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THE (RIP)TIDE OF PRIVATIZATION:
: LESSONS mom CHILE o

Pan A. Yotopoulos*
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The so—called "tide of privatization" has so far been just a ripple in
developmg countnes. Only in two Third Wm:ld countzles., Bangladesh and
Chile, privatization of state-owned enterprises has been aﬁ all significant
and both cases were rather a.typical. In both cases the size of the state
sector had been inflated recently. In Bangladesh the majority of the
state-owned enterprises came under government control as being "abandoned”
by fleeing owners in 1965 and 1971. 'I‘he estimated 217 divestztutes s0 far
represent about 30 pex:cent of the total state enterprise sector (Chnshty,
1985) Privatization in Bangladesh has been actually :eprlvatlzatlon.

In C}ule the situation was more drastic. The country always had a
51gn1f1cant state—enterprise sector which increased five-fold in the pe:iod
;970—?3 by a combination of defaulting private enterprises and of
nationalization of certain private companies for the purpose of promoting
the socialist restructuring of the economy. Of the 500 ccmpanies that were
under state ownership (majority or partial) at the timé of the installation
of the military govefnment, only 19 remained undér public control at the
conclusion of the privatization cperation in late 1970 (E‘oxley 1982b,
OOREO, n d) 'Ihe divestiture in Chile was almost complete. In other
developmg countries pnvatizatxon so far has been only sporadic.

Under these circumstances, the study of privatization in Chile, the

most enthusiastic practitioner, even forerunner, of the art, is likely to

be réwarding. It may yield valuable insights both into the pitfalls of and




the ocbstacles to privatization,

This paper starts with a general discussion of the main forms that
privatization can take and the motives which usually inspire the
privatization of public sector assets. Section 2 describes the
macroeconomic setting within which privatization was enacted in Chile.
Privatization in the agricultural sector was effected through the sale of
public enterprises and through the partial rolling back of the land reform
and the restoration to their previous owners of lands expropriated but not
fully transferred to the land reform recipients. '}‘he two aspects are
covered, respectively, in sections 3 and 4. _Section 5 deals with
privatization in the non-agricultural sector. The financing of
privatization is discussed in section 6. _The implications of privatizaticn
and the impact it has had cn savings, inv;ast:ment, and econcmic
concentration are treated in section 7. A postlude‘ discusses briefly the
situaticn after 1682 and the effects of the deepening crisis on the initial
outceme of privatization. ?‘inally the lessons which other develcping
countries cn the road to privatization cculd draw from the Chilean

experiment are summarized in section 8.

1. The Arbit 2nd the Looic of Privatization

Privatization is Aa broad term which could cover a wice range of
govefr.ment activities. Privatization, the placement of public assets in
the private sector, may refer to the sale of national forests, to the
issuance of government bonds, or to disposing of the public treasure. The

process was elegantly described by Harold Macmillen, Britain's conservative

Prime Minister (1957-1963): "First of all the Georgian silver goes, and

then all that nice furniture that used to be in the salcon. Then the

Canelettos ¢o." Such cases are closer to licuidaticn of public assets.
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Next, privatization can mean the transfer of management, instead of
cwnership, to the pfivate sector. Leases, management contracts, or
contracting out the delivery of public services to the private sector fall
into this category. So does, in its broadest sense, the shifting of the
financing of publicly provided goods frem taxpayers to consumers through
user fees. Finally, privatization can mean divestiture of state-owned
public enterprises through the sale of majority equity to the private
sector. This aspect of privatization will be the main focus of this paper,
although the licuidation of parts of the public treasure will also be
rentioned briefly.

The enthusiasm of the 1950s and 1960s for the role that the public
sector could play in economic developméﬁé was followed in“the 1970s by
disenchantment at the loss-making propensity and poor service of many
public enterprises. The allures of privatization seem to be many, and the
legic of privatization appears strong:

(i? Privatization could help raise revenues for Thlrd horld
treasuries that were effectively bankrupted-by their state-owned
enterprises.

Fii) In the private sector only the fit can survive. Ptivatization,.
as a result, by pushing back the frontier of the state could lead to
innovative naﬁagement and could promote economic efficiency. The state
~ thus assumes its appropriate role of "subsidiarity,” in the Chilean
definiticn of its functions. . . .

(iii) Privatization could lead to further economic democratization

through increasing the participation in the ownership of the national

assets.

- (iv) Finally, divestiture of public enterprises can take the form of
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reprivatizing firms which formerly existed in the private sector. Tvwo
categories of such firms are prominent. The first category is firmé that
have been nationalized essentially for ncn-econcmic reasohs, such as
nationalism or attempts to préxr.ote a sccialist economic structure. The
secend is enterprises that failed in the marketplace and have been taken
over by the state.

The motives for privatization listed above can be classified in two
basic (and partly ove:laming) categories: px:ivatization for profit, as in
(i) and privatization for ideolcgical principle, as in (ii) to (iv). The
distinction is useful because, as will be pointed out below, principles arev

at times so cempelling that they overricde profits and privatization takes

place at considersble fiscal and social loss,

2. The M.agmsgsznmg Setting

In the lest twenty years the managenent of the Chilean economy has
undezcone such extreme changes that the country becorres an almost-ideal
case for a controlled experiment in testing ccmpeting econcmic ideolcgies.
Starting frem a Letin American prototype of the activist government
participétion in the eccnemy in the 1960s, economic dirigism was stepped up
in the early 1570s by the introducticn of extensive price controls, the
widespread st‘at;a take—cver of firms and the increased tariff end non-tariff
protecticn to econcmic sectors. By the early 1970s the administration of
the economy was often carried cut directly through the ownership of
important productiecn, distrikuticn, and financial enterprises. It was
carried cut indirectly through a multitude of policy control iﬁstrumants
that had profound monetary, fiscal, foreign trade, and social welfare
implicaticns., Exeamples of such policies were:

(2) 2n overvalued exchange rate, supgorted by high levels of tariff




and non-tariff protection;

(b) Interest rates at negative real levels;

(c) Price controls aimed primarily at food and other urban wage
goods;

(@ Legally mandated wage adjustments intended, in varying degrees,
to control inflation, protect real incomes in the face of inflation, and
alter the distribution of income;

(e) Bigh and growing levals of social benefits, financed largely by
payro:'tl taxes and government subsidies;

(f) Larce public sector deficits financed in varying proportions by
monetary e*(pansion and foreign loans;

(g) Numerous exemptions from taxes, tariffs, and quantitat:.ve
controls, and substantial direct subsidies in pursuit of special
distributional or allocative objectives; and

QQ pi:ect participation of the government in production carried out
through a muititute of parastatals.

Excessive regulation proliferated public administration. In
agriculture, for example, a large and complex bureaucracy was cfeated to
administer various overlappimg programs of price controls, subsidies,
credit,- tariff preferences, marketing, technical assistance, research,
irrigation, roads, rural education and health, and land redistribution.
The Corporacion de Fomento de la Produccion (CDRFO) (Production Development
Corporation of Chlle) vas the parastatal ocgamzatlon charged with
fostermg t.he developnent of productive activities in Clule, primarily by
promoting mvestment:., through loans and guarantees to the private sector,
managing its own major enterprises, conducting projed: research and, at

times, mplementmg such projects directly. By 1970 CORFO held part of the

efmtv (.apltal of 46 companies (rangmg from public utilities to flshmg,




construction, agto-industties; forestry, and mining) which were either set
up initially as public enterprises or were the result of converting public
loans into capital subscripticns for defaulting firms. Eetween 1970 and
1973 the nurber of state-owned enterprises under CORFO ircreased to 500 by
the takeover of 259 cempanies and the acquisition of another 204

corporations, 1nc1uding the stock of 19 commercial banks. Similarly, the "

public agricultural sector, which in 1970 consisted of 27 independent
agencies, grew rapidly in the next three years as a result of the land
reform. The payroll of the Ministry of Agriculture alone grew from fewer
than 1.1,000 employees in 1970 to more than 27,000 in 1973 (CORFO, nd.,'p.
2) 'Ibt:al employment in the public sector crew frem 280,000 in 1970 to A
360 200 in 1974 (Foxley, 1982b, P. 239)

Fol lowmg the military takeover in 1973 Chile began a policy of
liberalization which relied to a large extent on the free market to
allecate resocurces and which led to an attendant retrenchment in the public
sector with the size and role of the covernment greatly reduced.l
Comrodlty prices were liberalized by dismzntling the protecticn systen and
eliminating the widespread price centrols. Financ1a1 markets were
progressively likteralized until in 1980 virtually all quantitative
restrictions cn external capital flov;s were eliminated. There was a de
facto deregulation of the labor market due to the trade unions' loss of
power. A mcnetarist érice stabilization program was introduced which
relied heavily on eradicating chronic fiscal deficits.2 Foreign trace
liberalization culminated in 1579 with the introéuctién of the uniform 10%
nominal tariff (except for larce. autcmobiles) and the elimination of all
export subsidies. In agriculture specifically, the agrarian reform, becun

and accelerated uncer three previcus governments, was ended; the




government's role in providing agricultural infrastructure, training and

technical assistance was sharply reduced. The state divested itself of the
ownership of enterprises, including national forestlands and farm capital
tﬁat had come under the control of state-sponsored cooperatives. Of the
500 enterprises controlled by CORFO in 1973, only 19 remained under public
ownership in 1978 (CORFO, n d., P. 18).

