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An Economic and Numismatic Analysis
of Chronic Inflation in Chile, 1880-1960

By Richard A. Banyai
INTRODUCTION

PART I.

The Latin American nation of Chile for well over
eight decades has experienced chronic inflationary pres-
sures. Indeed Chile's monetary history is an interesting
study from the viewpoints of both the economist and
numismatist. The specialist in Latin America will also
find this paper of interest especially regarding the charts
in Part II, which reveal the components of Chile's money
supply for this particular period.

The map herewith depicts Chile's location in South
America. Chile has been described as the long land.
In the following excerpt from his book, Carleton Beals
has described Chile well:
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South America is shaped like a man with a big paunch.
The paunch is Brazil, sticking out toward Africa. Chile is
the lean meat along the backbone—the great spinal column
of the Andes. Chile also provides one of the legs of the
manshaped continent. The toes stick out into the icy
South Seas, and the big toe is blunt Cape Horn, a rock
cliff on the southernmost island of the Tierra del Fuego—
Fire Land—archipelago.

Thus Chile is a long thin land. 1 t is a narrow ribbon of
crisscross valleys and mountains, deserts and forests, lakes
and fiords, that stretches nearly three thousand miles from
torrid zone to the sub-Antarctic, from heat to snow, from
sea level up to the world's highest peaks outside the
Himalayas. ( I, p. 1*)

The first section of this paper will cover Chile's early
monetary history up to 1931. The second section will
cover the period from 1932 to 1960 which, in the writer's
opinion, is the most interesting and most important in
Chile's financial history mainly because it is an era of
chronic paper currency depreciation. In both sections of
this paper there will be specimens of the private, Treas-
ury, and Central Bank of Chile issues of paper currency.
The specimens of paper currency are products of the
periods and events under discussion and form an integral
part of this paper.

The early history of finance and banking developments
in Chile up to 1879 reveals no abnormal trends, that is,
no severe monetary upheavals. In contrast to its later
strong propensity toward inflation over many decades,
Chile long enjoyed a unique reputation among Latin
American countries for financial stability. For several
decades after independence, the landowning elite, which
dominated the country's political life throughout the 19th
century, was strongly opposed to anything but metallic
currency. One Finance Minister exclaimed in 1824 that
bank notes convertible into specie would be admitted
"only at the point of the bayonet. The person who dared
propose it would be looked upon as a dreamer, a tyrant,
even a heretic." The "calamities suffered" by other Latin
American countries (which were also politically far less
stable than Chile in the period after 1830) because of
excessive issues of paper money were important at that
time in causing Chilean authorities to show prudence in
monetary matters.

With the expansion of commerce, the idea of a
governmental bank of issue was much discussed in the
1830s and 1840s but it was finally rejected because of
widespread fears of mismanagement and inflation. The
right of issue granted in 1849 to one bank, The Banco
de Chile de Arcos y Cia., was withdrawn the following
year upon public protests and an adverse decision by
the Supreme Court.

The needs of the growing economy for means of pay-
ment and the distrust of governmental economic activi-
ties or regulation combined in 1860 to produce a bank-
ing law which established the principle of free, almost
wildcat, banking. Private banks of issue were permitted

* Numbers in parenthesis refer to reference and page
numbers.
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Twenty peso notes of the private banks of D. Matte & Co. and the Bank of
Curico. (American Bank Note Co. engraving)
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to operate subject only to the provision that the right
of such banks to issue notes would be limited to 150 per
cent of their capital. The legislation "fixed no minimum
capital requirement, no limitation on the nature or
maturity of loans, no reserve requirement against either
deposits or notes, and no provision of any kind for
supervision or inspection by the government." (9, p.
164)

A few commercial houses had small banking facilities
to complement their regular business. Before 1860 a
small volume of notes had been issued occasionally by
some of these houses. But paper money was not in gen-
eral circulation until after 1860, when the first general
banking law was passed. Even then issues were small
at first, since there was no developed banking system
to take immediate advantage of the new law.

The banking law contained few restrictions on note
issues. Only denominations of 20 pesos and over could
be used, and note liabilities of any bank could not ex-
ceed a fixed proportion of its capital (noted above).
(6, p. 7) This particular law existed until 1898, when
the privilege to issue notes was taken from the banks and
given exclusively to the Chilean Treasury.

