminatory treatment between public and
private-sector firms also extends to other types of benefits: for example,
public-sector firms are exempt from tax on their revenues, on their sales, on
stamps and sealed paper and the payment of tariffs.® These privileges were
withdrawn from them in 1974-1975 as part of the tax reform, but other
forms of preferential assistance were kept on. Even so, until just four or five
years ago, the losses generated by public firms continued to be a permanent
charge on the national budget. As Cauas (1976) commented when descri-
bing the deficit of public-sector firms as a part of the Chilean panorama:
“These firms, sometimes classified as pillars of development, have made a
notable contribution to the impoverishment of our country”. (Quoted in
Meéndez, 1978, p.201).

From 1981 to the present time, with the exception of most of the
progranmed sales by CORFO, there has been little progress as regards
reducing the size of the productive apparatus of the State. Even the announ-
ced of sales of public-sector firms have been held up,” due among other
factors to effective pressures applied by the unions in these firms. When
there is no chance of bankruptcy, jobs become life-time jobs, and adminis-
trators can afford the luxury of hiring an excessive humber of employees
and paying them (and themselves) wages above market rates. More impor-
tant still for the development and functioning of a market economy, the
threat of truly unfair competition is magnified, as illustrated in the follo-
wing cases. Firstly, one of the official explanations for going back on the
decision to sell Laboratorios Chile, was that the state ought to maintain a
mechanism for controlling medicine prices. However, this same state firm
has been accused and is being investigated for practicing dumping in medi-
cine prices against its competitorsin the private sector. This same allegation
of unfair competition has been raised against the | SE. It has been insinuated,
but not shown, that Lan Chile successfully practiced dumping against the
now defunct private airline Aero Andina. And in a series of cases, the
antitrust authorities have ruled against CTC for monopoly practices in com-
petition with new private-sector firms attempting to enter the telecommuni-

8 In addition, other types of special privileges against potential competitors from the
private sector were conceded to the various public-sector firms, up to and including effective
prohibitions on entry. Several of these examples will appear the coming sections.

7 CAP and Laboratorios Chile were two clear examples in 1982. In fact the Minister
of Health has recently mounted a campaign to gain state control over the latter firm, transfe-
rring it to the Ministry. This step would open up new possibilities for abuse, since the Ministry
of Health, as administrator of the huge public heath sector in Chile, is already the most
important customer of Laboratorios Chile.
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cations sector. Finally, Emporchi enormously reduced port handling char-
ges in Concepcién/Talcahuano alone, at the beginning of 1983. The true
reason, given by the administrator of the port himself, was that the small
private-sector firm in that area (Lirquén, the only private port in Chile) was
about to start a significant project to expand and modernize its facility.
Since then the plan has been postponed if not completely abandoned.

In the next section of this paper it will be seen that a central point of
the problem of deregulation in virtually all sectors has had to include the
treatment of some public-sector firm. In sectors where a long-term solution
has still not been found, an integral part of the insuperable obstacle usually
involves a public-sector firm as a central protagonist, either openly, or asan
indirect and behind-the-scenes force.

I11 Price-Setting and the Liberalization of Prices: Sectoral Policies

Chile has along history in methods of manipulating the price mecha-
nism with (i) the microeconomic aim of guiding resources and effort towards
certain activities (not to mention their channeling into certain identifiable
bank accounts), and (ii) the macroeconomic (political) aim of trying to
sweep inflation under the rug of generalized price controls. For example,
during the Frei government it was decreed that “products of prime
necessity...may not raise their prices in 1966 by more than 13 percent
above those ruling at 31st December 1965, nor by more than 35 percent
over pricesruling at 31st December 1964. Prime necessity goods are decla-
red to be all articles and services which serve as the basis for determining
the consumer price index” .8

During the UP, generalized government price controls were used
with a dlightly different purpose: namely, enabling the massive wage
increases financed purely by monetary emission to allow workers in fact
to buy more goods and services. In addition, selective price controls were
instituted with the aim of expediting bankruptcy and thus justifying the
confiscation of selected private-sector firms. At the end of the Allende
government, more than 3,000 prices were being explicitly fixed, mainly
by Dirinco.

It is clear that this process of price controls could either be the
outcome of negotiations benefiting certain producers or else arbitrary

8 Supreme Decree N° 1379, October 1966, Art. 11. Recorded inflation was 25.8
percent in 1965 and 17.0 percent in 1966.
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fixing when interested firms were not allowed to participate, and the post
of price-setter had to be one of the lowest wage but best paid jobsin Chile.
The list of fixed prices —including items such as chalet-type dog houses
and woolen gloves for small children —served as inventories of goods
which at one time had been available for sale. But, of course one of the
most dramatic and visible effects of price controls and the UP’'s economic
policy was the widespread scarcity of most goods in formal markets, and
the appearance of well developed black markets, giving birth to long
queues. In fact, it is part of Chilean folklore that, in those days, when
people saw a queue they would line up, sometimes for hours on end,
without knowing what was to be sold: it was a question of buying whate-
ver it was in the largest amount possible.

The military government took as its first economic priority the res-
toration of the price mechanism as the most direct route towards the elimi-
nation of queues and black markets and to stimulate the revival of produc-
tion. The first step involved a sharp devaluation and the unification of
exchange rates. Simultaneousdly, it was decided that the vast majority of
price controls would be abolished, and on October 15th, 1973, Decree Law
522 was published. This law define three groups of goods and services:

1 Those whose prices would be freely determined by producers and
importers. However, the law mentioned that these prices should be
based on the exchange rate, wages and other labor costs, input costs,
the cost of credit, taxes and a reasonabl e rate of profit.

2. Goods and services whose prices would still be fixed; Table 3 lists
33 prices thus dignified. Dirinco was the agency in charge of setting
these pricesin line with cost studies.

3. A third group of 18 types of goods whose prices would be informed;
i.e. priceswere also free, provided they were not rejected by Dirinco.

The change was drastic. In just one month of government some 3000
prices were set free for the first time in years. What is more, they were not
interfered with to “fight” inflation, as had been made clear in the law
relating to price increases caused by variations in cost components. Never-
theless, there was always (and there still is in certain circles) a persistent
mistrust of completely free price systems, especially in an economy which
has always been characterized more by monopolies created through restric-
tions and state favors than by the existence of firms guided by competitive
market forces. Therefore, as well as the decisive steps taken to realign the
price structure, the government gave a clear warning to potential monopo-
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lists and promised to modify the antitrust laws,? requested moderation in
prices on the part of the private sector and began to stress the role of
international prices and free trade in limiting abuses in domestic prices.
Finally, to smooth out the effect of the price increase for low-income
families, the government provided direct and temporary subsidies for tea,
coffee, pasta, sugar and edible oils.®

TABLE3 FIXED PRICES AND INFORMED PRICES ORIGINAL LISTS FROM DL 522,
OCTOBER 1973

Fixed Prices

Bread Steel

Flour Cement paper

Ordinary pasta Sanitary artifacts

Sugar Matches

Qil Tires

Tea Fuels

Milk Detergents

Television receivers Air and land passenger transport

Beef Liquid gas cylinders and their valves

Sirloin Copper cables, tubes, and sheets

Minced meat Gas

Entrecote Electricity

Marrow bone Telephone charges

Casserole Water

Bones Motorized vehicles

Lard Cigarettes

Products of the type currently
made by Chiprodal

Informed Prices

Pharmaceutical products Products of the type made by Indus Lever
Glass sheets for construction Electronics products

Lubricants Coarse cloth and canvas

Parts for motorized vehicles Beer

Bata products Glass bottles

Products of the type made by Pizarrefio Ball-point pens

Washing machines, refrigerators, etc. Aluminum crockery and containers
School registrations, fees and services School uniforms

Nails and wires
Soluble coffee

9 The modified law wasin fact published on December 22nd 1967.
10 See the speech Estado de Hacienda Publica by Admiral L. Gotuzzo, in Méndez
(1978), pp. 23-45.
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Although there were other procedures for fixing some prices not
included in Table 3,1 the processes of price deregulation can be resumed in
terms of the legal adjustments to Decree Law 522. Items can be transferred
from “fixed” to “informed” or “free”, and vice-versa. Some specific price
settings were quaint, due to the name, type of product, name of the distribu-
tor and place of sale. For example, in July 1974 the retail sale price was
fixed for all Rann detergents, imported by the Ancud Chamber of Commer-
ce Purchase Center; as was the retail price for soya oil from Holland
imported by Domingo Coro and Son Ltd. These cases, which have they own
intriguing histories, were the exception; the general policy, particularly
from 1977 until May 1982 (1981 was a notable exception) has been to allow
increasing price freedom.

In December 1980 an important step was taken, when Decree Law
3.529 prohibited prices that had been on the “informed” list returning to the
fixed-price category; likewise free prices could not return to the status of
informed of fixed. In this way, any future fixing of prices would require a
special law, rather than just aresolution from the relevant minister. Current-
ly, the only prices that continue to be legally fixed in Chile are drinking
water and drainage, natural and liquid gas (as well as products related to the
use of these fuels) in the two southern regions, electricity chargesfor clients
with installed capacity below 2000 kilowatts, the variable part of taxi rates
and some inter-urban bus fares on daytime routes on working days, for
vehicle models prior to 1971.

However, the recent history of fixing and freeing telephone charges
has been a model of disorder, inconsistency and the absence of clear crite-
ria. One should understand firstly that, according to the global prices policy,
with the passage of time, a certain number of charges corresponding to
auxiliary services in which competition was possible, were removed from
the fixed list, leaving to the regulator’s discretion only the charges for
standard urban services, long distance telephone-to-tel ephone rates and other
charges for services which “only” the telephone company could provide.12
Then in September 1982, the new telecommunications law foolishly de-
creed complete freedom of all telephone charges, unless the Antitrust Com-
mission were to decide that the telephone service constituted amonopoly, in

11 |n general, al public ingtitutions that charge for their services or products (not
including DL 522) were free to set initial pricelevels, but all future change - not only increases
but changes - had to be approved by the Economics Ministry.

12 Connection to a new line in the network, change of number or an alteration in the
telephone directory, and the suspension and restoration of service.
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which case the Economics and Telecommunications Ministries could set
rates. The Antitrust Commission immediately determined that telecommu-
nications was a monopoly service, but the two ministers decided not to
exercise their right to set rates, preferring the Telephone Company to an-
nounce these on the December 1st, 1982. The Antitrust Commission then
suggested that the freely announced rates would be rejected until the two
ministries had in fact fixed them. As this latter suggestion was not obliga-
tory, a final resolution remained pending as regards how to set charges,
while those announced by the companies themselves came into force. Never
was the lack of communication, planning and direction in the telecommuni-
cations sector, at the level of relevant authorities, more evident.

In sum, the price system in Chile has suffered a huge transformation
in the space of ten years, from a system in which almost al prices were
fixed, and where almost no price reflected the underlying conditions of
supply and demand in the economy, to one of the freest price systemsin the
world. With the current exception of certain bus and taxi rates, price-setting
has been turned into the classic problem of setting rates for public services.
Although all prices that have been freed have their own stories, there are
two sectors that deserve more detailed attention: agriculture and transport.

Deregulation in the Agriculture Sector

The history of Chilean agriculture is one of the clearest examples of
the destructive effects of control through public-sector firms. The most
important firm by far was ECA, whose main role was to serve as “regula
tor” of agricultural prices and supply throughout the country. In practice
what ECA achieved, by using its legal monopoly to import wheat and other
agricultural products, was to isolate Chilean agriculture from international
markets. ECA consequently imported at world prices, but sold at lower
prices calculated to apply downward pressure on the domestic inflation rate.

