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I The Host Country

A Economic Policies

l. Financial Opening and liberalization

From 1974 through 1982 a radical process of financial libera-
lization reshaped the Chilean economy. Before this, the State
regulated credit structures through the Central Bank and interme-
diaries through direct participation and intervention of commercial
bpanks: furthermore, this system of "subordinate finance" went
through a partial statization during the Allende government in
1971-1973. Thereafter the military government aimed at a radic-
ally néw direction; ithe succession of the most significant events

and policies may be suvmmarized as follows:

a) May 1974: A non-banking segment is created when the economic
autherities allowed free transactions with no restriction on terms
2né¢ in+terest rates (Decree Law 455.) While banks remained subject
-~ intervention and restrictions - particularly maximum interest
>marges, *his change promoted the creation of a number of financial
~ompenies owned by local entrepreneurs which specialized in short-

werm. meoratary transactions.

WY In anril 1975, free interest charges were extended to all market
segmen*s. During that year the government transferred 86% of bank-
ing shares through open biddings. The buyers were mainly the same

grouapg of local entrepreneurs operating in non-banking sectors.

-} Teb%t/Capital ratios were progressively relaxed for placements in
"oca’ and foreign currency, and by 1978 totally eliminated as oper-

#»4icnpl requirements.

4} Seserve ratios on financial deposits and liquid accounts were
eilso significantly during these years.By 1978, average levels ranged
oetween 0% - 25%; only the State accounts and deposits (both cen-
cral and decentralized agencies) were consoclidated into one single
gocoun” &nc subjected tu an absoclute reserve requirement., Financial

ce . were ev:o!uded from reserve requirements until 1976 when the

Taruse 07 vhecs 5f these firms forced a rescue operation and the
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government applied controls for the sector - on capital and
reserves; but still these were less strict than those prevailing
for commercial banks. An then, between 1976-1978 there was a
schedule uniforming reserve ratios for all different intermed-

iaries in an attempt to shape equal competitive conditions.

e) Ownership and other restrictions regarding the control over
financial firms existed in paper; originally no single person or
firm could have more than 1.5% and 3% (respectively) of the shares
of a firm in the sector. This was waived through layers of con-
trolling firms in an intricate set-up that was only going to pre-
cede later distortions in the allocation of credit. The govern-
ment bent to this actual concentration of ownership and elimin-
2ted all of these restrictioas in 1978, stressing instead the

sare kind of restriction: on the Aallocation of credit;

f) Trade liberalization; by 1976 all import prohibitions were

lifted and tariffs were scheduled for a progressive reduction

down to a 10% even rate,to be reached by the end of 1980, In

1978, as policy makers expected massive surpluses of capital

during the forthcoming years, the schedvle was skipped. The lump

dewn in tariffs was accompanied by a reduction in anticipated

coverage payment for imports, a traditional charge of Central Bank for

ccatrolling imports.

Therefore, import transactions became suddently cheaper and easier

o

han domestic production as financial charges on import orders
ware 0 bYe effected in shorter time and at lower dollar interest

ra+es than orders on domestic production.

Export procedures were eased on the side of acministrative p-o-
cedures and some light tax incentives; this has been pointed out
nly one aspect contributing to the expansion observed in 'non

o
<radi*tional' exports (fisheries,cellulose and logs, fruits).




g) Foreign Direct Investments

In 1974, th: government introduced one of the most liberals
codes on FDI's in Latin America (D.L.600), eliminating first all
restrictions on profit remittances and further, lifting all cons-
traints to entry into specific sectors- namely. the financial.
Hence, Chile withdrew from regional trade agreement (The Andean
Pact) as these measures violated concerted terms. While the
decision may have been welcomed by the international financial
ity, it forced domestic producers to re-orient their market
strategres 2s *hey had shaped their plants and equipment look-

irg *tc regional markets.

2,..5600 granted equal tax treatment and no restrictions to foreign
firms; their effectiveness in real sector activity, however, has

heen far short of expectatives. Mostly large - mining projects

have bYeen raterialized under the new laws,but really nothing important
: cdusiry.

oreign ¥inancing

Rt DL 800 .eft a wide entry to financial operations; the increase
of Tinagncia’ inflows started to accelerate in 1978 when the Central
Yok negociated and guaranteed foreign loans which were redistribut-
=7 ‘L rrgugn %ne network of domestic commercial banks, From 1979

-~ _gr 1981 the foreign financing was obtained directly by domes-
.7 imtermediary firms, namely banks in what was publicized as

” i -
i

w

“e “ransactions without State guarantees'". The authorities
arrang=¢ ~his, allowing domestic intermediaries to negotiate and
alinczte “oreign loans freely - in domestic or foreign currency.
fActval.v “hese facilities were later extended to corporations alike,

anZ 4pn

[y

29c¢licy makers publicized the triumph of the private market

®

‘n generating a steady flow of capital).

Apar* from foreign lending, a special arrangement was introduced
in 1€74 wis- 0. 400, permitting foreign investors to bring in funds
oc-aining 2 guaranzee from the Central Bank (Art. 14 Decree Law 1272)

-

fo» later venizizaze of gains and reimbursement of original capital,
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This allowed, for example, to bring dollars, make peso denomina-
ted transactions earning the extremely high interest rates pre-
vailing in short-term, speculative transactions, and reconvert
indifferently gains and capital. A minimum period of stay of
one year was applied in 1979,extended to 24 months in 1980 and
then to 36 months in 1981; the constraint was aimed at improving
the term profile of foreign liabilities and the composition of

capital inflows.

i) The development of financial market was strengthened by the
sweeping restructuring of the pension funds' system in 1980.
A number or private administrative firms were established -~ again
by leading domestic entrepreneurial groups. They were able to
absorb funds across public and private lpborers allocating them
more freely into financial instruments; this amounts now to a
feeding flow of large magnitude for the capital market. Together
with insurance companies and private health insurance funds, these
new pension funds contributed to shape the institutional character-
istics of a "moderr financial system",

0-0-0-0-0
By 1981,the course of financial and trade policy making appeared
to reach the zenith, and a state of euphoria was probably a good

description of the conditions prevailing in the chilean economy.

But also, the economy showed signs of erosion. By then,policy
making begins to restrict more things than it made flexible. They
hwad started with minimum capital requirement for financial inter-
mediaries, e.g. financial companies had previously no minimum,

and by 1979 the requirements were US$ 4 million for banks and

US$ 2 million for financial companies. The State also extence?

a depositor's guaranty covering up to approximately US$ 2.-~.. :=:
account and went into the rescue of a few defaulting firms
successive occasions (1976, 1981, 1982). Actually, while *- : “

mic authority talked free market policies, the Central B-- - e
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absolute aversion to 'free market' clearing mechanisms in the
financial sector. Lending of last resort became a status
function for the Central Bank. The supervisory authority begun

to assume a role in banking, starting a classification system

for lending portfolios and definition of insolvent clients, de-

faults, etc. in 1980. The term "bank provisions" begun to be heard of

and %<re supervisory banking agen., started to control them.

There were efforts attiemptine to reduce spreads and interest rates
on acccunt of intermediation deficiencies.A number of arrangements
aimed at this, but they seemed to consolidate rather other kind

of flexibilities ,and notflower cosis. The rationale of the liber-
alization pwlicy became the target for growing criticism, as th=2

sta2pilizaetion of the markets shepesd_between 1974-1981 seemed to re-

guire a thorough reversal of policy orientation. Financial flexi-
tility and "free market policies” ended closer to "instabilitv" and
*financial erosion” than to the anticipated gcals of growth and eco~

romic develcpment,

The explanation of such results may be derived from alternative inter-

nretative frameworks. For the government it was the result of nega-
tive turn of events of the international economy sin.:- 1981. The
rige

zhe interecst rate imposed not only a wide market contrac-

o
tinn for prima2-y exveort goods but a higher burden on debt contrac¢-

~2d a%t varia®le rates, This aggravated the perception of international

"endere and tueir decision to stop financing.
"nomv view, *he sirvciural deficiencies involved in the model

aZopted ir the Chilean case were insurmountable. The internation-

W

1 orisis of 19R21/1983 precipitated the unavoidable. There were
“wo furdamenta?! factors for this and they had been taking shape

since mMuch earlier,

Cne wes the combination of financial expansion policies with mone-
tary res<+traint, Another, the kind of re-structuring that took

Dlece n ircdugtry and enterprise. ?Let's see first the case of more-
“aryv reghraint. Actually the assumption was that inflation had to
D0 e.aminataed for financial development and stability, and that

e tastc oment w2z Monetary policy.




The extreme rigor explains two periods of "shock treatment".

