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CAPITAL MARKET

The capital market is a cornerstone of any economic system, since it constitutes a means
of saving for consumers and companies, enables economic agents, of any size, to protect
themselves against economic contingencies, and furthermore, allows an efficient allocation of
savings to productive investment, diminishing the cost of capital for entrepreneurs.

In her government program, President Bachelet explicitly referred to the importance of
the capital market, expressing that it doesn’t constitute a space reserved for the upper classes
but, far from this, “a necessity for less privileged homes. From the capital market -indicates the
program - must come the resources for expanding a small company, the loans to finance a first
home for a middle-class family, or insurance to protect persons and property”.

In this way, the need to have a deeper, more liquid, complete, and above all, competitive
capital market, is not solely justified by matters of efficiency, but also by reasons of equality,
certainty and freedom of enterprise, the guiding principles of a modern and democratic

government.

1.1 SOURCE OF FUNDING

The capital market constitutes a medium through which the savings of households are
assigned, as investment, to those companies that require financing for their projects. This
market allows people and companies to stabilize and smooth consumption and costs
respectively.

A good system of resource allocation guarantees efficiency and safeguards the
competitiveness of the economy. A correct distribution of resources signifies, in simple terms,
providing capital to the companies with the most attractive and profitable projects. In this
way, a mechanism of this nature generates a virtuous circle of increments in productivity as
well as in efficiency. Also, when the allocation system works efficiently, it attracts more
investments, generating an accelerating effect.

When the entrepreneur has access to financing in the capital market, the risk of
entrepreneurship is no longer completely his, but it is shared with other agents. Thus,
innovation is encouraged and productivity is increased. The entrepreneur and the small
businessman also need a developed local capital market, since oftentimes this is the only
source of accessible financing for them. That happens due to reasons of scale and monitoring
costs. Large companies are able to access financing in international markets, since they are
consolidated, their line of business is known, they have more information available to the
public, and their outputs are large. The same does not occur with small companies and
entrepreneurs, who must rely only on the local market or on their own capital.

The lack of an adequate financial system implies imposing obstacles to the financing of

our companies, since they must compete with foreign companies who do not face this kind of

101



2008 ANNUAL PUBLIC FINANCE REPORT

restriction. The previous translates into a loss of competitiveness for the financial system and

the disappearance of some sectors of the economy.

1.2 PUBLIC POLICY

Ensuring a robust capital market is also a matter of public policy. Starting with the
establishment of the individual capitalization system, and then with the creation of the
multifunds system, the Chilean pension funds have become one of the main players in the
national capital market.

With more than 50% of the population currently contributing to the AFP system,
questions relating to the development of the capital market and good governance of the
companies in which they invest, become crucial from the point of view of public policy.
Strictly speaking, allowing pension funds to operate in more transparent, liquid markets and
with good information increases the possibilities that the investment decisions made by the
AFPs improve the pensions that the contributors will receive when they retire.

However, the dimension of public policy is not limited to the scope of the capital market
regarding the pensions system, but rather, regarding the high volume of local savings in
general. In effect, considering the total managed by AFPs, Mutual Funds, Insurance
Companies, the Central Bank of Chile (BCCH) and the Treasury, these agents currently
maintain assets for 100% of the GDP, a figure that confirms the importance of the
development of local markets.

Building a solid financial system that provides sufficient guarantees of transparency is

key to generate public trust in the securities market.

1.3 INTEGRATION AND GROWTH

For smaller economies, like ours, integration with the rest of the world in all aspects is a
crucial question. Regarding trade, Chile is already on the road to integration with
international markets, since it has signed free trade agreements with countries that represent
nearly 80% of the world GDP. In financial integration, we have taken great steps. Today, local
investors have ample access to the world markets. For example, 32% of pensions savings are
invested abroad.*! Also, the participation of foreign investors in the local market has acquired
certain relevance, considering that during 2007, for example, they accounted for 21% of the
transactions in the Stock Exchange. It must also be highlighted that the capitalization of the
stock market has gone from 74% of the GDP in 2002 to 124% of the GDP in 2007, and that

fixed-rate instruments represented 36% of the GDP at market value*? at the end of 2007.

41 SAFP.
42 Larrain Vial.
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Despite these large advances, the constant change and innovation of these markets always
impose challenges. Reaching better levels of integration and improving the competitiveness

of our financial system are the challenges we have ahead today.

Box 1 | Trade and financial integration

In the past few years, Chile has developed an important process of trade integration.
Free trade agreements have been signed with countries that represent 80% of the world GDP
and this source of international integration is an important engine for the growth of local
industry, since it allows access to a wider and more diverse market. This is how trade has
generated a greater productive development, specialization and innovation in Chile.

However, this process is accompanied by a growing demand for capital to finance the
productive growth that trade integration generates. If domestic savings are not enough,
foreign capital must finance the productive development of the country. On the other hand, if
the country generates an excess of savings, as it has been the case in Chile these past few
years, national capital will finance international productive development.

Trade implies exchanging products as well as the establishment of trade relationships.
In the measure in which these networks grow and are strengthened, the spectrum of
interaction that the agents can carry out opens up. When trading with a country, one
acquaints the people, the culture, and the way to do things. This promotes different types of
links that virtuously generate greater inflows of foreign capital through direct investment or
portfolio investment.

Thus, for trade integration to be sustainable in time, the trade integration, which for the
company happened at the level of its assets, must be complemented with financial
integration, which is an integration that occurs at the level of the company’s liabilities.