At the same time, ECA assumed effective responsibility for setting
pricesfor the Chilean producer, prices which of course could not be significant-
ly different from those a which ECA sold its imports. Indeed, ECA policies
congtituted an indirect and burdensome tax on agricultural products, and in
order to soften the impact of this tax, the state bank Banco del Estado assumed
the legal monaopoly for importing fertilizers and other inputs, which it then sold
to farmers at prices below what the Banco del Estado had itsdlf paid.

Finally, so as to complete the circle, Socora was effectively given a
legal monopoly to export agricultural goods. Socora exported products at
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prices sufficiently depressed so as to be compatible with ECA selling pri-
ces, but at the same time, given the incentive of low import prices provided
by the Banco del Estado, constant pressure was put on farmers to expand
output. In summary, given the actions of these three state entities, together
with centralized coordination by Odepa, Chilean agriculture was effectively
isolated from any influence exerted by genuine market forces, as price and
quantity incentives were totally arbitrary and artificial.

Within this ingtitutional context, freeing the prices of agricultural pro-
ducts did not make sense without curtailing and rationalizing the degree of
intervention these ingtitutions exercised. Socora' s export monopoly was elimi-
nated, as was (more dowly) the commercialization of agriculturd inputs by the
Banco del Estado. On the other hand, the transformation of ECA required a
lengthy, careful and methodical process of reorientation. Firstly ECA’srolewas
fundamentally redefined: instead of being an ingitution with responshilities
covering the length of the country, with 102 establishments for sale and storage,
2917 workers!® and the lega burden of regulating al possible aspects of
Chilean agriculture, ECA’s job was limited to ensuring a regular supply of
agricultural productsin just 50 isolated areas in the extreme North and South of
Chile. In order to keep to thisrole, the majority of ECA’s physical assets were
auctioned off between 1975 and 1982, and the number of employees was
reduced to 404 in 1980, falling to 200 by the end of 1982. ECA cost the Chilean
economy US$ 504.2 million in 1973 and US$ 166.1 million in 1974, in smple
budgetary terms aone. Between 1975 and 1979, this cost fell to an annua
average of US$ 21 million, whilefor the years 1980-1982 ECA reported aprofit
(mostly dueto asset sales) of approximately US$ 1.4 million per year.

In the process of reducing ECA’s generalized control of agricultural
sales and prices, public- and private-sector entities had to be convinced that
afreely functioning market could give effective results and in fact would be
more desirable. Certainly the most important step in eliciting private-sector
participation in the market wasa“simple’ change in the ECA purchase and
sale policy. Until the 1973-74 harvest, the ECA simply set the nominal price
of, say, wheat, the same price for buying and selling, usually without
significant warning and without giving information about the basis for
determining the price. As a result, there was obviously no incentive for
private-sector firms —speculators or millers— to store grain, and farmers
had to sell al their harvest as quickly as possible in order to avoid the risk of
loss on the stored product and inflation tax on their earnings.

13 Including workers that were indirectly dependent on ECA, the employment figure
is even higher: between 4800 and 5000 people in 1974-75.
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For the 1974-1975 harvest anew pricing policy was put into effect: the
ECA set a basic daily purchasing price (for wheat sold in Santiago) based on
international prices, with daily adjustmentsin line with the variation in the CPI,
plus storage costs and interest. For purchases further to the South (and close to
wheat-producing areas) there was a surcharge to cover railroad rates. Finally,
the pre-announced ECA selling price was set at a constant percentage above the
officia purchasing price during this first year. The spread thus created was 3
percent in Santiago, rising to a maximum of 9 percent in production areas. The
effects of thisnew strategy wereimmediate and dramatic: farmers now were not
faced with the urgent need to sell immediately and could give themselves the
luxury of storing their production, while millers were led to accumulate whest
for useduring theyear. Asresult, ECA purchasesfell from virtually 100 percent
of the harvest each year to just 5 percent. Correspondingly, ECA budgetary
losses (and the concomitant effects on monetary emission) fell from US$ 116.1
million in 1974 to “just” US$ 22.3 million in 1975. The same pricing strategy
was implemented for the 1975-1976 and 1976-1977 harvests with an annual
increase in the spread between the buying and selling price, and each year ECA
participation in the whesat purchases declined. On January 7th 1978, wheat was
officialy eliminated from the list of fixed prices, as the market had shown that
ECA participation was not needed to regulate sales and prices.

At the same time as direct ECA participation in agricultural markets
was being restricted, other intervention mechanisms were also abolished, with
the result that the agency lost the authority to set norms on grain, flour and
milling operations, as well asin arranging national contracts for the shipping
of agriculture products and maintaining its monopoly of the dissemination of
information on agricultural production, consumption and prices.

Meanwhile, agricultural organizations spokesmen have waged a con-
tinuous campaign (and an intensifying one in the current recession) against
“excessive” market freedom in their sector, the existence of foreign dum-
ping and domestic shortcomings in the marketing of agricultural products',
and this has recently begun to bear fruit in the sense that certain previously

14 It is continually argued that the market process is permeated by powerful interme-
diaries with monopoly power who exploit farmers and consumers. However, agricultura
organizations have not brought an explicit complaint before the Antitrust authorities nor have
they tried to enter the supposedly lucrative business of marketing of agricultural products,
although there are absolutely no entry barriers. It would seem that no one connected to the
agricultural sector responds to potential incentives and benefits, (although it should be recalled
that it only took a 3 percent spread between the buying and selling price of wheat to reduce
ECA harvest purchases from 100 percent to 5 percent).

It is particularly noteworthy and characteristic that farmers have only considered the
dternative of seeking State intervention.
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known policies have been reintroduced, aimed at providing protection for
the sector.

Milk products now have a 25 percent tariff surcharge on imports, to
offset “unfair” competition from abroad. CORFO was persuaded to expand
lansa operations, guaranteeing prices for the production of sugarbeet and
reopening refinery plants that previously had been closed. (Remember that
while lansa was losing money in 1981, CRAV went into liquidation). In
December 1982, wheat producers managed to obtain government support
for taking out a power of purchase aimed at regulating wheat prices. Al-
though the headlines in the Santiago newspapers proclaimed that the private
sector (Copagro) would carry out this activity, it turned out that this entity
enjoyed financia support from the Banco del Estado, would use the remai-
ning ECA silos and would have a guarantee that its participation would not
mean losses for the private sector body. Apparently the methodical dismant-
ling of ECA infrastructure had been rather slow. It only remains to be seen
how much this new attempt to regulate the wheat market will cost the
Chilean economy. And, asif to ensure that the cost will not be insignificant,
in May 1983 the government aso established a floor price for wheat,
something that the wheat producers themselves have been clamoring for.

Deregulation of the Transport Sector
A Passenger Transport in Streets and Highways

Buses. Some of the regulations existing in 1973 and 1974 were
really spectacular. For example children could be transported to and from
their respective schools only in yellow colored buses, to such an extent that
the owners of such buses sometimes managed to convince the police to
ticket parents who carried anyone other than their own children in the
family car. (There is atrue story of afather who had to appear in court and
show the judge his family record book in order to prove that the eleven
children that he was carrying in his non-yellow vehicle were his own
children!) Also, if any organized group wanted to hire a bus (or take their
own) on a weekend trip to the beach, they had first to obtain permission
from the Undersecretary of Transport, with at least three days' notice. In
fact, no bus could go anywhere, at any time, for any purpose, without
express authorization. One of the crucial decisions reserved for the Under-
secretariat for Transport, and one which required careful study and consul-
tation with other ministries, was the color and material of the uniforms the
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drivers of such buses would wear the following year. Of course, regulators
did not ignore more fundamental things as well. For urban transport, cities
were divided into fixed routes that were assigned indefinitely to specific
operators; the rights on a route and its use could not be transferred.'> The
authorities fixed the number of buses and their frequency on the route;
frequencies were uniform regardless of the day of the week or the hour of
day, and they was controlled by the police. To ensure compliance with these
obligatory timetables, bus drivers were prohibited from taking rest periods
in the bus terminal (giving rise to the phrase “ping-pong routes’). The
Ministry of Transport also set quotas for the number of buses that could
comeinto Chile,® their model, size, country of origin, etc. Most restrictions
and controls were codified in Supreme Decree N° 106, 1969, which also
required the Undersecretary for Transport to ensure no unfair competition
from a similar transport service could appear, and specificaly not with
artificially lower costs. Hence, all rates for the service were fixed.

This system remained intact until 1978, and then the process of
deregulation began. The first step was to guarantee operators complete
freedom in deciding the frequency of their routes. Then, the bus companies
themselves obtained permission to freely alter up to 10 percent of their
routes each month. Next, the restriction on the number of operators and
buses per route was abolished, with the only requirement being a certificate
vouching for the vehicle's adequate mechanical condition. Although these
steps were obvious and must even seem simple, each one was a outcome of
a lengthy discussion period. The most effective tool the Economics Minis-
try had at its disposal in deregulating the sector, was the threat of inflationa-
ry pressure. As all rates were fixed, they had to be readjusted periodically in
line with the general increase in prices. Thus the Economics Ministry made
approval of resolutions for raising prices prepared by the Ministry of Trans-
port, conditional on the promulgation by this Ministry of resolutions abolis-
hing one or other of the restrictions mentioned above. (“logrolling” or
“blackmail” are two ways of describing this, depending on one's point of
view). Currently the Undersecretary for Transport still has to approve new
routes, for reasons of traffic control, as well as special services to embas-
sies, for example, but otherwise urban transport services are completely free
of quantitative restrictions.

15 Good routes, with their correspondingly higher (fixed) tariffs, were naturally allo-
cated to the union leaders and spokesmen.

16 |n other words, brought in under special lower import tariffs granted to approved
imports.
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The second front of deregulation was freeing collective transport
rates. This process was slow and painful, and the first steps were taken
only in 1980. Firstly, firms operating new buses (1976 models and later)
on new routes (approved of course), were alowed to set their own rates.
There also given freedom to set rates on routes which combined with the
Santiago Metro; in both cases, special rates were kept for students. Secon-
dly, on July 30th, 1982, rates were freed in the following cases. (a) in
selected localities where there was still no urban service (1?); (b) in the
whole country on night-time routes as well as on Sundays and holidays;
and (c) in the case of 1976 and newer buses, regardless of whether their
route was new or not. In the first week of 1983 the cut-off year was set
back to 1973 and then later to 1971. The latter step guaranteed that in the
absence of explicit legislation to the contrary, all bus fares would be freely
determined in the medium to long run.

Up to 1977, rural and interurban bus services were subject to the
same series of generalized controls; furthermore there was an additional and
more explicit barrier to entry on interurban routes. If a company wanted to
provide a service between two or more cities, the application for approval
had to pass through an advisory committee made up of the head of the
Department of Rail Transport in the Undersecretariat for Transport, arepre-
sentative of the State Railroad Company and a representative of the Natio-
nal Confederation of Bus-owners in Chile. This system was so efficient in
restricting the number of bus routes and bus companies, that potential
passengers tried to use their political connections to earn the privilege of
paying monopoly prices for tickets that were not available at bus stations.
The system also created a new form of “bandit”: the pirate taxi. Just as it
wasiillegal to drive an unauthorized bus on any interurban route, it was also
illegal, but more difficult to identify, to carry fare-paying passengers in a
private car on the same routes.

Deregulation here was quicker and easier. Firstly, in 1977, restrictio-
ns on access to routes were eliminated. Secondly, fares became informed,
rather than fixed prices on any route served by more than one firm. Finaly,
al interurban bus fares were free from State control in 1978. The subse-
quent improvement in the passenger service throughout the country has
been notable. To take just one example, prior to deregulation, the route
between Santiago and Valparaiso/Vifia del Mar was operated by two firms
using old and uncomfortable buses, and the service was not very reliable.
By the beginning of 1982 there were 12 firms covering the same route: at
any time of day one could, for example, take the Metro from the outskirts of
Santiago and have to wait under 15 minutes before getting into a new
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modern and air-conditioned bus that would reach its destination within two
hours. The fare was less in nominal terms than five years ago. Moreover,
passengers were not the only beneficiaries: in Santiago the daily rates for
entering swimming-pools also fell.

