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

By Richard A. Banyai
(Continued from PAPER MONEY No. 24, Page 112.)

PART II.

Just as the medical pathologist studies a section of
malignant tissue growth so does the monetary specialist
study the financial upheavals of different countries. At
this stage a quotation by Cervantes seems appropriate:
"The beginning of health is to know the disease."

The period under analysis in this section, 1932-60,
is one of chronic inflation for Chile. Although this
period had been under close scrutiny by specialists and
scholars, there seems to have been little in the form of
so-to-speak "analgesic medication" administered to the
Chilean economy during 1932-60 to alleviate the "pain"
of the inflationary spiral.

The years from 1929 to 1932 were difficult for Chilean
exports. This was a period of depression for a significant
part of the world. Chile remained on the gold standard
during these years. This was unfortunate for Chile
and her export trade, as other currencies were being
devalued and other countries were gaining trade by these
monetary manipulations.

In mid-1931 there was political chaos in Chile as the
Ibanez regime was overthrown. A period of govern-
mental instability coinciding with the trough of the de-
pression culminated in the 100-day Socialist government
of Carlos Davila (July-Sept. 1932). (9, p. 180) This
was soon dissolved.

In 1932-33 Treasury borrowings from the Central Bank
took place on so large a scale that the money supply and
wholesale prices doubled while the cost of living went
up by 30 per cent. Thus Chile experienced a sudden
inflationary explosion after an unnecessarily prolonged
deflation, and was perhaps the only country in the
Western World which in 1933 had to fight inflation rather
than deflation.

The new administration of Arturo Alessandri, who had
now been elected with right wing support, undertook a
program of orthodox fiscal management which would
ordinarily have deepened the depression had not the
sudden monetary expansion of 1932 created a large
amount of excess liquidity which served as the monetary
basis for economic recovery. (9, p. 180)

It was soon evident that the Kemmerer Mission had
not taken the Central Bank out of the hands of the
government. What it had done was force the govern-
ment to share power with the private bankers and some
of the principal non-government borrowers. As a result,
the government could not increase its borrowing at the
expense of the private sector but had to allow the private
sector to increase its borrowing pari passu with the public
sector. (5, p. 390)

Herein is a chart of the money stock and its com-
ponents for the years 1932 to 1939. The figures were
extracted from the more comprehensive charts by John

Deaver.
given.

Only the figures for June and December are

Money Stock, Chile 1932-39
(Millions of Pesos)

Demand Time Total
Year Cash Deposits Deposits Money Stock
1932
June 289 392 545 1,226
Dec. 357 652 547 1,556
1933
June 351 800 603 1,754
Dec. 349 899 651 1,899
1934
June 357 1,048 684 2,089
Dec. 400 1,093 720 2,213
1935
June 425 1,096 840 2,361
Dec. 487 1,128 895 2,510
1936
June 498 1,316 931 2,745
Dec. 565 1,255 1,070 2,890
1937
June 620 1,370 1,142 3,132
Dec. 630 1,221 1,202 3,053
1938
June 661 1,213 1,279 3,153
Dec. 719 1,247 1,328 3,294
1939
June 808 1,381 1,327 3.516
Dec. 862 1,449 1,312 3,623

(Source: 6, pp. 61-63)

Next is a chart depicting percentage price increases in
Chile for the 1930 to 1940 period. These figures were
extracted from Albert Hirschman's more comprehensive
charts.

Rising Prices in Chile, 1930-40
Percentage Increase by Decade 1930-40
Period	 Percent	 Average Annal Rate
1930-40	 94	 7
Percentage Increase During year 1930-40
Year Per Cent
930 -5
931 -4
932 26
933 5
934 9
935 -1
936 12
937 10
938 2
939 7
940 10

(Source: 9, p. 160)

Data are taken from cost-of-living
indexes for Santiago. The ten year
data are based on the average value
of indexes for terminal years, while
the yearly data from 1930 to 1940 are
calculated for 12-month periods run-
ning from December to December.
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One, five, ten, and one hundred peso notes of the Central Bank of
Chile. Dated 12 Sept. 1932, 18 April 1927, 10 June 1929, and 14 May
1928 respectively. Provisional bills convertible in gold according to
the law—"convertible en oro conforme a la ley." A government

printing, "talleres de especies valoradas."