The first in 1874-1975, brought the GNP down by over 20 per-
centage points and unemployment up to over 20 per cent; yet,
inflation - although slowed significantly - continued at
“"intermediate" levels over 30% after 1975. The second occurs

in 1981-1984 when the crisis is managed by monetarist mechan-
:ismg,(initially, the guite orthodox mechanism of debt defiation;
later,an ambiguous mélange of rigia constraints and lending

c? last resort) .

in  1977,policy makers identified the source of inflation
with exvectations formed on the basis of the exchange market;
nence, *they introduced first, in 1977, a programmed sliding ex-
change rate and later by 1979 a "fixed" single rate at Ch$39 per
“<ol2ar. This, they argued,was to be the final answer to the in-
Fl=%tion problem. Furthermore, they started to apply a "monetary
aprroach to the balance of payments” for determining the issuing
of morey: *his meant to issue money domestically in correspond-

ance with %the variations observed in the level of international

reserves,

“cr a while, inflation showed signs of exhaustion; price stabil-
ity was declared; and the economy experienc® growth rates of GNP
£n» +the tirst time in almost six years; it grew from 1978 to 1981.

ARS tn

O

enivloyment levels improved somewhat. But high interest

ases prevailed refraining real domestic activity. 7The situa-

4

ion was particularly worst for those domestic sect®®s which had

@

Yo

O

snfront competition from imports, given the open trade system
erd iow valvation of the dollar and tariffs. Agriculture and
~anufacturing vere hit most seriously; as a result domestic invest-
ment ratios remeined at historical lows. Exporters were also af-

Tected.

iz+ually, the growth experienced between 1978-1981 was primarily
gzenerated by finance and commercial activity, both receiving a

~uwa3'ye inflow of external funds. The ecounomy was in fact

P




getting weaker in terms of its international competitiveness

and poorer in terms of its productive stability. Total ex-
ternal debt increased from about US$ 6 billion to US$ 20

billion between 1977 and 1981. To a great extent, prosperity
was a loaned illusion. Therefore, moneta:y restraint determined
a number of "wrong" signals: in the cost of credit, in the con-
~raction of demand for domestic products(because of shrinking

incomes and er¥change rates) . . .
g which in fact weakened the income

flows ¢of borrowers. The structure of debt conformed under fi--

o~

nannial expansion policies, proved thoroughly inadequate.

'3

A particular consequence of monetary restraint and financial
sxvansion was oroduced in the sphere of asset valuation and its

relationshir with credit structures. Because these policies

o
redistributeé income and ownerchip towards the richer levels while the
military provided a sense of security, the real appreciation

0° assets (rea) state, corporate shares, etc) accelerated .

Valves multiplied the original 1973 levels many times. Tax ad-
vapcaeges -ogether with the procedures of monetary correction for

fixeld assets enhanced this phenomena significantly.

Credi+ was extended in correspondence with the exxpanding value
cnlleterals; but the structure of the assets of this economy
remzined much the same- Actually, the period 1973-1987 shows

“he lLowes%t investment ratios in record; although t.. 2 economy showed
cigna of 'modernisation” andhigher efficiency, this was due to
“actors such as greater labour discipline, a better organization

3¢ vorkx z2nd what some economists have called 'adaptive investments',
improving existing operations wi'h only some minor technological
ané¢ oroductive adjustments. They were not enough to avoid an
srtificial vaiuation of assets, which served as a base for the

s-rucsuring of 2n enlarged debt.

Yyren the rlows of foreign financing stopped in 1982, the in- -
z27enarecy 9ecame apparent. Over extension and over valuation made

reezcingly difficult to manage a solution.




Initially, policy makers intended to adjust the macro economy
through the course of debt deflation. The argument was quite
orthodox: an economy spending more than what it earns should
spend less, and prices - especially wages and salaries should
be the first to adjust. Money had to be contracied accordingly.
4 wage cut was discussed while asset reallocation among the more

efficient firms was anticipated to resolve the problems of mas-

fb

ve .Pankrupcies. The price level actually showed signs of de-

oy w
[

ation during a few months. But price adjustments proved too slow.

3

he fcreign income flows stalled completely on account of a gene-
~elizing crisis in the region and the capital markets. While

the loss of international reservés continued, monetary contrac-

10~ followesd course; interest rates shot up and the economy was

azain :r“er zheck treatement with GNP turbling down by 14% in

1€3Z and unemployment figures scaling over 30%.

As defaults generalized, the financial system became totally out

2¢ con“rol. Banks "bycycled" their funds in progressively mount-
ing rollovers - easier for interrelat:d firms than for the common
debtors who faced judicial bankrupcy procedures. Between Dec.
1980 - May 1983 the percentage of uncollected loans in the banking
sys-em‘s por+tfolic went from 10,5% to 113% of capital and reserves.
The adjustment of this wide disequilibrium has gone through dif-
ferer T s*ages and spheres, Essentially they show the dangers im-
DLieZ 9v %ne radical liberalization policies and the high costs of

artholcx meoreLaism.

(M)

———— 4 o o U e s e e

By June 1982 the authorities d=cided to abandon the fix%%@valua-
tion of - foreign exchange. They "fixed"” a new level at 4;.50 and
then adopted an indexation of the dollar according to inflatior
terme ‘bHntt domestic and in the U.S.) Without complementary
prrangemnents for dollar financial contracts, the June devaluation
mouzn*+ a “remendous disorder in the market. A differential compensa-
L. ~m wag late- -~~trodused. as the Central Bank set a special ex-

LS e B T )

to - Tareign denominated currency.




Towards the end of the year, the position of banks was completely
out of control. The government decided to intervene. With the sanc-
tion, many intermedicries became insolvent immediately: this was

the case of mutual funds and broker markets dealing in corporate
shares and direct placements, who were faced with liquidation.
Actually, the government had already forced into liquidation three
bank:oég 3?cember 1981, and thus it just appeared normal to continue
doing the same. Massive allocation of emergency lines of financing
Tor intermediaries through 1982 proved insufficient to restore order
and the impact of monetary restraint?ngeggluation upon the incomes
of debtors simply worsened the collection of programmed flows. 1In
canuary 1983 ten more banks were intervened. Today five banks are
in liquidation, eight intervened and practically liquidated and two
more are under “inspection”, The two largest commercial banks in
~ne country were among those intervened; these(Banco de Crile and Santic
go)were in turn controix by the two largest entrepreneurial groups.

A number of financial companies also suffered the same fate.

Through this process of financial erosion the State re-emerged as
a3 central agent in securing the stability of the economy -stabilizin the
~inks with the international financial community and the domestic

iinks beitween debtors and depositors.

On the one hand,the State assumed the management of the entire
banking system's liabilities,i.e. external debt. This happened part-
ly when it devalued and introduced a compensatory refund payment
for foreign currency debt payments,and entirely,when as a result of
its intervention of banks took management of their ljiabilities with
fereign creditors. Faced with balance of payment pressures, the
State extended a complete guarantee over the entire sum of "private"
foreign debt; this showed that the "private" nature of business

transactions 1s more endurable for profits than for losses.

The governmnt succeeded in avoiding the Club of Paris as a negociat-
ing framework by naming a commission of 12 banks (the leading
creditors) who managed the refinancing of 1983 and now for 1984

‘~charging though a fee for the job). This new 'syndic' operates in
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- . in reference to the annual IMF negociation of stund bys and
other terms of the 'stabilization program' agreed with the
Government, {Tndeed, such management of the macro economy has
proven beyond the ability of three economic ministers named

svocesively in less than two years).

Jomesticzlly. the State has assumed the refinancing and the jobs of
clezrirg up through the function of the Central Bank as a lender
0 las“ resort. The rescue was performed ambiguously in the
Heginning,coexisting with debt deflation policies in other spheres,

wuz lately the prograns tend to include the whole set of agents.

S~

si~vnlved in the debt structure.

e zost of these programs has been enormous. The coverage of
programs will extend over an equivalent of US$ 8 billion when
tre total is considered, although the cost for taef Central Bank
may be significantly less (around US$ 2 billion) as it is re-
cinancing through non-monetary mechanisms. The roll-overs extend
sre or twe grace years and lower interest rates. The intangible
sosts,. however, are difficult to assess.

pmn—— -

The governmen+t also decided to intervene the largest entrepreneurial

grovos during 1983. Their manipulation of banking resources pro-
voked tnis a3 they had concentrated most of their funds in credits

4o inter-relz*ted firms, With this, the 3tate intends to clarify

¥

~na

)

:nal vatrimonial position of banks, holdings and creditors -

~mnludrng the State itself.

VMone+ary restraint has been gradually relaxed and the Central Bank
sterted o "fix" referential interest rates by mid 1983, The level of
Iz State deficit, however, is being decermined under "stabilization

vvogramsg” defined with the IMF and its annual terms.

¥itn the las*t cabinet change in April 1984, the government is openly
shifting from monetarist views, adopting a more pragmatic and flex-

‘n'2 management of policies.