To make the description of bus transport deregulation more comple-
te, it needs to be mentioned that the state firm operating in the sector, the
Empresa de Transporte Colectivo (ETC), produced annua deficits on the
order of US$ 10 to 15 million. At the start of the present government, this
public-sector firm owned approximately 35 percent of al Chilean buses, as
well asitsown set of exclusive routes, its own factory for replacements and
more than 5000 employees. ETC was well known for its social routes'’ and
for having its vehicles under repair for up to 6 months a year. It was
interesting to verify that when these same buses were sold to private-sector
operators, they worked the whole year in two daily shifts. The closure of
ETC not only represented a general reduction in costs for the government,
but also the disappearance of areal threat of unfair competition against the
highly competitive private sector.

Taxis. The number of cars that could be employed as taxis was
strictly controlled by the Undersecretary for Transport, the Director of
Transit and indirectly by the professional taxi drivers union. Each munici-
pality had assigned afixed quota of taxis which were identified with special
number plates —and, of course, vehicles holding these plates were worth
several times the value of the car itself. The monopoly these taxis enjoyed
allowed them to provide a bad service (they would agree to take a given
client to certain places, only if it was convenient). The only control on these
taxi drivers was in setting their fares.

In 1976 the monopoly was broken by simply eliminating quotas.
Any car built in 1972 or later could operate as a taxi, subject to the sole
requirement of being painted black with a yellow roof. The only future
restriction (but not retroactive) requires that cars should not be more than 10
years old. Apparently there are no reliable statistics on the number of taxis
before the monopoly was broken, but estimates of the increase in the taxi
fleet range up to 100 percent and higher. The sector is now highly competi-
tive and it provides an excellent service. The only threat to entry comes
from taxi-driver unions, but until now they have had no success in extin-
guishing competition.

17 It often turned out that these routes existed for the exclusive benefit of a variety of
government officials, their employees and related socia groups.
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The attempt to deregulate taxi fares represents one of the reforms
that still remain to be carried out in this area. At the end of 1980, when taxi
drivers sought new increases, they were given a choice: either keep existing
fares (41 pesos for the fixed charge and 1 peso for every 200 meters), or
change to a system in which the fixed charge (indicated clearly with alabel
on the window) would be completely freely determined by the taxi driver,
and the variable charge could rise to 1 peso per 100 meters. The market
began to function immediately; some chose to stick with the old system, a
large number experimented with different values for the fixed charge and
others even negotiated openly with potential clients. However, the organi-
zed taxi-driver union was against freeing any part of the fare,'® and they
launched a campaign against the new system.

As soon the campaign began to disappear the Transport Under-
secretariat, for reasons that are still unclear, decide to force al taxis to adapt
to the new system. Apparently it was thought that competition would only
be achieved if al participants were identical. A week of intense meetings
followed, between the authorities and the union leaders, and the fares sys-
tem that finally emerged was with new variable fares and taxi drivers being
able to choose the fixed charge from among the following values in pesos:
20, 30, 41 (?), 50, 60, 70, 80 and 90. All Santiago taxis chose 41, the pre-
existing rate. The net result, after a month of obstacles, was that taxi fares
were exactly what the unions had previously asked for.

Collective (or shuttle) Taxis. The final master stroke in the Chilean
passenger transport system was the ingtitution of collective or “shuttle”
taxis known as “ colectivos’ . These are taxis which operate certain defined
routes carrying up to 4 or 5 passengers. From the beginning they have been
given complete freedom to set fares and routes, and may cover any route
they wish. The only requirement is that they should be black and carry a
badge indicating their destination. These shuttle taxis are extremely flexible
and create new routes, both urban and inter-urban, whenever a potential
demand is detected. They really represent an equilibrium force in the trans-
port market, as they compete with buses and regular taxis. In fact, their
existence along with free entry in al aspects of transport, eliminates the
need to set pricesin this sector.

To summarize, the terrestrial transport service in Chile has been the
model of a competitive market working well, achieved largely through the

18 The reason is obvious: as they now had no control over entry, the only justification
for the continued existence of unions was their ability to achieve and deliver increasesin fixed
fares through highly publicized negotiations with the authority.



22 ESTUDIOS PUBLICOS

application of a consistent deregulation policy. Clients can choose among
the whole spectrum of possibilities, from the cheapest and the most un-
comfortable of buses, to an expensive but excellent radio taxi service. The
only weak point in the system might one day be the Metro, because prices
are fixed by the authorities. If it was decided to set these prices artificially
low, the Metro would again become a source of unfair competition for
buses. Such a subsidy, which would be financed by the State, in turn could
initiate a series of problems in a chain reaction. Fortunately, before the
current recession, the Metro was covering its operating costs and contribu-
ting to the payment of its debt service. But unfortunately, efforts to turn the
firm into a corporation with private-sector investors, as a protection against
potential future implicit subsidy policies, unfair competition and consequent
losses for the central government, have been regjected. This reaction largely
reflects amistrust of the private sector, a consequence of the financial crises
that have afflicted the country (see Section V).

Santiago used to be well known for itslong and disorderly queues of
people waiting for the next bus, or for competition to the death among
clients for the few taxis they could find. Passenger queues have now disap-
peared, there are always buses available, and now it isthe taxis that compete
fiercely (but openly) for clients. The market works and everyone has gai-
ned, except for those privileged few who were used to having unlimited
guarantee of monopoly benefits.

B. Railroads

The State railroad company was granted legal statusin 1884. Since then,
the legidative history of Chilean railroads includes along series of specia tax
exemptions, various direct and indirect subsidies, and implicit and explicit
schemes of protection against potentia competition, either from other railroad
operators, or else dternative forms of transport.1° The operations of the railroad
company for along time have been characterized by a series of inefficiencies,
which have raised costs, added to the existence of alarge number of free passes
for groups that had acquired the “right” to travel a reduced fares (if not free).
Up to 1970, the company had 27,185 employees, 26,404 in 19732, and in 1986
it was generating yearly losses of more than US$70 million.

19 For amore detailed study of Chilean railroad legislation, see Dittborn and Martinez
(1981).
2 Gjaastad and Cortés (1981), p. 355.
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Apart from removing from the railroads their right to obstruct the
entry of buses competing for the same routes and allowing the firm to
decideits own fares, the problem of reforming this state company was more
a question of internal rationalization than one of deregulation. Redefining
the purpose of railroads —i.e. emphasizing heavy and homogeneous freight
transport, rather than all types of transport— made it possible to reduce the
firm’s investment budget.?* The number of employees was cut to 12,000 in
1980 and between 8000 and 9000 by 1982. Free passes were abolished as
well as seldom-used branch lines. As result, the railroad ceased to report
operating losses for a couple of years. However, in 1982, the company once
again lost US$20 million, and considering the recent changes in its board,
the prospects for non-deficit operations in the future are not very bright.

C. Air Transport

Up to 1977 all aspects of air transport and cargo were strictly regula-
ted by the Junta de Aeronautica Civil (JAC). JAC considered it its basic
duty to protect the interest of the State air company: Lan Chile. Indeed Lan
regulated all passenger and freight traffic in Chile, both domestic and inter-
national. If for, example, a foreign airline sought permission to operate in
Santiago it had to reach a prior agreement with Lan, an agreement which
usualy involved revenue sharing (i.e., Lan had to receive part of the reve-
nue from the operation). Then both airlines could go to IATA to obtain air
fares which were high enough to pass the costs of the agreement on to
passengers and freight operators. For new national firms, the procedure was
very similar, but in this case the JAC paid more special attention to who the
owners were: whether or not they had a good background, the quantity of
capital that they had, etc.

Air fares and freight charges were fixed according to IATA recom-
mendations, approved and strictly controlled by JAC. Control was so
strict that any discount or differential payment not authorized by JAC
resulted in severe fines for the offending airline. Although in fact passen-
gers and cargo were transported, the service was expensive and freight
was especially slow. At one time the bottleneck was so restrictive that an
airline cargo remained in a New Y ork warehouse for a year before being
brought to Santiago.

21 |t is interesting to note that in 1976 the accumulated value of new but never used
equipment amounted to about US$100 million.
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It was one such delay that caused the deregulation of Chilean air traffic
to start. In 1977, Lan carelessly took six months to send some equipment for
the JAC president. The president was understandably very upset, and as he
had the power to take reprisals, he arrived at the next session of the JAC
determined to punish Lan by reducing its permitted flight frequencies. Howe-
ver, other members of the JAC convinced him that Lan could be equally
punished while at the same time benefiting freight customers, not by reducing
Lan’'s of flight frequencies, but by lifting air cargo restrictions for other
airlines. Thus, in this meeting an ‘open-skies' policy for air freight in Chile
was ingtituted administratively, six months before the United States initiated
the deregulation of their airline industry.

The next step was to lift restrictions on passenger traffic. Firstly, in
another administrative decision, JAC ruled that any request to provide a passen-
ger service of any kind in Chile should be approved, unless Lan could conclusi-
vely show within one week that the service being sought would be directly
prejudicia to it. Finally, in 1979, open skiesin Chile passed from being afragile
administrative ruleto afull law: DL N° 2.564 expressly prohibits restrictions on
type of airplane, ownership or origin, capacities, points of operation, frequen-
cies (schedule or charter), routes or fares, There are two potential exceptionsto
this complete freedom. In the first place, foreign flights can be restricted for
national security reasons (an exception that one day might meet widespread
application); secondly, reciprocal restrictions can be applied to firms in coun-
trieswhich restrict the operation of Chilean airlines.

The results of the ‘open skies' policy include:

1. Three new Chilean airlines were formed, two of them offering inter-
national flights;

2. Foreign airlines expanded services and some began new services,

3. Private-sector Chilean companies over took Lan (immediately in

1979) in terms of passengers and cargo on domestic flights;

4, The air-taxi service jumped 94 percent in 1979, 64 percent in 1980
and 37 percent in 1981;2

5 Average international airfares fell abruptly, as for the first time Chi-
leans were given access to charters and other special fares offered by
North American and European airlines.

Table N° 4 shows the financial impact Lan has had on the economy.
In the 4 years prior to full deregulation, Lan cost Chile atotal of US$ 9.7

22 Junta de Aerondutica Civil (1981).
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million, although in 1978 it made a profit of US$1.5 million. In the first
year of open skies, net profits fell to US$ 219 thousand and from then on
losses have risen considerably. At the same time, passenger and cargo
traffic declined in 1979 and 1980 only, whereas international traffic has
expanded in each year. Thus, athough Lan lost its privileged position when
the skies were opened, having closed skies was not sufficient protection to
make it profitable. Now, at leat, if the government insists on the luxury of
maintaining a national airline that loses the equivalent of more than half of
national expenditure on the minimum employment program, it will do so
without imposing discretionary additional costs on Chilean passengers, freight
operators and competing airlines.

