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Abstract	
	
I	chronicle	the	origins	and	evolution	of	government	guarantees	in	Chile	that	were	given	to	the	mortgage	
bonds	 (letras)	 of	 the	 Caja	 de	 Crédito	 Hipotecario	 (Chilean	Mortgage	 Bank)	 and	 to	 bank	 notes	 issued	
between	 1855	 and	 1880.	 	 A	 large	 part	 of	 the	 paper’s	 narrative	 relies	 on	 previously	 undocumented	
evidence	 contained	 in	 Chile’s	 congressional	 record.	 The	 parliamentary	 evidence	 indicates	 that	 the	
explicit	and	 implicit	guarantees	given	to	 the	Mortgage	Bank’s	 letras	were	quite	strong	and	were	given	
willingly	by	the	government.	 	On	the	other	hand,	 the	guarantees	on	bank	notes	were	given	at	 times	of	
crisis	and	were	quite	ambiguous	in	their	coverage.		I	explore	two	explanations	regarding	this	pattern	of	
strong	government	guarantees	for	private	sector	financial	liabilities	at	the	long	end	of	the	term	structure	
and	weak	government	guarantees	for	liabilities	at	the	short	end	of	the	term	structure.		One	explanation	
is	based	on	fiscal	control	of	moral	hazard	in	banking	and	the	other	centers	on	the	time	consistency	of	the	
government’s	sovereign	debt	management.		
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1				Introduction	
	
In	1855	the	Chilean	government	created	a	mortgage	loan	bank,	the	Caja	de	Crédito	Hipotecario,	to	create	

a	 liquid	market	 for	debt	obligations	of	 landholders	 in	Chile.	1		The	Caja	Hipotecaria	was	modeled	after	

similar	 institutions	 in	 Germany	 and	 France	 and	 was	 the	 first	 such	 institution	 in	 Latin	 America	

(Santelices	1893,	p.	440).		The	manager	of	the	Caja	Hipotecaria	was	appointed	by	the	Chilean	president,	

while	the	Senate	and	Chamber	of	Deputies	of	the	Chilean	Congress	each	appointed	two	members	of	an	

administrative	 council.	 	 	 The	 Caja	 Hipotecaria	 issued	 mortgage-backed	 bonds	 (letras	 de	 crédito)2	at	

maturities	 of	 21-25	 years	 and	with	 coupon	 rates	 of	 5-8	percent.	 	 The	 letras	were	 issued	 for	 up	 to	 50	

percent	of	the	assessed	property	value,	had	legal	precedence	over	any	other	claims	on	the	property,	and	

were	negotiable	 on	 the	 secondary	market.	 	Due	 to	 the	 quasi-fiscal	 nature	 of	 the	Caja	Hipotecaria,	 the	

letras	were	widely	believed	to	have	the	implicit	backing	of	the	government.3	

	 The	government’s	direct	involvement	in	the	operation	of	the	Caja	Hipotecaria	not	only	allowed	the	

growth	of	an	internal	market	for	peso-denominated	mortgage-backed	bonds,	 it	also	made	possible	the	

growth	 of	 an	 external	 market	 for	 those	 bonds.	 	 As	 early	 as	 1878,	 knowledgeable	 observers	 had	

estimated	that	foreigners	owned	40	to	50	percent	of	the	Mortgage	Bank’s	letras.4		The	ability	to	market	

the	letras	overseas	between	1855	and	1878	depended	fundamentally	on	the	perceived	soundness	of	the	

Chilean	currency.	

																																																								
1 In the annual reports of the institution the Caja de Crédito Hipotecario is commonly referred to as the “Caja 
Hipotecaria” or simply “Caja”, a practice that will be followed in this paper. 
2 Also known as letras de crédito imobiliário, which is generally translated as “real estate credit bonds”. 
3 Subercaseaux (1922, p. 207), for example, wrote:  “Despite the fact that the Caja de Crédito has no capital of 
importance, but only a comparatively small reserve fund, the public has considered that it is protected by the 
responsibility of the state.”  The law establishing the Caja also provided for the creation of private mortgage banks, 
whose presidents were chosen by Chile’s president from a list of three names submitted by the board of directors. 
4 See Bauer (1975, p. 90).  Santelices (1893, pp. 423-424, my translation) suggests a similar figure for foreign 
ownership:  “Another advantage for the country as a result of the creation of the mortgage banks is that, of the ever 
increasing amount of letras, 40 percent, at the least, has been acquired and belongs to foreign investors, to whom 
their agents send the corresponding interest payments every six months….it is very gratifying to observe what is 
repeated by everyone and reported in the press; namely, that the credit standing of the Chilean mortgage banks has 
reached the same level as the credit of the nation, the latter being, in reality, the best amng the South American 
republics.” 
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	 During	1878	an	economic	crisis	forced	the	government	to	apply	for	a	loan	from	nine	Chilean	banks.		

During	one	of	the	debates	prior	to	the	approval	of	the	loan,	Ambrosio	Montt5,	a	member	of	the	Chamber	

of	 Deputies,	 explicitly	warned	 of	 the	 dangers	 associated	with	 the	 government’s	 handling	 of	 the	 crisis	

(Cámara	de	Diputados,	June	10,	1878,	pp.	56-57,	my	translation):	

“Think	well	Honorable	Chamber:	 	 the	present	condition	of	Chile	 is	extremely	delicate,	and	one	
measure,	 only	 one,	 that	 which	 is	 now	 being	 discussed,	 will	 determine	 whether	 we	 return	 to	
stability,	to	credit,	to	the	abundance	of	other	and	better	times,	or	whether	we	fall	into	the	abyss	
of	paper	money,	of	poverty,	of	the	confusion	of	all	value,	from	opulent	estates	[haciendas]	to	the	
wages	of	 the	proletariat,	and	to	 the	disgrace,	which	 for	me	would	be	the	worst	of	all	 to	know:		
that	the	day	would	arrive	in	which	the	bonds	of	Chile	would	be	treated	on	London	in	the	same	
way	 as	 those	 of	 other	 republics	 that	 are	 wealthier	 but	 less	 discreet….It	 would	 irritate	 and	
distress	me	to	see	the	day	that	a	certificate	of	Chilean	debt	is	sold	in	London	the	way	shreds	and	
strips	 of	 rags	 are	 sold	 to	 paper	mills.	 	Does	not	 this	Honorable	Chamber	 know	 that	 there	 are	
South	 American	 bonds	 of	 five	 and	 six	 percent	 that	 are	 quoted	 today	 at	 an	 eighty	 to	 ninety	
percent	discount?”	
	

Within	a	month	of	the	approval	of	the	loan	the	Chilean	government	suspended	the	convertibility	of	the	

peso.		By	1879	the	government	had	issued	non-convertible	paper	currency	and	permitted	a	twenty-five	

percent	depreciation	of	the	currency	against	sterling.	

	 Why	did	the	Chilean	government	take	steps	that	would	impose	a	significant	capital	 loss	on	foreign	

holders	of	the	Caja	Hipotecaria’s	letras?		What	were	the	macroeconomic	consequences	of	the	operation	

of	 the	 Caja	 Hipotecaria	 in	 Chile	 between	 1855	 and	 1878?	 	 What	 was	 the	 connection	 between	 the	

operation	of	the	Caja	Hipotecaria	and	the	responses	of	successive	Chilean	governments	to	banking	crises	

during	the	period	between	1855	and	1879?	