"he degree of State participation in economic affairs has grown
~norrespondingly; but also government officers have stated repeat-
e~v whagt +these measures are transzsitory, aiming to restore tne

<

grdoey s private business, This is expected by local and for . ign
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B - TIhe Financial Sector

Description - The sector of financial services of the chilean

economy presents most of the characteristics of a "modern" sec-

tor with multiple firms and instruments. Most of the intermedia-
tion of funds is realized within formal structures: (i) Banking,
which includes zommercial, mortgage and investment banks; (ii)
nor-banking segment which includes a) financial compan.es special-
ized ub shart-term financing and consumer's credit, b) insuraance
companies and health insurance funds ¢} pension funds d) mutual
funds e) cooperatives savings associations f) broker's tran-
sactions in the local stock market where corporate shares, bonds

and gold are transacted daily.

However, most of the intermediation is controled by commercial
hanks. They have evolved into a highly integrated system with
large networks in Santiago and through the main provincial cities,
offering a wide array of
services; their computational services are at competitive levels
including (in the case of some leading banks) cash-cards and auto-

matic tellers,

Actually, after policy making shaped some degree of specializa-
tion, all »f the differential regulations affecting financial
intermediaries were eliminated by 1980; nevertheless a degree of
segmentation prevails and some banks cover specific segments of

nenking - such as the corporete - 2ctor or the small firm's sector.
e

Structure - Table 2 shows the distribution of financial liabil-
ities sector by sector at the end of years; this approximates

he impertance of cash segmentsin the market, and their evolu

tion in the last years, Banking has a predominant role in the
syscem, and the percentage share of banking liabilities increase
from 30.1% in 1973 to about 47% in 1983. The importaice of cor-
porate instruments {shares) is also apparent; valued at market
prices the figures indicate the sweeping effects of the 1981-1983

crisis, wnen they Jecreased its share by aimots 20%. Actually




inegaeial

SectursA Ygavv lBY? ‘1978
.. Public Sector

{Notes,bonds etc) 7,2 12.2
2. Banking 30.1 28,4
3. Financial Cos. - 38
4, e velopment Banks 0.1 1.9
5. Corporate Shares - 43.7
6. Others * 62.6 10.0
7. Total in % 100.0 100.0
8. Tctal in US equivalent 6.307 5.377.

(US$ thousands)

Liabilicios
{von menctacy)

1979 %”30
12.5 7.9
24.8 25.1

4.6 4.4
3.0 5.1
48.9 53.5
6.2 4.0
100.0 100.90
6.474 8.674

1/ Dev. Banks' accounts were integrated to Banking in 1982.

1031 1982 1983
5.9 3.9 10.83
38.2  47.3 36.7
3.4 2.0 1.7
8.6/ - -
38.7  39.0 32.8
§.2 7.7 7.1
100.0 100.0  100.0
8.227.. 7.937 7.324

cl
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the values of corporate shares skyrocketed since 1973 as domes-—

tic firms made accommodations of corporate accounts in order to
eniarge the collacteral basz for credit ard obtained strong tax
incentives to revalue their assets. The present level under-
states the net value of many corporations but it is probablya
closer approximation to real economic values. Also, in 1983
The perticipation of State liabilities starts to increase; this
s indicative of the reversaal cf economic policy and stresses
ent role oi government - atabilizing the financial sys-

nsion of the financial system as a whole can be

e
d fror line 8 showing the total sum in dollars terms; in

w
ke
~
ot
(]
Q
s 0
A
o
3

many problems of exchange valuation and of economic
measurement of *these variables, the proportions are indicative
~hange. They suggest a growth by 15 times between

1¥732-1080C, zanc stagnation thereafter.
’ 2




The characui:ristics of credit, on the other hand, evolved signif-

icantly; a change in composition occurred as the private sourcing

and inte:‘mediation of funds replaced the earlier and traditional

role of the state agencies. By 1978, the portion of the Central

Bank in the generation of funds and of the State Commercial Bank

in the allocation of credit through spec.al credit lines became
secondary. Credit was largely controlled by private agents and

had a mair source in foreipga capital flows and in the flexibilization

sf reserve requirements.

tQ
-

1t the term - structure remained extremely short, as monetary

b ]
[}

st.aint generated high interest rates and depositors capitalized
on short monetary placements and speculative opportunities. These

facters. are shown below indicating credit volume at the

-end cf year, the share of banking credit and of the Central Bank

as & percentage of GDP. (In 1982 the Central Bank credit more
than doublied as a result of rescue operaion anwd will probably conti-

nue to increase through the end of 1584,

The *eovm structure of credit and deposits is shown in Tables
~ocal currency operations had shorter term “han the foreign
snes, but sowme extersion of deposits and placements started to be
roticed i.. '282; however this ulready occirred under measures of
zntervention and restriction by thne policy authority. Under the
free market, the cost of credit, as we have already pointed out,

remained at ex.remely high levels until 1983, when interventions

w

nd regulations by the Central Bank re-structured the intermedia-

ot

ior sysZem. The high cost of credit in local currency until 1978

?eterred investment wicth rercl levels in the range of 35-60 percent-

¥

age points, and complicated significantly the attempt of the
authorities *to consolidate the financial system as a coordinating
sector for *he economy. The short term position of the systen, couplc.
with +the higher i1nterest rates on monthly or weekly transaction
»rovoxed messive bankruptcies during those years. Determined to |
maintain monetary restraint, the economic authority stimulated the

use of fcereign financing, accommodating the norms and regulations

for diract and indirect intermediation.




From 1978 there was a strong shift to finance working capital

anG other activities through borrowing in foreign currency,

namely US dollars. Simultaneously the exchange rate was forced,
so that with a percentage of domestic inflation the real cost

of credit in foreign currency diminished significantly, and

“eczme negative in 1980. There was a differential access to
foreign sources, and naturally the largest firms in industry and
banking had a much easier access to this source of capital. The
structure of debt was changed during 1978-1981 with a shift to
doller depcominated contracts. This proved to be a bad medicine
when the government had to devalue in 1982 shcoting up the cost of

“heece srecdits %o almost 50% in real annual term.




Total Placements (Monetary System)

Year Total Banking Central Bank
Thousand % GDP % GDP % GDP
milliona
1970 53.4 18.9 8.4 10.5
1975 92,7 39.0 6.4 32.6
1978 130.4 41.9 20.3 21.6
-~ 1979 150.0 44.5 30.3 16.3
() 1980 182.8 50.7 £2.1 10.5
1981 234.8 61.5 51.9 6.6
1982 251.9 76.3 69.9 14.6
1983 262.7 80.0 - -

Source: Arellano, “"De la Liberalizacién a la Intervercién

Financiera" 1983, CIEPLAN.
Cuvreal ANy i.h:»\*.ﬁ‘ud t~‘:~‘nl, .

(non consolidated)




TERM STRUCTURE OF CREDIT AND DEPOSITS

i Local Currency

th

Deposits

(0]
3]
1,
0

Credit

17

(% 1 year) (% 1 year) (%

1 year) (% 1 year)

1078 86.8 12.1
197¢ 85.1 14.0
1980 85.3 14,7
1o8: 82.9 16.1
1282 76.1 23.9

77.3
74.6
72.4
66.6
54.9

22.7
25.4
27.6
33.7
45.1

Sfource: CENTRAL BANX; Monthly Reports, and Arell

ano,

"De la Liberali-

zacién a la Intervencidédn Finan-~

ciera", CIEPLAN,

1
(8

Foreign Currency

Zad of Deposits

Credit

Santiago 1983~

(% 1 year) (% 1 year) (%

1 year) (% 1 year)

°78 53.3 46.7 58.7 41.3
1972 45.8 54,2 56.5 43.5
-3t 43.6 56.4 52.0 48.0

28 33.6 66.4 46,7 53.3
ToR2 30.3 69.7 32.4 67.6

Scurce: TENTRAL PANK: Monthly Reports, and Arellano, "De la Liberali-

zacibn a la Intervencibén Finan-

ciera", CIEPLAN,

Santiago 1983




18
Cost of Credit

Foreign Currency Local Currency

Nominal Real in Real in

in US$ CH$ CH$

(1) (2) (3)

1975 13.9 -21.6 51.2
1e77 13.9 - 0.8 39.4
1e78 16.1 2.7 35.1
1979 20.7 -0.1 16.9
1e80 19.9 -~ 8,6 12.2
resa:z 22.2 11.6 38.8
1982 20,3 46.9 35.2
LogR 16,2 20.0 15.9

Source: Central Bank
1Y Zredits under Art. 14 plus 5% spread
({3 Adiusted, from Arellano, "De la Liberalizacibén a la

Intervencién”, CIEPLAN, Santiago 1983




C - Foreign Participation

In spite of having adopted in 1974 one of the most liberal codes

on FDI's in the region, the activity of foreign investors in direct
participation has been shifted to the financial sector; only a few
operations have occurred in mining and other non-banking seétors
mairly in industry and energy related sectors. Throughout the

last years, however, the trends of foreign capital participation

in the financial structure of the economy and in the financial

sector as such have reshaped the economy and its stability.