The inflation started in 1879. Private banks had been
encouraged to increase their note issue in order to lend
to the government. The rise in prices this produced led
to a severe drain of gold and silver; in order to prevent
the failure of the banks, specie payments were suspended.
(6, p. 7) During the period 1878 to 1895, there were
governmental efforts to return to the metallic standard
by withdrawing Treasury notes and raising the value
of the peso relative to the British pound sterling, which
was the international standard at the time. With re-
markable insistence, one conversion law was piled on
another from 1892 on until one adopted in 1895 finally
proved workable, at least in the short run. (9, p. 170)

From 1878 to 1894, many of Chile's internal disorders
were traced to paper currency. The suspension of specie
payments was treated as a disease. A nation aspiring to
self-respect, dignity and prestige simply could not pollute
its currency as was the case since 1878. The intensity
of feeling was noted by an observer in 1894, shortly
before the conversion:

The President of the Republic has paper money in horror.
His firmest intention is to restore metallic circulation.
He would consider well worth while the sacrifices, dis-
appointments and bitter experiences which the exercise of
power brings with it if, upon returning to his home (at
the end of his term), he had the satisfaction of saying
that he has suppressed the inconvertible paper money and
given back to the country the normal monetary system.
. . . . (9, p. 171)

Thus the country plunged into the 1895 conversion,
probably one of the most disastrous monetary operations
of all time. In 1893-94, the average quotation of the
peso had been 14d. (British pence quotation). Re-
valuation to 18d., coming on top of a still falling world
price level, inflicted a sharp contraction on economic
activity. The peso was hardly ever quoted above its
gold export point, and a specially contracted stabilization
loan of two million pound sterling was rapidly dissipated.
Moreover, there was continuing heavy domestic demand
for gold. A run on the banks in 1898 put an end to the
unfortunate and futile episodes. (9, p. 172)

One peso Treasury note of S January 1899. Overprints
are "Direccion del Tesorero" (Office of the Treasurer)
and "Superintendencia de in Casa de Moneda" (Super-
intendent of the Mint). This issue was theoretically
convertible in gold according to the law, "convertible
en oro por El Estado conforme a la lei." (American

Bank Note Co. engraving)

The conversion was a failure. The gold value of the
paper peso was set at 18d. at a time when the exchange
rate (the price of pesos in terms of sterling) was in the
vicinity of 6d. The result was a rush to convert pesos
into sterling, a deflation within the country, business
failures and unemployment. By 1898, the country had
returned to the lesser evil of inconvertible paper money
and inflation. (5, p. 390)

The year of 1902 was set as the next possible attempt
at convertibility. This plan did not materialize. The
decade before the first World War was one of business
expansion for Chile.

It was, so it would seem, a case of the monetary
authorities catering with zeal and flexibility to the needs
and mood of the business community. Of course, the
complete failure of the authorities to exercise some con-
trol, to put on the brakes or to "lean against the wind"
still requires some explanation. But it is best accounted
for by the peculiar political structure which the country
had given itself after the Civil War (1891), with its
weakened presidential powers and its eternally and
rapidly rotating cabinets. From 1891 to 1915, the aver-
age tenure was four months for the Cabinet and only
three months for the Finance Minister.

As a result, lack of initiative was the rule, and the
government was run by an amiable clique of decision-
avoiders whose attitude has been epitomized by one of
its most prominent members, President Barros Luco, in
the immortal saying: "There are only two kinds of prob-
lems, those that get solved by themselves and those that
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defy solution." Thus, after the scarring experience with
the gold standard the essential characteristic of monetary
policy was drift, rather than a carefully hatched plot.
(9, p. 173)

This period was one of inflation (1904-07) and hard-
ship for the Chilean wage earner. The Valparaiso earth-
quake of 1906 did not help matters at all. The re-
construction projects added to the monetary problems.
Thus the period 1895-1907 which had started with a
serious deflation ended with highly disruptive inflation.

After this episode monetary conservatism was the only
logical alternative. Plans for a Central Bank of issue,
put forth by a commission of experts in 1912-13, backed
by the government almost materialized when World War
I broke out and had to be suspended by Congress.