The military govemment‘s intent was to stabilize a chaotic economy
and to introduce structural changes using the principles of free market
competition. The policy mstruments for the stabilization program were
monetary control, fiscal d1sc1plme, and deregulation of pnces. The
structural changes included privatization of most economic and many
aaministrative functions p.erformed by the public sector, liberalization,
and decontrol of private capital markets, and the opening up of the economy
to international trade and to internaticnal capital movements. Curing the
late 1970s and early 1980s, this liberalization process appeared to have
revarded its architects. The growth rate of ®@P which averaged 4.6% per
vear between 1961-71, and was negative in 1972 and 1973 (-1.2 and -5.6,
respectively), came to a halt in 1974, and dropped by —.12.9 in 1975. Eut
it clinbed thereafter at 6.8% for the period 1976-81 (Tables 1 and 2). The
public sector deficit which was as high as 21.7% of P in 1973 turned into
a surplus. Inflation which was in three digits sta‘rting in 1972, drogced
to 30% in 1960, and further declined through 1982. There was a hgge inflow
of capital frcm abroad and an increase in reserves, although the balance of
trade was still negative during most of the pericd. Yet, the whole
"miracle" started unraveling in 1982. The GDP growth rate registered
-14.3% in 1984 and, in the midst of the deepest recession in 50 years, GNP
per capita was back to mid-1960 levels.

Many of the measures of the liberalization period, taken singly or in




conjuncticn, could have had beneficial effects upon the Chilean econcmy.
All taken together and within a short pericd of time, added up to a deep
cherge in the econcmic structure which would require scme time to work
itself out. In the interim pericd they led to more proncunced instability,

This was further exacerbated by the transmission of internaticnal

disturbances — a severe decline in demand with the recessicn of 1975-76,

sharply higher commodity prices in 1974, followed by the commodity price
bust after 1976, the debt crisis, and ‘so on. 'l?hesé events led recently to
shedding a number of the liberalization policies. Among the jetisoned
liberalization policies were the trade liberalization, the opening up of
the capital markets, the laissez-faire approach toward prices, and the

severe limitations on government intervention in the econcmy.

3. Privatizetion in the Acricultural Sector

There is no gainsaying that by 1973 the public sector had grown cut of
control. The role of covernment had extended to the brezking point of
inefficiency and the parastatal organizations had mushrcomed with their
tentacles extending over all the sectors of the econcmy. Still, the
detached position that the government assured, all of a sudden, andé the
privatization of certain parastatals had profcund implicaticns for the
zgricultural sector. In certain cases the implicatibns were direct. In
the case of land reform, which was largely rolled back, the implications
were indirect but most profcund.

The privatization in the agricultural sector covered cases cf re-
privatization of enterprises that came under the control of the public
sector either because they had defaulted or because of the attempt of the

" Allende government to build a sccizlist infrastructure for the econcmy., It

covered enterprises that were originally set in the public sector demaine

8




" because of considerations of failure in the private market; it covered
also government assets that were part of the national treasure. Table 3
gives a partial list of agricultural enterprises that were privatized
during the period.

The sale in auction of a large part of the natiocnal forests is an '
exanple of liquidation of the national treasure. The initial impact was
for the rate of forest exploitation to increase and for forestry exporf:s
(U.S. § values) to grow sevenfold between 1973 and 1980. A longer-term
impact was that the rate of zef;)restation declined, which led the
government to consider special interventions in order to encourage the
private owners to replant.3 Moreover, as the forests closest to the
transportation links were felled, the érowth of forestry output deciined
because of the reluctance of ptivafé owners to invest in fhe infrastructure
necessary to provide- transportaticn. ’

The sugar mills and the milk-processing plants are partly examples of
re-privatization and partly ;:aé&s of enterprises that were initially set up
in the public sector. The privatized sugar mills soon failed, which led

the government to set up IANSA, the government sugar monopoly, to reacquire

the sugar mills and operate. them as a éi:;ate monopoly exempt from the

uniform tariff.,

The technical education for the agricultural sector waéyent‘rusted to a
private sector enterprise, CODESSER, which was developing and sélling
agricultural expertise, largely to the large-famm sector and especially to
arboriculturists. .Assistance to the swall-farm sector (with holdings less
than 12 irricated hectares). was the responsibility of the Agriculture
Development Institute (INDAP), which was also reséonsible fdr credit to

srallholders, IMNDAP raised its capital by rediscounting its notes at the
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Ce_ntx:a.l Bank at the special 8.5% real interest rate. It made its profits
by charging the maximum sp:ead.of 3.5% and loaning to smallholcders at 12%
real interest rates. Another sourcé of income for INDAP was the sale of
technical assistance that the farmers had to buy as a condition for
obtaining the loan and which was being paid for in advance by recuction of
the loanzble amount. The only compcnent of the budget of INDAP which was
provided by the government was its payroll of 780 employees of which one-
half were technicians, It is estimated that INDAP-loaned to 40,000 small
famers out of an estimated tptal of 240,000 smallholders during the
pericd. . ) |

Under legislation which became effective in 1981, Riparian water
rights, previcusly in part a public responsibility, were transferred fully
to private owners of land.4 A recipzent of water richts has a right to a
fraction of the available water in a canal system. hatez rights thus became
private assets which cculd in principle be bought and sold separate from
the land. i’.ocally centrolled comittees for each river, the Canal Cwners'
Associations, are responsible for the maintenance of the canals, for
building new irrication infrastructure, and for settling any ccnflicts
between user grcups on rivers. It is not surprising that the asscciations
produced next to nothing in new irrigatien infrastructure and the
irrigaticn system worked very imperfectly.

After the privatization of the banking sector, agricultural credit

became mestly the responsibility of private banks. In 1972 the Bznco

d'Estado de Chile was responsible for 53% of the total credit to the

agricultural sector and the Central Bank, along with other parastatal
organizations, for another 33%. Private banks were financing cnly 14% of
total agriculture credit. In 1582 private banks were financing 77% of

agricultural credit with the balance being the responsibility of the Eanco
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d'Estado de Chile, Of the agricultural debt 86% was short-term, with
duration of less than a year. This was probabiy the inevitable result of
the high real interest rates that prevailed during the period.
Agricultural credit became extremely concentrated. At the end of 1983 an
estimated 15,000 farmers owed about $1,500,GG0 equivalent to the financial
system, accounting for about 13% of the system's lending portfolio. One-

third of such debt was incurred in foreign currency.

The story of Chilean 1$ﬁd reform becomes important in the context of
privatization for two reasons: First, the partial roll-back of the land *
reform by the military government amounted to re-privatization. Second,
the privatization-for-principle epproach of the ccunter-reform imposed
sericus social costs on the economy, and accounted at least in part for the
disarray of the agricultural sector through the 1970s and beyond.

Surplus labor which often provides the stimulus for land reform did
not emerge in Chile until the late 1950s. Serious land reform efforts date

from that period. The first land reform law was passed by the Alessanrdri

administration in 1962, It provided for purchase by the state in cash and

at full market value of lands abandcned by landlords and for the purpose of
redistribution to the peasants. The 1962 law was little used.

The major effort for land reform was urdertaken during ithe Frei
administration with passage of a new law in July 1967. This law greatly
broadened the criteria for expropriation of land to include for the first
time excessive size per se, as well as abandonment, poor exploitation,
corporate or absentee ownership, and breach of pertinent labor laws and
requlations. Expropriable under the new law were landholdings in excess of

80 basic irricated hectares (BIHL6 During the six years of the Frei
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government, scme 1,400 farws were exprepriated, covering 3.6 million ha and
involving 21,000 families.

The pace of land reform accelerated during the Ailler:de government,
With tensions rising in the rural sector, expropriations frequently spilled
over the legal boundaries defined by the 1567 law. A total of 4,399 farms,
covering 5.9 million ha, were expropriated frcm 1971 throucgh 1973; with an
estifated 40,000 affected families.

Since 1573 under the military government the policy objective became

consolidation of the land reform and bringing land ownership under the

discipline of the marketplace, The legal authority for lang expropriation
was cancelled and so were exprepriaticns that were not lecally cempleted by
September 1973. With recard to the land that hag already been subjected to
reform, the .<_::c:>vernment focused on clearing lecal titles and organizing it
on the basis of individually owned family farms. In the process of
Clearing legal titles, a total of 3 millicn ha, or 26% of the tctal area
expropriated, was judged illegally expropriated and was returned to the
previous owners.

In summary (Table 4), 433 of Chile's agricultural land, measured in
terms of BIH, was expropriated before September 1973. Of the total
expropriated land, 28 percent was retumed to the original owners, The
reformed sector retained 57 percent cof the expropriated land, and this
amcunted to. 25 percent of Chile's total acricultural area in BIH.7 The
remaining 15 percent of the expropriated land initially came unéer the Land
Feform Authérity (CCRA), and was eventually disposed of to the private
sector: 5 percent of the total expropriated BIH was sold at auction to the
hichest biéder and Fresumably returned to large farm owners; of the

reraining 10 percent the largest Part was transferred to the National
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Forest Corporation (CONAF), and was eventually sold with the devolution of
all forestlands to private interests (Jarvis, 1985, p. 11).