The above would imply the existence of a positive relationship between the trade
activity of Chile with the world and its financial flows. If as a measure of trade we use annual
imports plus exports, and compare it to the flows of direct portfolio investment, we can

observe similar trajectories.
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Figure 1 | Trading flows versus investment
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The figure above suggests a positive correlation between the flow of tradable property
and the flows of investment of Chile in the world. This effect is emphasized when observing

the behavior of investments stock versus the flow of trade over time.

Figure 2 | Trading flows versus investment flows
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We know that the region is improving its capital markets at a great speed. Examples of
this are Colombia with the merger and demutualization of the stock markets and its initiative
of self-regulation of the securities market; Brazil, where the private initiative of Bovespa
elevated the corporate governance standard of listed companies and improved the quality
and timing of the financial information circulated to the market; Peru, which is in the middle
of a campaign to attract foreign investors, and the Securities Market of Lima, which in July
launched a good corporate governance index, and finally; Mexico, where in September began
to operate the Instructor of the Capital Market Service in the Mexican Stock Exchange, which
intends to promote liquidity and improve the continuous security price formation system

However, elevating the standards of competitiveness and integration of the financial
market is also important from the perspective of growth. Theory predicts that financial
development positively affects economic growth. Likewise, empirical evidence shows that
countries with deeper financial markets have higher economic growth rates*3, through the
channeling of saving to the most efficient productive sectors, thus allowing substantial
increments in the productivity of the economy. Additional evidence** shows that financial
development has a high and robust correlation with growth, with the fixed capital
accumulation rate and with efficiency in the allocation of capitals, and it also shows that the
level of development of the financial market can predict certain components of economic
growth. The following figure shows a relationship between the development of the financial

market and the level of the GDP, as predicted by theory.

Figure 3 | Relationship between financial development and GDP

12
NEE
o [ ]
S S, oW e a S
s 10 o ° e
a °
S 9 o °®
o °
Q [ ]
a 8
©
2
g 7
2.5 3.0 3.5 4.0 4.5 5.0 5.5 6.0

Financial development (2008 index)

Source: The Financial Development Report 2008 (WEF), FMI.

43 Ross Levine (2004) “Finance and Growth: Theory and Evidence”, NBER Working Paper.
44 Robert G. King and Ross Levine (1993) “Finance and Growth: Schumpeter Might be Right”, The Quarterly Journal of
Economics, Vol. 108, No. 3, MIT Press.
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In the same spirit, the World Economic Forum (WEF) refers to the existence of
fundamental pillars for growth and those that are catalysts of growth. The development of
financial markets and innovation are considered factors that operate only once the basic
pillars are consolidated. These factors, among others, reinforce the basics, in a way that
economies can go from being economies that compete based on factor endowments, with
products with little added value, to economies that move ahead through increments in
productivity and constant innovation. The Global Competitiveness Index prepared by the
WETF places Chile in the intermediate stage. Thus, to be an economy that maintains sustained
growth we must focus today on developing competitive advantages with added value in order

to safeguard the competitiveness of our economy.

The State is a player with special relevance in the capital market, with several roles in
the system. In this market, the State acts as an issuer, investor, regulator, promoter of

reforms, and finally, as a coordinator.

2.1 FINANCIAL MARKET PLAYER

THE STATE AS AN ISSUER: PUBLIC DEBT STRATEGY

One of the fundamental pillars of the financial market is the strategy of issuing public
debt. The issuing of public debt in the local market implies the commitment of the State to
finance its needs in the market and to meet the basic principles of the system such as
transparency, ample access and the development of an adequate regulatory framework to
guarantee the dynamic and harmonic functioning of this market. The State’s debt policy is
based on the trust that the market has in the administration. Trust is built from a known,
credible and sustainable emission policy, features that are necessary guarantees for the
market.

On the other hand, the emissions of the Government and the Central Bank of Chile
(BCCH) constitute the basis for building the risk-free curve of a country. The greater the
liquidity and depth of this market, the better the quality of prices that the reference curve
offers. The benchmark curve promotes emission by other players in the market, since it offers
a true source of prices, in the sense that any issuer must pay a premium for risk over the
Government and BCCH issues. From this point of view, a yield curve that is liquid, with a
variety of maturity dates, allows the generation of a credit market based on it, and gives room
for the competitive trading of these credits, facilitating the development of the secondary

market.
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The Government, by having a long term planning horizon greater than an average agent,
can emit at longer terms. This gives an investment alternative to those market agents who
have liabilities with similar terms, as occurs, for example, with insurance companies. In the
Chilean case, the issuing of long term public debt allows many companies to access credits on
these terms.

However, the possibility of issuing debt in the local market allows the State to make the
natural fit between assets and liabilities. A Government with debt in foreign currency and
assets in local currency adds an additional risk to its fiscal accounts.

Developing the public debt market is also a matter of monetary policy. The debt market
is a channel through which the BCCH can efficiently reinforce the transmission of its
monetary policy. For example, it allows the use of the open market operations to intervene or
sterilize in a more rapid and efficient way. Accordingly, the public debt market constitutes
one more instrument of monetary policy, which enables the BCCH to act in an agile and
expedited manner.

However, a public debt market does not develop spontaneously, since it requires the
concurrence of certain institutional standards and market conditions. With the capital market
come intermediaries, clearing chambers and regulatory institutions. All these factors enable
the creation of a market with low transaction costs, more efficient in the allocation of
resources, and with low systemic risk. Additionally, certain conditions are required to
guarantee the stability and continuity of the system. From the macroeconomic perspective,
there must be a stable and credible government policy, as well as a transparent fiscal and
monetary policy, and an effective legal and tax system. From the microeconomic perspective,
it is necessary to have rapid and safe payment and settlement systems, with a liberalized
market where each intermediary does its work efficiently, a well-capitalized and regulated
banking system, and solvent institutions able to access to lender last resort. All these
conditions become more relevant when the purpose is to attract foreign investors to the local
market, since they are less willing to pay for markets with high inflations risks, devaluation of

the exchange rate or political instability.