The period from 1939 to 1952 has been named the
"Radical" years. The reason for this is that the party
members who occupied the presidency were Radical
Party members—Pedro Aguirre Cerda (1938-41), Juan
Antonio Rios (1942-46) and Gabriel Gonzales Videla
(1946-52).

This period was noted for its fiscal deficits, monetiza-
tion of balance of payments surpluses, massive wage and
salary increases in excess not only of productivity gains
but often of price increases as well, bank credit expan-
sion, war-induced international price booms, and Central
Bank credit to state-sponsored development agencies.

The war and post-war years, 1940-50, witnessed both
a large increase in the money supply coupled with the
above-mentioned explosive inflationary potential and a
rapid rise in the cost of living index. Although anti-
inflationary measures were taken, i.e., price controls and
subsidies, they proved to be of limited value.

Another important line of policy-making on inflation
during Chile's "Radical" years was the attempt to live
with it—to soften its impact should it come in spite of
all efforts at control. Under this heading belong all
measures to protect various sectors of the population or
the purchasing power of various kinds of income against
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rising prices through more or less automatic readjust-
ment mechanisms. A most important step in this direc-
tion was a 1941 law prescribing annual revisions of the
"minimum salary." (9, pp. 185-6)

This annual revision entailed an adjustment each
January 1st of minimum salaries. That is, a price index
is a base and salaries are adjusted according to the rise
in the index of the previous year.

Next is a chart depicting percentage increases in prices
in Chile from 1940 to 1950. These figures were obtained
from Hirschman's more comprehensive charts.
Rising Prices in Chile, 1940-50

Percentage Increase by Decade 1940-50
Period	 Per Cent	 Average Annual Rate
1940-50 	 412	 18

Percentage Increase During year 1940-50
Year	 Per cent
940 10
941 23
942 26
943 8 Data	 are	 taken	 from	 cost-of-living
944 15 indexes	 for	 city of Santiago.	 The
945 8 ten-year data are based on the ave-
946 30 rage	 value	 of	 indexes	 for	 terminal
947 23 years,	 while	 the	 yearly	 data	 from
948 17 1940-50	 are calculated	 for	 12-month
949 21 periods running from	 December to
950 17 December.

(Source: 9, p. 160)

The following chart depicts total liquid assets held by
the public in Chile, 1940-50. The figures were extracted
from David Grove's excellent study.

Liquid Assests Held by Chilean Public, 1940-50
(Millions of Pesos)

End of	 Notes	 Checking	 Time
	

Total
Year	 & Coins	 Deposits	 Deposits Liquid Assets
940 1,034 1,934 1,312 4,280
941 1,310 2,343 1,487 5,140
942 1,700 2,794 1,633 6,127
943 2,100 3,589 1,891 7,580
944 2,390 4,130 2,324 8.844
945 2,682 4,896 2,826 10.404
946 3,170 6,444 3,085 12,699
947 3,677 7,965 3,155 14,797
948 4,316 8,959 3,472 16.747
949 5,208 10,650 4,686 20,544
950 6,316 12,139 4,994 23,449

(Source: 7, p. 34)

Indeed, the evidence shows that the decade of the
1940's can be labeled the take-off period into rapid
deterioration of the monetary unit for Chile. This
was mainly a result of the Central Bank and banking
system being rather liberal with their facilities for mone-
tary expansion in conjunction with the explosive in-
flationary factors mentioned previously; i.e., wage and
salary increases in excess of productivity and often of
price increases, bank credit expansion, and Central Bank
credit to State agencies.