The process of land reform and partial re-privatization in the quick
successicn of a few years was found to prolong the period of disruption in
agricultural production and of de?:line in output. More importantly,
however, even the land reform sector that was not reprivatized was
seriously affected by the priva.tizat:icn-for-principle resulting in further
Gisruption and decapitalization of Chilean agriculture. The explanatiocn
'requires a brief digression into the structure of the agricultural sector
under lend reform.

Neither under the Frei, nor under the Allende land reform was title
vested with the beneficiary families. In the former period the recipients
were organized into cooperative settlements, the asentamientos, which
conformed generally to the borders of the expropriated estate. Undevr
Allende a more centralized system was adopted in which the expropriation
and settlement prccess was administered cn an area-wide basis in orcer to
achieve greater control over sectoral planning and to tzke advantage of
economies of scale in preduction. Regional cooperative orgsnizations, the
Pgrarian Reform Centers (CERA), were formed to exercise administrative and
financial control over the asentamientos and larce scale, capital—inteqsive
enterprises, such as livestock, forestry, and vineyards, were oréanized as
state farms. The orcanizsticn of the refcrm sector around coope;atives
intended to offset the handicap of the land reform beneficiaries who, as
former agr‘icultural workers, lacked experience in farm production and
managerent and lacked cepital ané agricultural implements. The cooperative
was repcnsible for centracting loans for the purchase of capital assets; _it:-

owned the implerents and machinery for agricultural production; and iE

disseminated aaricultural skills and extensicn services.
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The cocperative structure of the reform sector was inconsistent with

' the liberalization policies introduced after 1573. The ccoperatives were

breken up into "agricultural family units,” defined as land parcels

sufficient to earn a family a certain net retum (initially $1200) befére
amortization of land. In the course of land subdivision to titlé family
units, the asentamiento was recuired to settle its outstanding debts for
credit, machinery, and other inputs. 1In the absence of cash to settle
these obligations, the government would repossess the co-operatively owned
physical assets — mchingry, livestock, fertilizer inventories, etc. —
offering title recipients credit and first ootion for their repurchase.l ]
Few tcck advantage of the offer, and mest ccoperative assets were sold at
public auction. Cooperative debts remaining after this licuidation becare
the prorated 1iasbility of the indix;'idual titleholders. This was tte
begirning of the Chilean agricultural debt prcblem.

The ideologically uncempremising privatization-for-principle during
the counter-reform ccnsisted of dismantling the producers’ ccoteratives
built arcund the asentamiento and encumbering the cooperative mertters with
their pro-rated share of the debt contracted by the ccoperatives. The
original intent of the producer cocperatives wes to serve as a furnel for
providing mechanical ecuipmwent, r'nodem inguts, credit, and especially
extension to the‘tefom sectors that was larcely conposed of beneficiaries
with no previcus faming experience. %hen this sugrort was sucdenly
withdrawn, the newly established family farms were thrown into the market
competition, most unprepared, to sink or swim as it were, carryving the
ballast of the gratuitous cocperative debt. In the midst of this
situation, the restrictions imposed by the land reform law on stkdivision

and eccumulaticn of land were tacitly removed in 1973 ard legally lifted in
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1979, PRural prcperty became an asset essentially free from use
restrictions. Faltering production and accumulated debt of the smallholder
sector led to massive sales of land. By 1979 it is estimated that about
cne-half of the beneficiaries of land reform had found themselves cbliged
to sell or lease their farms to other farmers (Foxley 1982b, p. 240;
Ffrench-Davis 1983, P. 508). 1In the period since 157¢, especially,

trensactions in land for the purpose of land accumulation reached

speculative proportions (see below). ILand consolidation in the hands of -

large farmers that ensued further increased the agricultural debt burden

"and led to the decapitalization of Chilean agriculture,

5. Privatization in the Non-Aaricultural Sector

The Land Reform Agency (CORA) and the Naticnal Forests Agency (CONAF)
were responsible, respeétively, for the privatization of 66 agroindustries
and the privatization of the forestlands held by the state. Ey 1973 the -
state also held mines and mineral companies through ENAMI, and urba’n‘ real
estate through CORMU, plus various other holdings through government
departments, such as the Copper Corporation (CODELCO) and the National
Petroleum Enterprise (ENAP). The bulk of the state holdings, however, were
cencentrated in CORFO as showﬁ in Teble 5. _

The first step in the privatization of the CORFO holdings was the
reprivatization of the 259 recently requisitioned, intervened, or defaulted
enterprises, the shares of which CORFO had not yet ac;quired. These vere
returned to their owners starting in September 1974, .

The privatization of the banking system constituted the most far—
reaching reform in the early years of the military regime. RAmecng the
enterprises that vere held l;)y CORFO by more than 50 percent ownership were

also 19 banks. Of these only the Banco de Estado remained in the public
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domain (with a much reduced role),§ while the 18 others were auctioned off
in 1975. To complete the privatization of the banking system, the
de:egulation of the capital market followed. Private financial companies
(financieras) were allowed to establish freely with no restricticn on
gearing ratios (debt-to-asset ratic) and with a maximum menthly interest
rate they were allowed to change limited to 25% 9 In October 1975 the
limitation of interest charges was entirely lifted also for the comercxal
banks which, however, still had to maintain a debt to capital ratio of

20:1.

The privatization of fi-na.ncial intermediation was followed in 1580 by

the privatization of the soc1a1 secunty system. 'I‘he retirexrent pensién
schene, hitherto financed through a dxsunbution system, was replaced by
privately capitalized soccial security financing societies. Every emplcyee
:n'as obliged to contribute to either the old system or to cne of the new
funds. But the self-employed ccqid enly join the private system and
workers opting to remain in the state system paid a higher contribution
(27%, rather than 15% of taxable inccme). The choice between financing
societies was supposed to be made by the worker within a rational
expectations framework in which the expected profitability of the society
to the date of an individual's retirement is the crucial varizble. In fact
such a prediction medel proved, to say the least, underidentified: the
returns to the worker consisted of profits and interest on the invested
retirement funds, an appreciable proporticn of which went into deposits of
30 cays (rather than 30 years") with a notoriously fluctuating interest
rate; the costs to the worker, on the other hand, were determined by
various commissions charged, which were freely modified by each society
(Ffrench-Davis 1983, p. 908). BAs a result, advertizing and size determined

to a large extent the choice of workers, with the two largest conglcrmorates:
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(crupos) acquiring control of 753 of the market within two manths of the
institution of the i:rivate system (Foxley 1983, p. 106).

The privatization of the rest of the enterprises held by CORFO was
almcst complete by 1978 with only 17 remaining under public control (Tzble
6). Further devolutioﬁ took place subsequently so that by 1981 a1l but 13
of the state-owned enterprises, whether through CORFO or other entities,
vere in private hands (Parkin 1983, p. 105). However, 8 of those 13 state-
owned enterprises are among the largest in Chile in terms of net worth.
kmong these are the Copper Corporation (CCDELC0)10 and the National
Petroleum Enterprise (ENAP), |

The process and the tevms of privatization varied somehcw for
different cases. Scme companies that were in a poor financial situation
(38 in total) and come that were Bankmpt, (¢ in total) were dissolved and
their assets were put up for sale. In scme other cases a certain amount of
restructuring the balance sheet of companies under licuidation took place
by wiping out somg debts. Otherwise, the liguidation proceded hurriedly
and with the minimum preiaarat:ion. Decree Law No. 333 of E‘ebruary 18, 1974,
proposed to "normalize" the debts of the companies under liquidation "in

some cases entailing currency adjustments" and in others nct (CORFO, n.d.,

p. 10). In any event, the long and tedicus procedure of valuing the

company's assets and the net claims against assets, of determining
erployee's claims against the company, determining liens outstanding, and
golving legal problems was seriously truncated.

The sale of the companies was by Aauction or by competitive bidding,
although latitude was given by the.law for altemative arrangements,
including cirect negotiaticns with prospective buyers. All sales were open

to nationals or foreigners and the sales price could be either in'local or
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in foreign currency. The method of settlement usually involved an initial
cash payrent with the balance payzble in successive installments over a
certain term, at interest rates ranging between 6% and 12% per annum. The
cash installment ranged from 10 to 50 percent and the balance was due
comronly in annual installments of 5, 10, or 12 years, in certain cases vith
a grace pericd.

The proceeds of the privatization of 197 ccmpanies in the period 1974~
1978 amounted to Uf5$585 million, of which U§$219 million came from selling
shares in the 19 state-owned banks G?ahse 1979, p. 178). Table 7 presents
data cn the book value and "tiie sales price of 45 ccmr.erciai enterprises

which include also 11 banks. The sales price is cn the average 60 percent -

of the book value listed. This implies a subsidy to the buyers of the

public enterprises of 40 percent of the firms' actual worth, It is likely
that even this is an ur.xderesti_mate and the divested companies were in fact
picked up at low prices znd for little ecuity. §everal reascns lead to
this conclusion: the gévemment's coammitment to privatize prcbably led it
to drive a peor bargain. The eéming power of the enterprises, cn which
buyers' offering prices are besed, was prcoebly at a low in the midst of
monetary stringency and fiscal austerity when privatization took place.
Similarly enterprise profits must have been low or negative because of a
host of problems such as overstaffing, outmoded technolecy, cutsized plant,
and so cn. Under these circumstances, even if the bock value in Table 7
was accurate, it would s‘;:ill be steeply discounted by prospective buyers.
Finally, in the midst of a liquidity crisis, cnly substantial buyers cculd
compete for the purchase of most liquidated enterprises. This is explained

below.