TABLEN°4 LAN CHILE: OPERATING RESULTS*
(1) (2 (©)]
Profits Transfer from Total benefit
Treasury [(D- ]
1975 - 1.997,7 14131 - 3.4108
1976 — 1.508,6 238,0 — 1.746,6
1977 17.091,0 23.124,0 - 6.033,0
1978 3.120,3 1.662,3 1.458,0
1979 223,0 4,0 219,0
1980 — 1.900,5 — 1.990,5
1981 —34.592,6 —34.592,6
1982 na 42.500,0 —42.500,0
* US$ thousand

D. Maritime Shipping and Ports

With Chile's geography and its traditional dependence on mineral
exports, it is obvious how important it is for ports and the merchant marine
to work reasonably well. Thisimportance is greater today given the develo-
pment strategy of opening up the economy through tariff reform. But during
theinitial years of the present government nobody was concerned about the
institutional, economic and legal structure of these sectors. Doubts began to
arise towards the end of 1975, due to the emergence of a question that does
not have a clear explanation: why did producers, especially those of non-
traditional exportable goods, insist that they were physically unable to ex-
port their goods? Although an investigation indicated that the complaint
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was exaggerated, it also discovered four nucleuses of regulatory problems
that need to be corrected: restrictions on the ships to be hired, labor restric-
tions regarding ships' crews, the monopoly operation of ports and the struc-
ture and power of the stevedores union.

The Merchant Marine. Through a series of articles hidden away
in various laws, the shipbuilding industry in Chile had gained a lucrative
captive market. The most important piece of legislation was Law 12.041,
1956, which set shipping rates. But more important still, it also reserved
50 percent of all freight (both exports and imports) to and from external
ports served by Chilean lines, for Chilean ships; furthermore, all cargo
between Chilean ports was also reserved for them. In practice, the law
could be used easily to suppress all exports in foreign boats. Exporters
(or importers) were responsible for verifying the availability of a Chi-
lean boat to transport their goods. If the shipping company replied that
they would have a vessel within 24, 40 or 60 days (for perishable,
normal and strictly non-perishable goods respectively), the exporter was
obliged to wait for the Chilean boat. If the reply was no, the shipping
company passed the exporter a permit to hire a foreign boat to load the
exporters goods in Chilean ports. As a shipping company faced zero cost
by saying yes, and 20, 40 or 60 days later could change its mind, the
control it in fact exerted was total. In addition, Chilean shipping lines
were authorized to cede their reserved cargo to any other boat they
chose. Thisright obviously meant receiving some sort of donation, entry
to international conferences or other types of advantages. Similarly,
although shipping rates were legally fixed, they were determined on the
basis of costs studies, always with the aim of developing and encoura-
ging the Chilean merchant marine. For that reason, given the existence
of such a highly effective monopoly, costs and shipping rates could be
anything: any inefficiency was directly passed on to the client via the
shipping rates that costs studies had indicated. Even without tariff ba-
rriers, the protection afforded to the merchant marine constituted an
effective and a general obstacle to trade.

Deregulation in this sector was more difficult than in other cases, as
the authorities themselves had to be made to acknowledge there was pro-
blem. The first step was to transfer the faculty, held by Chilean firms, of
granting permits to use foreign boats, to the Ministry of Transport. Within
the Ministry, permits began to be granted in a non-discriminatory way,
slowly breaking the captive market. Finally, in 1980 new legidlation abolis-
hed the reserved cargo and the monopoly this concept created, except in
cases of reciprocity.
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Ships Crews. The labor laws related directly to protection of the
merchant marine. Protected Chilean boats were operated under the Chilean
flag and logically had to be operated by Chilean crews. Labor groups were
so well organized (maintaining fixed contractual relations either with large
shipping firms or according to set geographical areas), that initially they
were not included in the reformed labor legislation that was applied to the
rest of the economy. Aswell as this, although the harbour master only had
to decide on the minimum crew, in practice he would fix a ship’s entire
crew. However, as all costs were passed directly to possible customers, the
shipping lines with their guaranteed monopoly had no incentive to worry
about the problem.

Part of the solution, of course, came about automatically with the
abolition of the reserved cargo. But prior to this step, the Ministry of
Transport authorized Chilean boats to register in other countries, allowing
transport in ships flying non-Chilean flags, and thus abolishing the need to
employ a Chilean crew. Following the example of the public-sector firm
Interoceanica, Chilean firms entered into genuine labor negotiations, and
the cost savings were significant. On three boats that Interoceanica sent
under foreign flags and with foreign crews, the reduction in labor costs was
approximately US$ 350,000 per boat. Other reforms included convincing
the harbour master only to specify minimum crew requirements and to bring
the seaman’ s unions under the jurisdiction of the new labor legislation.

Ports: Emporchi. Although there is a small private port in Chile, all
significant activities are carried out in public-sector ports operated by Em-
porchi. Perhaps the most important characteristic of Emporchi from the
point of view of economic efficiency, was the high degree of autonomy in
fact exercised by each of the 11 port directors. This autonomy was maintai-
ned over time, thereby avoiding a systematic codification of their operatio-
ns. Prices charged for the wide variety of port services were decided through
acomplex procedure; so complex that the client only knew that prices were
high and that the director himself had complete discretionary power to
reduce them, as he alone thought appropriate. In addition, Emporchi’s in-
vestment budget simply took the form of afixed annual sum (approximately
US$ 20 million in 1975), regardless of whether or not specific investment
projects had been identified by Emporchi or anybody else.

The process of rationalizing port operations began at the end of 1979,
and the congtant underlying goal was to bring the private sector in the manage-
ment and operation of ports. The first step in this process was to reduce the
Emporchi investment budget and urge private-sector users to undertake new or
replacement investment. Existing and underutilized equipment was auctioned
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off, and private-sector users were allowed to bring their own equipment and
manage their own cargo operations for loading and unloading, with their own
crews. At the same time, the number of workers directly employed by Empor-
chi was reduced, firgtly by not rehiring, then by giving early retirement benefits
and, findly, by offering attractive packages to induce workers to quit. Out of
4700 employeesin 1973, Emporchi now employs 1400 directly hired workers.

Paradoxically, another important step in port rationalization was the
first explicit setting of port charges, which was only achieved in 1981. The
importance of these charges was not so much their exact values in terms of
marginal costs,?® but rather the definition of a single and totally known
value for each and every one of Emporchi’s functions. With this informa-
tion, for the first time private operators had an objective basis for taking
their own decisions regarding investments, imported equipment and the
most economic way of using portsin general.

Another important aspect in the rationalization of Emporchi ope-
rations, from the national point of view, was dividing it into a series of
independent companies. Each port was put under the authority of an
autonomous director who had control over everything including the
hiring and firing workers. With the decentralization of port administra-
tion, each one had to maintain their own accounting records, and the
results were published port by port. The idea, of course, was to force the
independent directors to compete among each other and improve port
efficiency in the process. In 1981, Emporchi was legally transformed
into ten separate companies, within a holding-company structure. Future
plans involve opening the ports up to greater direct investment and
operation by the private sector, auctioning separate piers, loading bays,
warehouses, etc.

Stevedores and Pier Workers. Prior to 1981 in Chile there was a
total of 77 unions, with up to 17 in a single port. These groups had total
monopoly control over loading and unloading in each port; they determi-
ned the number of workers in each working squad for loading and un-
loading, and set wages as a function of cargo type. Each worker had his
precise job and could not do anything else; nobody who had been explicit-
ly appointed to do ajob could work in another one. In practice the system
degenerated to such extent that work squads doubled through labor requi-
rements, and of course, the payroll also doubled. One of workers' biggest

2 |n fact, there were no reliable figures for either operating costs or capital costs.
There was unanimous agreement that new prices should be closely controlled and be adjusted
according to the effects that were observed.
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concerns during the middle of the shift was to find the most comfortable
place to sleep.

Inefficient and costly as this system may have seemed for exporters
and importers, the socia structure that developed around the port workers
monopoly was even more remarkable. There were at least 5 categories of
workers:

1 Stevedores. these were true top-class workers, who had the legal
monopoly to work, granted to them by possession of an officia
identification card issued by the authorities.

2 Replacements: these were the first round substitutes for stevedores;
logically but not necessarily the first in line to receive the coveted
and lucrative card. The replacements were the first to be called to
work if there were insufficient stevedores.

3 Pincheros: these were workers of low-rank (at least in the port
hierarchy) who one day might expect to attain the stevedore status.
Meanwhile, they would wait around in ports for sporadic work op-
portunities that the stevedores sold them.

4 Workers or hands known as Medio Pollos: these were the lower-
ranking pincheros.
5 Workers known as Cuarto Pallos: low ranking medio pollos.

For each boat that had to be loaded or unloaded the stevedores
were called to determine the work squads and costs. Only stevedores
had the legal right to work, and so were the only ones directly paid.
They passed work on to the pincheros, who in turn shared out tasks
between the medio and cuarto pollos. The stevedores collected all the
wages and passed them on, after deducting a kind of “commission”, to
those who had participated in each specific job. At the same time, the
union leaders collected a separate round of contributions from all wor-
kers to finance the union’s social benefit network: housing, schooling,
health, etc. This safety net was sufficient to maintain low-level workers'
support for the union leaders, and thereby preserve the structure of port
privileges.

Obvioudly, the only way of reforming the system was to eliminate
the monopoly held by the stevedores, but how to do this, given their subs-
tantial political influence, was not easy. The strategy chosen was first to
suspend the issue of new cards to stevedores, thus freezing the number in
the privileged class. Then it was easier to identify stevedores explicitly and
compile statistics on the number of days per year each of them was “emplo-
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yed”. When the moment came to change the legislation and abolish the
monopoly (1981), card-holding stevedores®* were “working” between 400
and 600 days per year and earning more than US$ 2000 per month—
substantially above the annua per capita income for the whole economy.
These statistics were very useful in suppressing potential opposition to the
new law among non-port participants. In fact, only the stevedores were to
lose with areform of the system, and as part of the strategy to gain legisla-
tors approval for the new law, stevedores were offered partial compensa-
tion for afraction of their future lost earnings.

The new legislation abolished the stevedore identification card as a
pre-requisite for working in the ports. Now, anyone could participate this
activity, provided they complied with a minimum safety requirement con-
trolled by the port authorities. The market worked through direct negotiatio-
ns between freight operators and competitive stevedore agencies,?® who in
turn hired and managed their employees according to the specific separate
needs of each shipment. Due to competition and free entry, agencies now
are unable to enjoy the luxury of hiring an excessive number of workers, of
allowing pilferage by their employees, or tolerating blackmail against ships
or importers.?®® As was to be expected, port labor costs have fallen by
approximately half, and performance has improved. For example, the pro-
ductivity of timber shipments in southern ports has climbed to 9000 tons a
day, compared with, say, 5000 tons per day in Canada. Finaly, for the first
time labor mobility between different ports is possible; in the past anyone
that wanted to move and be able to work at different port, had to receive
explicit authorization from the authorities and respective unions.

In summary, before 1976 the use of seaborne transport facilitiesin Chile
required a difficult and costly passage through four legally protected and well
organized monopoalies, al of them with the power to force usersto put up with
al the excessive costs imposed by them. Its combined effect constituted an
effective non-tariff barrier trade. The process of cleaning up this sector required

2 There were approximately 3200 stevedores and 800 replacements, versus 12000
pincheros, and medio and cuarto pollos.

% While the new law was in its final discussion stages, and in the initial weeks after
its publication, the port union leaders were unusually busy. On one hand they had to direct the
campaign against the new law, and on the other they had to move rapidly to form their own
stevedore agencies.

% 1t was commonplace for payments to be made on the side, by the ship’s captain to
the foreman, to ensure that loading and unloading would be completed before the end of the
shift, instead of forcing the ship to lose another day in port. It was also common to have to pay
a“tip” to the supervisor to ensure that a*“novice” crane operator would not accidentally drop a
new car or a container with personal and household items.
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and received the constant implementation of policies and decisions relevant to
the four fronts. The underlying philosophical basis for the reforms that have
been ingtituted isthat Chile is better served by allowing more accessto all these
activities, more freedom of action, a broader participation and less centralized
and discretionary control. The only losers have been precisely those who in the
past had the legal instruments, the power and protection sufficient to expropriate
resources from the rest of the economy. Without the labyrinth of protection and
restrictions, they would have to generate their own resources by competing
openly and efficiently in the markets which have now emerged.