The increase in the money supply from 2 billion pesos
at the end of 1937 to 18.5 billion pesos at the end of
1950 was made possible by a tremendous increase in the
assets of the Central Bank which, by providing the other
banks with additional reserves, permitted a multiple ex-
pansion of credits and deposits.

PAGE 14 WHOLE NO. 25

BANCO CENTRAL DE CHILE

le 95

504:53 S 153  

." _
1. E 1 • 1 1=1:* 	

.-21d      



WHOLE NO. 25 Paper Money PAGE 15



Paper MoneyPAGE 16 WHOLE NO. 25



One, five, ten, twenty, one hundred, five hundred, and one thousand peso
notes of the Central Bank of Chile. Representative dates are 3 March
1943, no date, 20 November 1946, 24 December 1947, 19 April 1939,
28 February 1945, and 7 June 1933 respectively. Government Bureau of

Printing and Engraving.
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The Central Bank has followed a policy of rediscount-
ing for banks any and all paper meeting the eligibility
requirements prescribed in the Central Bank legislation.
Thus, it has been purely passive in its rediscounting
operations. Moreover, borrowing from the Central Bank
has been quite attractive to the banks in view of the fact
that over the entire period under review (1937-50) the
rediscount rate was maintained at the low level of 41/2
per cent for commercial banks and 5 per cent for the
Caja Nacional de Ahorros (a government owned savings
and loan bank). On the other hand, the average rates
charged by the banks rose from 7.73 per cent during the
first half of 1937 to 10.98 per cent during the second
half of 1950. (7, pp. 40-41)

In contrast to Hirschman's figures on price increases
for Santiago from 1940 to 1950, below is reproduced a
chart of indices from Grove's study covering the whole
of Chile for 1940-50.

Indices of Wholesale Prices & Cost of Living in Chile, 1940-50
(1937=100)

Year
(end of year)

Wholesale Prices
Cost of Living

End of Year	 Average for Year
940 108 119 119
941 148 147 137
942 183 184 173
943 186 199 201
944 203 229 224
945 211 247 244
946 265 321 283
947 330 394 378
948 386 461 446
949 451 556 529
950 572 649 609

Source: 7, p. 35) ljoletin Mensual, Banco Central de Chile

For the war years, 1940-45, the paper by the Board
of Governors of the Federal Reserve System on monetary
developments should prove interesting as it deals with
Latin America and includes comments about Chile. (2,
pp. 519-30) Also for an interesting account of the
period from 1939 to 1953, Claude Bowers' book Chile
Through Embassy Windows is highly recommended. (3)

The period from 1950 to 1960 is indeed an interesting
pathological study as the price index for Chile rose at an
average annual rate of 36%. In September of 1952, in
a four-cornered race, General Carlos Ibanez was elected
President. He staged this remarkable comeback at the
age of 74, 22 years after he had been driven from power
by his helplessness in the face of deflation.

Now his victory derived from the economic emergency
gathering around the inflation crisis. Backed only by a
few minor left-wing and extreme nationalist parties, he
had no organized movement; yet he received a large
independent vote based largely on protest against the
traditional parties and their inability to stop the inflation.
The long association between inflation and parliamentary
government based on evershifting coalitions favored the
idea that all that was needed to stop inflation was for an
authoritarian person in a strengthened executive to issue
a command to that effect; ex-strongman Ibanez was ex-
pected by many to be able to do just that.

These expectations were to be totally disappointed. The
inflation gathered momentum rapidly during the first
three years of Ibanez' administration and approached the
runaway stage in 1955, the climactic year in which the

price level almost doubled. Only toward the very end
of that year was a new effort to bring inflation under
control attended by partial success. (9, pp. 192-3)

Herein is a chart listing the increases in the money
supply from 1950 to 1955. Figures were extracted from
Deaver's more comprehensive charts and cover only
March, June, September and December.