6. The Finencing of Privatization




It has already been pointed cut (Secticn 2) that privatization tock
place in a period of auéterity which had led to a general decrease in
profits, a large increase in uneuploymént and a sharp drop in investmert.
The timing of the sale of state assets does not appear very fortunate in
such a macroeconcmic envircnment. How was the privatization financed and
what effects did such financing have fcr the economy?

The orthodox stabilization progrem of the military government was
founded cn monetarism that considers inflation, first, highly disruptive,
and, second, a pure monetzry phenomenon (Laidler and Parkin 1975; Nordhaus
1976). 2According to this vié';v, the roots of inflation can be severed by
tight menetary control, accompanied by the elimination of fiscal deficits
and by curbing the tendency cn the part of the public and the private
sector to overspend thrcugh retrencbmént of the former froxr; its econcmic
furctions and through general liberalization of prices, plus trace. The
liberzlization of prices and of trade were put into effect, and the fiscal

deficit decreased from 22% of GP in 1973 to zero in 1578 and a surplus

thereafter to 1981 through, mainly, a severe cutback of public exi)enditu:é :

(Teble 1). Under the circumstances a reutral monetary policy followed, in
the sense tlet expension of demestic credit was not the cause of an
incréase in the money supply. Yet the money supply was expanding ve:y'
rapidly throughecut the period (Table 1), with foreign exchange operaticns
being respcnsible for 60 percent of the cumulative change in the menetary
base between 1975 and 1978 (Zahler 1980, p. 133). The official view was
that the money supply was demand-determined along a monetary model of the
balance of payments (McXinncn 1982). Others btelieved that the money supply
centinued to ke determined by the acticns of the central bank which did not
exercise adequate control (Corbo 1684). Cur view is that the money supply

-

vas determined by domestic demand, which, given the central bank
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restricticns on demestic credit creation, was financed instead throuch
shert-tem capital inflow frem abroad.

The economy started off in 1574 from a state of universal centrols in
the real and financial markets and with severely repressed demand. The
controls were shed immediately and the foreicn trade sector was liberalized
and tariffs gradually recuced fram 1875 to 1977 to a uniform 10 percent
level. Effective demand for goods increased and it was satisfied rainly

through imports, both because of the depressed state of the cemestic

economy and because of the decrease in relative prices of imported gecds

due to the eliminaticn of tariffs. This is reflected in the deficit of the
balance of trade, which grew steadily to US$426 in 1978 and to $2598
million in 1981 (Tzble 2). At the szme time the rolling-back of the land
reform was takmg place ;Jhich was forcing the reform sector to sell its
assets, including land, and was enabling the expropriated owners to
reacquire and ccnsolidate their estates. The privatizztion of state—owned '
enterprises which culuminated in 1978 furthe: centriputed to excessive
cemand for firance.

The paradex is that the econémy wes cCepressed (the rate of growth of
P was -13% in 1975 and only 2.5% in 1976), the rate of inflaticn was
ceclining (by 50% between 1973 and 1576 to 230%) and yet a speculative
rempage had overtaken both real and financial markets., Thirty millien
pairs of shces were inported in just two years! Tre real irdex of steck
prices septtpled between Decerber 1977 and Decerber 1981 (Corbo 1985, p.
18), Farmland prices which had historically grown m Chile by 1.2 percent
per year, more than doubled in the pericd 1974-78 over their 1565-70 bace;
they increased cn the average anucher 25 to 50% (Gepending cn lccation) in

197€; and they really tcok off between 1979 and 1982 (Jarvis 1985, p. 1¢2).
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A large porticn of the transfer of assets that tcok place during the
period, be they state-owned enterprises or farm land, was transacted
through leveraged buy-ocuts in which the asset proper wes used as
collateral. Leveraged buy-out situations are predicated on interest rates
which are expécted to decline and cn asset prices which are expected to
keep on increasing. When neither of the conditions was satisfied, actually
when the converse occurred, the big crash happened.

The behavior of interest rates has long bteen considered paradoxical in
the Chilean g;zzle (for exa"nple, Edwards 1985, pp. 238 ff., Galvez and
Tybout 1985, p. 970). Real interest rates which were negative through 1975
" sprang upwards with liberalizaticn reaching a high of 65 percent (annual)
in 1976 and remaining throughout the pericd from two to six times above the
internaticnal levels. The paradox became en enigma after June 1979 with
the opening of the exterﬁal capital account when limits on foreign
borrowing were removed.

The high real interst rate for peso loans has been explained by
several cbservers es a credit-demand-pull phencmenon in the face of Strict
mcnetary policies applied on the écwestic credit accocunt (Cex 1983, pp. 13

ff., Zeller 1980, Ffrench-Davis and Arellano 1981, Dornbusch 1984). As

mentioned earlier, the liberalizaticn of, imports with the uniform tariff,

~along with the extension of credit-purchases to consumer gcods tapped a
source cf pent-up derand, increased the demand for ligquidity end helped
keep domestic interest rates high. So did the huge transfer of assets that
took place through privatization of public enterprises and through the
counter-reform in the agricultural sector. The demand for credit was
further spurred by the perception of increased wealth that the transfer of
assets and the access to foreign goods created a-nd by any nagging suspicicn

that might be lingering that liberalization could not last forever and
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devaluation might beccme necessary. At the same time the menetary policy
vas not accommedating. The "passive mcney stance" of the monetary '
authorities restricted internal credit financing and by maintaining high
reserve requirerents cn commercial banks irduced a high spread between
demestic lending and borrowing rates and prevented interest rate declines
to anywhere clcse the international levels.

The change in the financial sector's structure, in preparaticn for

bandling the demands that huge transfers cf assets wculd raise, wes

prcbably of the wrong kind. With the privatization of intermediation and

decontrol of interest rates, total financial assets increzsed from 163 of
@P in 1973 to 35% in 1981 (Galvez and Tybout 1985, p. 972). This -
financial deepening might have helped the economy in a Shaw-McRinnon sense
(1973). Cne of the reascns that it failed is certainly that deregulation
had gone tco far. There was almost no. monitoring of portfolios and as a
result the ccmposition of the financial assets shifted .t:mard nonmcnetary
holdings in banks and financieras. There was laxity of regulaticn and no
menitoring of interlocking directorates and therefore the centrol of mest
rajor intermediaries fell into the hands of cre of several large
conglcrerates. These grupos used the intermediaries to mcbilize rescurces,
especially by accessirng the internaticrnal credit market for their own
indvstrial and financial endeavors.

In gereral the system of domestic finzncial intermediaticn werked cnly
irperfectly at the very time that demand for liquidity and financial
intermediation increzsed. The need for financial capital wes filled by the
international market as skown by the huge net capital inflew (Tzble 2).
There were two prcblems, however, with foreign capital inflow:v it ves

short-term, from 30 days to less than three months in duration; and access




to it was limited. The short term of capital inflows can be explained by

the concemn of foreign lenders abecut the inevitebility of devaluaticn. In

a period of high international liquidity and relatively low real LIEOR
rates external credit wes easily available.ll By June 1979 it was only
subject to the regulation of the overall borrowing (internal and extema:l)
limit of twenty times the capital and reserves of commercial banks. Under
these circumstances access to cheap (and rationed) external credit was
available only to a few large enterprises (grupcs) and to the better
established banks and financial institutions. In essence it pcoved much
easier to monopolize access .t'o foreign cepital than it was to monopolize
the goods import sector. As a result, the law of one price and the import
discipline hypothesis which vorked in the case of commodities did not viork
in the credit market. The divergence between domestic and foreign interest
rates was maintained as a source of huge profits,12 and as an instrument
for increasing concentraticn in the econcmy. | v

Foreign direct investment is shown in Teble 2 net of foreign
disinvestment. It fell short of the expéctations of policymakers and of
the predictions of the leading monetarist paradigm. Despite the generous
incentives offered, foreign direct investment in the period 1974-78 was
only 69 percent of that in the period 1964-€8, Moreover, approxirately
one-nalf of foreign direct investment went into the purchase of existing
assets, as opposed to new investments. Under 25 percent \-}ent irto the
establishment of new firms, and half of those established were m the
financial sector (Parkin 1583, p. 116).

Undue emp.hasis has been placed oﬁ the fixing of the exchange rate in
June 1979 at 39 pesos per U.S. dollar. The standa:v; menetarist gxplanation
is that the fixed exchange rate was the one misteke that led to the

collapse of the liberalizaticn e{.perimenb in 1982 (Corbo 1965a, 1985b;
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Dorrktusch 1984; Edwards 1_985). A timely devaluaticn weuld have worked to

fo:estf:all some of the problems that'arose, but only in a partial
equilibrivm framework and with respect to the merchandise trace zcccunt.
Devaluation would have stemmed the influx of imports, wculd have helped the
balance of payrents, and so en. So weuld, in a partial model, a host of
other measures, such as increasing tariffs on imports, and subsidizing the
cost of demestic cenpetitive preduction. In a gene.;:al equili;brimn
framework, however, where the capital account is also considered, the
solution might not ke that siméle. In cur cpinicn, fixing of the exchange
rate was the last instmm-ent available to policymakers for dealing with the
languishing direct foreicn investment in_the micdst of a huge inflow of
short-term capital.