Pricesfor “Natural” Monopolies. Public Service Rates

While the military government from the beginning followed a policy
which was consistent and even aggressive in freeing the majority of markets
from price controls and restrictions, it also tried to keep realistic prices for
services in which was unlikely that effective competition would appear
(particularly eectricity, drinking water and drainage, and tel ephones).

The authorities stressed two criteria in these cases: firstly that the
relevant prices should reflect true production costs, and secondly that the
firms in question, nearly al of them public-sector firms, would receive
sufficient income to allow their self-financing.2” For electricity and telepho-
nes, the guide lines were set out in Decree Law N° 1, 1959, which specified
rates that were high enough to guarantee a 10 percent return on invested
capital, after discounting costs and depreciation. For water, however, the
rules were not so clear, because habitually old laws were appealed to, but in
general drinking water companies had always tried to convince the authori-
tiesto concede them at |east the same guaranteed rate of return.

Electricity. There are currently three subsystems for generation and
distribution of electricity in Chile.

1 The Northern Zone constituting 17 percent of electricity consumption
in Chile, withgeneration based on petroleum derivatives.
2. The Central Zone, or inter-connected system, with a preponderance

of hydroelectric power.
3. The Southern Zone also based on petroleum derivatives, and consti-
tuting only 1 percent of electricity used in Chile.

27 These points were clarified in the first message of the new government on the state
of public finances. See Méndez, 1978, pp. 23-45.
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The State dominates the market through public-sector firms; 91 per-
cent of electricity generation, 99.6 percent of high voltage transmission
lines and 82 percent of direct distribution of energy to final customersisin
State hands.

At the beginning of the present government, in the setting of elec-
tricity rates, as well as applying DL N° 4 mentioned above, a series of
implicit subsidies were maintained along with explicit overcharging, the-
reby favoring certain groups at the expense of others. The subsidies ex-
ceeded the surcharges and so the electricity companies could not avoid
operating deficits, and still less pay the guaranteed rate of return on
capital. In an effort to resolve these and other problems in the electricity
sector, the government set up the National Energy Commission (NEC) in
1978. The NEC has gradually introduced a complete and generalized
system for setting electricity rates on the basis of marginal cost, with
differentiated charges for periods of peak demand compared with times
and seasons which are off-peak.

The (long term) marginal cost of energy is calculated via dynamic
optimization programming, which determines the combination of mini-
mum investment costs in generation and transmission capacities needed to
satisfy the demand projected for the coming 10 years. Given this program,
the central characteristics of the model used to calculate energy transfer
prices from generators to distributors in the immediate term (i.e., for the
coming four quarters) is the interannual storage capacity of Lake Laja
(whose normal capacity is sufficient to generate 30 percent of annual
electricity consumption). Based on the hydrological conditionsin Central
Chile over the last 36 years, the model projects the expected value of the
water level at Laja for each of the coming 40 quarters. This in turn
indicates which of the alternative energy sources, within the investment
program, will be used as the marginal energy source in each quarter. The
operating cost of this marginal source is then defined as the opportunity
cost of the hydroelectricity which can be generated by water accumulated
in Lake Laja and, thus, the energy transfer price. Then a detailed table of
transfer prices is published, reflecting the ten most likely levels at Lajafor
the succeeding four quarters.

At the sametime, the marginal cost of capital for new investmentsin
capacity must be determined and included within the el ectricity rate structu-
re. Currently, new marginal capacity comes from the installation of gas
turbines. As the previous discussion makes clear, at no point in the process
of calculating electricity charges are the accounting costs (real or unreal) of
existing firms acknowledged; rather, rates are set according to what el ectri-
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city ought to cost in Chile, and firms are then forced to adjust their operatio-
ns to these rates so asto avoid incurring losses.

To get from marginal energy and capacity costs (power) to the rates
distributors can charge their customers, it is necessary to add in the capital
cost of marginal expansions of the distribution network and the inevitable
losses of energy that occur along the network. Once again, the cost basis
used to determine charges to the final consumer isthat of the ideal or model
firm, given the real characteristics of the Chilean economy.

To summarize: the eectricity rate structure explicitly distinguishes
three separate products: energy, hormal installed capacity (generation, trans-
mission, off-peak distribution) and additional capacity in peak hours. With a
sufficiently sophisticated measuring device the three products can be measu-
red and charged for separately. For those clientswhose el ectricity consumption
is sufficiently high and variable as to justify the investment in sophisticated
meters, the so-called “hourly-rate” exists. A second option for a less detailed
rate structure, known as the “contracted capacity rate”, consists of a fixed
monthly charge equal to the capital cost of the capacity required by the client
in peak hours, plus a surcharge per kilowatt hour of energy consumed. The
third and most common option, the simple or residential rate, consists of a
fixed monthly charge (corresponding to standardized fixed administrative
costs) and a price per kilowatt hour consumed, made up of the sum of the
costs of energy consumed and the capital cost of normal capacity require-
ments, in peak hours, for this level of consumption. In addition, during the
five-month period of peak seasona demand (from May to September), there
is a surcharge per kilowatt hour for additional consumption over and above
average consumption in the previous seven (off-peak) months. The surcharge
corresponds to the capital cost of increasing capacity in the peak period.

This novel and sophisticated system of eectricity rates was gradualy
brought in from the beginning of 1980 onward, dong with the informa intro-
duction of new transfer prices between Endesa and Chilectra. In May 1980, free
rate negotiation was introduced for clients with an installed capacity exceeding
4000 kilowetts, and the winter surcharge was introduced for the first time.

The only significant anomaly in the rate structure resulted from the
first attempt to apply this seasonal surcharge. The arrival of the first mon-
thly bills including the surcharge provoked a tremendous political storm:28

2 The storm was greater than it might have been, because the preceding winters
Chilectra had mounted a campaign to induce clients to buy electric stoves and take advantage
of their artificially low electricity rates. The stoves became up to four times as expensive with
the winter surcharge of 1980.
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meetings were held at the highest level of government to discuss the pro-
blem and even to look at delaying the implementation of the winter rates.
This series of meetings probably deserves its own place in the annals of
Chilean folklore. The NEC prepared a practical demonstration of the princi-
ples underlying the new rate structure. This was convincing enough for the
authorities to approve the new rates. However, they remained concerned
about the impact the winter surcharge would have on family budgets. In
order to get an idea of the order of magnitude of the population’s average
electricity consumption, arapid and informal survey was done among those
present, and this resulted in an average consumption of dightly more than
200 Kwh per month.?° On the basis of this“data’, it was decided to approve
the surcharge, but only for clients whose consumption exceeded 250 kilo-
watts per month.

TABLEN°5 DISTRIBUTION OF RESIDENTIAL ELECTRICITY CONSUMPTION
(CHILECTRA)

Customers Consumption
Range of monthly Percentage Cumulative Percentage Cumulative
consumption (Kwh) inrange percent inrange percent

0- 30 17 17 2 2
31- 70 28 45 14 16
71-110 28 73 24 40
111- 150 12 85 16 56
151 - 250 10 95 16 72
250 5 100 28 100

The same system remained in force in the winters of 1980, 1981 and
1982. It should be pointed out, as well, that shortly before the 1982 winter,
the NEC tried to lower the energy consumption limit above which the rate
surcharge would apply, from 250 Kwh to 200 Kwh. Thelocal press denoun-
ced the change in scandalous terms, particularly stressing the disastrous
impact the increase in electricity bills would have on the budgets of the
lowest-income families. Table 5 shows the distribution of clients and elec-
tricity consumption according to levels of monthly consumption (a table
that was not to hand at the meetings described above). Clearly, that initial

2 |t was later confirmed that this answer was exaggerated; most of those surveyed
had levels of consumption which were below 150 kilowatts per month.
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survey gave a highly exaggerated average consumption. As can be seen
from thetable, only 5 percent of the population consumes more than 250Kwh
per month, a percentage which doubtless corresponds to the wealthiest
sector, given that in fact they consume 28 percent of all energy distributed.

It can also be seen that 85 percent of customers are below 150 Kwh
of consumption. Consequently, to have lowered the limit above which the
surcharge would be applied from 250Kwh to 200 Kwh per month, would
only have slightly affected the population’s 5 percent best off, and not asthe
press stated the poorest households. The fact that lowering the limit was
rejected indicates that this 5 percent of the population continues to exert an
undue power of interested influence over Chilean economic policy.%°

The new rate system was in fact institutionalized in October 1980.
However, given that the immediate application of the new rates would have
meant bigger increases in certain monthly bills, particularly among low
consumption residential clients, an adjustment program was introduced to
bridge the gap between the new and old rates. By the end of 1982 only
minor adjustments remained to be made.

To complete the reform of the regulation of this sector, a new gene-
ral law for electricity service was published in September 1982, replacing
DFL 4. This law is extensive, and covers topics such as the rules for
granting franchises, safety standards and quality of service, the general
principles of pricing policy, etc. In preparing the new legidation two basic
principals were consistently applied. Firstly, as far as possible, the law
opens the electricity sector up to participation by private-sector agents.
Secondly, in those aspects where it is not possible to eliminate government
regulation, for example the setting of electricity charges, the rules to be
decreed should be as clear and objective as possible. Special emphasis was
given to the limitation, or better till the elimination, of purely subjective or
discriminatory political judgments, in favor of the application of objective
and general criteria.

Although the new system of electricity rates has been in forced for
only three years, notable positive effects have already been seen. Power cuts
such as those that occurred in the winter months of 1978 and 1979 have not
been repeated. In 1981-1982, maximum peak capacity demand diminis-
hed®® by approximately 60,000 kilowatts, implying a cost saving in invest-
ment of US$ 100 million. As acceptance of the new system grows, particu-

30 Recall the speech by Cauas, cited above.
31 The load factor has risen from 0.60 in 1980 to 0.63 in 1982.
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larly particular among commercial and industrial customers, the benefits
will increase.®

Telephones. Since the nationalization of telephone services by the
UP government, this sector has remained almost completely under the con-
trol of public firms®. The two most important companies are the Compafiia
de Teléfonos de Chile (CTC) and Empresa Nacional de Telecomunicacio-
nes (Entel). The latter specializes in providing and renting transmission
channels for the long-distance network.

In Chile the telephone system in genera, is a public service that
simply does not work well. There is a notorious scarcity of lines: govern-
ment policy has allowed free exchange of existing lines* so that at least
those who need a line most urgently can buy one from those whose need is
less. Nevertheless, the scarcity of telephone services continues to be very
great, a remarkable situation given that, until very recently and even in the
current recession, the price of aline was much higher than the total cost of
installing a new one. This incredible phenomenon, which turns project
evaluation in this sector into a very simple task, underlines the serious
planning deficiency which today existsin Chile as regards management and
organization in the telephone sector.

In addition, the lack of much-wanted new lines, as well as the
unsatisfied demand for different types of communications services, has
led to a problem of excessive congestion in the existing network, especia-
[ly in the metropolitan areas of Santiago, Valparaiso, Vifia Del Mar and
Concepcion. It was believed that this problem would be resolved by the
implementation of the local metered service, in which charges were higher
for telephone calls made during peak congestion hours. However, the
implementation of a sophisticated set of metered service charges would
have significantly raised residential telephone bills, and for that reason it
was rejected. Instead in April 1981 a simpler system was put into practice
but charges were set too low. In the new structure, the fixed monthly
residential charge was set very low, as also was the variable charge depen-

32 In other words, if these customers begin to spend as much time and effort in
minimizing their electricity costs (by choosing the correct tariff structure) as the time they
actually spend complaining to the authorities about electricity rates.