The World War I period was profitable for Chile's
economy. This is attributed chiefly to the growth of the
nitrate trade to meet the war demand for explosives.

Herein is a chart showing essential figures of Chile's
nitrate trade:

Exports of Nitrate from Chile, 1910-17
(000's omitted)

Year Quantity (tons) Value in Gold Pesos of 18d.

Per Cent
of Total
Exports

910 2,336 232,426 71
911 2,449 262,003 77
912 2,493 286,704 75
913 2,738 314,909 80
914 1,847 212,380 70
915 2,023 232,679 78
916 2,967 338,529 67
917 2,798 475,819 68

(Source: 11, P. 440)

The nitrate trade accounted for about three-fourths of
exports during the period, a sizeable amount of trade
indeed. Copper also was a major export item of Chile.
This, too, experienced a remarkable growth under war
conditions. Herein is a chart depicting copper exports.

Exports of Copper from Chile, 1910-17
Year Quantity (tons) Value (pesos of 18d.)
910 37,804 26,630,704
911 34,587 20,501,183
912 40,897 33,550,041
913 41,323 30,894,566
914 45,227 31,891,726
915 53,587 45,409,745
916 71,904 86,639,941
917 78,183 104,413

Source: 11, p. 443)

Generally, Chile had a favorable balance of trade to
its credit. The influx of foreign exchange added strength
to the value of the peso. This chart shows the favorable
trade balance:

Chilean Balance of Merchandise Trade, 1910-17
(Thousand Gold Pesos [Peso=18d., or U. S. $ .365.1)

During this period there was an appreciation in the
value of the Chilean peso mainly due to the strong de-
mand for the peso to pay for nitrate exports and also
the heavy influx of foreign exchange. The foreign im-
porter of nitrate would bid in the market for peso bills
of exchange, thus driving up their price in terms of
foreign currencies. A slack in nitrate or other exports
would generally have reversed the situation. Since
Chilean exports are few, there is less demand by foreign-
ers for pesos to pay for Chilean exports. Therefore
on these conditions the market price of pesos drops.

In Chile foreign exchange is bought and sold for paper
pesos. The value of the peso, and hence the rate of
exchange of bills, depends on a number of highly un-
stable factors-on the quantity of paper in circulation
relative to the domestic demand for money, on rumors
as to the probability of the conversion of paper money
into specie at some fixed date, on the degree of con-
fidence reposed in the government, and hence on political
changes, political gossip or scandal, a controversy in Con-
gress or a political attack in the press. (11, p. 445)

This condition of unstable currency goes back into the
19th century. The present system began with the law
of July 31, 1898, which authorized the emission of
50,000,000 paper pesos. At the same time all bank notes
previously issued were taken over by the government.
Since 1898 the quantity of paper in circulation has been
increased to 159,840,119 pesos (up to December 31,
1916), of which 150,000,000 have been emitted under
the act of 1898. The law of 1898 provided for a con-
version fund, by means of which the conversion of the
paper money into gold at the rate of 18d. per paper
peso was to begin January 1, 1902. Conversion was
postponed, however, until 1905, and before that date was
reached a further postponement to 1910 was announced,
and then to 1915.

Meanwhile, the gold value of the paper peso, as indi-
cated by the rate of foreign exchange, after maintaining
a relatively high level through 1904 (about 16.5d.), de-
clined gradually, and for the period 1908-13 ranged
between 9.6d. (the average for 1908) to 10.8d. (the
average for 1910). On the outbreak of war, exchange
fell still lower, reaching 7 1/32d. in January, 1915, a
depreciation of 61 per cent from the statutory par.

Conversion was again postponed to January 1, 1917,
and then to January 1, 1919. In the summer of 1918,
with exchange at 16-17d., there appeared to be a strong
prospect that specie payments would this time be at-
tempted, at the par rate of 18d. named in the law of
1898. This prospect was strengthened by the consider-
able inflow of gold in 1917. Notwithstanding the reluct-
ance of the nations at war to part with gold, Chile secured
their consent to considerable shipments of specie,
especially from the United States, as a condition of sale
of nitrate. (11, pp. 446-47) Herein is a chart of specie

Year Exports Imports Balance flows in and out of Chile during this period.
910
911
912
913

$328,827
339,409
383,228
396,310

$297,486
348,990
334,455
329,518

$+ 31,341
- 9,581
+ 48,773
+ 66,792

Chilean Imports and Exports of Specie, 1914-17
(Gold Pesos of 18d.)