THE STATE AS AN INVESTOR: SOVEREIGN FUNDS

The role of the State in the financial market is not limited to the emission of public debt,
when considering, for example, the rise during the past few years of the sovereign funds. As is
well known, due to the generalized increase in the price of commodities, net exporting
companies of this type of product have been generating large fiscal surpluses, and these funds
constitute the answer to the question of what to do with those surpluses.

Various reasons justify a State investing its fiscal surpluses in this type of funds. In
effect, through the savings in sovereign funds, the State isolates the fiscal budget from various

transitory income shocks; it shares wealth generated now with future generations; it reduces
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the volatility of the exchange rate; it increases the management and transparency of public
expenditure; and finally, it reduces the political pressure on spending.

In the case of Chile, thanks to the structural surplus rule, we have managed to isolate
fiscal spending from the movements of the economic cycle, which has led to savings of almost
26 thousand million dollars between 2004 and 200745. Our country, in order to stabilize fiscal
spending and to save wealth from the high price of copper for future generations, created,
through the law of Fiscal Responsibility in 2006, the Reserve Fund of Pensions and the Social
and Economic Stabilization Fund, funds that currently have a joint amount of 21.2 thousand

million dollars#e.

2.2 COORDINATOR, REFORMER AND REGULATOR

THE GOVERNMENT AS A REFORMER AND REGULATOR: A REFORMS PROCESS

In the last 25 years, the Chilean capital market has had an impressive improvement in
the transaction indexes (liquidity), market capitalization and the creation of new instruments
and institutions. In this process the liberalization of interest rates in the second half of the
70’s, the reform of the pensions system in 1980, the new laws of securities markets and
corporations in 1981, the tax reform in 1984, the new Banking Law in 1986, the privatization,
with regional ownership, of the large public service companies and banks from the middle of
the same decade, the positive impact of the return to democracy on the international financial
community, and the establishment of an autonomous Central Bank in the 90’s have all been
crucial?’.

What followed during the 90s was focus on financial deregulation and market opening
towards an ever more sophisticated range of players and products. It was a period whose
purpose was to lift several restrictions existing in the local financial market, by firstly
allowing national companies to raise capital abroad by issuing of ADRs in international stock
exchanges and, secondly, by relaxing the investment limits abroad for pension funds and
insurance companies. In turn, in 1998 the control of the exchange rate system was de facto
removed to a floating system with inflation targets.

Regarding fiscal policy, in the year 2000, Chile adopted the structural surplus rule of 1%
of the GDP (now at 0.5%), in order to provide sufficient solvency to future contingencies of

the State and to allow a more stable and transparent fiscal policy.

45 The total savings have partly gone to recapitalize to the BCCH and the rest went to the funds.
46 Information as of 30th June 2008.
47 Arrau, Patricio (2001) “El Mercado de Capitales Chileno: Un necesario Big-Bang para el crecimiento”. In Beyer, H. and

Vergara, R. ;Qué hacer ahora? Propuestas para el desarrollo. CEP-Chile.
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The Opas law, approved at the end of the year 2000, was another great improvement
within this continuous reform process. In Latin American countries, the agency problems
between owners and administrators have been solved through a controller, who, given the
high level of equity involved, assumes the costs of monitoring. Although having a controller
solves the monitoring problem, it generates risks of expropriation for the minority
shareholder. The purposes of the Opas law were to protect the rights of the minority
shareholder and to penalize more properly the use of privileged information and other
anomalous financial practices.

The Opas law was followed by the first capital market reform (MKI) in 2001, which had,
as one of its main components, the liberation of capital gains tax for stock with presence in
the stock market. This reform vitalized the local stock market, its capitalization as well as the
volume traded. Additionally, MKI relaxed the investment caps for portfolios of the insurance
companies, and created the general administrators of funds.

In 2002, concerning the APVs, the limits to voluntary contributions to the AFPs were
lifted and tax benefits were granted. That same year, the AFPs began to administer the multi-
fund system, increasing the funds available to five, with different risk profiles. The multi-
funds have experienced a growth of 218% since their creation to date. The pensions system
has given robustness to the capitals market, by helping with the development of new
instruments and allowing for the emergence of new issuers.

In June 2007, after long proceedings in Congress, the second reform to the capital
market came into effect (MKII). This reform was structured on the basis of three essential
objectives: first, to encourage the development of the risk capital industry; second, to
strengthen security in the securities market, and third, to promote the development of the
financial market.

Regarding the risk capital industry, the MKII established a tax exemption for capital
gains obtained by risk capital companies, benefiting all those entrepreneurs, angel investors
and seed funding investors willing to enter into this type of companies, as well as those
investors interested in investing in risk capital through investment funds. Within this
objective, the reform authorized the CORFO to invest in quotas of risk capital investment
funds and enabled the banks to invest, through subsidiaries, up to 1% of their assets in this
same type of funds.

Furthermore, with the purpose of providing the current legal framework with more and
less expensive arrangements to organize the capital contribution and the support or control
of the management between the investors and the owners of the company, MKII allowed the
creation of the so-called joint stock company. This new company structure has the flexibility
of limited liability companies, but with a capital structure similar to a closed corporation.
Also, among other measures, the reform extended the tax benefit to the Emerging Stock

Market for 8 additional years, created a new legal system for chattel mortgages without
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conveyance, and granted legal recognition of the figure of the subordination of non-preferred
credits or "valistas”.