Money Stock, Chile 1950-55
(Millions of Pesos)

Demand Time Total
Year Cash Deposits Deposits Money Stock
1950
March 5,077 10,092 4,605 19,774
June 5,122 10,G93 4,708 19,923
Sept. 5,629 10,791 4,800 21,220
Dec. 6,318 11,484 5,136 22,938
1951
March 6,435 12,942 5,286 24,663
June 6,682 14,174 5,508 26,364
Sept. 7,350 14,157 5,605 27,112
Dec. 7,969 14,954 6,146 29,069
1952
March 7,920 17,168 6,152 31,240
June 9,295 18,999 6,299 34,593
Sept. 9,755 20,241 6,604 36,600
Dec. 11,497 19,511 7,102 38,110
1953
March 12,120 24,296 7,635 44,051
June 13,492 26,617 7,998 48,107
Sept. 13,659 27,797 8,809 50,265
Dec. 16,660 29,932 9,316 55,908
1954
March 16,875 37,224 10,107 64.206
June 18,774 50,057 11,586 70,417
Sept. 19,208 43,340 11,726 74,274
Dec. 22,753 47,008 11,289 81,050
1955
March 26,851 57,712 12,846 97,409
June 30,137 69,280 14,096 113,513
Sept. 32,021 71,640 14,689 118.350
Dec. 40,028 74,440 15,100 129,568

(Source: 6, pp. 67-69)

The Decree law No. 106, of July 28, 1953, bestowed
upon the Central Bank the much needed authority to
establish and vary bank reserve requirements and to
control the volume of its own rediscounts and of bank
credit in general. At the same time, it became clear
that whatever contribution inflation at a rate of 10 to
20 per cent may have made to economic or social prog-
ress in the past, it had ceased entirely in 1953-55.
Having by then reached an annual rate in excess of 50
per cent, it had sharpened social conflicts and was caus-
ing obvious economic losses, if only because of the in-
creasing frequency of strikes. (9, p. 194)

Unfortunately the Ibanez administration failed to
bring the inflation under control during its first three
years in office. Although there was an attempt in June
of 1953 to stem the inflationary tide, the reform measures
never got anywhere in Congress.

Next is a chart showing the percentage rise in prices
from 1950-55.

Percentage Increase of Prices During year, 1950-55
Year
	

Per cent
1950 17
1951 23
1952 12
1953 56
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1954	 71
1955	 84

(Source: 9, p. 1960)

By 1955 the inflation was out of hand. Inflation re-
sumed full force in early 1955 after massive salary ad-
justments of 60 per cent in January. During the first
half of the year the country had three different Ministers
of Finance, and signs of social and political disintegra-
tion multiplied rapidly. Strikes became still more fre-
quent and occurred in such vital services as transporta-
tion and hospitals; workers involved in illegal strikes
against the government agencies or essential industries
outnumbered by four to one those striking legally.

In July a general strike was called by the central trade
union organization, Confederackin Unica de Trabaja-
dores Chileiios, followed by other serious strike waves
in August. Speculation and hoarding was rife as the
free market value of the Chilean peso plummeted from
an average of 313 to the dollar (US) in January to 752
in August (the rate of 840 was quoted on August 22).
(9, pp. 199-200)

The following excerpt from the International Monetary
Fund's publication "Schedule of Par Values" reveals the
extent of depreciation of the peso unit when one con-
siders that the peso was three cents (US) or thirty-three
per US dollar in 1946.

The initial par value of the Chilean peso, established with
the Fund on December 18, 1946 at the time of its initial
determination of par values, was 0.0286668 gram of fine
gold per peso or 3.22581 U. S. cents per peso and became
effective on that date. On the proposal of the Chilean
government, in which the Fund concurred on October 2,
1953, the par value of the peso was changed to 0.00807883
gram of fine gold per peso or 0.909091 U. S. cent per peso
and became effective on October 5, 1953. . . . Forty-First
Issue, Washington, D. C. February 1966 p. 13.