33 The exceptions are two new and small private companies set up in Santiago in
1981. Inthefirst half of 1982, CORFO’sinterestsin two small companiesin the South of Chile,
Compaiiia Nacional de Teléfonos de Valdivia and Compariia de Teléfonos de Coyhaique, was
sold to the private sector.

34 CTC is free to set its selling price on new lines; this price has consequently been
lower than that paid in private transactions, but even so the capital costs of a new line (urban
service only) are normally recovered immediately with the sale price.
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ding on length of conversation during peak hours; in turn, the variable rate
for off-peak night time calls was set too high, and so the impact on
congestion was nil, if not negative. Recently CTC has announced a new
set of local service rates which go some way toward correcting the level of
the fixed charge, and which distinguishes between three separate periods
in the day: maximum, medium and low-congestion, with differentiated
charges according with the duration of calls.

In general, the remaining shortcomings in the rate structure of the
present telephone system, are only part of the overall telecommunications
problem. More fundamental still is the total absence of a clear and consis-
tent policy on the way the sector should operate in the short term, and even
more with regard to its future development. During the past two or three
years at |east five different ministries have issued independent, often mutua-
Ily contradictory directives on the course of action CTC and/or Entel should
take, with the result that there are absolutely no criteria for orienting their
decisions.

Water. With the exception of two small private companies in San-
tiago, the provision of drinking water and drainage services has been always
considered a public-sector responsibility. In fact, al the existing infrastruc-
ture was built under the concept of a public service with no consideration of
costs, rather than as an economic entity which had to finance itself. As a
result, there is no basic information on the existing infrastructure, such as
the physical location and extension of the water canal network, the volume
of water produced, and in some cases not even simple accounting costs.
Recently, efforts have been made to rationalize the system and convert this
service ingtitution into a profit-making (or at least not loss-making) firm,
but given the starting point, progress will probably continue to be frustra-
ting and slow.

Water prices were traditionally set on the basis of a general notion of
average cog, i.e. once it was decided that the service should be charged for
and that prices should be sufficient to sdlf-finance. Within each of the 13
regions of Chile, the water rate structure was a rising scale, comprising three
levels, with the volume of consumption allowed per level rising according to
the diameter of the client’s connection to the water-system network. In addi-
tion, for regions served by Sendos™, water rates involve a significant degree
of cross-subsidies between regions, as consumersin the central regions partly
finance consumersin the extreme North and South of the country.

35 The whole country, except Santiago and Valparaiso which have their own public-
sector firms.



38 ESTUDIOS PUBLICOS

In 1981 and 1982, the rate structure was altered. Firstly, at least asa
first approximation, inter-regional subsidieswere abolished. Secondly, within
each region®® the tiered rate was replaced by a uniform price that was very
approximately equivalent to estimated short-term margina costs for all
clients during the winter months, i.e. in off-peak months. Thirdly, in al
regions clients pay a fixed monthly charge, which rises in line with the
diameter of the connection, aimed at financing estimated fixed and adminis-
trative costs. Lastly, in December 1982 a surcharge was introduced in order
to ration demand in regions and subregions that experience systematic
drinking-water deficits during the summer months. The current water-rate
structure, in line with short-term marginal costs, is a definite improvement
on the pre-existing system, but till very far from the system of long-term
marginal cost pricing in force in the electricity sector.

Other Public Sector Rates. The Economics Ministry, together
with other ministries, still has to approve prices charged by the Metro,
the postal service, highway tolls and other minor charges which even
include entry price into the Metropolitan Zoological Park and its swim-
ming-pool. With regard to these sectors, the problems of deregulation go
beyond mere pricing policy. The Postal Service, for example, was con-
verted from a general service into a legally established public-sector
company only in 1981. Although in recent years private firms delivering
correspondence have appeared, motivated by the state company’s appa-
rent inability to provide an efficient service, the Post Office still retains
a legal monopoly.3” Against this background the chances of developing
and implementing an efficient infrastructure for setting postal rates seem
genuinely remote.

Highway tolls, on the other hand, can currently be said to be locked
in a holding pattern until more fundamental decisions are taken, like what
amount of government funds should be dedicated to highway construction,
whether or not such costs get recovered, the extent to which private-sector
investment is permitted, and if it is permitted whether it is effectively
carried out. At the present time, tolls contribute minimally to recovering the
costs of building and maintaining highways. Tolls are not set under any
systematic criterion for regulating traffic congestion —their most direct
effect in fact is probably to tie up traffic even more— and tolls are uniform
regardless of the highway concerned. As well as this, they represent a

36 The only exception isthe 1st. Region.
37 Private-sector firms which in fact openly deliver local mail in Chile, are so far
operating outside the law and so could disappear at any moment.
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ralying point for organized protests by truck-owners and drivers, protests
which are reasonable in the absence of a clear and well explained policy.

Pricing Policiesfor Oil-Derivative Fuels.

In 1952, Law 9.618 declared that al petroleum depositsin Chile were the
absolute and exclusive property of the State, and the Nationa Petroleum Com-
pany (ENAP) was st up to explore and exploit them. ENAP (naturaly) was
granted dl the tax and tariff exemptions generdly granted to public-sector firms.
Furthermore, Supreme Decree N° 20 prohibited importing petroleum products
whenever there was sufficient nationa production. Thus, in the production and
sde of ail, the State monopoly was complete and, of course, prices charged and
received had to be controlled. During the UP government, the complete structure
of ail prices and their derivatives, from producer to fina consumer, were rigidly
regulated, specifically through taxes, tariffs, subsidies, quotas and exemptions
gpplied with the aim of achieving the retail price desired by the government. It is
interesting to note that specia emphasiswas put on keeping priceslow in paraffin
and liquid gas, supposedly, but mistakenly, for the benefit of low-income groups.

The military government abolished most of the taxes and specia
exemptions. The pricing policy was controlled by the Economics Ministry
who set fuel prices “in line with costs’. From 1974 until mid-1978, ENAP
provided annual cost estimates which were used to determine the price of a
barrel. The ministry set fuel prices, somehow distributing the per-barrel price
between the different fuel derivatives. In September 1978, prices were freed
on dl oil derivatives, except for 81-octane gasoline, paraffin and liquid ges.
At the same time, all import restrictions were lifted on refined petroleum
products. Since then ENAP has followed a pricing policy consistent with
freedom of pricesin an open international market, setting its prices to private
distributors on the basis of the dollar opportunity cost of ail in the world
markets most relevant for Chilean imports.

In the subsequent four years, up to May 1982, there was a continual
series of effortsto abolish the remaining price controls and subsidiesin the three
types of fud that were till regulated. The biggest obstacle was an obgtinate
belief, similar to that held by the UP, that the maintenance of low (explicitly
subsidized) prices on paraffin and liquid gas, was a policy mainly benefiting
low-income families, and to remove this benefit would cause serious palitical
problems. This reasoning has never been correct. In the first place, surveys
indicate that in the Santiago area families among the 40 percent lowest incomes
consume only 24 percent of liquid gas, and 23 percent of the paraffin sold in the
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area. Secondly, when the subsidy and price control on paraffin were eliminated
in May 1982 there were afew political repercussions, athough pricesrose by as
much as 10 and 15 percent. Ironically, any problem that might have been
generated was overwhelmed by the devaluation that occurred one month later,
asthe price of fuelswent up 60 percent by the end of 1982.

Antitrust Policy

As was mentioned above, the military government launched into an
immediate strategy of liberalizing prices and allowing free prices to deter-
mine resource allocation, despite the enormous mistrust to which the pre-
sence of monopolistic tendencies in domestic markets gave rise. This mis-
trust was in fact well founded: one direct consequence of 40 years' wides-
pread intervention in markets was the creation and protection of domestic
monopolies. In December 1973, the government modified the Antitrust law,
giving the institutions® charged with protecting free competition a broader
field of action and greater powers to declare certain practices as abuses of
monopoly power and to apply the respective sanctions.

Of course, demonstrating monopoly abuse is no simpler in Chile
than in other economies, and it is always easy to discover specific rules that
apparently have been badly understood. However, certain tendencies do
raise doubts regarding some of the basic aspects that have been pursued in
Antitrust policy. Firstly, the broadening of its field of action may be too
large; it is not imperative to show monopoly abuses have existed, but rather
the authorities should determine that they potentially could occur. Secondly,
the Central Preventive Commission has declared, as agenera principle, that
equal prices for the same product may only be consistent with competition
if the participating firms have identical costs, apparently even in the short
run.®® Finally, when the commission effectively prevented a flour mill con-

38 There are regiona Preventive Commissions and a Central Preventive Commission
that handle cases of alleged monopoly practices, emit opinions and suggest courses of action.
There is a Commission for Resolutions which makes legally binding rulings, and there is an
inspector for the defense of free competition who represents the “genera interest” in the
meetings of these commissions and in the judicial process.

39 |n 1981, the Commission ruled that price collusion had obviously had occurred
when 12 bus companies raised their fares between Santiago and Valparaiso /Vifia Del Mar on
one national holiday weekend. Apparently among the questions not asked were whether or not
there had been any restriction in the number of buses, whether there had been potential
passengers who did not obtain tickets, and whether these 12 firms had managed to stop other
buses running the same route during the holiday weekend.
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glomerate due to its potential monopoly power, it ignored the role played
here by imports in creating greater competition, and freedom of market
entry; both set a natural limit to the possibility of maintaining and charging
monopoly prices.

IV Aspectsof Labor Market Reform.

The Chilean labor market was another huge labyrinth of legidation,
restrictions, direct state intervention, special favors, privileges and catego-
ries, al legaly defined. We can only consider here some of the most
egregious aspects of this market and the corresponding reforms.

Firstly, consider the case of professional bodies or “colleges’: a-
though this is a minor issue in the context of the fundamental reforms that
have been made, it isindicative of significant aspects of the field of econo-
mic regulation. Professional bodies are basically associations of highly
skilled people, set up to protect the interests of the profession practiced by
their members. Each “college” was set up by alaw stipulating its faculties
and legal responsibilities.®® If one was not a registered member of the
college and with dues paid up to date, independently of the professional
qualification held, one could not work as, among other things, lawyer,
public administrator, architect, librarian, accountant, journalist, doctor, nur-
se, pharmacist, teacher, etc. The specific laws gave the colleges the right to
set the fees their members could charge for their work, as well as setting
their standards: they also prohibited the public sector from hiring non-
registered professionals, forbade non-members from offering professional
services to the public which usually were cheaper, and ensured that only
professionals who paid their dues could be considered as real members, etc.

These monopolies, so fiercely protected, could only be liberalized
by eliminating their legal basis, and that is exactly what happened in Chile
in February 1981. Decree Law N° 3.621 expressly establishes that free-
dom of employment necessarily implies freedom of association in any
group. Thus, nobody can be obliged to be member of any college in
particular to be able to carry out their profession, and no employer can
make such a reguirement an explicit condition of employment. In this
way, if the colleges wanted to continue as legal entities, it became neces-

40 At the beginning of 1981 there were 26 “Colleges’ representing professions that
required university training. With the single exception of geologists, the corresponding laws
werein force prior to the UP government.
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sary for them to register as union associations, and there could be more
than one association in each profession.