	 In	 this	 paper	 I	 address	 these	 questions	 by	 searching	 for	 the	 origins	 of	 government	 financial	

guarantees	 in	 Chile.	 	 A	 large	 part	 of	 the	 paper’s	 narrative	 relies	 on	 evidence,	most	 of	 which	 has	 not	

previously	 been	 documented,	 that	 is	 contained	 in	 Chile’s	 congressional	 record.	 	 The	 search	 for	

parliamentary	evidence	is	 important	for	two	reasons.	 	First,	the	congressional	debates	not	only	record	

the	equilibrium	path	of	policy	regarding	guarantees,	 they	also	record	rejected	proposals	and	minority	

arguments	 that	 may	 be	 important	 for	 understanding	 the	 nature	 of	 the	 provision	 of	 government	

guarantees.	 	Second,	these	financial	guarantees	are	equivalent	to	put	options	on	the	assets	backing	the	

																																																								
5 Ambrosio Montt was a respected lawyer who served in the Chamber of Deputies from 1870-1882. 
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liabilities	 of	 financial	 institutions.	 When	 governments	 give	 away	 these	 guarantees,	 they	 give	 away	

insurance	policies	 that	are	potentially	valuable	 to	private	agents.	 	The	guarantees	can	encourage	risk-

taking	behavior	and,	in	a	macroeconomic	setting,	may	affect	the	time	path	of	asset	prices	and	aggregate	

spending.	

	

2		The	Creation	of	Chile’s	Formal	Financial	Institutions	

In	a	period	of	six	years	between	1855	and	1861,	the	Chilean	Congress	passed	the	Mortgage	Bank	Law	

(1855),	the	Banks	of	Issue	Law	(1860),	and	the	Savings	Bank	Law	(1861).		These	three	laws	formed	the	

legal	 and	 institutional	 structure	 for	 the	 financial	 development	 of	 Chile	 until	 the	 establishment	 of	 the	

Chilean	Central	Bank	in	1925.	

	
2.1		The	Pre-Existing	Financial	Structure	

	
Prior	 to	 the	 1850s,	 both	 the	merchants	 of	 Valparaíso	 and	 the	 large	 landowners	 of	 the	 Central	 Valley	

were	 opposed	 to	 the	 issue	 of	 fiat	 currency	 by	 the	 government	 or	 to	 the	 creation	 of	 banks	 that	were	

empowered	to	issue	bank	notes.		In	1824	the	Finance	Minister,	when	discussing	measures	to	mint	new	

coins,	stated,	“The	scarcity	of	currency	is	a	matter	of	transcendent	importance	and	is	so	well	known	that	

it	need	not	be	discussed—especially	in	a	country	which	has	no	paper	currency	and	would	admit	it	only	

at	the	point	of	the	bayonet.”		Again	in	1850,	a	different	Finance	Minister	proclaimed,	“God	grant	that	we	

may	hold	ourselves	aloof	from	institutions	such	as	banks	of	issue….”6	

	 Prior	 to	 1855,	 the	merchant	 houses	 of	 Valparaíso	 and	 Santiago	were	 the	 de	 facto	 banks	 of	 Chile.		

They	extended	limited	amounts	of	credit	to	commercial	farmers,	primarily	as	advances	against	the	next	

harvest.		Greater	amounts	of	credit	were	rarely	extended,	due	to	mortgage	legislation	that,	according	to	

Bauer	(1975,	p.	88)	was	“so	vague	and	ill-defined	that	merchants	considered	it	‘adventurous’	to	lend	on	

that	basis.”	

																																																								
6 Both quotations are given in Subercaseux (1922, pp. 62-63). 
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	 The	 Valparaíso	merchant	 houses	 were	 also	 instrumental	 in	 the	 habilitación	 system	 that	 financed	

mining	 operations	 in	 the	 North.	 The	 habilitador	 (literally	 enabler	 or	 creditor)	 served	 as	 a	 financial	

intermediary	 between	 the	merchant	 houses	 of	 Valparaíso	 and	 the	miners	 in	 the	 northern	 region.	 	 A	

typical	habilitador	received	loans	from	several	merchant	houses	and	other	creditors,	and	in	turn	offered	

credit	to	miners	in	exchange	for	either	a	fixed	payment	or	for	a	percentage	of	the	output	of	the	mine.7		

Bankruptcies	were	common	among	miners,	and	some	habilitadores	grew	to	be	quite	important	by	taking	

over	the	property	and	operations	of	liquidated	miners.	Bankruptcies	among	habilitadores	also	occurred,	

and	resulted	 in	 the	 takeover	of	 their	assets	by	 the	Valparaíso	merchant	houses.	 	When	 liquidations	of	

habilitadores	occurred,	Chilean	commercial	law	was	called	upon	to	enforce	the	liquidation.	

	
2.2		The	Political	Setting	
	
	
In	 the	 1850s,	 Chilean	 politics	 was	 defined	 by	 an	 alliance	 that	 pitted	 Central	 Valley	 landowners	

(descendants	 of	 the	 original	 Basque	 immigrants)	 and	 the	merchants	 of	 Valparaíso	 against	 the	 newer	

immigrants	who	controlled	mining	in	the	North	and	agriculture	in	the	southern	frontier.	Within	Chile’s	

national	 congress,	 the	Central	Valley	 landowners	controlled	63	percent	of	 the	Senate	 seats	during	 the	

1846-55	 term	 and	 45	 percent	 during	 the	 1858-67	 term.	 	 Combined	with	 the	merchants,	 the	 alliance	

controlled	66	percent	of	the	Senate	during	1858-67	(Pregger	Roman	1979,	pp.	211-212).	

	 According	to	Zeitlin	(1984,	p.	37),	“…the	southern	wheat	farmers	and	millowners	and	the	northern	

mineowners	were…’united	by	 their	 indebtedness’	 both	 to	 the	merchants	 of	Valparaíso,	many	of	 them	

British,	 and	 to	 the	 Central	 Valley	 landowners,	 on	 whom	 they	 depended	 for	 loans	 and	 credits.”	 	 In	

response	to	the	recurring	credit	problems	facing	the	northern	miners	and	southern	commercial	farmers,	

the	1840s	saw	a	rise	in	agitation	for	the	creation	of	a	formal	banking	system.	 	In	1849	the	Congress—

influenced,	 according	 to	 the	 British	 consul,	 by	 a	 combination	 of	 persuasion,	 intrigue,	 and	 wealth—

approved	a	law	for	the	formation	of	a	national	bank	of	issue	under	the	name	of	Banco	de	Chile	de	Arcos	y	

																																																								
7 Volk (1983) writes that “…the Chilean mining industry in the first half of the nineteenth century resembled a 
ladder of credit-debt relationships which stretched from the lowly mine worker up to the major British merchant 
houses in Valparaiso.” 