Fortunately the internal inflationary crisis did not lead
to external bankruptcy because 1955 was a year of
record foreign exchange earnings from increased copper
prices and production. There was also a new coalition
of forces—a new Finance Minister, a new foreign mis-
sion, a new parlimentory majority—which prevented
the threatening runaway inflation.

The new foreign mission mentioned above was the
Washington, D. C. consulting firm of Klein & Saks. This
firm had been contracted by the Ibanez government in
July of 1955 to analyze the situation in Chile and to offer
a solution to Chile's monetary problems. The mission,
together with the aid of the Finance Minister, Oscar
Herrera, and the new parliamentary majority, proved
most helpful in slowing down the inflation.

(2) New and tighter restrictions on bank credit.

briefly the course of events during 1956-57. In this
period the inflationary spiral was not stopped, but it was
materially slowed down. The cost of living still rose
by 38 per cent in 1956 and by 17 per cent in 1957, but

It is useful at this point to anticipate and to outline

(3) A simplification of the foreign exchange system,
March 1956.

The stablization program consisted of:

(1) A bill limiting wage and salary readjustments to
50 per cent of the 1955 rise in the cost of living.

compared with the continuous acceleration of inflation
during the preceding period these figures indicated a
fundamental change in the economic climate. (9, pp.
200-201)

The above mentioned three points of the Klein-Saks
stabilization program helped to slow down the inflation.
The momentum of the program carried through to 1957,
during which prices rose by only 17 per cent, but in 1958
the reins were definitely loosened and the rate of infla-
tion returned to a lively 33 per cent. It was not so
much the weakness of the program but rather the weak-
ness of the Ibanez regime to follow through with it.

In 1958, Jorge Alessandri ran for President with right-
wing support. Alessandri's victory was widely inter-
preted as the "last chance" for the traditional elites to
show that they could solve the country's principal prob-
lems among which inflation, proceeding in 1958 at the
newly boosted rate of 33 per cent, retained a privileged
place.

The new attempt at stablization was launched in earnest
in mid-1959. This timing showed some learning from
previous attempts, including that of Alessandri himself
when he was Finance Minister in 1949-50. At that time
and in 1955-56 the stabilization effort was started at the
year-end and under the circumstances the first move in
the effort was inevitably to oppose the raising of wages
and salaries in the amount of the previous year's in-
crease in the cost of living. This move aroused con-
siderable resistance which either killed the whole effort
as in 1950 or definitely tagged it as unfairly anti-labor
from the start. On the other hand it was virtually im-
possible to launch a stabilization effort with credit
restrictions and the like right after a salary increase
at the beginning of the year. But by mid-year the
annual January rise in wages and salaries would have
largely worked itself through the price system; there
remained a few critical months prior to the next
January readjustment during which decided anti-infla-
tionary action could take effect, so that the government
could then point to the attainment of price stability in
pleading for moderation in wage and salary demands.
(9, pp. 218-19)

In April of 1959 the government and Central Bank
revised and reinforced the system of credit control. The
government took the following measures:

(1) It announced a new currency unit, the Escudo.
One escudo=1,000 old pesos. One escudo=100
centesimos=1,000 milesimos

(2) It unified definitively the exchange rate system.
(3) It stopped Central Bank rediscounting for com-

mercial banks, the State Bank, and the Treasury
while finding various ways of avoiding any
drastic curtailment of bank credit or of Treasury
resources.

The following extracts are from the International Mone-
tary Fund's publication "Exchange Restrictions: Twelfth
Annual Report 1961" covering the year of 1960, pp. 72
and 76:

The Central Bank of Chile deals in exchange only with the
Government and its agencies (including autonomous
agencies) and with authorized banks. It freely buys and
sells U. S. dollars, Deutsche mark, pounds sterling, Swiss
francs, Argentine agreement dollars, and such other ex-
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One escudo note of the Central Bank of Chile. New monetary unit for
the January 1960 reform.
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change or payments agreement account currencies as it
may decide from time to time. The Central Bank deter-
mines the rate of exchange for these transactions; since
January I, 1960, the Central Bank's rate for the U. S.
dollar has remained unchanged at E° 1.049 buying, and
E° 1.051 selling, per U. S. $1. (The E° symbol is escudo)
January 1. A new monetary unit, the escudo, equal to
1,000 pesos, was introduced. The exchange rate and all
prices and claims in pesos were adjusted at this ratio.