Perhaps the most important labor market reform, at least in terms of
its widespread impact, was socia security reform. Chile was the first Latin
American country to introduce an obligatory social security system, with
the first pension funds appearing in 1924 and 1925. By the middle of the
1970s there were 35 different pension funds covering about 75 percent of
the labor force. Each one had a group of captive members and distributed
different benefits determined in their own way. For example, private emplo-
yees could retire with a pension after 35 years service, public-sector emplo-
yees after 30 years, and after only 15 years in the case of senators. Compul-
sory contribution rates depended on the wage level and the general classifi-
cation of the job,*! but in practice these contributions constituted taxes on
employment, with rates averaging out at 40 percent of an employee's taxa-
ble income. The larger part of the total contribution, depending on each
pension fund, was born by the employer (80 percent on average). Finaly,
pension benefits, if and when they were received, were independent of the
contributions the retired worker might have made during his life. Some
governments prior to the present one had tried to reform the social security
system, but only the most recent government managed to do so. Beginning
in 1974, discriminatory benefits were slowly eliminated, family allowances
and the retirement age were made uniform, and contribution rates were
gradually reduced. But the massive reform that transformed the pay-as-you-
go system into a program of mandatory personal saving and insurance paid
by the employee, was approved in 1980 and put into practicein 1981. In the
first place the payment of social security contributions was transferred from
employers to employees, thereby eliminating the disincentive to hire new
workers.*2 Secondly, employees that were already in the old system could
choose between continuing to contribute to their traditional pension funds
or register in a private fund manager known as an AFP. In the latter case the
net wage increased (contributions fell from 26 percent to 17 percent ) and
each worker kept his own persona account, thus coming to hold his own
savings with accumulated interests. In this way, from the moment a person
retires he or she has available a fund on which to live; the law stipulates the

41 Private employees in the period 1970-79 were subject to an average contribution
rate of 57 percent of their taxable income, workers 48 percent, public sector employees 28
percent , etc.

42 More precisely the tax component was lowered to 3.85 percent for 1981, 2.85
percent for 1982, 1.85 percent for 1983 and 0.85 percent for 1984. The 0.85 percent corres-
ponds to payments in compliance with the law on accidents at work.
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use of the fund should be through the withdrawal of annual installments.*®
People entering the work force for the first time had to join the new social
Ssecurity system.

The second front of reform in the labor market concerned the Labor
Code and the laws regulating individual labor contracts. Starting with the
publication of the Labor Code in 1931, the legidation that regulated labor
relations had been turned into a complex network of 70 labor laws by the
end of 1973. Apart from numerous different statuses conferring special
privileges, two general types of legislation are worth considering. On the
one hand, in individual labor contracts it can be seen that the legislator
started from the premise that the employer could always commit any kind of
abuse, and that in fact such was his normal way of preceding; in addition,
there is a presumption that the employee has no means of protection availa-
ble to him. Thus, legislation was designed that was over-protective of the
employee or worker, which regulated hours of work (hormal and maximum
overtime), wages (at least the minimum wage), working conditions, dura-
tion of vacations and when they should be taken, etc. In another words
nothing remained to be negotiated between the parties, nor was there any
room for making contracts flexible in the case of adverse situations occu-
rring in the economy.

Apart from minimum wages, there were three other characteristics of
this legidlation that artificially raised the cost of using manpower. Firstly,
due to insolvency among the pension funds, together with the non-existence
of unemployment insurance and the deficient saving alternatives that exis-
ted in the economy, the concept of ‘ compensation’ became institutionalized.
Basicaly, this concept gave the employee the right, at the employer's
expense, to receive one month’s salary for each year worked with the same
employer, if heretired or if was dismissed. Faced with this prospect, emplo-
yers avoided having to hire more people as far as possible.

Secondly, according to the concept of the worker's right to work,
and with the aim of off-setting other incentives for dismissal, legislators
created alaw of job tenure, which, among other things, established a further
compensation payment when an employee was dismissed without sufficient
justification. Thirdly, to promote a sense of worker participation in the firm,
abonus, or profit share to the workers was made mandatory; the amounts to
be shared among workers would depend on the type of activity and the

43 For amore detailed account of social security reformin Chile, see Costabal (19814,
1981b).



44 ESTUDIOS PUBLICOS

profit rates. All these payments mandated by law, together with the social
security tax ( and in combination with a commercial policy that reduced the
relative cost of capital) are what explain the very high normal rates of
unemployment in Chile.

In 1978, and again in 1981, efforts were made to soften the negative
impact of these regulations. The main motive behind the changes in 1981
wasto allow greater freedom to workersin negotiating holidays, compensa-
tions, bonuses, etc. Also, the restriction imposed by the minimum wage was
reduced, by taking people under 21 and over 65 out of its jurisdiction.

The third area of significant labor market reform was the establish-
ment and definition of the scope of union activities. Initialy, legislation
on collective bargaining was designed to restrict union power, thereby
giving rise to collective agreements only at the level of the individual
firm.44 However, with the passage of time unions began to acquire more
and more political and economic power, especially those formed inside
protected industries. As unions extended their influence, and with growing
state intervention in the economy, any labor problem rapidly became a
political problem which was habitually resolved by conceding what the
unions were asking for. Given the ubiquitous state of Treasury interven-
tion, once the firm or industry had conceded to disproportionate union
demands, it would proceed to seek some compensatory measure from the
State, such as for example, that the price fixing on their products be lifted,
or that higher protectionist tariffs be decreed or stronger import restrictio-
ns, or that they be given atax break. This, therefore, was a totally distor-
ted economic system.

When the new government took office, union leaders’ political actio-
ns of were severely curtailed. In 1979 the new Labor Plan for collective
bargaining was put into practice. The Plan establishes absolute freedom of
association, provided members vote to accept the union as its bargaining
agent. However, no union could exercise the exclusive right to organize
itself even in a single firm; there was no obligation for workers to join a
specific union, as previously had been granted to the single union; the
management of the firm could not participate in union finances, and the
legal distinctions between workers and staff disappeared. All negotiations
had to take place at the firm level, and only working relations directly
affecting union members could be discussed in formal negotiations. Finally,
strikes were prohibited in certain public-sector firms. If negotiations did not

44 See Pencavel (1981) for a more detailed discussion.
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reach an agreement, mandatory arbitration was applied and the arbitrator
was required to choose between one of the two opposing positions. In
summary, the new Labor Plan encouraged collective bargaining, but within
a context that forced the costs to be assumed by the directly interested
parties alone.

The Labor Plan, however, institutionalized one of the few aberratio-
ns to emerge from the economic policies explicitly implemented by the
current government: the so called wage floor. When negotiating new con-
tracts, the minimum offer employers were legally alowed to make, was
equivalent to the wage package of the previous period, indexed to the CPI
over the period in question. This legal restriction on collective bargaining,
together with the continuous policy of conceding periodical wage increases,
in compensation for inflation, to workers in the public sector and othersin
the private sector whose wages were not determined by collective bargai-
ning, meant that in fact the government was setting a lower bound for real
wages, which in the long run proved to be damaging because of the reces-
sion the country suffered.

It is easy to understand the existence of wage increases for workers
not belonging to a union, particularly at the beginning of the new govern-
ment, when inflation was spiraling upward, and one of the pillars of the
economic policy was the new security in markets and free prices. Without
wage increases to offset inflation, political support for the regime, not to
mention its economic policy, would have rapidly vanished. However, it is
not easy to understand the wage floor in the case of collective bargaining.
Why give a permanent legal advantage to one of the parties in a negotiating
process between equal s?

As has been widely recognized, once the current recession exceeded
certain limits, the policy of downwardly rigid real wages was inconsistent
with a fixed exchange rate; sooner of later this inconsistency was bound to
present problems for aggregate adjustments in the economy. However, it is
also easy to exaggerate the importance of this inconsistency when trying to
explain the deep recession in Chile. In thefirst place, it should be remembe-
red that the last general salary increase, of 14 percent in August 1981, was
the only increase since 1973 that imposed a net cost on entrepreneurs. All
previous adjustments were lagged in an inflationary environment and only
allowed workers to momentarily catch up from inflation, whereas in the
intervening period between one wage increase and another, firms gained
through lower labor costs. The 1981 wage increase was costly, however,
because the abrupt reduction in domestic inflation caused by the revaluation
of the dollar in world markets surprised al economic agents. Secondly,
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during the first half of 1982, most of the rise in aggregate unemployment
occurred in the construction industry, and there, even if salaries had fallen
precipitately, the same decline in activity would probably have occurred.
The real guilty parties in explaining the recession were the rise in the rea
rate of interest and the breakdown of a financial system that was shown to
be fundamentally rotten. Nevertheless, the fixed rea wage has helped to
raise unemployment levels in Chile. On December 29th, 1982, corrective
legislation with regard to the wage floor was at last approved.

Regulating Financial Sector Deregulation in Chile:
An Acute Ambivalence.

The Chilean capital market has aways provided a worrying variety
of avenues for government intervention and regulation, and the temptation
to test them has seldom been resisted any time during the past 50 years. The
most common form of intervention was the obvious one of setting nominal
interest rates at “reasonable” levels, regardless of the rate of inflation.
Another popular tool among the economic authorities in different govern-
ments was to open special credit lines to promote the particularly “producti-
ve’ activities of the moment. Thus, with negative real interest rates and
strong quantitative credit controls, banking activities were reduced, on the
one hand, to acting as intermediaries for Central Bank rediscounting, and,
on the other, to managing the palitical influence that led to arbitrary distri-
bution of loans at negative interest rates, which for that very reason were
highly desired.

The marxist government of Allende, asin other areas, did not have to
change the legal structure of the banking system to expropriate and nationa-
lize it: the existing regulations were simply taken to their extreme. Rapid
inflation, with nominal interest rates still fixed, meant that real rates were
more negative than ever. Selective credit lines were directed towards the
“social area’ owned by the State and in general towards expropriated firms.
By setting a 100 percent marginal reserve on bank credit, the Central Bank’s
guantitative controls were absolute. Finally, the government intervened and
“bought” national banks (through CORFO), while foreign banks were di-
rectly nationalized. In sum, at the end of Allende government, there was no
private banking sector, and the operations of the few private-sector savings
and loans institutions were severely restricted.

From the end of 1973 onward, the new government launched along
series of legal and ingtitutional initiatives designed to promote the formation
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of a private-sector financial system consistent with the philosophy of the
market economy. Unfortunately, despite the enormous steps taken, the final
goal was never reached; possibly it is a goa that will never be reached
especially considering the strength and magnitude of the financial crisisthat
Chile has been suffering since 1981. The reform process consisted basically
of issuing numerous laws, decrees and circulars, and only part of this
regulatory framework can be analyzed in this paper.® Firstly, in December
1973, adecree was issued alowing the existing banks under state control to
renew their operations, keeping the management of the banks in the hands
of government appointed auditors. The same law temporarily prohibited the
formation of new private banks as well as the opening of branches of
foreign banksin Chile (the latter restriction was lifted at the end of 1974). It
also abolished the reserves banks were obliged to constitute when granting
certain type of credits. Finally, the control function was transferred from the
Presidency and Comptroller General to the Central Bank and the Superin-
tendency of Banks and Financial Institutions (SBIF).

At the end of 1974, another law defined the conditions for applying
for ownership of financial institutions, as a pre-requisite to returning
banks to the private sector in 1975 and 1976. Two of thislaw’s provisio-
ns deserve mention. In the first place no individual could own more than
1.5 percent of any bank and no firm more than 3.0 percent. This restric-
tion was impracticable from the outset and was repealed in 1978. The
second restriction, which was more serious and lasting, prohibited the
private sector from acquiring any additional participation in financial
institutions.

The process of freeing interest rates only began in May 1974. Up till
then, the Central Bank could arbitrarily fix the smple rate of interest, and
the banks could not charge more than 120 percent of that rate. In addition,
there was no distinction between real and nominal rates. The first change
was to define simple interest in real terms, as the average of the market, and
permit a maximum rate of 50 percent above the simple rate so determined.
At the end of 1974, interest rates on short-term deposits (60 days, and later
30) were freed, as were rates on short-term loans in 1975, although the
monetary authorities “suggested” maximum rates on loans and deposits
until the end of 1975. From then on, virtualy all interest rates were freely
determined until the end of 1982, when the Central Bank once again began

45 For an excellent chronological and comprehensive description of the detailed pro-
cess of financia reform, see Errézuriz (1982). The following paragraphs are based on that
document.
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to “suggest” maximum rate for deposits (those who decided not to follow
this suggestion were denied rediscount privileges).