	 6	

Cía.	 	After	 the	President	vetoed	 the	 law,	Congress	passed	another	 law	creating	a	private	banking	 firm	

with	the	authority	to	issue	bank	notes.	 	Following	a	protest	by	the	Valparaíso	merchants,	the	Supreme	

Court	 declared	 the	 new	 legislation	 unconstitutional	 in	 1850,	 thereby	 terminating	 the	 existence	 of	 the	

bank	 and,	 according	 to	 some	 contemporary	 observers,	 setting	 the	 stage	 for	 a	 revolt	 against	 the	

government	 in	1851	(British	Consul	1850	as	cited	by	Pregger	Román	1979,	p.	218):	 	 “Support	 for	 the	

opposition	comes	from	mineowners,	who	find	themselves	in	debt	and	therefore	favor	a	national	bank,	as	

many	of	the	wheat	farmers	also	owe	large	sums	to	the	merchants	of	Valparaíso.”	

	 Following	 the	 first	 revolt	against	 the	government	 in	1851,	a	 second	civil	war	 in	1859	claimed	 the	

lives	of	5,000	out	of	a	population	of	less	than	a	million	and	a	half	people.	The	latter	conflict	resulted	in	a	

clear	 victory	 for	 the	 Central	 Valley	 landowner-Valparaíso	 merchant	 alliance	 and	 produced	 a	 severe	

political	 repression—including	 prohibition	 of	 assembly,	 closure	 of	 the	 press,	 and	 elimination	 of	 legal	

restrictions	on	arbitrary	arrest—until	a	new	president	declared	a	general	amnesty	in	the	latter	part	of	

1861	(Zeitlin	1984,	pp.	56-57).	

	
2.3		The	Caja	de	Crédito	Hipotecario	
	
	
Against	this	political	and	financial	background,	Congress	undertook	a	far-reaching	reform	of	agricultural	

lending	in	1855	in	orde	to	create	a	state-sponsored	mortgage	bank,	the	Caja	de	Crédito	Hipotecario.		The	

first	 step	 involved	 changing	 the	 existing	 mortgage	 law.	 	 The	 “general	 mortgage”,	 which	 was	 poorly	

defined	 in	 legal	 terms,	 was	 replaced	 in	 the	 1856	 Civil	 Code	 by	 the	 “special	 mortgage”	 that	 clearly	

established	 the	 rights	 of	 the	 lender	 and	 gave	 legal	 precedence	 to	 the	 lender	 in	 the	 case	 of	 default.		

Property	 registries	 were	 also	 set	 up	 to	 make	 information	 on	 mortgages,	 sales,	 and	 censuses	 readily	

available	to	the	public	(Bauer,	1975).	

	 In	conjunction	with	the	reform	of	property	rights,	in	1855	the	Chilean	Congress	considered	the	first	

law	that	would	create	a	special	role	for	the	state	(apart	from	enforcing	contracts)	in	the	intermediation	

of	 credit.	When	 introducing	 the	 bill	 for	 consideration	 by	 Congress,	 Antonio	 Varas	 (who	wrote	would	

later	become	the	head	of	the	Caja	Hipotecaria)	 justified	the	new	institution	as	a	way	of	overcoming	an	
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information	 asymmetry	 that	 had	 previously	 prevented	 landowners	 from	 borrowing	 (Cámara	 de	

Diputados,	June	2,	1855,	p.	16,	my	translation):	

If	an	estate	(fundo)	 is	managed	responsibly,	such	management	cannot	easily	be	ascertained	by	
those	with	whom	 the	estate	 requests	 credit,	 and	 the	 few	who	can	 recognize	 it	 cannot	be	 sure	
that	 other	 calamities	 will	 not	 affect	 the	 estate,	 or	 reduce	 the	 importance	 of	 the	 guarantees	
offered	for	the	credit….	A	society	that	bases	its	operations	on	the	mortgages	of	a	great	number	of	
worthy	estates,	that	acts	responsibly,	that	undertakes	sound	methods	of	inspection,	will	always	
enjoy	 extensive	 credit	 exceeding	 that	 available	 to	 any	 individual	 proprietor.	 	 The	 proprietor	
offers	the	guarantee	of	his	estate,	the	society	a	mass	of	properties,	a	great	number	of	estates.	

	
In	apparent	reference	to	 the	existing	enforcement	of	 financial	contracts	 in	Chile,	Varas	spelled	out	 the	

new	role	of	the	state	with	respect	to	the	operations	of	the	Mortgage	Bank	(Cámara	de	Diputados,	June	12,	

1855,	p.	16,	my	translation):	

It	would	not	be	strange	if	on	some	occasion	there	should	arise	a	conflict	of	interests	between	the	
property	owners	who	constitute	the	society	and	the	holders	of	the	society’s	letras,	and	it	would	
be	difficult	 for	 the	 institution	not	 to	 intervene	exclusively	on	behalf	 of	 the	 latter.	 	 The	 central	
administration	created	by	 the	 [proposed]	 law	 is	more	 impartial	and	 is	better	able	 to	direct	 its	
operations	 taking	 into	account	 the	 interests	of	 the	country	 in	general,	and	not	 those	of	 this	or	
that	class	of	citizens.	
	

The	key	mechanism	for	giving	the	Caja	Hipotecaria	a	special	role	was	the	way	it	granted	credit.	On	the	

basis	of	guarantees	of	legal	precedence	and	institutional	loan	limits	(fifty	percent	of	the	assessed	value	

of	 the	 property),	 the	 Caja	 Hipotecaria	 issued	 letras	 de	 crédito	 to	 a	 borrower	 in	 exchange	 for	 the	

mortgage.	 	The	 letras	were	printed	in	denominations	of	1000,	500,	200,	and	100	pesos.	 	The	borrower	

then	negotiated	the	letras	in	the	secondary	market,	so	that	the	market	value	of	the	letras,	rather	than	the	

face	value,	was	 the	 amount	borrowed.	The	 result	was	 the	 creation	of	 an	 institution	 that,	 according	 to	

Bauer	(1975,	p.	90),	“stood	between	the	collective	borrowers	and	lenders:		it	was	the	general	debtor	of	

those	holding	letras	and	the	creditor	of	the	persons	who	had	pledged	property	in	return	for	the	letras.”	

	 In	addition	to	the	implicit	government	guarantees	associated	with	the	Caja	Hipotecaria’s	quasi-fiscal	

status,	Article	31	of	the	mortgage	law	also	granted	explicit	government	guarantees	during	the	first	five	

years	of	the	Caja	Hipotecaria’s	existence	(Anguita,	Vol.	II,	p,	13,	my	translation):	

Article	 31.	 	 The	Caja	Hipotecaria	will	 be	 obligated	 to	 repurchase	 using	money	 [specie],	 in	 the	
middle	of	 the	second	year	of	 its	existence,	 twenty	percent	of	 the	 letras	de	crédito	 issued	 in	the	
first	year;	in	the	middle	of	the	third	year	fifteen	percent	of	the	letras	issued	in	the	second;	in	the	
middle	of	the	fourth	year	ten	percent	of	the	letras	issued	in	the	third	year,	and	in	the	middle	of	
the	fifth	year	five	percent	of	the	letras	issued	in	the	fourth.		In	order	to	fulfill	this	obligation,	the	
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government	will	 redeem	 at	 par	 those	 letras	 that	 the	mortgage	 bank	 presents	 to	 the	 treasury	
[italics	added],	after	verifying	that	the	letras	to	be	redeemed	were	chosen	by	a	random	drawing	
of	the	Caja	Hipotecaria.		The	redeemed	letras	will	be	subject	to	the	same	ordinary	amortization	
as	other	letras.	
	