Concerning the objective of providing the best safety standards to the financial market,
the MKII established greater requirements for the custody of titles, set the obligation of
accrediting adequate knowledge to the main executives and employees of the stockbrokers,
and strengthened the SVS’s faculties for cases of insolvency or financial weakness of the
institutions under its supervision. Concurrently, following recommendations and good
international practices, the MKII conferred legal protection to the superintendents of Banks,
Pensions, and Securities and Insurance companies against lawsuits that arise from acts or
omission performed during their administration, extending that protection beyond their
terms. Also, the MKII increased the reach of instruments susceptible to being held in the
Central Securities Deposit, legally established the principle of non confiscation of securities in
custody for debts of the intermediary, and established fot eh latter the obligation of keeping
their securities in separate accounts from those of third parties.

Finally, on the subject of the development of the financial market, the reform enabled
the SVS to authorize the emission of insurance policies in pesos (not necessarily indexed, as
occurs today) and widened the range of investments that represent technical reserves and
risk equity for insurance companies. Maybe one of the most emblematic measures approved
in the MKII is the demutualization of the stock markets, which is the authorization for stock
markets to be structured with independence between owners and stock brokers, thus
eliminating the entry barriers so that new players can participate in the business of financial
intermediation, and establishing an incentive for innovation, integration and development of
the stock market.

Lastly, this reform introduced a series of modifications to the legal statute that regulates
the offer of foreign securities in Chile or off-shore stock markets, flexibilizing the
requirements and conditions of the inscription and subsequent public offer of these values
and allowing them to be registered not only by their issuers, but also by securities agents or
even the stock markets, sponsored by brokers.

In summary, we see that the reform process begun a little more than 30 years ago has
increased the level of local savings, depth, liquidity, security and integration of the financial
system in general, and has strengthened the incentives for greater competition among the

different players of the system.
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Following the process of reforms, at the beginning of 2008, the Pension reform was
approved, generating without a doubt a great impact on the financial and capital markets
development.

In effect, one of the main advances of the reform was the flexibilization of the
investment quantitative limits system for pension funds, allowing the dynamics of investment
of the funds to adapt to the changes experienced by the financial markets. The reform
eliminates the large majority of the investment limits and establishes new limits to the
regulatory guidelines and to the work of a new technical body that is created for these effects,
the so-called Technical Investments Council (CTI). This council, which will be in charge of
issuing reports, proposals and pronouncements on the investment policy of the funds,
represents an important step forward in the improvement and professionalization of the
investment decisions of the pension funds.

The reform also contemplates that the AFPs must have an investment policy for each
fund, which must be elaborated, approved and controlled by its board, without prejudice to
the role of the CTI. The existence of an investment policy in this sense points directly toward
providing affiliates and the market with more and better information regarding amounts and
the nature of investments made by the funds.

One of the factors to take into account in the design of the investment policy of the
investment funds is the total acceptable risk for the portfolio of each fund. By means of
regulation based on risk, the reform gives room for a more flexible investment policy and
management of the investments of the funds. It thus corrects the fact that fixing a regulatory
framework of investment based on limits, as opposed to risk, had proved to be highly
restrictive regarding the acceptable level of risk of the instruments, limiting thereby the
advancement, for example, of a local high yield market. The reform in this sense gives a jump
ahead, allowing investment in instruments with a classification inferior to BBB, and
authorizing the use of derivatives for different coverage purposes. These innovations
represent an opportunity for the creation of new financial instruments and give more
liquidity to those that already exist.

On the other hand, the reform takes charge of the investment limits of the pension funds
abroad, allowing a greater proportion of the portfolio to be invested abroad.

However, the pensions reform has an impact regarding corporate government, that is,
how the AFPs exercise their corporate rights as stockholders or holders of debt emitted by
companies in which they invest. In this sense, the reform reinforces the actions of the funds in
these subjects, through the constitution of investment committees and the resolution of
conflicts of interest, requiring the adoption of a resolution policy when faced with this kind of
conflict, establishing rules regarding voting of the board of directors and of the independence

of directors, among others.
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In synthesis, it deals with a reform that gives room in the market for new instruments
and players, which gives the system more flexibility for adjustment, and advances
substantially in the protection of company rights and rights in general, in the levels of

corporate governance of the local issuers.

Box 3 | Local equity securities market

The Chilean market has a stock market capitalization of over US$ 200,000 million,
equivalent to 120% of the GDP in 2007. The stock market experienced a boom after the MKI
that exempted the tax on capital gains of those stocks that were prominently traded in the
stock exchange market. From that date until the end of 2007, capitalization doubled and the
volume traded increased almost eight times.

High market capitalization is the fruit of development over time. Improvements were
also observed in liquidity, but this is still low. The IPSA and IGPA free float levels in
September 2007 were approximately 36%, equivalent to US$70,000 million. However, the
effective liquidity of the system is even lower given the presence of large investors with buy
and hold investment strategies. If we adjust the free float US$ 70,000 million by the volume
maintained by the pension funds (US$18,120 million) and by the ADRs (US$5,590 million),
the liquidity available in the market at September 2007 is only US$46,000 million, which is

equivalent to 23.7% of the total market capitalization.

Figure 4 | Annual volume traded
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The average daily volume traded in the Santiago Stock Exchange (BCS) in 2007 was
US$196 million, which makes this stock market the third largest in the region, after Brazil and
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Mexico. Regarding the rotation of the stock market, after the MKI it experienced a substantial
improvement, going from 7% in 2001 to 24% in 2007.