After the reform was instituted public confidence,
especially of the business community, was restored. Here
is a chart of percentage price increases in Chile for the
years 1955-60:

Percentage Price Increase During Year, 1955-60
Year Per cent

955 84
956 38
957 17
958 33
959 33
960 5

(Source: 9, p. 160)

For a general survey of development problems in Latin
America and for excellent general charts refer to Victor
Urquidi's volume (10). Next are figures on Chile's
wholesale price and cost of living indexes extracted from
Urquidi's tables.

Chile: Wholesale Prices, 1950, 1955, 1960. (1950=100)
1950 1955 1960 1951-55 1956-60
100 2,237 455 303 555

Chile: Cost of Living,
1950	 1955
100	 555

1950,
1960
2,137

1955, 1960.
1951-55

455

(1950=100)
1956-60

285

(Source: 10, pp. 194-95)

CONCLUSION

The period from 1880 to 1960 is indeed an interesting
one from the standpoint of Chile's economic and financial
history. Here is a country whose history belongs in the
textbook on monetary pathology.

There were both monetary and structural factors
involved in the chronic inflationary affliction of Chile
during these eight decades; i.e., a relative abundance of
currency and credit and production and distribution
bottlenecks. Although there had been "money doctors"
in the past analyzing Chile's monetary ailments, e.g.,
Kemmerer and Klein-Saks Missions, none were really
completely successful in putting forth a solution for long
run stability. Even the well administered reform of 1960
had come up against problems.

Although the January 1960 reform contained the in•
flation somewhat, there were still pressures which re-
vealed themselves in both the internal price system and
the external value of the new monetary unit the escudo.
Below are excerpts from the International Monetary
Fund's publication "Exchange Restrictions: Seventeenth
Annual Report 1966" covering the year 1965, pp. 121
and 130:
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Fifty, one hundred, and five hundred peso notes of the Central Bank of
Chile. Reverse overprinted with the new escudo valuation.

On December 31, 1965, the spot exchange in the banking
market was E° 3.46 buying, E° 3.47 selling, per U. S. $ 1.
On the same date, the effective exchange rates in the
banking market for futures were E° 3.55 buying, and E°
3.56 selling, per U. S. $ 1. Transactions not permitted
in the banking market may be settled in the brokers'
market, but in many cases the approval of the Central
Bank must first be obtained; certain invisibles that are
channeled through the brokers' market are restricted. The
exchange rate in the brokers' on December 31, 1965 was
E° 4.20 buying, E° 4.219 selling, per U. S. $ 1. Purchases
of exchange in the brokers' market for which the Central
Bank has not approved a transfer application are subject
to a four per cent exchange tax.
December 20. Circular No. 758 of the Superintendent of
Banks changed the official value of the Escudo from E°
3.10 to E° 3.46 per U. S. $ 1.

Thus for the six years from January 1960 to December
1965, the new Chilean monetary unit of escudo depreci-
ated. Although the magnitude of depreciation was not
as severe as previous episodes, nevertheless it existed.

For those specialists who are statistically inclined it
is recommended that a copy of Carl Christ's book
Measurement in Economics be obtained. Arnold Har-
berger's paper on "The Dynamics of Inflation in Chile"
is published in this book and treats the situation in
Chile statistically well. (8, pp. 219-50) Also for a more
comprehensive publication on Latin American business
affairs which includes facts about Chile, refer to the
Committee for Economic Development's publication listed
in the reference section. (4)
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