The	sponsors	of	the	legislation	stated	that	the	provisions	of	Article	31	for	par	value	redemptions	of	the	

letras	were	“extraordinary”	but	justifiable	as	a	way	to	promote	the	Caja	Hipotecaria	in	the	same	way	as	

the	 State’s	 expenditure	 on	 roads	 and	 bridges	 were	 justifiable	 to	 facilitate	 the	 transportation	 of	

agricultural	produce	(Cámara	de	Diputados,	June	12,	1855,	p.	17).		The	result	of	the	reform	of	mortgage	

laws	 and	 substantial	 government	 support	 to	 the	 creation	 of	 the	Mortgage	 Bank	 was	 a	 widespread	

acceptance	of	the	letras	in	both	the	domestic	and	the	foreign	(primarily	British)	markets.			

	
2.4		The	Banks	of	Issue	Law	

	
During	the	period	between	the	1851	and	1859	insurrections,	special	ad	hoc	legislation	was	approved	(in	

1854	and	1856)	authorizing	two	commercial	firms	to	issue	bearer	notes	payable	at	sight	for	the	conduct	

of	 commercial	operations.	 	 	 In	addition,	 the	Chilean	Congress	granted	charters	 for	 the	creation	of	 two	

banks:		the	first	charter	in	1855	for	the	Banco	de	Valparaíso	prohibited	it	from	issuing	bank	notes,	while	

the	second	in	1859	for	the	Banco	de	Chile	explicitly	granted	the	privilege	of	 issuing	notes.	 	Both	banks	

were	 able	 to	 incorporate	 as	 a	 result	 of	 reforms	 in	 the	 1856	 Civil	 Code	 that	 had	 created	 the	 legal	

framework	 for	 limited	 liability	 corporations.	 	 Concerns	 regarding	 whether	 the	 appropriate	 legal	

framework	for	deposit-taking	banks	should	be	the	same	as	that	for	note-issuing	banks	led	Congress	in	

1859	to	consider	special	legislation	governing	banks	of	issue.		

	 The	bill	on	the	banks	of	issue	was	introduced	into	Congress	in	June	1859	and	was	signed	into	law	on	

July	23,	1860	during	the	period	of	political	repression	following	the	Civil	War.	 	The	origin	of	the	1860	

bank	 law	 is	 generally	 credited	 to	 the	 influence	 and	 free-market	 ideas	 of	 the	 French	 economist	 Jean	
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Gustave	Courcelle-Seneuil	who	was	adviser	to	the	Chilean	government	between	1855	and	1863	as	well	

as	professor	at	the	University	of	Chile.8			

	 In	 this	 section	 I	 will	 argue	 that	 Courcelle-Senuil’s	 influence	 has	 been	 exaggerated.	 	 As	 will	 be	

demonstrated,	a	reading	of	the	congressional	debate	surrounding	the	1860	law	indicates	that	Courcelle	

Seneuil’s	ideas	were	only	put	into	law	to	the	extent	that	they	suited	the	Congress,	and	that	the	Chilean	

Congress,	 in	fact,	rejected	important	provisions	of	the	banking	project	proposed	by	Courcelle-Seneuil’s	

students.	

	 According	 to	 the	 Congressional	 Record	 of	 1859,	 Congress	 had	 prepared	 a	 draft	 proposal	 of	 the	

legislation	 that	was	sent	 to	 the	Ministry	of	Finance	 for	study.	 	On	 June	16,	1859,	 the	Finance	Minister	

presented	a	counter-proposal	that	included	some	significant	changes	in	the	original	Congressional	bill.			

Among	the	most	significant	were	those	in	Articles	3	and	6	that	defined	the	capital	requirements	of	the	

banks	for	backing	the	issue	of	bank	notes.		Article	6	of	the	original	bill	had	defined	capital	to	be	currency	

and	 commercial	 letters	 of	 credit	 with	 a	 maturity	 of	 less	 than	 three	 months.	 	 The	 counter-proposal	

changed	 Article	 6	 to	 include	 as	 capital	 the	 following	 (Cámara	de	Diputados,	 June	 16,	 1869,	 p.	 30,	my	

translation):	

1. legal	currency	and	gold	or	silver	bars	
2. letters	of	credit	of	less	than	six	months	in	maturity	
3. similar	letters	that	exceed	six	months	in	maturity	
4. stocks	of	companies,	bonds	of	the	Mortgage	Bank	
5. other	similar	bonds,	other	mortgage	obligations	and	all	other	classes	of	financial	guarantees	

	
The	Finance	Minister,	responding	to	a	question	regarding	the	change	in	the	legislation,	stated	(Cámara	

de	Diputados,	June	16,	1859,	p.	30,	my	translation):	

Its	object	was	no	other	than	to	give	the	greatest	 liberty	to	the	operations	of	the	banks,	 leaving	the	
public,	as	the	only	judge,	to	dispense	its	confidence	to	those	that	would	offer	the	best	guarantees.		It	
is	 clear	 that	 a	 bank	 based	 upon	 a	 solid	 capital	 base	 will	 obtain	 more	 credit	 than	 one	 whose	
responsibility	 rests	 on	 mortgages,	 and	 the	 public	 will	 judge	 for	 itself	 which	 one	 merits	 greater	
confidence.	
	

																																																								
8	Subercaseaux	(1922,	p.	73),	for	example,	wrote	that,	“the	arrival	of	Professor	Seneuil…served	as	a	powerful	
reinforcement	to	the	current	opinion	partisan	to	the	regime	of	free	banking,	and	the	government	authorities	of	that	time	
adhered	decidedly	to	this	orientation.”		Similarly,	Hirschman	(1963,	p.	165)	wrote,	“A	fervent	partisan	of	free	trade	and	
laissez	faire,	Courcelle-Seneuil	was	able	to	translate	his	ideas	into	reality	by	drafting	a	series	of	basic	laws	in	the	fields	of	
money,	banking,	tariffs,	and	financial	administration.	Furthermore,	as	the	University	of	Chile’s	first	professor	of	
economics,	he	instilled	apostolic	zeal	in	his	students.”	
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Many	members	of	Congress	 let	their	displeasure	with	the	change	be	known,	 including	the	secretary	of	

the	Chamber	of	Deputies	(Cámara	de	Diputados,	June	16,	1859,	p.	32,	my	translation):	

Regarding	 the	 counter-proposal	 [contra-proyecto],	 it	 would	 admit	 as	 a	 guarantee	 for	 the	
obligations	of	a	bank	the	mortgage	on	a	rural	property,	which	is	certainly	a	guarantee,	but	one	
that	 cannot	 assure	 the	 prompt	 repayment	 of	 bank	notes	 and	which	 could	 be	 abused	 in	many	
ways.	 	 In	 addition,	 commercial	 crises	may	happen.	 	When	 such	 a	 crisis	 occurs,	 the	 holders	 of	
bank	notes	rush	immediately	to	change	them	into	money.		The	bank	says:		I	cannot	pay	you	and	
the	result	 is	 that	5	or	7	million	rural	properties	must	be	auctioned	off,	 thereby	giving	a	death	
blow	to	agriculture.	
	