Prior to June 1579 the exchange was set accoréing to different
versions of a crawling peg.3 In a mcnetarist cren econcmy model the law
of cne price determines the evoluticn of demestic prices. The rate of
exchange can then be used for ccmpensating fer the differentizal between
Comestic and fereign levels cf inflaticn until such tire as the two
inflztion rates ccme to converge under an cpen capital acccount and with
deepening trade likeralizaticn (McRinnen 1980). The lcgical cenclusion of
glcoal menetarism is fixed exchange rates with harmonized national rates of
inflaticn (McXinncn 1982). Of ccurse, this position disregards the fact
that éemestic inflation has nct cnly a tradable but aJ:so a nontredable
cempenent that assumes the greater weight the less developed the econcmy
is. It also overlcoks any structural ccrpcrents that the national rate of
inflation might reflect (Lincbeck 1979), Still, consistent with the rulin
paradicm, the Chilean policymakers can at worst ke accused of displaying .

the enthusiasm of the neopnyte by believing that jurping the gun with a




fixed (over-devalued for 1979) exchange rate they would force demestic
inflation down to the international levels. This is probably 2 pardonzkle
transgression committed in the attempt to 't:ie down the footloose inflow of
kot short-tem Capital. The reluctance of foreign capital to stay long-
tem wes interpreted as due mainly (only?) to fears of Gevaluation and the
attending depreciation cf foreign capital assets. The fixed exchange rate
provided a guarantee against this fear. Unhappily, it did not work in
bringing in direct foreign investment or in bringing down the rate of

inflation, Failure, rather than inconsistency, was the cardinal sin of the

policy!

7. The eF:gm:Fh of Drhlgt\'vatign

A few patholcgical syrptems should have been evicent in the Chilean
econany frem early on. They attracted attention only after the unravelling
of the "eccncmic miracle® started in 1962, Not all these synptoms were
caused by the privatizat:l.on. Privatiz‘;.tion, hewever, "and its
implementation in many cases made a pathological situation worse, SL_lch
Cases will be examined in this section,

() Sevirgs and Investment

The liberalized capital markets and the high real interest rates
fai;ed to generate high levels of domestic savings and productive
investrent. This was the sirgle most consec‘_uenytial failure of the Chilean
experiment. Gross investment equalled alnost 21% of P during the 1560s.
It averaged 15% in the pericd 1974-32 (Table 8), Sirce @epreciation ranged
from 10 to 193 curing the pericd, éross capital formation was barelil
adequate to cover the attrition of the cazpital steck, Consecuently, little

ret additicn to productive Capacity took place durirg the liberalization

pericd (Parkin 1963, pp. 115-16; Ecwards 1985, pp. 237-39; Corbo 1985p, p.
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18; Zahler 1980, p. 148). Parallel to the behavior of domestic investment
was that of foreicn direct investment vhich failed almost totally as we
discussed earlier.

Mot unlike investment, gross demestic savings did not increzcse.
Instead they stood thrcughcut the period at cne of their lowest levels in
history (Table 8).

The behavior of savings has been attributed to the increase in

perceived wealth (Earberger 1982). wild speculaticn led to the increase in

asset prices, such as lend and stocks, as explained earlier. To the extent
that savings depend on the differential between actual and desired wealth,
the false feeling of eccncmic well-teirg might have increzsed consv.!r.pti;n
and decreased savings. 2n alternative explanaticn for the low level of
savings is related to privatizaticn that diverted private investor mbney
from the purchase of securities that would finance private capitai
formaticn to the purchase of extznt state assets. The government, c¢n the
other hand, used the proceeds of such sales to finance current expenditure,
Thus the private savings used to acquire stzte enterprises were offset bv
negative covernment savings (Edwards 1985, p. 238).

(ii) entration of Assets mw :

A streng motive for privatization is to premote eccnemic demecracy
through broadening the participaticn in the cwnership of the naticnal
assets. Just the converse haprened in Chile where privatizaticn increzsed
the size-concentraticn of firms and further enhanced the eccncmic pover of
the 20 or so major industrial and benking greups.

The mechanism of increasing concentraticn lay in the implementation of
privatizaticn. Given a weak capital market and the ticht control of
Comestic credit, the sale of state-cwned enterprises was financed through

the inflow cf foreign capital. &s noted earlier the effective access to
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the foreign capital market was limited to & few large'conglarerates and to
the better-established banks and financial irstituticns.l4 These grougs
used the cheap foreign credit to build up their holdings of industrial and
financial enterprises.

Data on credit allocations are incomplete. Dshse (1579, pp. 191-92)
reports the share of 36 conglomerates in dcmestic and international credit
allocated to non-financial enterprises in the pericd through 1978, Tvo of
these conglemerates, Cruzat-Lorrain and Javier Vial, were the recipients of
20% of the total dcmest:ic; and international credit extended and all 36
grupos accounted for about 40% of total credit to non-financial
enterprises. Since some of these groups controlled also their own
financial enterprises (Table 7) they probably received an even greater °
share in total credit. Foxley (1980, P. 112) quotes evidence that 70 large
enterprises'usec' 49% of the total external credit available in the period
1576-78. Credit in the agricultural sector was also extremely concentrated
among few firms. Knudsen and Yotopoulos (1985, p. 13) estimate the total
amount of agricultural debt by the end of 1983 at US$1.5 billicn:

This credit concentrated amerg a small preportion
of the fams. Of tne tctal outstanding debt in
1584 from private banks in the agricultural and
forestry sector, 38 percent was owed by 1 percent
of the debtors (206 farmers) who carried an average
debt over US$3 million. The majority (50 percent)
of debtors (abcut 7,500) had only ebout 4 percent
of the debt with an average debt of under Us$10,000.
Half of the debt in zgriculture and forestry was
concentrated ameng about 500 Gebtors; the rest was
distributed between abcut 14,500 farmers with an
average debt of about US$60,000. Of the total Gebt

about 17 percent was in arrears distributed fairly
evenly according to size of outstanding debt.

The exact correspondence.between credit availability and purchases of

privatized enterprises cannot be easily established. Table 7 which lists
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some of the most irrortant privatized enterprises shows preponcderantly
conglemerate buyers. Moreover, and independently of privatizaticn, two
financial groups ccntrolled by 1978 over 50% of the assets btelonging to the
200 big corporaticns registered in the Stock Exchange in Chile (Foxley
1980, p. S11).

The evidence on concentration is scattered but points to the
increasing eccnomic power of the major conglomorates. The five largest
cenglomorates cwned 46.5% of the asets of the 100 larges‘é enterprises in
1969; they ccntrolled 60% of these assets in 1978. In fact, the largest
conglcmorate, Cruzat—l’.ézrairi, controlled only 14.6% of the total assets of
the 100 largest enterprises in 1968 and had incredsed its share to 25.5% by
late 1978 (US$507 million out of a total of $1.993 millicn) (Dahse 1979,

pp. 194-200).

L

Scme direct evidence on the change in industrial concentraticn durirg

the pericd is available. Teble 9 presents two indexes of concentraticn,
the Eerfindahl15 and the four-firm index ccrputed by de Melo end Urzata
(1964) from the results of the 1967 and 1975 Manufacturing Census for &agro-
industry. The concentration indexes are calculated cn sales end are
defined on establishment, or plant, rather than ownership or interlecking
arrangements. As a result these indexes give little insight to the degree
of.monopoly that might exist and at best their change over a pericd
indicates the change in the lcwer limits of concentration. As shewn in
Tzble 8, plant concentrztion by both measures increased tetween the two
pericds. This was clearly the case for dairy, meats, fruits, baking, and
sawmills while concentration of grain mills increased only slightly. The
reducticn in the nurker of firms seems to be well established, while its
cause, vhether it wes due to eliminating inefficient producers or to

increasing mcnopolizaticn to which privatization might have ceontributed, is:
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rore difficult to determine.

Equally ambiguous as to its origin is the information on the increase
in assets which might have been due to efficiency gains or to acquisitions,
The data however, indicate an impressive increase in assets of industrial
enterprises between 1969-78 with especially favorable results for the
cenglomorates., The 100 lArgest enterprises listed by Dahse (1979, PP. 195-
197) had an average increase in assets of 52%. Moreover, 85% of the
enterprises whose assets increased were controlled by one dozen largest
conglomorates, while only 25% éf the enterprises vhose assets Gecreased
were owned by grupos.

Table 9 also shows profit-to-cost margins for several agricultural
processing industries, The data point to a'decline in the margin, and
hence in profitebility, between 1967 and 1979, Similar lackluster
conclusions cn profitability emeré;‘from the study of financial statements
of industrial firms for the pericd 1977-81. Galvez and Tybout (1985)
conclude that exportable goods prodﬁéegs.ahd inport—competing firms‘did
relatively poorly while firms operating in the nontradable sector did well.
The grupos, cperating mainly in the expoztabie gocds sector, suffered,
although they did better than other enterprises in that sector. However,
the overall return-on-ecuity of the grupos was excellent.zs a result of
access to credit and to low financial costs through the banking enterprises
they controlled. The average grupo-affiliated corporation in the sample
had by 1981 accumulated nonoperating assets that accounted to more than 202
of its total asset stock, and at times as high as 50%. These nonoperating
earnings (largely unrealized capital gains on share boldirgs) helped offset

the relatively poor operating performance of the grugoes.