Actually, *he role of foreign financing is apparen t in the
figures showing the evolution of the external debt. Table .
It seems important to stress that the increase in total debt ex-
nerienced between 1978-1981 is explained almost entirely by the
growth of credit demands within the same financial system

ramely from banks,

ernal Debt

{Nominal debts in millions of USS$)

% GDP nominal Cost of Debt
average
1973 5.043 57.9 n.a.
1978 5.911 45.2 7.2
137¢ 8.463 40.4 8.8
lgnc 10.987 4z2.9 10.8
Le8: 14,738 50.0 13.0
1e82 17,553 65.9 13.2
Les3 17,454 89.0 9.1

Source: Central Bank




Direct participation_in_banking

3ut foreign banks are using all of the advants_es granted by
the foreign investment codes in the sphere of banking; they
participate widely in this market and face an equal tu equal
position vis a vis local banks with respect to all aspects

of banking, including the use of Central Bank resources.

Furthermore, the registration of the initial investment for
opening a branch (US4 m minimum) or for buying a local firm
under the foreign investment laws allows for full remittance
of profits (after taxes). This presence started by 1978 and
grew significantly thereafter: by 1983 there were 21 foreign
~z~ks operating as full scale organizations. This repreesents
z lerger number than that of local banks (18). Their import-
21ce in the extension of credit and in the competition for

¢ funds can be derived from below, showing that
2l%er 1981 the segment is taking a significant share in the do-
mesu 2 irtermediation of funds. The collapse of several
comestic bank: and financial companies has str-nZthened their

competitive standing, since these banks offer,on the one hand,

[ie]

reater securities for the general depositor and on the other,
becawr: “heir managerial standards have been withheld and

2r

[»]

bably iuproved while those of local banks have been affected

2y =helr intervention and liquidation.

Forceniua: Participation of Foreign Banks in the Banking System',
‘valance at the end of each year)

1978 1980 1981 1982 1983
% gnare ipr sredit
credi< in L/C 0.1 0.3 5.5 10.8 12.9
credit in F/C 0.1 3.8 5.1 7.7 7.2
% rnare in deposits
Da2nesits in L/C 0.0 2.3 5.9 14.4 15.2
‘“eposits in F/X 0.0 5.0 14.5 22.1 28.9
sor—ce. CTentral Bank




It is possible to distinguish specialization trends, although

the 1981-1983 crisis in the financial system has comn}icated
this kind of interpretation. But still, judging what kind of
operations *hey avoid, one can draw distinctions. Six of

these firms are actively competing in all purpose banking,
fully integreting their branches (and expanding them across the
soun%ry =e.g. Citicopr); these banks seem to be out competing
for a !leading position within the system, attempting to make a
business in banking. Five other appear operating as corporate

—— e s S S s i

banks, i.e. rejecting the small market and competing for the

W

[

O

sunts ¢f large firms mainly export and multinational corporations
eatsblished in Chile (e.g. Chicago Continental). Nine other

actually support %trade financing and corporate accounts and only

nsne firm h4as epecialized in investment banking. These are obvious
srossovers sipce they can perform all kind of intermediation and
financial! sgervices: %his is apparent in the field of corporate financ-

ng 2

3

¢ investment banking.

¥ost of the foreign banks have attempted to develop this field
ze~*ing up special departments or joint operations as is the

case of Citicorp and Morgan. But by an large this field's activity
has besn minor compared to other operations but the prospects for
future developmaen* persist, since the management of financial inter-
mediatior and industrial financing after the crisis will demand it
and the organizational capabilities of these banks in this segment

»emgin Lnitact.

(¢]

!

The measures of intervention and liquidations in banking during
shese la2st years have created opportunities for those foreign banks
vero wartted %o expand rapidly and with lower start-up costs. In
fact. severa! margers took place, led by foreign banks acquiring
fuli commercial banks from the government, These cperations
ncermally ceonsisted in the acquisition of the asset side (net of
lesses an? valvation problems;, i.e. the buildings, equipment, the
accourts, etc., leaving the liability side to be cCi&ared by the '
lfquidating commisgion, The personnel was "attuched"” to the deal
~9% u2imply hecause of a protection to employers, but gpainly because
iz veprofert an iLpitangible' of considerable value especially in

~p v e S vamlra
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These kind of opportunities will again appear within the coming
months, as the authorities prepared the procedures for the sale

of three or four more banks affected by the January 1983 measures.
During 1983 the conversion of debt into equity appeared very likg-
ly, and in the case of banks it could have allowed a direct take-~
over from foreign creditors. But the mechanisms of renegociation

are such that other mechanisms appear more advantageous. Foreign
creditors have obtained state guarantees for the amounts renegociated
during 1983/1984; this "forces" them to stay longer to collect

but also changes the quality of their own portfolio - which may
induce them to stay, participating more actively in the banking
business as such. Indeed, after the negociation the only one in

a position to capitalize debt could be the Central Bank and not the
original creditors, because it has rescued all of these intermediaries

through massive .Lllocation of credits far exceeding their own capital.
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t2

- The effects of the 1981-1983 crisis

The impact of the last recession on the financial mechanisms
for all markets and firms has been significant; the wave of
Dankruptcies in manufacturing and agriculture started in 1981

and in the end extended its effects to finance and banking.

The financial collapse, however, has not been complete. On the

one hand, the economic authority realized massive rescues by
L Lending of last resort and by arranging for wide re-negocia-

tions, first with specific domestic and foreign sectors and final-

1y extending a general roll-over; on the other, it finally decided
in 1984 to abendon its dogmatic use of monetarist policies. The
s*ahility of poiitical authority has been affected, but not
0 =haz extent which would disable the government to command an eco-
nemic stabilization. In fact, the government has re-introduced a
numher of supportiing measures oriented to generate a faster econo-

mic recuperation.

But fer this economy the ultimate success of any stabilization
at~empt (even for a statu quo) seema to be determined by the world
aconomy , in particular of the metals market and of the evolution

of ‘he interest rate. The present government has declared its
intention to honor de ts and at the same time, it expects to with-
draw from its present interventionist standing as soon as possible -

sllowing privete sector firms to regain a more active role. Yet, the

economy nhas become again a declared "mixed" system.

The pessibllities of stabilization probably depend more from a read-
‘vsitment of domestic policies than for external factors; this has

~

~een demonstrated after the government re-introduced in 1983 an

’,

e
3

S 4

0y

.evel of protection for agriculture and supported its activ-

w
2]

gu

a
ith aoproupriate financial and policy mechanisms, But for re-,

|0-
ot
<

w
takin

capltzl appears 2o be essencial, if the government uses the foreign

a path of economic growth, the provision of additional fcreign

evcliange available for paying past debts, then it will have no re-

gcuorrey for other nurncges during at the least the next 5 years.
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In this context, after the effects of the debt crisis are re-

solved by rescheduling and lending of last resort, the role of
the financial system will have L0 recuperate an importance for
stability and growth. The sector will obviously be a lot
difrerent than that @€nvisioned years ago by policy makers; two
years of crisis swept most of 1ts resources' capabilities and
destroyed its capitalization. Most remarkedly, a run on the
financial markets did not occur, and the defensive immunity is

now in place to aveid it.

It is apparent then that the results of the years of expansion

- apart from enlarging debts- have indeed generated an interme-
diation network with an ability to channel domestic flows of cap-
ital. The system is n ot yet appealing enough to stimulate the
repatriation of capital(in abroad deposits) - estimated at US$ 3
billion ~ but will have a resource base in domestic deposits.
Moreover, it will be fed by the flow 2trom pension- funds and other

savings.

T+ is apparent then that the authorities will atttempt to re-orient
the financial system, in an effort to accommodate ({inancing required

by the recuperation of activity.




II Venture Bankigg Activities

A Merchants and Investment Banks.

Althcugh most of the activities of foreign banks in Chile took

place in financial lending and in direct branching, a number of
other financial firms have been developing alternative activities

in the field of venture banking. Merchant and investment banks,
leasing and insurance are the main fields of tbis alternative
participation of foreign firms, in a field which may be character-
ized as "venture financing"”. The field suggests a determination

to seek opportunities with higher returns, less exposure of funds,
although they represent just another form of exposure. Indeed,
foreign banks must participate contributing with managerial and
organizational capabilities, attempting to make innovative financing
in fields not reached by the normal operation of a commercial bank;
and their contribution of capital, however small it may be, it is
not generally guaranteed by a second party with a third party colla-
teral. These activities suggest that the role of foreign banks is
much greater in the evaluation of the business, the control over
negociations and then the participaticn and management of the venture.

A brief description of the main examples follows.

1. In 1979, Morgan Guaranty (USA) bought 50% of FINANSA, a local

financial company controlled by one of the leading domestic entre-
preneurial groups, BHC. FINANSA specialized in the field of cor-
porate financing, and was then the second largest firm in the segment.
MORGAN paid US$ 10 million to BHC and then assumed a relatively sec-
ondary role in the company, participating in the sourcing of interna-
tional funds but not in management. FINANSA made two issues of bonds
in the international market and obtained important ‘oans from other
banks.' In 1980, FINANSA made over US$ 20 million . profits, an in-
crease of proportion from the US$ 1.5 million profits in 1979.