In	 defending	 the	 counter-proposal,	 a	 proponent	 (Don	 Maximiano	 Errázuriz)	 gave	 the	 following	

explanation	(Cámara	de	Diputados,	June	30,	1859,	p.	55,	my	translation):	

To	do	what	it	has	done,	the	Commission	[of	the	Finance	Minister]	sought	out	the	opinion	of	well-
educated	men,	 it	 studied	 the	doctrine	of	 the	celebrated	economist	M.	Courcelle	Seneuil,	 and	 it	
placed	 in	 the	 preamble	 of	 its	 counter-proposal	 a	 selection	 of	 his	 works	 that	 are	 in	 perfect	
harmony	with	the	dispositions	of	the	counter-proposal.	
	

In	response,	Don	Antonio	Varas	(who	introduced	the	legislation	for	the	Mortgage	Bank	in	1855)	stated		

(Cámara	de	Diputados,	June	30,	1859,	p.	57,	my	translation):	

After	 examining	 and	 analyzing	 the	 proposal	 in	 question	 not	 as	 a	 professor	 of	 political	
economy—I	confess	that	my	understanding	is	not	profound	in	such	matters—but	as	a	Deputy	I	
see	that	the	Commission	has	steeped	itself	 in	abstract	theories,	forgetting	that	its	purpose	was	
not	to	create	an	[idealistic]	system	of	banks	but	rather	to	dictate	a	practical	law	in	Chile.	
	

Other	changes	of	the	counter-proposal	were	similarly	attacked	by	the	Congress,	so	that	what	emerged	as	

legislation	 appears	 to	 have	 reflected	more	 the	 will	 of	 the	 Congress	 than	 the	 counter-proposal	 of	 the	

Finance	 Ministry.	 	 In	 particular,	 Article	 6,	 as	 finally	 approved	 in	 July	 1860	 contained	 the	 following	

language	(Anguita,	Vol.	II,	p.	88,	my	translation):	

Article	6.		The	only	bank	capital	that	will	be	considered	as	effective	capital	will	be	legal	money	of	
the	 country,	 bars	 of	 gold	 and	 silver,	 and	 obligations	 and	 securities	 of	 less	 than	 six	 months	
maturity	 that	 are	 signed	by	persons	who	are	well-known	 to	be	 solvent.	 	Real	 estate,	 ordinary	
bonds,	mortgage	bonds,	and	even	public	bonds,	as	well	as	notes,	may	guarantee	the	capital	but	
under	no	circumstances	constitute	it,	and	the	proprietors	or	directors	of	a	bank	are	forbidden	to	
mention	the	said	securities	or	notes	as	constituting	its	capital	in	the	notices,	advertisements,	or	
announcements	published	by	it,	under	penalty	of	a	fine	of	one	hundred	pesos	for	each	offense.	

	
As	put	into	law,	Article	6	was	a	strong	rebuke	to	the	Finance	Ministry.	Not	only	did	the	first	sentence	of	

the	article	clearly	require	the	issue	of	bank	notes	to	be	backed	solely	with	gold,	silver,	and	commercial	

bills	of	credit,	the	second	sentence	also	expressly	prohibited	even	the	public	mention	of	mortgages	and	
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other	securities	as	backing	for	bank	notes.		Other	provisions	of	the	Banks	of	Issue	Law	limited	note	issue	

to	150	percent	 of	 a	 bank’s	paid-in	 capital	 and	 reserves	 (Article	29),	 a	 figure	 that	was	 arrived	 at	 after	

consulting	the	free	bank	laws	of	New	York	and	Massachusetts	(Cámara	de	Diputados,	August	4,	1859,	p.	

95).	 	 Articles	 26	 and	 27	 contained	 the	 provisions	 that	 bank	 notes	were	 executive	 orders	 against	 the	

directors	and	stockholders	of	the	bank,	so	that	unlimited	liability	applied	to	claims	on	the	wealth	arising	

from	the	payment	of	bank	notes	(Anguita,	Vol.	II,	p.	89,	my	translation):	

Article	26.		Sight	bills	and	bearer	bills	will	constitute	an	executive	order	against	the	possessions	
and	person	of	the	owners	and	directors	of	banks	upon	formal	protest	without	response	by	the	
firm.	
Article	27.	 	The	payment	of	bearer	or	sight	bills	must	be	made	 in	gold	or	silver	money,	with	a	
minimum	denomination	of	the	latter	not	to	be	less	than	20	cents.	

	
	 The	1860	Banks	of	Issue	Law	as	a	whole	appears	to	have	been	an	attempt	to	eliminate	all	possible	

government	guarantees	for	the	issue	of	bank	notes,	including	the	guarantee	that	could	arise	if	a	bank’s	

assets	that	backed	its	note	 issue	were	defined	too	broadly.	 	The	legislative	process	does	not	appear	to	

have	produced	a	law	that,	in	the	words	of	Hirschman	(1963,	p.	164)	“…established	the	principle	of	free,	

almost	 wildcat,	 banking.”	 	 Why	 the	 Chilean	 Congress	 would	 create	 banks	 of	 issue	 enjoying	 no	 fiscal	

guarantees	 alongside	 a	 quasi-fiscal	mortgage	 bank	 enjoying	 explicit	 state	 guarantees	 is	 a	 question	 to	

which	I	will	return	after	examining	the	1861	legislation	creating	a	national	savings	bank.	

	
2.5		The	Savings	Bank	Law	
	
	
On	June	8,	1861	the	Chilean	Congress	began	debate	on	a	law	to	create	a	national	savings	bank	based	in	

Santiago.	 On	 August	 22,	 1861	 the	measure	was	 signed	 into	 law	 (Anguita,	 Vol.	 II,	 pp.	 112-113).9		 The	

savings	 bank	 law	 has	 been	 almost	 completely	 ignored	 by	writers	 on	 Chilean	monetary	 history,	 even	

though	 it	 served	as	 the	basis	 for	 legislation	 in	1884	 that	 revived	a	 system	of	 savings	banks.	 	The	 law	

established	 that	 the	 savings	 bank	 would	 invest	 primarily	 in	 letras	 of	 the	 Caja	Hipotecaria.	 	 The	 first	

article	of	the	law	states	the	following	(my	translation):	

																																																								
9 Details on the operation of the Santiago Savings Bank are sketchy, but it appears to have operated for a very brief 
period before suffering losses during the financial crisis that forced it to close its doors (Barros Borgoño, 1912, v. 2, 
p. 180). 
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Santiago,	August	22,	1861.	—The	National	Congress	has	given	its	approval	to	the	following	law:	
Article	1.	 	A	Savings	Bank	 in	Santiago	will	be	established	under	 the	responsibility	of	 the	State.			
The	President	of	 the	Republic	will	 set	up	branches	of	 this	Bank	 in	 those	places	 that	he	deems	
appropriate.	

