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= Conversation with Klaus Schmidt-Hebbel

This conversation was held through an exchange of e-mails between J. J. Senna and Professor Klaus
Schmidt-Hebbel in the first days of October 2016. Klaus Schmidt-Hebbel is Professor of Economics at the
Catholic University of Chile, since 1998. He is also an international consultant and advisor (since 1996)
and chairman (since 2011) and member (since 2009) of the Financial Advisory Committee of Chile’s
Sovereign Wealth Funds to the Minister of Finance. He was the chief economist of the OECD and director
of the OECD Economics Department, in Paris (2008-2009). He was also division chief, economic
research, at the Central Bank of Chile (1996-2008) and principal economist and senior economist at The
World Bank, Washington, D.C., USA, 1988-1996. He obtained his Ph.D. from the MIT, in 1986.

The Chilean experience with inflation targeting

™ Brazil adopted the inflation-targeting regime in 1999, when inflation was
around 9%. Chile had done the same at the beginning of that decade, when
inflation was above 20%. Right from the start Brazil became a full-fledged IT
practitioner, while Chile followed a more gradual approach. In the Brazilian
case, IT and flexible exchange rates replaced the exchange-rate anchor that had
prevailed since the Real Plan. In Chile, for several years, there was an attempt to
work with two targets at the same time, namely inflation targeting and a band
for the exchange rate. It seems fair to say that if one the two countries had a
higher chance of being successful, that would be Brazil. In reality, however, the
Chilean experience seems a lot more satisfactory. In Chile, in 2002, inflation had
already gone down to 3% (it is presently slightly above 4%b), while in Brazil we
have constantly missed the target. Just to illustrate, since 2005, the official target
is 4.5%, while the average observed inflation rate is around 6%. The questions
are: which factors would you indicate as the main determinants of Chile’s

success story? Apart from the quality of fiscal policy, what else would you stress?
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Chile’s IT experience — similar to Israel’s — combines two phases. During 1991-2000,
the Central Bank of Chile (CBC) adopted partial IT, combining declining annual
targets (both range and point targets) with a crawling exchange-rate band. However,
when the targets for inflation and for the exchange rate were in conflict, the CBC
favored attainment of the inflation target. This — plus a lot of luck — explains the
exceptional success in meeting the inflation target year after year and bringing
inflation down from 27% in 1990 to 3% in 2000 (see Fig. 1). To establish credibility
and anchor inflation expectations to the forward-looking target levels, the CBC

adopted a high interest rate policy during most of phase 1.

Fig 1: Chile’s Inflation Targeting Phase 1: 1991-2000 (%)
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In 1998-99, the CBC abolished the exchange-rate band and adopted a floating
exchange rate, implying a clean float most of the time, with only exceptional
intervention periods by the CBC. At the same time, the CBC abolished all remaining
controls on capital inflows and outflows.

In 2001, the CBC adopted a full-fledged IT framework, including high levels of
transparency and accountability of CBC operations and policy changes and a
stationary target level of 3% - first as center point of a 2-4% IT band (in 2001-06) and
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then a 3% point target with a plus-minus 1% deviation tolerance (since 2007) (see
Fig. 2).

Fig 2: Chile’s Inflation Targeting Phase 2: Since 2001
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Fiscal support in the form of a very conservative fiscal policy in the 1990s and
adoption of an explicit fiscal rule since 2001 provided a fundamental fiscal
prerequisite for successful IT. In addition, a strongly independent central bank law,
which provides strong de jure and de facto operational independence to the CBC, is

the second main factor that ensured Chile’s successful transition to stationary IT.

The “new normal” and the Chilean economy

™ Signs of a weakening of the world economy, particularly in its more advanced
segment, were noticeable before the advent of the Great Financial Crisis (GFC).
In fact, in the period between 2002 and 2007, the two most important central
banks (the Fed and the ECB) had already lowered their policy rates quite
considerably, to average levels lower than 0.5%, in real terms. Apparently, such
action resulted from a perception by the central bankers that the equilibrium
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real rates of interest had gone down, a phenomenon that acquired an even
greater dimension after the GFC. We seem to be living in a world where, for
various reasons, there are too many economic agents willing to save and too few
desiring to invest. The questions are: what are the major challenges that this new
environment presents to a small and open economy like Chile? What concerns

you most?

One lesson of recent years is that emerging-economy central banks that set inflation
targets at 3 or 4% are in better shapes than industrial-country central banks that set
target levels at 1 or 2% because the former are less likely to suffer from deflation and
therefore less likely to hit the lower bound.

However, like the rest of the world, small open emerging economies, like Chile’s,
face the risks from a world that faces very low short and long-term interest rates,
which imply that individuals, corporations, and portfolio managers search for higher
returns and therefore are taking excessive risk and hence feeding potential price
bubbles in many asset classes, including stocks and bonds. In a financially integrated
world, the likelihood of materialization of the corresponding risks, leading to another
global financial crisis and world recession, grows with the length of the period of zero
and negative interest rates. Therefore I am much more concerned about the financial-
risk implications of low interest rates then about their monetary or inflation

consequences.

Commodity dependence

™ It is widely understood that the Chilean economy depends heavily on the
production and export of copper, which is equivalent to saying that its
performance tends to be influenced by commodity-price cycles. If I understand
correctly, a stabilization fund (the Economic and Social Stabilization Fund) has
been created to help stabilize the fiscal accounts and the economy in the presence
of commodity-price shocks. Could you please explain how it works and offer
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your view on how helpful such mechanism has been from the point of view of the

monetary policymakers?

The fiscal rule adopted de facto in 2001 and de jure in 2008 implies that the
government spends each year according to the sum of cyclically-adjusted government
revenue and a target level for the cyclically-adjusted budget deficit. Cyclical
adjustment of revenue is based on independent projections for GDP and the price of
copper (Chile’s main export good), which are the two main determinants of
government revenue.

There is some statistical evidence suggesting that adoption of this fiscal rule has
contributed to reduce the volatility of Chile’s government expenditure, output,

employment, and exchange rate.

Inflation targeting being tested

™ Inflation Targets is the tittle of a book published in the mid-1990s and edited
by Leonardo Leiderman and Lars Svensson. In the introduction to that book, the
authors stress the fact that “in most countries, the targets were adopted in
periods of considerable slack in the economy”. In their opinion, at that time, the
new regime had “not yet been tested”. Although what they had in mind was the
turning of the cycle into a boom, the fact is that the commodity-price shock of
the 2007-08 and the so-called Great Financial Crisis represented enormous
challenges to the new regime. The questions are: in your opinion, how did
inflation-targeting practitioners fare in the presence of those shocks? Do you
think they passed the test?

Inflation targeting worldwide was subjected to two major tests of opposite sign in
2007-2009. In 2007-08 CPI inflation worldwide shot up in response to booming food
and energy prices. IT countries fared better than non-IT countries, in the sense that

inflation rates and inflation expectations were better anchored in the former group of
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countries, as discussed in my survey paper on the world’s IT experience, presented at
the Central Bank of Brazil in May 2016.

The second shock was the world financial crisis and deep recession of 2008-09,
during which IT central banks cut policy rates more aggressively, contributing to
lower output losses and less deflation than those experienced in non-IT countries, as
surveyed in my paper, too.

Therefore, IT countries passed both tests with flying colors.
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