However, the presence of foreign issuers is still extremely low. Of the 241 companies
that are currently listed in the Santiago Stock Exchange (BCS), three of them are foreign, in
comparison with 38 foreign companies of a total of 226 companies listed in the Lima stock
exchange, or the 242 foreign companies of a total of the 367 companies listed in the Mexican
Stock Exchange.

In addition, it is important to notice that during the 2002-2007 period, only 13 new

stock exchange offerings took place.

Figure 5 | IPOs
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The participants of the local stock market can be mainly classified into: institutions,

individuals, mutual funds and foreigners.

Figure 6 | Volume traded in the BCS by participant in 2007
(total=US$200 million)
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Box 4 | Chilean fixed-rate market

The local fixed-rate market at December 2007 totaled a market value of US$61 thousand
million, which represents nearly 35% of the GDP.

Figure 7 | Market value of fixed-rate by group of instruments
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In the market, three groups of instruments are distinguished:

- Instruments emitted by the Central Bank and the Government, with a market share quota
of 28% (BT).

- Corporate bonds, bank bonds, subordinated and securitized bank bonds, which in total
represent 55% of the market (BE).

- Mortgage credit bills, which only represent 16% of the local market (LH).

One common characteristic of the local fixed-rate market is its high indexation. A great
part of the fixed-rate instruments of the local market are denominated in UF. At December
2007, 89% of the BT was in UF. Showing the same tendency, 95% of the BE are denominated
in UF versus 4% in pesos and less than 1% in USD.

Another interesting characteristic of this market is the low risk of the instruments.
There is no high yield market in Chile. More than 99% have at least an A classification. This
contrasts greatly with the 40% high yield that is observed in the Japanese market or the 10%

in the European and North American markets.
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Figure 8 |Corporate Bond Market by risk rating
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The above figure suggests that the Chilean fixed-rate market is attractive because it
comprises high quality credit paper only. But an attractive market is not just one that allows
the entry of the biggest and best companies. In Chile there is a lack of instruments with
greater risk, an incomplete market, in which, on one hand there is no space for innovating
companies and those of smaller sizes to finance themselves, and on the other hand, does not
offer instruments of different risk profiles as an investment alternative to investors.

This effect is explained due to restrictions on demand, since the main players in the local
fixed-rate market (pension funds and life insurance companies) cannot have more than 5% of
their fixed-rate portfolio in instruments that are not investment grade.

Also characteristic of this market are the elevated maturity terms of the instruments.
The BE shows an average term (weighted by market value) of almost 13 years, versus the 6
years of maturity observed in developed economies. This is explained by the needs of the life
insurance companies (CSV) and the pension funds (AFPs) to match long term liabilities.
Additionally, Chilean taxation generates incentives for the issuer to issue long term
instruments, since it only incurs in the stamp duty once.

Regarding liquidity of the market and the amount traded during the year on the current
stock emitted, we observe that the BCCH and Government bonds are the most liquid, almost 7
times more than company bonds and 8 times more than mortgage credit bills. This is despite
the fact that the amount traded tripled in 2001-200748.

The large participants in the fixed-rate market in Chile are: AFPs, CSV and mutual funds

(FFMM), which jointly have 70% of the local fixed-rate market.

48 The previous measures did not consider the interbank market, for which no data is available. It is estimated that if these

transactions were included, the rotation of the BT could be much higher.
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Figure 9 | Fixed-rate market share
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THE NEW REFORMS AGENDA

As part of the continuous process of reforms already mentioned, once the MKII was
approved in 2007, the Government sent two bills to the legislative procedure which are
directly related to the correct functioning of the capitals market and the safety of financial
transactions.

The first of these, presented in September 2007 and currently in the first constitutional
proceedings of the House of Representatives, modifies the laws on Corporations and the
Securities Market, with the purpose of increasing the standards and the efficiency of the
corporate governments of the companies in the private sector. In particular, this bill
introduces modifications on divulgation of information to the market by companies that
make a public offer of their securities, improves the current regulations regarding privileged
information, establishes a new statute for independent directors and regulates the
functioning of the Directors’ Committee. Furthermore, the bill improves the regulations on
operations with related parties and conflicts of interest, makes the functioning of the
stockholders’ board more flexible, introduces new regulations on external audits, and
improves the existing regulations on the public stock offer.

The second bill, presented in October 2007 and currently in the second constitutional
proceedings in the Senate, establishes a system of compensation and settlement of financial
instruments. With the purpose of improving the security standard of transactions in the stock
market, the bill establishes the legal base for the creation and correct operation of one or

several Compensation Chambers of financial instruments, reducing the inherent risk of their

116



CAPITAL MARKET

operations, since these chambers would be supervised by the competent authority and would

operate under maximum procedures and with an adequate system of own guarantees.

THIRD CAPITAL MARKET REFORM

Trade and financial integration constitute an element of the essence of the globalized
world. The tendency is towards the unification of criteria, the establishment of common
transaction platforms between different financial centers, improvements in the standards of
good management of private and public companies and providing security in financial
transactions, among others.

On the road to integration, it is easy to see signs of the existence of countries similar to
ours, which have designed reform processes tending to improve the deficiencies of local
markets and to elevate the standards of competitiveness of their companies and institutions.
Although the causes of the deficiencies in the different markets and the problems of
corporate governance may be different, the objectives of the reforms seem to converge,
mainly, around the increase of market liquidity, the improvement on the levels of access and
transparency in financial information, the protection of minority shareholders’s rights, etc. All
these objectives frequently constitute an essential part of the different guidelines and
recommendations that institutions such as the World Bank, the IMF and the OCDE make on
the subject and the reason for this is, basically, that these guidelines and recommendations
have been designed with the idea of standardizing the rules of the game in a globally
competitive environment.