	
After	a	vigorous	debate,	the	Chamber	of	Deputies	passed	the	first	article	on	June	11,	but	only	following	a	

discussion	 regarding	 the	 risks	associated	with	 the	State’s	 assumption	of	 responsibility	 for	 the	 savings	

bank.	 	 After	 the	 finance	 minister	 and	 several	 deputies	 assured	 the	 Chamber	 that	 the	 government’s	

responsibility	would	 involve	 no	 outlay	 of	 fiscal	 funds,	 several	 other	 deputies	 expressed	 their	 doubts,	

such	as	the	following	ones	of	the	secretary	of	the	Chamber	(Cámara	de	Diputados,	June	11,	1861,	pp.	23-

24,	my	translation):	

It	has	been	said	that	this	responsibility	[of	the	State]	is	nominal;	that	the	State	cannot	lose	if	it	is	
responsible	for	a	million	pesos,	since	it	is	also	creditor	for	that	same	million.	But	the	possibility	
of	 losses	 in	 the	 negotiation	 of	 these	 securities	 can	 be	 demonstrated…with	 a	 very	 simple	
example.	 	 The	 letras	 of	 the	 Caja	 Hipotecaria	 were	 sold	 during	 the	 last	 year	 at	 ninety-five	
percent…at	the	present	the	letras	are	worth	eighty	percent.	There	would	be,	consequently,	a	loss	
of	 fifteen	percent	for	the	Savings	Bank.	 	Now	if	 the	negotiation	is	made	for	the	value	of	one	or	
two	million	pesos,	 it	will	be	seen	that	 the	 loss	 is	considerable,	and	keeping	 in	mind	that	when	
everyone	withdraws	 their	 capital	 in	 crisis	 periods,	 the	 value	 of	 the	 letras	will	 fall	 even	more.		
Since	 the	Savings	Bank	 is	obligated	to	pay	 in	 three	days,	 it	will	have	to	sell	 its	 letras	violently,	
thereby	 resulting	 in	 a	 deficit	 of	 the	 Savings	 Bank	 that	 the	 State	 must	 pay,	 because	 it	 is	
responsible.	
	

On	 June	27	several	deputies	returned	to	Article	1,	 this	 time	to	question	 its	constitutionality.	 	During	a	

very	heated	discussion	between	proponents	and	opponents	of	the	state	guarantee	(in	which	the	finance	

minister	 accused	 the	 opponents	 of	 converting	 the	 Chamber	 of	 Deputies	 into	 a	 revolutionary	 council	

[conciliábulo	 revolucionario],	 a	 proponent	 claimed	 that	 the	 guarantee	 was	 similar	 to	 state	 financial	

guarantees	 offered	 to	 companies	 that	 were	 constructing	 railroads	 in	 Chile.	 However,	 another	 deputy	

responded	(p.	66,	my	translation):	

An	 honorable	 deputy	 has	 said	 that	 [Article	 1]	 is	 not	 unconstitutional	 because	 all	 countries	
provide	guarantees	to	railroads,	assuring	the	builders	a	minimum	rate	of	interest;	but	this	is	the	
point	 of	 departure	 because	 there	 is	 a	 budget	 for	 the	 railroad	 and	 it	 is	 known	 how	much	 the	
expense	 will	 be,	 being	 more	 if	 the	 project	 does	 not	 do	 well.	 	 The	 first	 article	 says,	 full	
responsibility.	 	 Does	 the	 Constitution	 say	 this?	 	 No,	 the	 Constitution	 says	 that	 the	 amount	 of	
public	 expenditure	must	 be	 fixed	 annually;	 and	 I	 challenge	 any	Deputy	 to	 tell	me	 up	 to	what	
amount	the	responsibility	of	the	State	reaches	with	respect	to	the	Bank;	it	is	impossible	to	give	
me	 an	 answer.	 	 The	 Constitution	 has	 foreseen	 this	 and	 has	 said:	 	 fix	 the	 budget	 according	 to	
public	expenditure.	The	example	proposed	by	the	Honorable	Deputy	Fernandez	is	very	different,	
the	 Valparaíso	 Railroad	 is	 worth	 five	 million	 pesos,	 and	 the	 treasury	 knows	 that	 it	 has	
guaranteed	the	payment	of	interest	on	this	amount;	but	here	the	same	cannot	be	said,	because	
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one	cannot	fix	the	base	for	the	government’s	guarantee	(italics	added).	 	 	Because	of	this	I	believe	
that	the	first	article	is	the	key	difficulty	of	this	law,	and	while	it	remains	unchanged,	the	difficulty	
will	remain;	it	is	a	very	weighty	matter.			
	

In	 the	 end,	 on	 July	 2,	 the	 Chamber	 voted	 down	 (29	 to	 10)	 a	 proposal	 to	 reconsider	 Article	 1	 and	 its	

constitutionality.	

	 The	 debate	 surrounding	 the	 savings	 bank	 law	 helps	 to	 make	 clear	 that	 the	 Chilean	 Congress	

intended	 to	establish	explicit	 as	well	 as	 implicit	guarantees	 regarding	 institutions	 that	 invested	 in	 the	

letras	de	crédito	of	 the	Caja	Hipotecaria.	 	Such	documentary	evidence,	when	taken	 in	conjunction	with	

evidence	surrounding	the	 legislation	for	the	Caja	Hipotecaria	and	the	Banks	of	 Issue,	suggests	that	the	

institutional	 framework	of	 the	Chilean	 financial	 system	was	not	 the	product	of	 laissez-faire	principles	

guided	by	Courcelle-Seneuil.	

	 An	alternative	hypothesis	is	that	the	formal	financial	framework	was	created	to	serve	the	interests	

of	those	economic	groups	that	were	in	political	control	of	the	country.		It	is	particularly	the	combination	

of	strong	state	guarantees	for	the	Mortgage	Bank	and	the	Savings	Bank,	in	conjunction	with	the	absence	

of	guarantees	for	banks	of	issue,	that	suggest	that	the	banking	legislation	of	1855-1861	was	intended	to	

aid	the	interests	of	the	Central	Valley	landholders	and	the	Valparaíso	merchants.		Both	groups	stood	to	

gain	 from	 measures	 that	 guaranteed	 the	 silver	 peso	 as	 the	 unit	 of	 account	 for	 transactions.	 	 The	

merchants	 as	 creditors	 were	 not	 in	 favor	 of	 depreciating	 paper	 currency,	 and	 the	 Central	 Valley	

landholders	as	debtors	could	only	secure	access	to	the	European	capital	market	for	long-term	debt	issue	

if	 the	monetary	 institutions	made	 it	 difficult	 to	 change	 the	 unit	 of	 account.	 	 One	 can	 view	 the	 lack	 of	

guarantees	on	bank	notes,	backed	up	by	the	unlimited	liability	provisions	of	the	Banks	of	Issue	Law,	as	a	

strong	signal	that	the	value	of	the	silver	peso	would	be	immune	to	the	expansion	of	banking	operations	

in	Chile,	while	 the	 implicit	 state	guarantee	on	 the	operations	of	 the	Caja	Hipotecaria	 provided	 foreign	

investors	with	some	assurance	that	solvency	risk	would	be	borne	by	the	Chilean	government.	
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3				The	Origin	and	Evolution	of	Bank	Note	Guarantees	in	Chile	

After	 the	 passage	 of	 the	 Savings	 Bank	 Law	 on	 August	 22,	 1861,	 Chile	 had	 created	 a	 formal	 financial	

framework	that	was	built	on	the	reform	of	mortgage	contracts	and	the	creation	of	a	legal	framework	for	

limited	liability	corporations	in	the	1856	Civil	Code.	 	Did	the	institutional	and	legal	framework	created	

over	these	six	years	have	a	discernable	macroeconomic	effect	on	Chile?	 	As	a	first	step	in	providing	an	

answer	 to	 this	 question,	 this	 section	will	 examine	 the	 role	 of	 government	 guarantees	 in	 the	 1860-62,	

1865,	and	1878-1879	financial	crises.	