In 1981 the venture's prospects were promesing, and the board decided
to take advantage of the banking regulations, changing its Status
to that of an institutiornal bank MORGANFINANSA. This could allow to

make foreign currrency credit transactions; the bank redefined its
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competitive profile maintaining the corporate sector but estend-
ing full banking services to checking and investment accounts for
business executives. MORGAN continued to have a pasive role in

management.

But the BHC group - as it will be explained later in more detail -
faced problems since 1981, pulling the venture with them. MORGAN-
FINANSA allocation of credit to inter-related BHC firms increased
above permitted levels, and the bank faced the risk of intervention
in 1982. BHC accepted to negotiate in order to avoid intervention
and the filing of bankruptcy procedures; . Banco de Chile, one of
the largest creditors and the government later when this bank was
slso intervened, replaced BHC. The final outcome of this conflict
will be resolved af.er the government determines the liquidation
procedures for all banks intervened during 1981-1983. There have
been multiple preliminary negociations, and Morgan has expressed
its interest in buying the other 50% of the bank and the government
“as. on its part, expressed its intention to accept it. The transac-
“ione. aspects will probably consist of a promise by MORGAN to cap-

i=-a>ize the local firm.

MORGAN FINANSA

Credits _and__Deposits

{millions)

1979 1980 1981 1982 1983
Credit
Lecal Currency (Ch$) 10.026 8.842 9.364
Toreign Currency(US$) 55.6 89.1 69.2
Denosits

s

Loca’ Currency (Ch$) 10.073 8.082 8.381




27.

2. Morgan Grenfell, a british merchant bank has been actively
involved in several projects in the energy field.It:has participated
in brokerage, assisting mergings and acquisitions. One example is
in the case of the Methanol Project in the Southern Straights,

where SIGNAL-Methanol Inc., a subsidiary of the SIGNAL Co. Inc. of
La Joya Cal will invest US$ 410 million in building and managing a
plant for the production of 2300 metric tons: of methanol per day.
Morgan Grenfell participated in a negociation with ENAP, the nation-
al petroleum Company, which owns vast gas reserves, for the provision
of gas for the 20 years' life time of the project. ENAP will invest
US$S 40 million in a pipeline with funds from the IDB.

3. Another british bank Nathan Rotschild V.A. is involved in an
association with Banco Irdustrial y Comercial de Sao Paulo (Brazil)
and Banco de Industrie y Comercio BICE (Chile) in a venture banking
organization. They have been promoting two large projects in energy
end miring , financing or arranging for the financing of the feasi-

vi.ity studies (which in these sectores are quite significant).

4, In the financial sector, the Corporation of International Finance
tnok a 20% share in INVERCHILE with other local investors. The firm
heg been involved in financial intermediation, with the CIF attempt-
ing to cdevelop the 'capital market'. Apart from operating in the issue
nof financial instruments, INVERCHILE has participated in mergings

and ass ted take-overs in the financial system.

3. Transforming Debt into Equity.

Zhe massive defaults and liquideutions have created many situations
w»here the creditors are confronted with an opportunity to transform
2neir unpaid debts into an equity position. The case has been typical
ir ocanks and domestic corporations with large debts with foreign
vanks; however, Central Bank dissipated the idea by rescuing many

of these banks and extended massive roll-overs to corporations;
fpreign creditors have preferred to renegociate these loans with

+he government when they can and accept probably longer collection
~erms but better guarantees. Only selectively there have heen cases
wnere thig did not happen. One example is the Allied Bank (USA)

wni b amcanted a2 0% 10,3 million shares) of Banco de Concepcién




B, - Leasing Operations

1. Geﬂeral

Since 1979, a number of private leasing companies have been established in

the country. These includes the following, showing the year of establish-

ment, the origin of shareholders, the market segment they are oriented and

an estimate of the total amount of leasing contracts placed during their

cperation:

Year of Shareholders Market Total Accrued
Establishment Local Foreign Segmet Placements
Leasing Andino S.A. 1978 50 25,0 General US $ 130 m
Orient Financial
Leasing Leasing
( Japanese )
25.0
Liscaya
Bco. de
Vizcaya, )
Spain
Cia. Chilena de
Leasing 1978
Republic Leasing 19 - 100;Repu- Financial
S.A. blic Bank
Cia. General de
Leasing S.A. 1980 - 100, 0% Financial US$ 15 m
Bank Minas Leasing
Gerais
(Brazil)
INTZRALIA 1981 60 40% Financial US$ 30 m
Klejinwurth-
Benson Ltd.
Uy
ITAU 1972 100,9%% Financial Us$ 15 m
Banco Real (Trans-
(Brazil) portation
equipment)
Manufacturers 1982 1600% Financial
Hanover Leasing Manufactur-
ers Hannover ‘
Bank
RIC GRANDE LEASING 1981
SA Brazil
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Leasing operations emerged as a natural complement in the highly differen-
ciated market of the last years.

Furthermore the increasingly prohibitive costs of local banking credit was

a strong incentive to start the financirg of investument spending in equipment
and fixed assets through other means, especially in foreign currency. Leas-

ing became an interesting option for several reasons: 1) for those local firms
which were unable to obtain direct financing abroad; facing domestic interest
rates exceeding the 50% annual level, a fixed exchange rate and little domestic
inflation, the external sources became Jjor local firms strongly competitive;

2) because for many existing firms there are strong restrictions for the zcquisi-
tion of fixed assets and equipment. This is the case of many multinational com-
panies and governmental agencies. Through leasing contracts they are able

to"hide" assets as rentals expenses; 3) Tax advantages.

In spite of these many apparent advantages and the interest shown by foreign
banks, leasing companies were relatively slower to develop, as they needed to
introduce the concept and market themselves with new and unknown services. Still,
their operations gew from nothing by 1978 to over US$ 2C0 million in placements

by 1983,

2. The Legal Framework

Jncder the norms of a highly liberal financial legizlation, leasing was defined
not as a financial intermediary but simply as a "service firm'". Hence, it is not
a requirement for them to present reports or balance sheets to any supervising
authority, but only to the tax authority in which they remain then secret -

just as with any other firm. Only "open" corporations which t.ade shares at the
stock market are required to make public their accounts. "Closed” corporations

and limited companies only report to the central tax authority. *

In the case of being a company formed by foreign capital, the legislation allows
equal tax conditions to those of domestic firms (with a 50% corporate tax on
profits) and complete availability of foreign exchange for profit remittances

i* the capitals are registered under the foreign investment laws (DL 600), With
a single banking exchange rate, profit remittances can be made at the entire

disposition 2 the foreign investor.

In fact, only one leasing company makes public reports on its own compulsion.
All of the rest remain secretive and maintain a tight control of internal in-

formation.
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Leasing presents some characteristics which in these times of default prove

to be of much convenience. The leasing firm keeps the ownership of alloca-

ted assets until the contract is finished, renewed or liquidated as opposed .

“c banks or suppliers credit-which lend the funds and may _keep guarantees

over the different categories of assets,but ot the ownership over them.

And collaterels result to be a lot different than deeds when the lender has

¢ collect from a defaulting firrm; leasing firms do not have to demonstrate
ownership cver the goods since they have never transferred it; it is only

he rentel copiract which falls into default. Recuperation of goods is then
immefiate'aVCiding all of the hazards and uncertainties of judicial collection,
allowing for reallocation or resale at a spot price. Because of this reason,
many suppliers of ecuipmerit are today favoring'leasing arrangements instead

el the tradiZional supplier's credit mechanism and banks may become in tiie mear futv

3, Tax Advantages

Far a firm there are restrictions in the classification of expense accounts

and

(%)
i)

apital expvenditure. But the eniire payment of a leasing contract can be
~hereed as an expense under current legislation; the residual value of the
goods may be transferred (if thathappens to be the case) from the lessor at
o0k value - which is therefore a residual accounting value. This may present
z2dvantages, especially for profit making firms; the reasons may be of two

Yinds.

A firm which firances the acquisition of an item increasing their fixed

2a53¢%s wiZh a banking loan will be able to charge as expenses only interests,
sa’es taxes =znc “educt depreciation charges (a minimum of 3 years in case it
oete ancd obteirs a deal for accelerated depreciation). The amortization of
~g2pi%a’ s not 2 deductable expense; therefore it has to be drawn from current
income Tlows and eventually from profits - which are subject to a prior 50%
corporate tax. tence, for a profit maxking firm, there may exist an advantage

in opting for a jeasing contract if it finds convenient to chenge the leasing

i

ayment as an operational expense at a lower cost of that of a banking loan,

4 zecond explanz=ion of a tax advantage is because fixed assets are subject to
woredaery norrection: thus with inflation, profits and income increased

.

oIy mewdegt it Las g4dlT . will be subject to corvorate taxes.,
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The Relation”with Government

Leasing firms have kept a secondary place among Financial intermediaries;
there is an international association of leasing companies presided by the
current general manager of Leasing Andino, and its activities are mostly
marginal. Actually, the legal framework seem to be perfectly comfortable
for leasing firms' operations and for the participation of foreign invest-
ment in the segment; the provision for secrecy implied by their ‘hon-finan-
cial"” n-ture in the eyes of the economic authority may, however, represent
a ‘preblem promoting what financial institutions and activity need the
leas% :. » lack of transparency. The trauma lived during the current crisis
had serious effects on the public and on the government perception of fipan-
~ial activity and this "double standard” may prove to present more disadvan-

<ages than conveniences.

case Ituvdy: The Leasing Andino S.A.