In the case of Chile, improving the standards of competitiveness of the financial system
constitutes a challenge that implies, on one hand, stimulating competition between the
different players of the system, generating more and better information, widening the
universe of subjects that can access financing and the set of financial instruments available.
On the other hand, it implies improving the efficiency of the intermediation, developing
qualified human capital and reducing the risk of the credit activities. The accomplishment of
these objectives requires not only the adoption of a series of norms, legal and regulatory
changes, and the modification of some regulatory practices, but it also requires a firm effort
and a serious commitment by the private players of the market, since the success of this kind
of strategies of development finally reside in their effort and work.

Also as part of this continuous reform process, the Government has designed a new set
of financial market reforms (MKIII), on the basis of three strategic axes of radical importance.
The first of these seeks to grant greater degrees of liquidity and depth to the capitals market.
The second seeks to widen the market, in order to guarantee all players access to the financial
system. Finally, the third axis seeks the financial integration of our country and to make the
most of its advantages and experience in its assets management.

However, it must be warned that the achievement of the objectives described above is

inserted within a much wider and ambitious process of reforms, which includes, among

117



2008 ANNUAL PUBLIC FINANCE REPORT

others, a series of modifications to insurance companies and the banking system, the
establishment of a regulatory framework for derivatives and the adaptation of the
organizational structure of the Superintendence of Securities and Insurance to international
standards in the subjects of independence and autonomy.

We now explain the essential aspects of the three axes of the new capital market reform.

a. Liquidity and depth

Liquidity and depth are desirable characteristics in all assets. Liquidity is the capacity to
convert an asset into money immediately and without a significant loss of value. The easier it
is to convert an instrument into money, the more liquid it is said to be. On the other hand, a
financial market is deep if it is capable of absorbing high volume transactions without losing
its characteristic liquidity. Liquidity and depth therefore depend on how many agents
participate and the volumes they trade.

Currently there is a series of regulatory distortions that hinder the normal development
of the national financial market and make it less liquid and deep. Among these distortions is
the lack of flexibility of the regulatory system, which makes the incorporation of new
financial instruments difficult and does not allow the regulatory framework to adapt easily to
the financial circumstances that are more versatile and dynamic than ever.

The reform will introduce, among other things, a series of modifications to the financial
legislation in the subject of investment funds and mutual funds, in order to permit the
incorporation of high liquidity investment instruments since it deals with products that are
highly valued in the more developed foreign markets. Furthermore, a series of tax incentives
will be established for transaction of fixed-rate instruments, since they have low liquidity and

modest development in the local market.

b. Need to widen the market and guarantee all players access to the financial
system

In a developed capitals market, smaller sized companies can obtain financing for their
projects in conditions that may be more favorable than those which banks offer today. So,
widening the capitals market implies incorporating a class of entrepreneur which up to now
has seen its financing alternatives restricted.

The inexistence today, for example, of propitious conditions for the emission of more
risky debt instruments, or rather, to securitize their credits, means that smaller companies
that need greater levels of capital have no access to the capitals market and must rely
exclusively on the financing offered by the banking sector. This makes them more vulnerable
to the oscillations of the economy and submits them, on occasion, to credit conditions that are
less competitive.

In this way, allowing medium and smaller sized companies to obtain financing in the

capital market represents, on one hand, a reduction of financing costs, greater efficiency in
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the assignment of resources, the possibility of obtaining capital more easily and a
diversification of financing sources. On the other hand, from the investors’ perspective, access
by smaller sized companies to the capitals market through securitization, for example,
implies the transformation of initially illiquid loans to highly liquid assets with a limited risk
of insolvency.

Thus, the bill will introduce, among other reforms, a series of modifications to the
Securities Market law, in the subject of securitization, in order to promote and expand this

financing alternative.

c. Financial integration and making the most of the Chilean experience in

asset administration

Our country today enjoys certain comparative advantages - stability, rule of law and an
institutional framework - regarding the countries of the region, which are key for the
development of financial markets. Furthermore, our country has experience in asset
management, a capacity developed during these years in the administration of funds. As a
result, Chile today has a wide range of prepared professionals, and a suitable infrastructure
that allows the incoming and management of resources of investors from all over the world.

Additionally, Chile today faces an economic position different from that a decade ago. In
the last few years, thanks to the savings of all Chileans in the pensions system and to the
Fiscal savings, Chile has consolidated itself as a net creditor and exporter of capitals. In this
new scenario, Chile has space and an evident advantage to position itself as an investment
platform in Latin America.

Chile today not only offers macroeconomic stability and a stable regulatory framework,
but also offers a market of stocks and bonds in constant growth, well regulated large
institutional investors that provide transparency, security and seriousness to the market and
a regulatory institutional framework with constant adaptation to the international financial
environment.

However, since the financial market is a market of innovation and constant change, in
order to become a regional financial center, it is imperative to deal with such changes and
innovations. This implies having the capacity to generate new instruments promptly, to
provide modern transaction platforms that give security and transparency to investors, and
to eliminate the frictions that, in general, make our market less attractive.

It is precisely in this context that the bill establishes, on one hand, the extension of a
series of tax benefits for a new class of financial instruments which can be acquired by certain
foreign institutional investors and, on the other hand, it establishes the conditions so that
foreigners can take advantage of the strengths of our country to raise capital or perform

other financial transactions.
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d. Public-private collaboration

Any objective and strategy designed by the Government in order to develop and
integrate the national financial market is irrelevant if it does not go hand in hand with a
serious and coordinated effort by the private sector. Experience shows that public-private
cooperation and the constitution of formal coordination instances between authorities and
financial market agents ensure that the legal and administrative regulations are, on one hand,
contemporaneous to the development of new practices and products, and, on the other hand,
up to the needs of a transparent and competitive market.