8. Postlude to Privatization




Ey 1583 the "Chilean miracle" yielded widespread bankruptcies of
financial instituitions and govern..T.ent "interventions" and naticnalizaticns
of private enterprises. The foreign debt reached US$17 billion, or
US$1459 per capita. Debt servicing rose to approximately 80% of exports;
foreign capital inflows dried up. GDP declined by 14% and Atixe ceuntry had
entered its worst depression in history. It is ironi;: that the

privatizaticn of financial intermediation and of industrial enterprises

which wes initially handicapped by the unavailability of credit was de

facto reversed by the ensuing debt bonanza.

The extravagant use ‘of debt by private firms had its origins in
linkages between financial intermediaries and industrial enterprises which
were fostered by the concentraticn of assets in a few conglemorates:

In Chile by late 1582 private fimis were more incebted than state
enterprises; within the private sector, extreme indebtedness was found
among those that controlled banks (and that had acquired frcm CCRFO
those firms nationalized under the Allende Presidency). Between 1975
and 1982, Chile went frcm a financially shallow econcmy, where :
inflation had wiped cut real value of debt, to zn excessively
financially deep eccncwy where creditors cwned a very large share of
real wezlth, a clear case of "tco much debt and too little equity”.
Interpenetraticn of econcmic and finencial pewer apcears to have
rezched ‘extraordinary levels, The two largest btusiness groups in
Chile by late 1862 ccntrolled the principal insurance ccrpanies,
rutual funds, brokerzge houses, the largest private company rensicn
funds and the two largest private ccmmercial banks; abcut helf of all
private external cebt was chanelled throuch the demestic banking
system, so control: of banks allowed rezdy access both to cdemestic and
foreicn credit. By late 1582 many banks had lent one cuarter of more
of their resources to affiliates (Diaz-Alejandro 1985, po. 13-14).

By Noverber 1681 the position of two inportant Chilean banke and
several "financieras" had already beccme critical. They were "intervened”
by the Central Bank. More "interventions" follcwed in the first half of
1982, BAs oppcsed to the harsh bankruptcy prcceedings, "interventicns"
involved a genercus expansion of credit to the private éector. By thé

beginning of 1963 the two biggest conglcmorates, Cruzat-Larrain and Javier




Vial, and several smaller "grupos" had crashed. The government, refuge of
last resort, picked up thei.r holdings, which ircluded a good many of the
previously privatized enterprises. . At the same time a massive intervention
in five banks, the liquidation of another three, and the direct supervision
of two more, left the government in control of a good share of the Chilean
corporate sector, as well as its domestic and foreign debts. The
retrenchment of the government from its economic functions, alas, did not

prevent it from "...accumulating an explosive zmount of contingent

liabilities to both foreign and domestic agents, vwho held deposits in, or

made loans to the rickety‘démestic financial sector" (Diaz-Alejandro 1985,
p. 10).

But: -

The momentum has continued. Late in 1984, the government announced it

wculd sell shares in Banco de Santiago and Banco de Chile, the biggest

of the five banks it took over in the January 1983 crash; shares in

two of the biggest pension funds, AFP Santa Maria and AFP Provida

(likewise part of the former Cruzat-Larrain and Vial empires); and up

to 30% of shares in the 15 state-run companies held by CORFO. (The

Economist, Decerber 21, 1985). .
9. Conclusicn

The claims mzde for or against privatization are surely extreme. At
its best, privatization creates competition, efficiency and wealth. At its
worst, it substitutes insensitive private-owned reonopolies for insensitive
public-owned cnes arnd feeds corruption. Similarly, the case can be mzde
that the government should not be in certain business to begin with —
whether mining copper or making loans. And cne can also make the case that
the government should be in that certzin business. At this geﬁeral level
of discourse the questicn whether to privatize or not to privatize revolves
rore arournd ideolcgy than around positive analysis.

" Privatization in Chile, however, took place within such an intensely
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ideolegical econcmic envircnment that its effects cannot be easily
disentangled from those of other extreme eccrncmic policies. The econcmic
ideology in (hile was radical conservative and privatizaticn was only one
of the compecnents of the economic liberalization policies. Other
corponents of the policy were the withdrawal of the state frem its
- regulatory and develcpmental functions; the general retrenchment in the
fiscal and monetary role of the government; the opering up of the econcmy
to international trade and financial flows; and unlezshing free market
policies with regards to price, wege and income determination. 2s a result
of the complexity of the liberalization package and the irterrelationships
of its components, it is difficult to evaluate privatizaticn per se. tor
should cne ke tempted to equate coincidence with cause vhen discussing the
Chilean debacle and the de-privatization that follcwed in the early 1S80s.

still, several cerclusions can be drawn which might help prevent in
other cases what went wrong in Chile.

Wnich enterprises to privatize in a cuestion that requires a pragmatic
rather than en ideolcgical enswer. The only gain in privatization arises

assumed that private enterprise is more efficient in ocerzting

certain assets. Even then it still has to be decided whether outright
private cunership rather than a leasing arrangement or z managerment
centract is more cenducive to increasing efficiency; and if the former is
the case, whether government participaticn as minority shareholéer end/or
government regulaticn is still desireble. A blanket decision for wholeszle
privatizaticn is often based on unwarranted credulity akcut the

effectiveness of certain market institutions which might not even exist in

rany cdevelcping ccuntries.

The financirg end the timing of privatizaticn are especially sensitive

issues. The sale of public asseats, whether Treasury debt or state—cuwned
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enterprises, is always ccnpetitive to new private capital formation. The
damzge is contained if privatization is tired.when private savings are
increasing and thus the sale of extant public assets does not crowd out
private securities vhich would finance private capital formation. This is
likely to happen under two conditions: if there is a well cevelcped and
efficiently functioning capital market, such as a vigorous stock exchange;
and if privatization takes place during a period of econcmic expansion,

rather than contracticn,

There is always the risk that privatization, far from leading to

further economic democratization, it rewards instead thé lccal elites vho
buy back, in many ihstances at magnifice_'.:t discounts, their old businesses
that were nationalized because of their failure to repay government-
guaranteed loans. The situation beccmes worse when privatizaticn takes
place in the absence of dcmestic capital markets, and during pericds of
tight monetary and fisc.ﬁl policies. Foreign czpital beccres the cnly
source of financing and the multinationals or those with easy access to the
international capital market becore the most likely buyers of the
privatized sector of the econcmy. This is how the process of increasing
concentration and menopolization was set in motion in Chile. It vas
greatly facilitated by the control of the banking system and of the
financial institutiens by a few conglomrerates.

Once the cbject, the timing and the mode’ of financing privat‘ization is
settled, still the methed of selling must be chosen; the amcunt to be
raised must be determined; and the company's potential must be assessed.
This step is especially important in open, demccratic societies where
accepting the market price for state enterprises can entail great risk for
the political authorities. Typically there is a consicerable differerfce
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between the original investwent costs and the earning power of state
enterprises, on which buyers' offering prices are based. Aall the. factors
that impeded econcmic efficiency in an enﬁerprise under privatization —
inept management, overstaffing, outmoded tecknolcgy, peor location —
induce a prospective buyer to deeply disccunt the enterprise's book value.
The purpose of the careful study of the company and of the methcd of
selling is not so much to increase the profit of the T:easury frem the
cperation. There is hardly a way to make a "p:ofit" out of privatizatien,
It is rather to avozd corr:uption and to dlccourage what has been called in
the Philippines "cronies' cap1tallsm .

BAs privatlzaticn—fo:—profvt becozres a non-issue, so dces pnvatlzation
for dealing with budget deficits. A friend (Ecb Eisner) recounts: "My
late father-in-law had a quip — perhaps abcut himself, after bravely

cpening a law office in the depths of the Depression. 'Bad a gcod day

today, ' he weuld say. 'Sold my desk!'"

Disposing of the public Treasure (whether Caravaggios or public
enterprises) to meet shortfalls in government ircome does nct make any
acceunting sense, If the government kept its acccunts like any private
business, with separate catecories for current and for capital expenditure,
divestiture of public assets weculd not affect profits and lcsses. The
nonsense of reducing the deficit by selling out the national assets weuld

not then seem even sugerficially plausible.




*The author is Professor of Economics, Focd Research Institute, Stanford
University, Stanferd, California, 24305, U.S.A. :

Iror 2 chronolegy and a detailed descripticn of the liberalization sequence
see Corbo (1985a).

2The decline in the budget deficit from 24.6 percent of GDP in 1973 to 2.6
percent in 1975 was partly accomplished by dismissing 100,000 government
employees (Edwards 1985, p. 226).

3For example, there were public capital contributions for replanting felled
forests with the stipulation that the government would participate in the
profits of harvesting when the trees matured. Such an arrangerent can be
viewed, alternatively, as an outright gift, a loan at zero interest rates,
or the beginning of the de-privatizaticn of the forests.