"nie Fir~ is a representative case for analysis; it has been the leader in

rarke: share (cver 50% of leasing operatiori) and presents us with a full

set of accounting and commercial information.

Shareholdera

The original shareholders included two local banks, B.H.C. (Bancc Hipotecario

“e Chile) and Banco de Chile, the largest commercial bank in the country, two

local investment companies, Inversiones Huelen and Soc. de Inversiones y Ser-

b
vicios CrA. And also Banco de Vizcaya whir has the largest leasing firm

in Spain. leasing Vizcaya LISCAYA

This struvcture reflected the leadership of the BHC group who brought in Liz-
caye and arrarged for the completion of the initial paid-up- capital with
other local! firms related to BHC's holding. The two investment companies

were 100% cwnad by BHC's owners, while Banco de Chile was then under their

sontrol.
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In January 1980 Banco de Vizcaya reducd by half its share transferring

it to Orient Leasing Co., a leading Japanese leasing firm, with more

than 20 international subsidiaries.

% of Shares

Shareholders 1978 1980 1983
Banco de Chile 10.0 10.0 7.36
Inmobiliaria - - 17.65
BHC 15.0 15,0 7.26
Inv. Huelen 10.0 10.0 11.03
Inv. Valle Central - 6.60
Soc.de Inv, y Serv.CPA 15.0 15.0 -
LIZCAYA (Bco. Vizcaya) 50.0 25.0 25.0
“rient Leasing - 25.0 25.0

100 100 100

Turing 1982, as a result of the intervention of BHC and Banco de¢ Chile

vy the state authorities the situatim of this company changed significantly.
On *he one hand, the government named an inteivening commission for the
entire of BHC's holdings, including the bank and inter-relested firms -
gmong them the two companies associated in the Leas ing Andino. This
sommission forced intc bankruptcy BHC, the bank,and started to liquidate
the local investment Companies which were transferred to the control of

Benco de Chile.

On the other hand, Banco de Chile, the largest domestiic. commercial bank, was -too
wrpertant 4o be sent into bankruptcy, and for its rescue the Government named
arother intsrvening commission. This commission reached a business agreement
with the BKT group, displacing them entirely from the board of directors

The patrimonial inter-twinnings were too complex for a rapid solution;so far some deb
have " been “ransformed into equity as is the case with Soc. de Inversiones y
Servicios CPFA and othem have been given in payment to the Banco de Chile as

a creditor. Actually, the final outset of this property conflict has not been
3ettled yet. *he govermnment's optiom: are divided: one is of direct statizatioﬁ
of the wnole tark Af the entire position of the bank is de facto

2 nparted Now Yy the Central Bank. The other is of an interim period where

“he Siyte margzas Lhe bank and does not apply ownership's sanctions to share-

It until o gom. e1l€" 5% qormalization allows for e return to private




The second alternative has so far prevailed. For Leasing Andino this
means that the entire 50% of local shareholders are identified with
the current administration of Banco de Chile, this is to say, the inter-

vening commission named by the State.

ii) Organization of Management

Leasing Andino was promoted by the BHC group, then a highly diversified

and very aggressive holding led by a local entrepreneur (Javier Vial).

The grcup saw the opportunities in the leasing business, having many of

the potential clients among their own inter-related firms; they lacked,

however, an experience in leasing. Hence, the association with Banco

Vizcaya; they had Lizcaya, a leading firm in Spanish leasing while the bank had a goo
presence in the international financial world. Banco de Vizcaya had a re-
presentative office in Sant.ago, which participated in financing agreements

with the BHC Group.

BHC took the responsibilities of management; the foreign associates accepted to
participate only at the board level. At the beginning, the executive board was
constituted by 8 members, 4 renresenting local interests and 4 from Bco.de
Vizcaya. The President has been a BHC representative and the vice presi-

dency a man from Vizcaya.

The members of the lccal group were simply general administrators with ex-
perience in handling BHC's business; the members of the Spanish group turned
~ generally - to be staff executives of the Banco de Vizcaya, Representative
Office in Santiago. Also there is an executive committee with 5 members
(a local general manager, and 4 board members),whose task was to maintain a
closer scrutiny over the ’ operations. Within this Committee one of the
two Spanish executives was brought from Lizcaya; the other was a representa-

~ive from Bco. Vizcaya office in Santiago.

The General Manager has always been a staff member of the BHC group; in a
working relationship with the board president, this presents the advantage

27 having an administrator with a strong knowledge of the potential clients ’
in BHC's holdings and a direct access to decision making levels within these

octh2r companies.
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The contributions of Bco. de Vizcaya - and Lizcaya ~ seem to have
proven short of BHC's expectations. The presewe «f leasing experts

in Santiago was limited, weakening the possibilities for a wide trans-
f erence of leasing techniques; Banco de Vizcaya seems to have part-
icipated more through their Representative Office in Santiago than
through Lizcaya. And the contribution in  tapping financial sources
for leasing Andin:>also seem to have resulted much limited than expected.
In fact, besides the normal capital contributions, Banco de Vizcaya
only loaned a tokem half of million dollars and only for a short

term during 1980-1981. Much of these results may be attributed to
evolution of business not simply in Chile, but in Spain as the rush of

private capital to move out after the death of Franco diminished.

Apparently, BHC and Banco de Vizcaya agreed to search out for a third
associate who could contribute with technology and contacts for obtaining
additional financing. In January 1980, Vizcaya yielded half of its share
o Orient Leasing Co. from Japan. This introduced a modification in

“he organization of management over Leasing Andino S.A. : two japanese
staff officers were brought into the board, one as an executive advisor.
They had no prior international experience but were company executives in
the Japanese sense of the term; they have been more involved in the opera-
tions of the local company, participating more in strategical assessments
and in the negociation of new and important loans with banks, especially

with Japanese banks.

Leasing Andino shcws a high turn over of management executives; the funda-
mental principles ruling the structure of the board and of management have
remained basically the same, but in 4 years there was a succession of 3
oresidents and 3 general managers, which obviously affects the company's
consolidation, and the relationship with the foreign associates. These
letter, instead, have maintained practically the same representatives at the
dcard level, But considering that BHC's problems have been so devast-
ating, the present situation is of relative'normality' for the leasing figm;
furthermore the last restructuring of control over Leasing Andino's local
owners has nct implied a change of president or of general manager, who

remained reporting to the interests of the new authority, Banco de Chile,




The company now will have to seek and compete more for leasing contracts,

since they no longer enjoy the advantages of & captive users' market.

Probably, because of the collapse of BHC, board member= and maragsrs

will stay longer now with the leasing firm; now, there is no exposure

+o the standard personnel norms promoting executives through the ranks of the holdin
from within different companies and positions. Banco de Chile's more

conservative managerial structure has been reinforced after the shakes of

intervention.

Tor the foreign participants, the venture has proven quite rewarding in
sapite of the €os®& infringed by BHC's bankruptcy and dismantling. Current-
ly there is a sort of transition towards years of more dynamics and com-
petiticn which must be used to consolidate a strictly professiornal manage-
ment detacred fror the kind of extensive control exerted by any particular

Inca2}l o~ foreign group.

Choice of specialization

_easing Andino has developed financial leasing, with no particular special-
ization in any specific field. Originally, it expected to concentrate its
operations equipping offices for other firms related to BHC; but in fact

for most of the years reported.tre firm shaped a rather stable portfolio
with one third allocated for industrial equipment and machinery, one third
in real state and the other in computing equipment. Such distribucion proved
“0 be an advantage for the firm vis 3 vis many of its competitors which
specialized in leasing e.g. transportation equipment and construction, sec-
+ors which suffered messive defaults because of the 1980-1982 crisis. This
distriputed vortfolio shows two exceptions: in 1982 when real state con-
“racts renresented almost a third of allocated contracts and 1983 when over
“alf of +he lezsing contracts realized during the year corresponded to
aomputers, The situation observed in 1982 reflects a highly abnormal opera-
“~ior, eprarently reazalized under BHC compulsion, which also had a serious

‘mozet orn that vear's orcefits, ,
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Sectorial Allocation of Leasing Contracts

in percentage

1980 1981 1982 1983

Industrial Equipment 24.1 18.8 13.8 21.2
Transport, Equipment 12.1 7.7 3.2 0.7
Construction Equip. 19.3 8.5 6.0 0.5
Real State 5.9 18.3 30.3 1.6
Vehicles 15.5 13.2 6.8 10.0
Telecommunicatios Eq. 4.2 8.9 5.0 6.0
Computing Eq. 17.3 11.7 23.6 60.0
Other 0,6 1.9 11.2 -

100.0 100.0 100.0 100.0

Opzrations

For Leasing Andino, business meant obtaining medium and long term financlal
‘oans at competitive conditions vis a vis commercial banks and other
Firencial intermediariew and placing leasing contracts at a stable

saread,

Thavrs existed another potential source of operational income which could

ne realjized to the extent that the sourcing of funds determined liabilities
7 a2 longer profile than the collection of leasing payments from its alloca-
~af nontracts; this explains a transitory but effective over abundance of
“unds, which could be used to extend further leasing contracts without having
~z gderan® eguivalent additional credits on other financial investments

gere-ating higher returns than related costs.