So it is precisely in this context that the Treasury Department has invited some relevant
players from the private sector to comprise an organization of permanent dialogue, called
the Capital Market Consulting Council, expected to build a significant space for discussion and
analysis regarding the strategy of development of the financial market for the next years.

The Capital Market Consulting Council, established by mid-September 2008, is a
consulting organization whose purpose is to serve as an organization for discussion and
analysis of reform proposals in subjects related to the regulation of the capitals market. It is
integrated by professionals of the financial market of the most renowned prestige, who have
been designated on the basis of criteria of professional experience and their area of
specialization in the financial market. Among its members are faculties and representatives of
the banking and the insurance sectors, the pension, mutual and investment funds industries,
lawyers with a recognized trajectory in the corporate and financial fields, as well as
representatives of issuers and intermediaries of publicly offered securities. The council
members last two years, and can be re-named for further periods.

The private effort is not limited to the dialog with the authorities. There are still subjects
where it is urgent to advance and in which the initiative and responsibility for compliance lies
exclusively on the agents that participate in the market. In this sense, the legal framework is
in place and it is the sole responsibility of the private sector to advance in the subject of
demutualization of the stock markets, as well as in subjects such as self-regulation, undue use

of privileged information, among others.
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Through the course of history, the Superintendence of Securities and Insurance (SVS)
has consolidated itself as a first rate Public Service, which has made a crucial contribution to
the development of a financial market. However, this market has become ever more dynamic,
the financial products have become ever more complex, and there is more access to the
market by less well-informed investors. All the above sets out the need to strengthen the
structure and attributes of the SVS, in terms of guaranteeing a wider margin of autonomy in
the exercise of its regulatory functions.

International experience shows that the regulatory agencies of countries with more
developed financial markets than ours have ample regulatory attributes, which ensure that
financial regulation can adapt easily to the development of new practices and products. In
compensation, their legal systems confer them, regarding the Central Government, a wider
margin of discretion and autonomy in the fulfillment of its functions. Such is the case, for
example, of the Commission of Moveable Securities of Brazil, of the National Banking and
Securities Commission of Mexico, of the Financial Markets Authority of France, the Securities
and Exchange Commission (SEC) of the U.S.A., and the BAFIN of Germany.

This independence is especially reflected in the system of naming and/or removing the
superior directors, since an agency independent of the Central Government participates
directly or indirectly in it. Furthermore, these agencies are structured as collegiate bodies and
not, as occurs in our country, as unipersonal authorities. Finally, their directors hold their
positions for fixed periods, their re-election is limited and they leave their positions only for
legal reasons or when it is due.

In this context, as part of the reforms process announced in August 2008, the
Government will send a proposed law to Congress during the course of the next year that
introduces some modifications to the organizational structure of the SVS, in order to give it a
greater degree of autonomy in the exercise of its functions.

The purpose is to modify the organizational structure of the SVS on the basis of three
large objectives. First, to modify its superior structure, changing from a unipersonal to a
collegiate structure. Second, to separate its main roles into two separate organs: one, in
charge of enforcement and the other in charge of supervision and regulations. Third, to
reform the mechanism of designation and removal of the members of the higher organs,
passing from a system of “exclusive trust” to one with a mixed naming and removal only due
to justifiable cause, with the understanding that with this, the superior organs of the SVS will

be given a greater margin of autonomy than what they enjoy today.
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Box 6 | The challenge of demutualization

Experience suggests that to keep a small stock market alive -like the local stock market-
it is necessary to adopt international standards, focus on the development of technology,
increase the variety of products offered, and to form alliances with other stock markets.

Furthermore, it is important to keep in mind that the world tendency is that stock
markets are profit-driven. Data of December 2006 show that 75% of those registered in the
World Federation of Exchanges function on this basis. We must note, nevertheless, that
regarding the mutual stock exchanges represented at the same date, only 13% of the sample
and 6% of the total income was generated in this type of stock exchanges.

In Chile today there are 3 stock exchanges: the Santiago Stock exchange (BCS), the
Electronic Stock Exchange (BEC) and the Stock Exchange of Valparaiso (Bvalpo). All these
stock exchanges are organized as mutual stock exchanges, that is, to be able to use their
platform it is necessary to participate in ownership. Mutual stock exchanges do not have
maximization of profits as their purpose, but rather serve as support to the owner’s line of
business. This makes them passive and makes the marginal income per transaction low,
which leads to a lack of incentives to develop new products, promote more openings and

elevate traded volumes.

Figure 10 | Average income for the BCS per peso traded on its platforms.
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Additionally, as with the mutual stock market, the client is also the owner and self-
regulation is almost inexistent due to the conflict of interest inherent in the administration

when trying to penalize the owner. This implies that there is a series of problems such as low
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quality information delivered to the market, slow dissemination of information giving space
to front running, lack of coordination and the fact that each broker tries to develop his own
market, and low coverage of research, which increases the asymmetries of information. All
this translates into bad price quality. Evidence shows that 1/3 of the movements of prices in
Chile are explained by fundamentals, versus 2/3 in the USA*°.

Demutualizing brings with it a series of advantages which rectify the problems
mentioned previously. Conflicts of interest between owners and managers are eliminated,
which allows the raising of standards of information and of corporate governance to issuers
as well as brokers, which finally must lead to more IPOs in a more liquid and deep market.