Once the banks began to return to private-sector hands, the legislati-
ve measures that followed were aimed at equalizing and rationalizing the
legal basis on which the different types of financial institutions allowed to
operate. At the end of 1976, for example, the detailed and discriminatory
list of quantitative controls was abolished in favor of special deposits,
which in turn were equalized and reduced. In July 1976, the reserve on
sight-deposits stood at 85 percent ; with rates of 55 percent and 30 percent
on short-term deposits (30 or 90 days) in the banking system and financial
companies, respectively; 55 percent and 9.2 percent on 90 - 360 day-
deposits; and zero on long-term deposits. The different rates for banks and
financial companies were abolished in May 1977, and at the end of Decem-
ber 1980 specia reserves were set at 10 percent on sight deposits and 4
percent on all short-term deposits (of less than one-year term). Likewise, the
Banco del Estado monopoly on ordinary savings accounts was abolished in
August 1978.

A second legidlative front was dedicated to defining, strengthening
and limiting the attributes of the monetary authorities. In April 1975 the
Monetary Council of Chilewas set up; this body, composed of the Ministers
of Finance, and Economy and Planning, the President of the Central Bank
and a delegate of the Presidency, was charged with setting overall policies
for the exchange rate, as well as the capital market, international trade and
savings. At the same time, the Central Bank underwent a radical restructu-
ring, and its operations were confined to the financial system and monetary
policy, eliminating its previous ubiquitous roles in policies relating to eco-
nomic and sectoral development. More significantly, at the same time, the
authorities legally prohibited Central Bank financing of public-sector spen-
ding. This same prohibition was later incorporated into the new Chilean
Constitution of 1980. Finally, from July 1975 to the present, a series of rules
have been issued, along with legisl ative amendments and new laws aimed at
strengthening, refining and improving the control faculties, sanctioning
powers and operating procedures of the SBIF.

The above outline of legislative initiatives shows the direction in
which the authorities gradually tried to lay down the lega-institutional
foundations necessary for the development of an efficient and competitive
capital market in Chile. Other aspects of policy oriented towards capital-
market formation, however, were not consistent with the non-interventionist
philosophy of the free market supported by the government. The clearest
example of this was the treatment of international capital flows. In fact,
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Chilewas virtually closed to the world capital market until September 1977.
One result of this, of course, was an extraordinarily high cost of capital —at
times in 1976 it was possible to earn more than 80 percent real interest on
one-year deposits.

This restriction was gradualy relaxed. Starting in 1977, the banks
were allowed to take in foreign currency loans with a minimum two-year
term subject to an upper limit on total foreign loans. In addition there were
fixed monthly entry quotas and special deposits of 25 percent on loans with
terms of between 24 and 36 months, 15 percent on loans of 36 to 48 months,
10 percent on those of 48 to 66 months, and no special deposit on loans of
periods longer than this. In June 1979 the overall upper limit for foreign
loans was suppressed, and in April 1980 the monthly entry quota was also
abolished. Finally, in May 1982, banks were allowed to take in short-term
deposits subject only to a 20 percent reserve requirement.

Apart from the quantitative restrictions and special reserves, a no
point in the process where the banks permitted to arbitrage funds, as the
Central Bank authorities were concerned that unduly risky positions would
be taken. This prohibition on arbitrage, together with the special reserve
regquirements, apparently constitute the most likely explanation of the fact
that despite massive capital entry, the spread between rates on domestic
deposits and the rates Chilean banks were paying to foreign lenders stayed
amost constant at 1.5 percent per month between 1978 and 1982 (Sjaastad,
1982a). On July 14th 1982, exactly one month after the devaluation, arbitra-
ge was permitted, but by then, of course, few banks were interested in this.
At the same time, special deposits were eliminated on any new capital entry,
but 8 days later they were restored at 5 percent for all capital entry of less
then 71 months’ term.%6 In retrospect, Chile in its adjustment path coming
out of the 1975-76 recession probably paid a higher cost than necessary for
having isolated itself from the world capital market. In addition, the capital
account was apparently finally opened up as a result of pressures from the
financial community. But then, at the end of 1980 the economic authorities
were increasingly coming under criticism for allowing too much foreign
debt, for not exerting sufficient controls on the banking sector and for

46 This policy reversal was symptomatic of the conflict inside the Central Bank, as
many of the economists of longest career in the bank denied that such restrictions had any
influence on the high interest ratesin Chile. In fact, it is always been ironical to see that Central
Bank economists were among the first to condemn public-sector intervention in any other
sector of economic activity, but simultaneously defend their own interventionist policiesjealo-
usly in the capital market.
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allowing (even promoting) a significant and threatening degree of concen-
tration of (particularly financial) ownership. The authorities defense was
based on the principles of the free market and an economy of private
ownership. Firstly, the government emphatically refused to give guarantees
on any foreign loan. Secondly, as long as interest rates were set freely,
concentration in itself should not present a special problem. Thirdly and
more importantly, both banks and other financia institutions should be
treated like any other business. In particular, maladministration of a bank
would earn the automatic sanction of bankruptcy, implying losses for its
owners and creditors. In summary, the government’s responsibility was to
manage the public debt and not to interfere with transactions within the
private sector. Ex post, as the government did not want or was unable to put
the theory underlying its defense to the test, what would have been irrele-
vant criticisms were proven totally correct in practice.

In fact, the underlying basis of the financial structure was full of
contradictions. Despite criticism of excessive liberalism in this sector —a
word that was very commonly used was “profligacy”— and despite assu-
rances by the authorities as regards the overall benefits of moving towards
private-sector competition without obstacles to banking activities, the finan-
cia ingtitutions were always subject to myriad controls and regulations.
Even so, the first test of those controls and of the intention to treat badly
managed banks just like any other business soon arose: at the end of 1966
the Banco Osorno was intervened instead of being allow to go bankrupt.

With this decision, the precedent for future action was set; at least,
now in September 1983, we can reasonably come to this conclusion. Never-
theless, the officia response was to:

1. Introduce modest but universal deposit insurance in January 1977.

2. Strengthen control over the SBIF and increase sanctions for in-
fractions of the banking law.

3. Continue the rhetoric that, from now, on badly managed banks
would, in fact, be alowed to fail.

The banking law contained clear prescriptions regarding the maxi-
mum amount of loans that could be granted without guarantee, and the
maximum that could be given to any person or firm, etc. But businessmen
associated with the sector found it very easy to evade those limits, mainly
by creating new firms such as investment and insurance companies. The
practice was so widespread among the economic-financia conglomerates
with their own captive banks, that it was one of the common topics of
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conversation at all levels of Chilean society. However, it was only in mid-
1981, when the current recession began to be felt, that the authorities took
the first steps to try to restrict the action of these groups. In August of that
year, the modified banking law made it illegal for banks to continue lending
money to owners and affiliated firms; it also abolished shares as a legitimate
form of bank capital, thus halting the, probably unique, private-sector prac-
tice of monetizing assets.

But these measures were very few and came very late. In November
1981 the authorities again faced the decision of whether or not to allow part
of the financial sector to go bankrupt. And once again, the proclaimed
principles were cast to the wind when the government intervened in eight
banks and financia institutions, including the Banco Espafiol, an example
of unscrupulous financial management of a banking institution. From then
on, the fundamental feature of the Chilean economy has been financial
crisis, reinforced by the severest recession since the 1930s. The most recent
step, taken in January 1983, was to liquidate two banks and a financial
company, and take over the five largest private banks in the country. In
terms of direct control over the capital market, in ten years Chile has done a
complete circle, virtually returning to its starting point.

What the SBIF did between 1977 and 1981 is not at all clear, a-
though one should reject the ideathat the SBIF was unaware of the financial
structure of these conglomerates. Perhaps it was thought that bankruptcy
would be permitted or maybe supervision was ineptly limited to simply
controlling strict compliance with the letter of the law. The hypothesis of
ineptitude is qualitatively supported by a declaration published by SBIF:

“It is clear that a reasonable adherence to the spirit of the law would
have been sufficient to prevent excessive concentrations’ (SBIF, September
1982). The SBIF apparently was incapable of detecting violations of the
spirit of itsown law.

Whatever the explanation may be, the current financial crisis in
Chilereflects the abject failure of regulatory and deregulatory policy which,
by error or omission, was or was not, implemented in this sector. The
inability to choose between fierce controls, or application to the ultimate
consequences of the rules of a market economy, led to the de facto combi-
nation of the worst of two worlds. The monetary costs have been enormous,
and Chile will have to plough a difficult road to emerge from the crisis.

Worse still, the costs of this failure have in no way been limited
to the financial and monetary field. Given the rhetoric (but not the fact)
of promoting a free-market model for the financial system, and the
visibly negative result in this sector, the opponents of economic libera-
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lism in general have been able to use the financial crisis and current
recession as a politically persuasive argument against the philosophy
that underpins the economic policies adopted by the military govern-
ment since 1973. At the present time all the deregulatory measures
described in this paper —with the exception until now of price fixing—
are coming under fire from a series of high-sounding objections and
criticisms.

VI Conclusion

In this paper | have tried to present a detailed description of the most
important measures implemented by the military government in Chile, as
regards the regulation and deregulation of a wide variety of economic
activities. Of course, it has been impossible to discuss many others that
were also undertaken.

On this point, however, it is useful to put the Chilean experience of
setting up a freely functioning economy into some perspective, as both
supporters and enemies have managed to project a somewhat exaggerated
(even distorted) view of what really has happened in Chile. The Chilean
economic model has been broadly caricatured as an extreme version of
monetarism and liberalism. However, the Chilean economy has never beco-
me as libera as the Unite States, for example, not even in the goods and
services market, where free-market policies were applied with greatest vi-
gor. The clearest confirmation of this statement is to be found in the huge
role public-sector firms still play.

More emphatically still, from the viewpoint of standard economic
models in which labor and capital are the two factors of production, the
whole national income of Chile, in terms of factor payments, has aways
been subject to controls accompanied by regulatory and discriminatory
intervention. (In fact the critics of economic liberalism would do well to
explain the fact that the most dramatic current problems of recession, unem-
ployment and financia crisis, have occurred precisely in those markets
where liberal free-market policies were never completely implemented). In
a brief, the transformation of the Chilean economy, from September 1973
onward, only represented a vigorous movement towards economic libera-
lism compared to the previous standards of Chile itself, not so much in
relation to those of the disastrous Allende years, but rather in relation to
standards imposed by the governments that preceded the marxist experi-
ment of 1970-73.
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But the reform process hasvisibly lost vitality and is now practically at
astandstill. Apart from three episodes of banking intervention, the first break
with the principle of non-discrimination in the implementation of economic
policy arose in April 1982, when lansa was directed to undertake a special
program in favor of sugarbeet growers. Then, aong with the successive
devauations came the implementation of the “preferential dollar”, aso ac-
companied by the application of (ill-named) antidumping tariffs on the import
of certain goods, as well as the spectacle of a Central Bank setting exchange
controls and “suggesting” interest rates, the prohibition of imports of used
buses and trucks, a 50 percent cut in electricity rates for agriculture and
mining in the 3rd. Region of Chile, and so on. Today the pendulum is moving
in the direction of greater intervention, discrimination and regulation. Future
prospects are rather gloomy and the only realistic question that can be asked
now is how far back the reversal of economic policy will go. It isto be hoped
that at least some of the most fundamental reforms may manage to survivethe
current assault. Regardless of the outcome, however, the military government
of Chile, whatever its possible defects, deserves a large dose of credit for at
least making a genuine attempt, albeit costly in its incompleteness, to esta-
blish economic freedom in the country.
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