Tnieed, " epaing Andino obtained most of its funds at 4-8 years and Libor

? % while leasing contracts were 24-36 months with interests of Libor
- %% in *he case of dollar denominated transactions and +18% in the case of
Zh. pesc Zerominated contracts . Most of the company's financing involved
do0’lzr liabilities or fixed dollar denominated contracts and, using the
clexipliity of an indifferent denomination of monetary obligations for
Zomestic firms, allocated mostly dollar denominated contracts, except for
gy L0% eouivalent 4o peso denominated credits obtained from local banks

et ather crnrancd as The interest rates are currently mostly variable
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with a few exceptions given the unstable evolution of the exchaige markets
since 1982,

The structures of assets/liabilities can be derived from the company's
public reports 1980-1983.

On the side of assets, the outstanding operational characteristics were

tae following.

1. Fixed assets have remained practically the same required for the initial
investment, showing that the start-up expenses required were a sort of a
lump sum expense not subject to correlation with a growing volume of
operations; most likely the dimensioning of fixed assets requirements

a’lcows even for more expansion.

Z. Circulating Assets. The most important characteristics suggest a
reletively stable evolution of the firms investments in leasing. The shért
term components have been maintained between 15 million and 30 million;

“heir contracts in 1983 shows the effects of stagnatant trend in the

Chilean m2rket and of Leasing Andino since 1982, but this is also the ex-
oianation of the significant growth observed by short term deposits, assets
wnich only reflect the company's over abundance of funds as a result of the
gaep belween long verr liabilities and leasing contracts; in fact, the

oank deposits exceeded 10 million by the end of 1983 and continue to dominate

1o the present day the operation of Leasing Andino.

3. Qther assets. Other longer term investments in financial leasing show
“he same trend than evolving from approximately 24 m in 1980 to 56 m in

982 and then began to diminish.
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Leasing Payments

Forthcoming 1980 1981 1982 1983

(US$ thousands)

Circulating 12.537 17.156 23.334 13.340

Other 16.072 38.041 22.155 14.620
28.605 55.197 45,489 27.960

Lecsing Debts
(US$ thousands)

Circulating 3.069 7.892 7.332 5.447
Other 7.580 17.478 14,981 5.733
10.649 25.391 22.313 11.180

On the other hand, the structure of liabilities indicates the
importance of banking financing, mostly 1in dollar denominated
loans.

Structure of Liabilities
fysS$ thousands)

1980 1981 1982 1983
Short term 5.371 7.949 2.962 6.019
Local Currency 418 1.125 616 862
Foreign Currency 1.069 4,776 4.441 1.842
Long Term 21.713 35.291 33.655 29.910

The figures of Asset/Liabilities show the period of rapid
expaasion of Leasing Andino until 1981 and the rapid con-
traction during 1982/1983., The company was able to increase

the annual placement of leasing contracts from zero to over

18% &C m by 4he end of 1981 earning interest in the differential:

~+m~angactions allowed by their arrangements of a long term financ-

ing.
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Leasing Contracts (Placements at end of year) and interest

earned (US$ million)

(US$ millions)
1978 1979 1980 1981 1982

1983 1984

Leasing
contracts 4.8 13,3 29,7 62.0 23.5 6.3 12.0
Interest
earned 0.5 2.9 5.2 10.1 11.6 6.8 -
on leasing 0.5 2.8 4,7 9.1 9.8 6.1 -
on bank de-
posits - - 0.6 1.0 1.8 .7 -
Interest paid - - 2.9 5.8 8.6 4.7

Actually, the profitability of this operation can be derived

from the evolution of its capital account and other financial

statements .

Overational Results

(Us$ millions)

1980 1981 1982 1983
Operational results 2.5 4,20 1.56 2.1
Adm.expenses * 1.1 2.1 0.1 1.
Net result 1.1 2.1 0.1 .2
* excluding depreciation administration
Net Operational Profitability
(%)
1980 1981 1982 1983
Net Operational result
over Assets 3.1 3.7 0.02 2.7
Net operational result
over capital 40.0 44.0 0.31 38.0
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The efficiency of expenses is actually quite significant.

The effects of the devaluation of the chilean peso obviously
improved the situation as the company went through extensive
rationalization and moderation because not only of the general
economic situation but also because of the particular situation

of BHC* holdings.

An unexpected advantage was presented during 1983, as the
Company was granted the opportunity to renegotiate all of the
F/C liabilities under the broader terms obtained by the govern-

ment with foreign creditors?

The total debt reprogrammed during 1983 excludes only that with
Bancce ¢de Chile because of regulation against inter-related firms.
This is in dispute; the term is quite favorable; a 7% interest
charge: a one year grace period over schedules liabilities. This
reducss considerably the cost of long term liabilities, original-
ly ob%tained at higher rates, and therefore improves the projected
earnings of the company within the coming years. With the reduc-
tion in rates observed in the international markets and the struc-
~ures rates changed in allocated leasing contracts, these trends
nave 2llowed the generation of sufficient funds to cover losses
and provisions generated by the 1982-1983 crisis and improve the

profitanility expected for the coming period.

Capitaiization

i

apital Accounts Leasing Andino S.A.

"“rcusands of US dollars)

1979 1980 1981 . l982 1983
Peid-up Capital 781,6 782,2 2.258,1 4.368,0 2.652,9
{Ne+ Balance)
Tapital Reserves 505,6 505,6 505, 6 505,6 505,6
Cther Reserves 14,1 14,1 14,1 18,0 18,0
Zap-.ta’l Increases - 988,4 1.000,0 - - '
Profits { 67,4) (67,4) 477,5 1.,113,9(.1.714,6) 45,7

Tn%al Equity 1.122,9 2.777.8 4,891.7 3.177,0 3.222.7
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Originally, the Leasing Andinoc was established an investment of approximate-
ly US$ 1 million. But the shareholders were committed to subscribe a total
capital of US$ 4 million. During 1978 and 1979 there were slight losses
expected because of start-up and market introduction. During 1980 the share-
holders capitalized all of that year's profits and added US$ 1 million more

in capital contribution; total paid-up capital increased to US$ 2.78 million.

Again, 1981 profits were capitalized and this time the shareholders,includ-
ing the new Orient Leasing, added about US$ 1 million in capital contribu-~
tion, increasing paid-up capital and reserves to US$ 4.9 millions. During
1982 Leasing Andino lost about US$ 3 million in one single contract (with
one of BHC firms) and overall losses for that year were US$ 1.7 millions,

reducing the firm's equity to US$ 3.1 million at the end of 1982.

™ne sitpation has not changed since then; the last year was a break evan

as nrofits became slightly positive. But, in fact, during last year, 1983,
eesing Andiro improved its portfolio, writing-off many contracts and re-
s2)1ing immediately the assets recuperated while it made adequate provision
to cover shaky contracts. Thus, the structure of the firm is healthier now
in spite of the reduction in profits observed. 1984 will be a highly profit-

abile yeer for them.

?inaﬁcing

“he structure of liabilities shown in table 2 of the Appendix indicates the
relation between short term and long term financing. The following list
gnows dYanking lenders and the use of supplier's credit by year end. An import-

2p+ chareateristic is the prominance of Banco de Chile and Banco Andino (Panama)

2¢ lenders %o lLeasing Andino. Both banks represent local interests originally

seniroles oy BHUC a2nd now in the process of liquidation or intervention by the
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Chilean government; their involvement in financing has exceeded
by far that of any particular foreign associate. Apparently,
with the introduction of Orient Leasing in 1980, the presence
of both foreign associates was intended to extend the access of
Leasing Andino to the credit markets, but the turn of events in
Chile and in particular of BHC prevented this to materialize;
nevertheless, the profitability of the leasing business "~ such
and the consolidation of Leasing Andino as a solid firm,allowwed

for 2 ready access to local lenders,

Lorg Term Financing
/Troeards of US dollars)

L/T Ligbilities 1980 1981 1982 1983
Bee. cde Chile 6.279.4 15.710.7 12.872.2 11.780.3
Marine Midland 2.000.0 2.000.0 2.000.0 1.43C.0
3encn Andinc 571.4 285.7 5.,571.4 5.142.9
Libra Bank S.A., 1.000.0 666.7 333.3 -
3ce.de Ind y Caom.