Year	 Export	 Import
914 299,675 269,757 + 29,918 1914 15,671	 3,686,884
915 299,591 153,212 +146,918 1915 40,357	 1,035,724
916 505,963 222,521 +283,442 1916 34,958	 30,543
917 703,544 355,077 +348,467 1917 522,507	 16,446,805

(Source: 11, P. 443) (Source: II, p. 447)
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Two varieties, five peso Treasury notes. The top issue of 31 January 1916 is an
American Bank Note Co. engraving and the bottom issue of 20 June 1918 is a
Waterlow & Sons Ltd. engraving. Both issues are overprinted "Direccion Del Tesoro"
(the Treasury Board of Directors) and "Direccion de Contabilidad" (Accounting

Office).

In addition to these gold imports the Chilean govern-
ment had collected (prior to the war) a gold fund with
which to undertake the conversion of the 160 millions of
paper pesos in circulation. At the end of 1916, this fund
amounted to 87,759,702 pesos (gold), and was deposited
in banks of foreign countries, as follows:

(Gold Pesos of 18d.)
In 	 England 	 48,765,770
In 	 Germany 	 22,225,687
In United States 	 3,124,605

87,759,702

By March, 1918, the conversion fund had grown to
94,000,000 pesos (gold). (11, pp. 447-48). With the
war over, Chile's currency resumed its fluctuation of
value mainly in a downward direction. The unnerving
instability of the country's currency was taken as
symptomatic of the incapacity of the traditional ruling
groups to govern. It contributed to the sweeping victory
of the Liberal Alliance, and anti-oligarchic coalition
headed by Arturo Alessandri, in the parliamentary and
presidential elections of 1918 and 1920.
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Two peso Treasury note of 13 April 1925; engraved
and printed by Treasury Department. The circular
overprints state, "Dirrecion Tesoro" (Treasury
Board of Directors) and "Direccion de Contabili-
dad" (Accounting Office). This issue was theoreti-
cally convertible into gold by law, "convertibles

en oro por El Estado eonforme a la lei."

The new President was pledged to restore the stability
of the currency by linking it to gold. On the other
hand, he adopted the old papelero (advocate of paper
currency) project of a government-owned Central Bank
which fitted in with his conception of the state's
responsibility for economic and social order and which

was by now also endorsed by international and orthodox
opinion. This program was quite popular because the
middle and working classes had become convinced that
paper money was a capitalist plot. Nevertheless, as the
Senate was dominated by a majority hostile to his govern-
ment. Alessandri was unable to get this or any other
substantial part of his program through Congress until
exceptional circumstances gave him virtually dictatorial
powers in 1925. (9, pp. 174-5)

The year of 1925 was a milestone in the monetary
affairs of Chile. There was an economic mission sent
from the United States to Chile in July of 1925 to analyze
the chaotic financial situation and offer a solution. This
mission, the Kemmerer Mission, offered a solution which
was enacted by decree-laws from August to October of
1925. It set up a Central Bank controlled, at least in
theory, by the bankers and safely out of the hands of
the government, and restored the gold standard with the
gold equivalent of the paper peso equal to (the gold
equivalent of) 6d. (5, p. 390) This convertibility
lasted only to 1931 and was followed by a persistent
inflation. Part II deals with the chronic inflationary
problem of Chile from 1932 to 1960.

The paper currency issues after the establishment of
the Central Bank of Chile in 1925 bear the inscription
"Banco Central de Chile" instead of "Republica de
Chile." The "Republica de Chile" inscription was on
paper currency issued by the Treasury of Chile before
1925. Before the Central Bank had been set up, all note
issue was a liability of the Treasury and additions to the
money supply generally depended upon government de-
ficits financed by such issues. But the new Bank took
over all note liabilities and had the authority to lend to
commercial banks and to the public as well as the
Treasury. Thus inflation could proceed independently
of government deficits. (6, pp. 9-10)

(To be continued.)
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