	
3.1		The	First	Credit	Crisis	

	
Various	authors,	including	Ross	(1910)	and	Subercaseaux	(1922),	have	identified	the	1860-62	financial	

crisis	as	the	first	of	its	kind	in	Chile.		Subercaseaux	(1922,	p.	78)	explains	the	historical	importance	of	the	

crisis	for	Chile:	

In	the	history	of	the	colonial	period	of	Chile	we	find	innumerable	complaints	and	lamentations	
regarding	 economic	 conditions….But	 economic	 disturbances	 having	 the	 characteristics	 of	
modern	 ‘panics’,	 in	 which	 the	 expansion	 of	 credit	 has	 given	 the	 economic	 life	 a	 special	
aspect…economic	crises	of	this	kind	did	not	occur	in	the	colonial	period	or	in	the	first	fifty	years	
of	the	national	independence.	The	first	crisis	of	this	kind	that	occurred	in	Chile	was	that	which	
followed	the	period	of	great	prosperity	between	1843	and	1856.	
	

The	 Chilean	 recession	 began	 in	 1857	with	 a	 sharp	 decline	 in	 the	 demand	 for	 its	 agricultural	 exports	

(which	had	thrived	with	the	California	and	Australia	gold	rushes)	and	the	depletion	of	silver	ore	in	the	

mines	of	Chañarcillo.		The	recession	began	just	as	the	Caja	Hipotecaria	began	its	operations.		By	the	end	

of	 its	 first	 five	years,	 in	1860,	 there	were	over	5	million	pesos	of	 letras	de	crédito	 in	 circulation,	more	

than	would	be	in	circulation	a	decade	later.	

	 The	 passage	 of	 the	 Banks	 of	 Issue	 Law	 appears	 to	 have	 been	 the	 proximate	 cause	 of	 Chile’s	 first	

financial	 crisis.	 Espinosa	 (1909)	 drew	 attention	 to	 the	 almost	 steady	 decline	 in	 Chile’s	 exchange	 rate	

from	the	time	of	the	introduction	of	the	Banks	of	Issue	Law	in	June	1859	(46.5	pence,	where	45	is	par)	

until	August	1860	(43.125	pence),	the	month	following	the	passage	of	the	law.	 	Regarding	the	cause	of	

the	decline,	Espinosa	(1909,	p.	435,	my	translation)	wrote:	
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The	 decline	 in	 the	 international	 Chilean	 exchange	 rate…was	 not	 caused	 by	 a	 rise	 in	 sterling	
with	 respect	 to	 Chilean	 money…[I]t	 is	 a	 sure	 thing	 that	 the	 decline	 in	 the	 exchange	 rate	
initiated	in	October	1859	coincided	with	the	presentation	or	discussion	[of	the	Banks	of	Issue	
Law]	 or	with	 an	 agreement	 having	 been	 reached	 regarding	 its	 principal	 points.	 	 That	 law	or	
proposed	law	produced	panic	in	the	monetary	capitals	that	had	tried	to	search	out	investments	
or	countries	where	money	was	not	exposed	to	risks.	 	That	law	was	passed	on	the	23rd	of	July,	
that	is	to	say,	at	the	end	of	the	month;	so	that	its	consequences	were	better	appreciated	in	the	
following	month,	that	is	to	say,	in	August,	in	which	the	panic	was	even	more	intense.	
	

The	 financial	crisis	 followed	the	passage	of	 the	Banks	of	 Issue	Law,	and	the	Chilean	exchange	rate	did	

not	rise	above	the	gold	export	point	until	November	1861.	

	 Although	the	banking	law	played	a	role	in	the	financial	crisis	of	1860-62,	the	crisis	 is	more	closely	

associated	with	the	expansion	of	credit	by	the	Mortgage	Bank.		According	to	Ross	(1910,	pp.	26-27):	

In	 1861	Chile	 suffered	 a	 great	 financial	 crisis	much	more	 violent	 than	 that	 of	 1878	or	 that	 of	
1898….The	crisis	did	not	and	could	not	extend	to	the	country	generally,	but	only	affected	certain	
individuals	 who	 were	 obliged	 to	 proceed	 to	 liquidation.	 	 Many	 owners	 had	 mortgaged	 their	
property	 in	 the	Caja	Hipotecaria	 (Land	Bank)	and	had	 invested	 the	money	 in	unproductive	or	
onerous	forms,	being	thereby	reduced	to	insolvency.	
	

During	a	session	of	the	Senate	Chamber	on	July	19,	1861,	Senator	Torres,	after	having	condemned	the	

government’s	 treatment	 of	 those	 in	 debt	 to	 the	 Mortgage	 Bank,	 made	 the	 following	 reply	 to	 those	

attacking	his	statement	(Cámara	de	Senadores,	pp.	140-41,	my	translation):	

I	see	that	what	I	have	said	about	the	Caja	Hipotecaria	has	been	misinterpreted.		I	have	not	said	
that	the	Caja	Hipotecaria	is	in	a	state	of	prostration…..Who	does	not	know	what	a	fine	institution	
the	Caja	Hipotecaria	has	been	in	its	assigned	task?		Who	can	ignore	the	immense	service	that	it	
has	 given	 our	 country?	 No	 one.	 	 But	 unfortunately	 such	 an	 establishment,	 instead	 of	 being	 a	
source	 of	 wealth	 for	 the	 people,	 has	 managed	 to	 create	 a	 true	 cemetery	 of	 properties	 and	
cemetery	of	property	owners….	
	

The	indifference	shown	by	the	government	to	the	liquidation	of	properties	during	the	1860-62	financial	

crisis	appears	to	have	been	connected	to	the	political	situation.		After	having	just	won	a	bloody	civil	war,	

the	government	appeared	to	have	been	 intent	upon	enforcing	 laws	as	a	part	of	 the	return	to	“law	and	

order”.	 	 	 In	 addition,	 many	 of	 the	 southern	 landowners	 and	 mine	 owners	 were	 deeply	 in	 debt	 and	

enforcing	bankruptcy	laws	would	also	force	their	liquidation.	

	 The	government’s	decision	to	enforce	a	liquidation	of	properties	may	also	have	been	influenced	by	

the	existence	of	a	special	“bailout”	 fund.	 	 In	1857	Congress	had	authorized	the	President	to	secure	a	7	
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million	 peso	 loan	 in	 Europe	 to	 aid	 ailing	 railroad	 construction	 companies.	 	 The	 loan	 was	 eventually	

financed	by	Baring	Brothers.		According	to	Subercaseaux	(1922,	p.	79):	

[The]	government	decided	upon	the	expedient	of	 lending	to	 individuals	the	proceeds	of	a	 loan	
which	it	had	negotiated	in	London	for	the	construction	of	railways;	and	in	this	way	it	used,	in	the	
years	1857,	1858,	and	1859,	a	 large	part	of	 its	borrowed	capital.	 	This	 led	to	a	notable	though	
temporary	 improvement	 in	 the	 [economic]	 situation,	 but	 in	1860,	when	 efforts	were	made	 to	
collect	the	outstanding	loans,	the	crisis	manifested	itself	anew	and	in	a	more	serious	form.	