4Following the rollback of land reform (see below), wvater rights in many
cases were returned to the pre-reform cwners, even thcugh their land might
have been exprepriated.

SThis section draws heavily on Knudsen and Yotopculos (1885).

6The BIE is legally defined as equivalent to one hectare of first quality,
irrigated land in the Mairo Valley of Central Chile. BIE ccnversicn
ccefficients had been assigned to each zone and sub-zcne cn the basis of a2
nationwide land survey carried out in 1565.

7In terms of physical hectares, rather than BIH, expropriated area amounted
to 52 percent of the total. Of that total, the reformed sector retained 42
percent (i.e. 21 rercent of Chile's total land area).

8The Banco de Estado's share in the market which was 50 percent in the .
beginning of the decade fell to 14 percent of the loans in 1981 (Ffrench--
‘Davis 1983, p. 907).

9 R . c e : P

“At the same time the limitation of interest rate charges for the barnks was
ronthly 2.6%. This differential gave an advantage in the early years to
the financieras.

10Ffrench-Davis (1983, p. 908) remarks cn CCDELCO: "The state copper
corporation (CCDELCO) has undergene powerful onslaughts from the economic
team but has succeeded in warding them off. Even so, it has suffered
budgetary restrictions imposed by the Ministry of Finance despite the
substantial profits it has contributed to the treasury. It has only been
able to make investments that have allowed it to maintain the producticn
level reached in 1977. Within the contradictions produced by the
privatizing dogma, the government hes encouraged, unsuccessfully hithkerto,
the cevelcpment of other copper deposits to be operated by fcreign
conpanies. Paradoxically, these deposits, although rich in a world
context, are less so than those mined by CCDELCO, which hzs suffered
systematic constraint in its expansion. The dogra of privatization has
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proved strenger than the search for econcmic efficiency."

lll:.IB(}R rates were aktcut 6% in 1976 arg 1977, 9% in 1978, rose from 12 to
14% in 1979 and 1980 and to 17% in 1561, to decline to 13.5% in 1982. fThe
Gollar rate in Table 1 is the £X post interest rzte on doller loans which
also reflects currency eroreciation. In 1977, for example, the ex ante
dollar interest rate was 9%, but the ex post rate, which also considers
currenCy appreciation, became -102.

lzZahler (1980) estimated the profit for thosa enterprises that had access
to external credit in the pericd 1876-1979 to ke on the order of US$800
million. R

L3por details on the varicus exchange rates and chronclogy of the events of
Corbo 1985a, pp. 914-15.

ldmpe selectivity of foreign lenders in favor of established institutions
with existing ties to the international cepital market is predictable in a
transaction that involves a Fromise to repay in the future. Sirce there is
no full-prcof system in determinirg the true intensions of the borrewer,
the lender can cnly guard against zdverse selection of risk by sorting
custcmers based cn previcus exgerience and by putting a ceiling on what
arms-length custorers can borrow, regardless of their willirgnes to pay
higher interest rates (Stiglitz and Weiss 1981),

lsThe Eerfindahl index is the sum of the square of the share of sales of
exch esteblistment in totzl shares. Its upper limit is cne for a mencroly,
its lower limit is 1/n, where n is the nuzber of firms sharing ecually in
sales.
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TADLE 1
HACROECONOMIC INDICATORS

.Change in Monctary BDase
‘(at end of month) . Changes in Money Real Interest Rate
Public Sector Supply (percent, annual)
Uneaployment Deficit Douestic Exchange (porcent) Peso Dollar
Rate (percent of GDP) Credit Operations M1 M2 Loans Loans
(3) (%) (5) (6) (7) (8) (9) (10)

-~
-

Year

1960
1961
1962
1963
1964
1965
1966
1967
1968
1969
1970
197
1972
1973
1978
1975
1976
1977
1978
1979
1980
1901
1582

18.9 32.7

18.8 17.1

21.7 26.5

k0.h 3%.9

LR 39.%

- 58.6 5.8
303.2 -109.2 %8.3 %6.8
215.5 21.9 30.1
142.0 29.4 29.2
74.3 k0.2 ho.2
2848.9 51.8 50.8
632.1 90.6 9%.5
2205.8 Y 96.0 91.3
2540.5 272.5 285.5
8hs.5 300.9 278.6
1h8.07 572.10 232.08 -
79.31 765.67 212,58 - 209.77
275.12 389.60 164.97 225.40
-258.26 781.72 8u.m 115.80
~176.67 832.43 59.84 05.82
-158.03 791.67 58.1y 57.91
-143.49 -66.59 32.81 . 89.48
30h8.06 =-2199.55 =5.11 =~15.31
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Notes:
Col. (3), Creater Santiago, U. do Chile.

Source:
V. Corbo and J.M. Sanchez (1905), "Adjustments by Industrial Fliwms in Chile

During 197h-82," tn V. Corbo and JU. de Melo (eds.), “Scrambling for Survival:
llow Firms Adjusted to the Receut Neforms in Argentian, Chile, .and Uruguay,*
Washington, D.C.: Tho World Bank, World Bank Staff Working Papers No. 764,

pp. 83-117.




TABLE 2

MACROECONOMIC INDICATORS, TRADE SECTOR
(millions of dollars)

Total -Net
HNet Capital Inflow Surplus in Surplus in
Capital Except Foreign Commercial Current Changes in Price of Copper
InClow Reserves Investment Account Account lteserves (centa per 1b)
Year (1) (2) (3) - (n) (5) (6)

1960 6 -36 -148 -28 31
1961 188 154 -2m -109 29
1962 133 -88 -182 -h9 29
1963 108 -61 -158 -28 29
1964 152 -18 -132 23 - ny
1965 . 66 69 =57 LY 59
1966 168 91 -82 120 70
1967 126 105 -127 -23 51
1968 295 110 -135 118 56
1969 223 2487 -6 115 67
1970 268 156 -81 114 64
1971 =27 -16 -189 - -300 49
1972 321 -253 -387 -231 19
1973 333 3 -294 =21 81
1974 218 -17 157 =211 =55 93
1975 58 210 -4 -h91 -3n4 56
1576 238 199 -1 “1h8 hin 64
1977 240 572 16 - =551 13 59
1978 679 1916 e -1048 712 62
1979 922 2247 233 -1189 1256 90
1980 1809 3165 170 -1971 1760 99
1981 2948 1769 376 -4814 - -296 79
1982 860 1301 -— -2382 -1198 67

Notes:
Definttiona: Col. (5) + Col. (2) = Col.- (6) + Errors and Omissions = 0

Source:

V. Corbo and J.M. Sanchez (1985), "Adjustments by Industrial Firms in Chile During 1974-02,"
in V. Corbo and J. de Melo (eds.), "Scrambling for Survival: How Firms Adjusted
to the Recent Reforms in Argentian, Chile and Urupuay,®™ Washington, D.C.:
The World Bank, World Bank Staff Working Papers No. 764, pp. 83-117.




TABLE 3

PARTIAL LIST OF PRIVATIZED PUELIC ENTERPRISES
IN THE AGRICULTURAL SECTOR

Central Pisquera Elqui

Central Pisquera Ovalle

tomatera de Malloa

Central Fruticola Aconcagua

Planta Lechera de Punta Arenas

Planta Lechera Soleche

Complejo Avicola de Talca

Complejo aAvicola Proalin

Central Fruticola Curicé

Complejo Avicola Santizgo

Complejo Avicola Ochagavia

Complejo Avicola de Cvalle

Complejo Avicola de Bntofagasta

Faenadora ¢e Aves Lomas Coloradas

Planta Lechera de Ovalle

Central Fruticola

Equipos Deshidratacores de Hortalizes Llay-Llay
Pisquera Alto del Carmen

Equipos Seleccionadores de Semillas

Planta Faenadora de Cerdos (PFC) Chillan
PFC Concepcidn

Olivarera Azapa

Fruticola San Fernando

Fruticola Maipo

PFC Rancagua

PFC Tierra del Fuego

Siles ce Melipilla

Silos San Fco, de Mestazal

Silos de Resario

Silos de Nencagua

Silos de Curicé

Siles de Retiro

Cecinas Cerdo Cooperativa Santizgo

Equipos Cecinas Traiguén

Lechera Coyhaicue

Clasificador Lomas Coyhaique

Olivarera Euasco Bajo

lermeladas Freirina

Equipos Seleccicnadores Semillas

Terminal Pesquero de Chinguihue, Pto. Montt
Seleccicnacora de Semillas de Frejoles Rosario
Seleccionador Semillas c¢e Papas de Corte Alto
PFC Valparaiso

Unidades Ceshidratadoras de Kongos y Hortalizas
Avicola Llanos de Calcera

PFC Puerto bentt

Cecinas Llanquihue




48. PGC Valdivia

49, Equipos Fruticulas San Felipe

50. Equipos Deshidratadores de Hortalizas Colina
51. Equipos FFC Castro

52, Equipos Incubacién Ovalle

53. PFC Puerto Chacabuco

54, Equipos Tomates y Fruticolas (ex-Rengo)
55, Equipos Fibras Maturales

56, Envasadora de Carnes La Ezcienda

57. Frigorifico Csorno

58, Complejo Industrial Lo Valledor

Source:

Maximilizno Cox (ed.) (1983), Agricultura Chilena 1574-1982: Politicas,
Evolution v Compesinado. Santiage: Desarollo Cerpesino S.A., vol. 1,
. 123-1325. :




TABLE 4

DISTRIBUTION OF EXPROPRIATED LANDS IN PHYSICAL
HECTARES (PH) AND ESTIMATED BASIC IRRIGATED
HECTARES (BIH), 1979

PH BIH
Hectares Percent . Hectares Percent
(thousand) (thousand)

Total agricultural land 14,599.3 2,082.8
Total expropriations 9,965.9 895.6
Adjustments 2,997.9 253.5
Revocations 2,298.8 143.5
Partial restitutions 699.1 110.0
Transfers 2,378.4 115.3
To non-profit
institutions 880.5
CORA reserves for non-
profit institutions 868.3
Auctioned 629.6
Allocations : 3,804.6
To cooperatives 1,087.1
To smallholders 2,036.3
Others 681.2
Pending 785.0

n

w =3
. .
[o-N =]

[o-]
.
[

42.7

42.1
30.5
502.5
95.9
372.3
34.3
24,4

N = w
~ood oo™

O oYW=

Source:

L.S. Jarvis (1985), "Chilean Agriculture under Military Rule: From Land Reform
to Reaction, 1973-80." Berkeley, California: University of California
Institute of International Studies, p. 12. -




TABLE 5
CORFO: STATE ENTERPRISES AND STATE OWNERSHIP SHARE, SEPTEMBER 1973

Enterprises
Share Owned Number Fercent

Less than 10g . 52 9.8
Between 10 and 50% 20 3.8
More than 50% 202 37.8
Requisitioned or intervened by

CORFO without owning shares 259 48.6

TOTAL 533 ‘ 100

Source:
Fernando Dahse (1979), "E1 Mapa de la Extrema Piqueza. Los Grupos Economicos
'y el Processo de la Concentracion de Capitales." Santiago: Editorial hconcagus
'Coleccion Lautaro, p. 176




TABLE 6

CORFO ENTERPRISES STILL REMAINING IN THE STATE

Firm

State Owne

rship

Cia. Chilena de Nav. Interoceanica S.A.

Sociedad de Navegacion Petrolera S.A.

Enpresas de Viviendas Economicas Pref.
El Belloto Ltda.

Automotriz Africa S.A.

Industria de Conjuntos Mecanicos
CORMECANICA S.A. )

Cia. Minera Carolina de Michilla

Cia Minera Tamaya S.A.

Cia. de Petroleos Chile S.A.

Empresa Minera Mantos Blancos

Empresa Comercializadora de Camiones Ltda.

Cia. Minera Chanaral Tal Tal S.A.

Fabrica Electronmecanica FEMSACO S.A.

Pesquera Nueva Aurora S.A.

Cia. Minera de Panulcillo S.A.

MADECO

ARMCO Chile S.A. Metalurgica Industrial

Cia., de Nav. Interoceangas S.A.

92.95
55.1

100.00
80.0

100.00
51.0
56.7

6.2
11.68

100.00

80.0
100.0
100.0
100.0
21.56

30.0

37.5

Source:
Fernando Dahse (1979), "El Mapa de la Extrema Riqueza.

Los Grup

Economicos y el Prausso de la Concentracion do Capitales.™®

Aconcagua Coleccion Lautaro, p. 182.

os
Santiago:

Editorial




LUUK VALULS AND SALES PHRICES OF CERTAIN PRIVATIZED ENTENPUISES, 1974-78

Stato Ownership

Firn {percent)

Salea Price
US$ willion)

look Value
(Us$ willion)

Purchaser

Fanaloza
Esbotelladora Andina
Pesquera Indo

R. Lota Green
Polpaito

P. Guanaye

Celulosa Arauco
Forestal Arauco Ltda.
Inforsa

Panal

Pesquera Coloso
Dinac

Pesquera a Lquique
Turismo Bio-Bio
Inacesa

Cristalerias Chile
c.C.u.

Masisa 17.08
Indus 30.74
Carozzi 20.0
Madeco 21.63
Vapores : 5.0
Ends 100.00
Vinex 100.00
M. Cerro Negro 100.00
Gasco . 100.00
Astilleros Marco Chilena S.A. 100.00
Prodinsa k 29.15
Danco Espanol 93.95
Banco Chile 30.07
Banco Israelite 95.91
Banco Sud Americano 713.39
Banco Talca 89.55
Banco Concepcion 92.08
Banco del Tabajo 83.83
Banco Chileno Yugoslavo 78.16
Banco Reg. Linares 13.59
Danco Chile 0.03
Banco Sud Americano 12.02
Banco Chile 4.50
Papelea y Cartones 8.95
Banco Chile 11.0
Celeco S.A. y Celco Ltda. 100.00
Cezento Molon 82.0
Firestone 30.0

68.05
51.00
50.22
50.13
75.10
81.79
99.65
99.65
56.55
100.00
100.00
98.87
76.25
100.00
99.99
46.03
34.13

TOTAL uss 551.00

Source:

2.68
0.49
1.14
0.82
6.07
0.76
39.65
50.93
36.07
.56
10.56
3.06
8.25
0.087
2.95
3.04
9.72
0.27
3.37
0.53
5.00
0.13
0.09
5.81
0.26
- 8,23
0.92
0.38
13.02
12.0%
3.
10.67
9.50
15.h7
12.30
0.46
0.21
0.31
3.06
11.53
3.43
27.0
50.0
h1.0
6.0

Us$  731.83

2.68
0.49
1.14
1.52
T.6%
20.00
36.15
67.18
32.50
63.50
26.20
7.01
.01
2.10
38.25
5.0
22.85
1.67
11.69
1.62
h.83
3.76
8.40
6.53
2.00
8.21
5.95
1.45
27.31
R1.56
9.90
23.95
1.37
23.45
23.98
2.22
0.18
0.04
3.92
6.22
15.06
15.20
8.1
19.9
77

Fernando Dahse (1979), "El Hapa de la Extrcma Riqueza. Los Grupos Economicos

IMaz Mateluna
Banados/Vergara y otros
Anpeling

Godoy Pena

Extranjera
Cruzal-Larrain

Vial J.

Gajmez
Cruzat-Larratn
lukaje y otros
Anpgolint

Lukaic

lirivnos y otros
Cruzat-Larrain/R. Claro
Cruzat-Larrain y Edwards
Angolini A.

Vial J.

Varios
Exlranjero
Varios

Sahlt R,

Stein G,
Hustakis

Luksic y otros
Extranjero

Sacnz 0. y otros
Pulg y otroa
Vial y otros
Varloa

Luksic y olros
Calar
Ascui/Martinez y otros
Eduwards y Sald
Gazwuri A.
Vartos

Varios

Lukaic y otros
Vial y otros
Hattoe E.

Vial y otros
Cruzat
Extranjero
Extranjero




TABLE 8

INVESTMENT AND SAVINGS IN CHILE, 1970-82

Gross Capital
Formation on Gross Domestic
Fixed Capital/ Depreciation/ Savings/
CDP GDP GDP
(percent) (percent) (percent)

20.4 11.0 21.6
18.3 11.9
14.8 10.4
1.7 19.2
17.4 11.8
15.4 15.7
12.7 14,1
13.3 1.7
14.5 10.5
15.6 11.0
17.8 1.4
18.5 n.a.
13.8 n.a.

-, b - b —n
o o

SUVWwW-=0ounnoounw
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.

Source:

Sebastian Edwards (1985), "Stabilization with Liberalization: An Evalua
of Ten Years of Chile's Experiment with Free-Market Policies, 1973-83
Economic Development and Cul tural Change, Vol. 33, (January), p. 239.




TABLE 9

CONCENTRATION AND PROFITABILITY IN AGRO-INDUSTRY, 1967, 1979
Concentration .
Herfindah Index Four-Firm Index Profit-to-Cost Margin
Industry 1967 1979 1967 1979 1967 1979

lHeats 0.028 0.0568 0.231 ! 0.398 0.175 0.239
Balry 0.052 0.118 0.338 0.578 0.362 0.322
Fruits 0.063 0.075 0.387 0.439 0.469 0.159
Fish 0.056 0.053 0.371 0.360 0.503 0.301
Oils 0.068 0.077 0.404 0.434 0.360 0.337
Grain 0.018 0.024 0.164 0.190 0.227 0.130
Bakery 0.013 0.034 0.199 0.321 0.366 0.305
Confectioners 0.137 0.168 0.683 . 0.778 0.478 0.252
Animal Feed 0.130 0.289 0.677 0.829 0.299 . 0.267
Wine 0.015 .,0.016 0.178 0.332 0.334 - 0.277
Sawmills 0.007 ' -0.049 0.101 0.371 - 0.497 0.400
Wood & Cor. 0.042 0.053 0.335 0.363 0.474 0.199
Pulp & Paper 0.189 0.181 0.771 0.787 0.470 0.367
Paper 0.096 0.509 0.532 0.864 0.473 0.653

Source:

J. de Melo and S. Urata (1984), "Market Structure and Performance: The Role
of International Factors in a Trade Liberalization," World Bank,
Discuasion Paper DRD71.