But we must not lose sight of the fact that demutualizing does not necessarily imply
merging. The BCS today has very low costs, since being a company supporting the line of
business, their tariffs are artificially low. Demutualizing and merging naturally lead to a
natural monopoly. From this point of view it is important to safeguard competition in the
market and ensure that the BEC is still a player that competes with the BCS.

There is a need to break the current organizational equilibrium and to promote the
proactiveness of the different players of the market. The desirability of the demutualization of
the stock markets is clear: a stock market that has the incentives well lined up in order to be
able to require better corporate governance and more free floats from the companies that
participate, eliminates the problems of coordination which today exist between the players of
the market, achieves more and higher-quality information, and allows a more liquid and deep
market. All these are important advances in the road to making Chile a respected

international financial center.

49 Valdivieso, Ercos. “Andlisis del retorno esperado de acciones chilenas: Descomposicion de varianza” CEA degree thesis.
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The high volatility of the financial assets prices such as the dollar and the BCCH
instruments, have led in the last few years to the rapid development of derivatives. For
financial institutions, the use of these instruments has been thought and developed with the
purpose of hedge, which does not impede derivatives also being used for speculative
purposes.

In Chile there is today a deep market of derivatives, in foreign currency as well as in
national currency. In particular, the currency derivatives market is of great importance to the
banking system, since it makes it possible to obtain much cheaper financing in dollars than
with direct credit from a foreign bank. On the other hand, foreign investors can finance
themselves in pesos or in UF in a much more economic way than with direct credit.

In particular, forward is the commonest derivative in the domestic market and was the
first that was introduced before the elimination of the exchange rate band in September
1999. This instrument is used fundamentally to hedge currency risk, and there are peso-
dollar forwards and UF-dollar forwards. Both contracts are characterized by being a
transaction for a future flow at a determined exchange rate. There are two mechanisms to
pay these contracts. The first one is settlement where payment is made on the date of
expiration of the contract for the stipulated amount, and the second is by compensation
where the differential between the value of the contract exchange rate and the value of the
observed dollar of the day is paid. A variation of the forward is the foreign currency swap,
where monetary flows are interchanged in time.

A second important derivative is the cross currency swap, a contract in which both
parties agree to interchange flows of interest and capital in different currencies, at different
periods of time. These instruments allow floating rates to be exchanged for fixed rates in any
currency (and vice versa). This type of instrument enables nationals to purchase foreign
instruments and hedge them in order to receive a local rate, and enables foreigners to buy
national credit risk without being exposed to the local rate.

It must be highlighted that in the past few years, due to the strong growth of pension
funds and the progressive increase of the foreign investment limit, a growing demand for
hedging instruments has been observed. This demand has been imbalanced since there are
no counterparts that require the opposite position of the AFPs. This translates into elevated
coverage costs, since the intermediary does not maintain its positions balanced and is obliged

to charge more.
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Figure 11 | Pension fund growth and coverage
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Regarding the derivatives denominated in local currency, there is a fairly deep market of
inflation insurance. There are also forward rate agreements (FRA), contracts which seek to fix
a future interest rate, and interest rate swaps (IRS) that allow the interchange of monetary
flows in time in order to better administrate the oscillations of currencies and types of
interests. Another derivative of interest rates is the “promedio camara” swap that exchanges
a fixed rate for a floating rate, where the floating rate is the rate of the interbank loans. Lastly,
there are fixed-rate forwards, which allow a future interest rate to be fixed at a determined
period. In this way, exposure can be taken to a variable rate using an underlying fixed rate
instrument.

All the previous instruments enable the currency and rates hedging, the taking of
positions in a quicker and more efficient manner, and match short and long term flows
without the need to trade in the formal exchange market and without trading assets.

It is important to highlight that in Chile only fixed-income derivatives have been
developed, and we still do not have a developed market of more sophisticated derivatives,
such as options based on stock, indexes, and volatilities, among others. It is argued that this
market has not developed due to the lack of a derivatives tax law. However, there are price
information and transparency problems that dissuade the development of these instruments.
A derivative’s value depends on its underlying asset; if the underlying asset is not liquid or if

its price in real time is not public, then it will not be possible to build the derivatives market
Chile needs.

125



2008 ANNUAL PUBLIC FINANCE REPORT

The capital market is a cornerstone of any economic system, since consumers,
companies and even the State turn to it for savings, protection and/or financing. The
existence of a healthy and competitive capital market has a positive correlation with the
growth of the country and constitutes, furthermore, a public policy issue, since the savings of
Chileans and the quality of their pensions are involved.

The State is a fundamental player of the capitals market, and therefore its intervention is
decisive when acting as an issuer of debt, as an investor, or as a regulator and reformer of the
system. The actions of the Government in this subject show a permanent commitment with
the basic principles that govern the system, such as transparency, universal access,
competitiveness and the development of an adequate regulatory framework that guarantee
the dynamic and harmonic functioning of this market.

During the last thirty years, our country has carried out continuous legal and
administrative reforms that have allowed reaching good levels of development, liquidity and
depth in comparison with its size. Furthermore, due to a series of reforms, especially in the
subject of pensions, the country has acquired an expertise in the administration of financial
resources that, added to factors such as responsible fiscal management, macroeconomic
stability, and a stable institutional framework, puts us in a privileged situation when facing
the challenges of a global market that is more complex and dynamic than ever.

The advances in the development of the capital market are significant, but there are still
challenges ahead. Higher liquidity, protection of transactions, transparency, market depth,
and the achieving of complete financial integration, are the main objectives sought by the
authority. In the pursuit of these goals, the effort of the Government must go hand in hand
with the effort and serious and coordinated commitment of the acts of the private sector

since the success of this kind of reform finally resides within it.
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