Se> Pecio 500.0 300.0 100.0 -
B~c.3uf Americano 1.709.9 1.477.0 1.0%8.1 915.3
Crocve Noif.Bank 333.3 - - -
e Vreuriol(Spain) 500.0 500.0 - -
3¢n. 2'nigping (Ch) 466.7 388.9 233.4 233.4
Tre Manbar lorp. 1.333.3 - - -
dcc.de Stge.’Cn) 2.450.0 3.829.1 3.680.0 3.177'0
3co,dc S*tede ‘e §.°,

"Brzzil] 240.0 120.0 - -
IEC 17.8 10.5 - -
2cp, 3ICE - 761.9 590.5 335.3
The Sauya Bank - - 2.000.0 2.000.0
Bk.Européene pour

“'Amerique Latine - - 1.000.0 1.000.0
Aank >F Tokyo - - 2.428.0 2.728.0
Suppliiers - 1.422.0 827.0 539.9

——— ——— ——s . G . e e B T e T e > T — —_ — - - A o —— — . —— T ———
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With scheduled obligations going much beyond the scheduled

collections and profiting from interest rate differentials

enlarged by renegociation processes,

Leasing Andino is in the

best of positions for a period of consolidation and expansion.

Profile of Banking

Obligations ) .
1982 5.094.8 - -
1983 3.579.3 6.349.6 - -
1984 3.573.3 6.689.7 8.047.3 -
1985 3.130.3 5.991.9 9.253.1 8.509.9
1986 1.774,1 5.706.0 6.027.3 5.310.3
1987 757.8 2.916.7 3.123.7 4.739.9
1988 - 2.135.1 2.634.1 3.809.3
1989 17,910.4  1.167.8 1.682.1 1.782.7
1990 1.342.9 1.231.9 1.988.2
1991 1.544.5 1.544.5 2.198.8
33.785,4 T
Average Cost of Credit LIBOR LIBOR LIBOR LIBOR -
+3.03 +2.64 +2,25 + 2 *

* renegociated

However, there is a considerable inflexibility to transfer these

advant=zgeous factors to potential users of leasing. Indeed, current

rates remain quite high; this is partly explained by an -
overcautious assessment of the markets and partly because in 1984
there §s still no clear evidence of : 1) where will the internation-
al financial market go in the coming months -~ with a prediction

of a scalating lending rate towards the end of the year; and 2)
where will the domestic market go as exchange rates are predicted

to devalue and inflationary conditions, to generate extensive changes

in the stability of the economy and of potential users.

Hence, Leasing Andino seems more .prepared to face a .

period of non-operational financial gains from #&ccrued fynds and incomin
funds than from an aggressive attack on the market. The reactiva-
tion of the domestic economy is beginning to strengthen the demard

for equipment and capital goods and leasing could play a strong role
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as a financial mechanism, but rates would have to come down
significantly, in order to tap the mAr'et vis a vis other
lenders. In the post crisis period,it seems apparent

that the role of government will be stronger,coordinating
financing indirectly through the banking and credit system

and therefore leasing may be confronting a tough competition.

The present strateg& of Leasing Mdino seems to point out towards
a standstill in face of coming events waiting for this transition
period to show a definite course not only of economic trends,

both 2t the domestic and international level. -

Strategy and Conslusion Remarks

Leasing Andino's business have been consolidated in spite

of the many set backs infringed by the 1982-1983 crisis

and the collapse of the main local shareholders, BHC. There
are good prospects for the future, as the firm has strength-
ened significantly its financial position and has cleared

its portfolio. With larger provisicns and much lower costs
for its liabilities, the current sense of consolidation within

the Company appears justified.




APPENDIX
Leasing Andino S.A. 1980 1981
Total Assets 36.043.3 57.908.0

4
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1982 1983
7.353.0 44.683.8

(Thousands of US dollars)

Circulating Assets 15.747.1 23.456.7 23.323.8 27.831
*Cash Bank Sight Deposits 817,3 107,0 154,5 17,1
*S/T Bank Deposits (net) 1.€06,5 1.282;5 1.484.9 10.801,9
*Collection - 7.040,2 - -

*Investments in Financial 11.126,0 11.939.8
Leasing (net)
(Leasing payment forth-
coming (12.532,5)(17.155,0)

(Leasing debts contracted(3.068,6 ( 7.891,6)

16.813,6 13.339.9

(2
(

3.334,0) (18.180,6)
7.332,1) ( 5.445,6)

(Non collected income) -(4.399.1 -(9.212,9) -(8.862,5) ( 5.718.8)
(Non collected .VA) - (3.883,8) -(4.690,6) ( 3.655.8)
(Provisions) —( 76.0) | 61.0) -( 299.5) ( 911,6)
*Debtors ( 512.9) 734.2 1.585.3 781.2
*Taxes reimbursables 1.115,6 1.300.3 61.2 -
*Anticipated paid expenses 488.8 661.8 971.1 248.4
*Central Bank anticipated
retention - 390.9 333.7 107.9
*Materials for reallocation - - 1.919.5 2.254.4
Fixed Assets 722.7 722.7 716.4 577.5
* Real State 410.0 411.0 410.6 511.1
* Furnishings,installations 228.0 369.7 408.3 223.1
* Vehicles 183.4 - - -
Accrued Depreciation - ( 60,0) ~( 27,0) - ( 57.7) - ( 29.2)
Depreciation - ( 31.0) -( 30.6) - ( 44.8 - ( 27.4)
Other Assets 19.566.8 33.728.6. 23.312.8 16.175.0

* Investments in Financial
leasing (net) 18.483.3 31.937.8

~e23ing payments forth-)16.071,9 (38.041.4)

fLeasing debts contracted( 7.580,4)(17.498.1)
"Non-zollected income) ( 5.040,917.761.4)

{Non-cnllected sales tax - ~-( 5.679.5)

{Provision) -( 128.01( 161.5)
* Central Bank(retention) 693.1 355.9
* Reimbursable taxes (difered) 327,6 104,4
* Start up expenses 62,7 38,3
* Other anticipated expenses - 1.292,2
¢ Other rentals - -
*

Long Term Deposits - -

2

1.154.7 12.117.0

(22,155.1) (14.620.7)

(
(
(
(

14.980.8) ( £.733. )

11.646.3) (6.173.6)

3.958.1) (2.063.1)
376.8) -

622.1 514.3
49,9 50.0
12,3 -

1.473,5 472,5
- 3.352,2
- 183.3




Leasing Andino S.A.

Total Liabilities

(Thousands of US dollars)

Circulating liabilities 11.552,4 17.725,6 10.520,8
* Banking Creditors 5.370,9 7.949,0 2.961,8
* L/C Accts.coming due 417,7 1.235,1 616,1
* ¥/C Accts. due 1.069,3 4.775,6 4.440,7
] * Provisions 37,7 674,3 578,1
(- * Taxes due (sales tax) 2.506,7
* Tnterest provision 784,5 1.500,4 1.446,5
* Provision for acquisi-
tions. 1.194,5 1.591,1 477,6
* Other provisions 170,4 - -
Long Tewm Liabilities 21.713,2 35,290,8 33.655,2
* 3znxing creditors 14.507,9 23.239,9 24.638,8
= @/ Arcounts due 3.402,6 10.545,5 9.016,4
Capic2: ancd Reserves _2.777,7 4,.891,6 3.177,0
Tapi*tal 782,2 3.777,7 4.891,6
Reserves 14,0 18,0 -
Bevaluation,accruegegsés 505,6 - -
' Zepital increases 998,4 - -
Profits 477,5 1.113.9 (1.714,6)

965, 2

181,4
179,7

29.810,°

23.188,5
6. 538,6

3.222,7




LEASING ANDINO S.A.

* Financial Statements

(Thousands of US Dollars)

* Gross Operational Income
* Leasing interests

* Banking interests

* Operational Costs
- Interests paid

- Banking commissions

* Gross Income
- Adm.& Sales Costs

- Depreciation & Prov.

* Net Operational Income

* Non Operational Income
- Non QOperational Expenses

- Tax provision

1980

5.321,7

4.668,3
656, 4

2.875,0
2.698,0
176,9

2.446,7
1.337,8
216,2

1981
10.109,8
9.120,8
988,9

5.805,4
5,662,3
143,1

4.304,4
2.149,9
75,7

2.078,8

87,2

1.052,C

1.113,9 (1.714,6)

1982

11.610,3
9.769,2
1.841,1

8.593,4
8,158,8
434,3

3.016,9
1.447,0
5.258,1

(3.588,3)

1.873,6

47.

1983

6.765,6

6.105,8
659, 9

4,.705,7
4,070,2
635,5

2.059,9
838,4
45,5

1.176,0

9.5
1.139,8

45.7