	
	 The	 ultimate	 disposition	 of	 the	 government’s	 loans	 of	 the	 railroad	 money	 created	 a	 scandal	 in	

Congress	between	August	10	and	October	19,	1861.	 	Under	questioning	by	Congressman	Huneeus	on	

August	 10	 (Cámara	de	Diputados,	 p.	 211),	 the	 finance	minister	 said	 that	 of	 the	 7	million	 peso	 loan,	 2	

million	 had	 been	 spent	 on	 rails,	 machines	 and	 other	 such	 items	 bought	 in	 Europe	 for	 the	 southern	

railway.	 	 The	 Valparaíso	 railway	 had	 received	 1,090,535	 pesos.	 	 Loans	 amounting	 to	 a	 little	 over	 3	

million	 pesos	 were	 made	 to	 individuals,	 of	 which	 one	 million	 had	 been	 returned.	 	 The	 remaining	

2,248,812	 pesos	 remained	 in	 the	 Treasury.	 	 The	 finance	 minister	 was	 then	 asked	 whether	 the	

government	had	lost	any	money	on	the	loans	made	to	individuals,	eliciting	the	following	response:	

[This	question]	 is	 somewhat	 embarrassing	 to	 answer.	 	 I	 cannot	begin	 to	 say	 in	 an	 affirmative	
manner	 whether	 some	 funds	 have	 been	 lost	 that	 were	 lent	 to	 individuals.	 	 As	 the	 Chamber	
knows,	 these	 loans	were	made	 to	 individuals,	 taking	 two	co-signers	of	 solid	 financial	 standing	
that	would	serve	as	guarantors	of	the	debt….	
	

	 An	 attempt	 to	 force	 the	 government	 to	 produce	 a	 list	 of	 the	 borrowers	 was	 voted	 down	 by	 the	

Senate,	with	one	Senator	remarking,	“We	all	know	who	the	borrowers	are.”		By	October	10,	it	had	been	

made	clear	that	1,237,000	pesos	were	completely	unaccounted	for,	with	the	ultimate	disposition	of	the	

remaining	 2	 million	 pesos	 of	 outstanding	 loans	 to	 individuals	 not	 yet	 resolved.	 	 In	 late	 1863	 the	

government	had	 to	 issue	an	extra	2,300,000	pesos	 in	public	bonds	 to	pay	 for	 the	Santiago-Valparaíso	

railroad.	 	 From	 these	 figures	 it	 would	 appear	 that	 during	 1858-1862	 the	 government	 engaged	 in	 a	

financial	rescue	of	favored	borrowers	that	entailed	a	fiscal	cost	of	about	1-2	million	pesos.	

	 The	widespread	liquidation	of	debtors	in	1861	and	1862	had	a	profound	impact	on	the	operations	of	

the	Caja	Hipotecaria	 during	 the	 decade	 of	 the	 1860s,	with	 the	 volume	 of	 outstanding	 letras	 falling	 in	

every	year	between	1862	and	1869.	 	The	 liquidation	also	affected	 the	 thinking	of	Congress	 regarding	

banking	legislation,	as	will	become	apparent	in	the	analysis	of	the	mini-crisis	of	1865-66.	
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3.2			The	Origin	of	a	Government	Guarantee	on	Bank	Notes,	1865-66	

	
	 Following	 the	passage	of	 the	Banks	of	 Issue	Law,	Banco	de	Chile	was	 the	only	bank	 to	apply	 for	a	

change	in	its	charter	from	a	deposit-taking	to	a	bank	of	[note]	issue.		The	ratio	of	specie	to	bank	notes	for	

the	bank	was	as	high	as	.86	through	1863.		However,	the	first	four	years	of	the	operation	of	the	Banks	of	

Issue	Law	were	difficult	years,	and	many	bankruptcies	still	plagued	the	economy	even	after	the	worst	of	

the	1860-1862	crisis	had	passed.		In	1864	Banco	de	Chile’s	specie	backing	of	its	bank	notes	fell	to	a	ratio	

of	.32,	thereby	jeopardizing	the	personal	wealth	of	the	directors	and	owners.		On	April	5,	1865	Banco	de	

Chile	 applied	 to	 change	 its	 charter	 to	 that	 of	 an	 incorporated,	 limited	 liability,	 deposit-taking	 bank.		

During	 June,	 July,	 and	August	 of	 1865,	 negotiations	with	 the	 government	 proceeded	 on	 closing	 down	

Banco	de	Chile	and	starting	up	Banco	Nacional	de	Chile	in	its	place.	 	

	 In	 1864	 Peru	 and	 Spain	 had	 gone	 to	 war	 over	 the	 Chincha	 guano	 islands	 off	 the	 Peruvian	 coast	

(Fetter,	p.	9).		By	September	1865	there	were	serious	rumors	of	war	between	Chile	and	Spain,	as	a	result	

of	 Chile’s	 aid	 to	 Peru.	 	 On	 September	 23	 there	 was	 a	 run	 on	 Banco	 de	 Valparaíso,	 leading	 some	

Congressmen	 to	 indicate	 their	 apprehension	 that	 the	 financial	 situation	 would	 lead	 to	 a	 general	

liquidation	of	property,	as	had	happened	four	years	earlier.	 	In	response	to	these	concerns	the	Finance	

Minister	made	the	following	statement	(Cámara	de	Diputados,	September	23,	1865,	my	translation):	

Certainly	the	present	situation	was	not	hoped	for;	but	it	is	in	no	way	comparable	with	the	crisis	
that	we	experienced	 in	the	year	1861,	 in	which	the	 fortune	of	 individuals	was	reduced	by	one	
half….Nevertheless…it	 would	 be	 a	 true	 calamity	 if	 the	 Banks	were	 to	 close	 their	 doors.	 	 This	
would	not	only	directly	and	immediately	hurt	commerce	and	industry,	but	it	would	also	deprive	
the	government	of	a	source	of	resources	that	perhaps	would	prove	to	be	indispensable.	
	
Customs	 revenues	 are	 the	 primary	 fiscal	 resource,	 and	 for	 the	 rest	 of	 the	 present	month,	 the	
Government	will	need	to	borrow	no	less	than	the	amount	of	one	hundred	thousand	pesos	that	it	
needs	urgently	to	service	the	public	debt.	 	During	the	month	of	October	this	quantity	will	rise,	
more	or	less,	to	four	hundred	thousand	pesos,	and	not	making	the	payments	would	snatch	away	
[arrebatar]	from	the	Government	its	means	of	action	[medios	de	acción]	 if	the	Banks	also	close	
their	doors.	 	The	fortune	of	the	State	in	these	cases	is	 in	common	cause	with	that	of	the	credit	
institutions.	

	
	 The	apprehension	over	the	macroeconomic	consequences	of	a	bank	run	appears	to	have	been	one	

factor	 that	 led	Congress	 to	propose	an	emergency	 issue	of	non-convertible	bank	notes	by	 the	not-yet-
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functioning	 Banco	 Nacional	 de	 Chile.	 	 The	 banks	 notes	 would	 have	 the	 exclusive	 privilege	 of	 being	

accepted	by	the	Treasury	at	par	value	and	would	cease	being	inconvertible	after	January	31,	1866.	

	 Although	a	number	of	Deputies	agreed	with	Deputy	Manual	Víal	(Diputados,	September	23,	1864,	p.	

364,	translated)	that	“[w]ith	it	[the	emission	of	bank	notes]	we	avoid	the	ruin	toward	which	a	financial	

crisis	could	lead	us”,	during	the	debate	it	became	apparent	that	a	number	of	congressmen	were	opposed	

to	the	proposal.		One	deputy	put	into	discussion	a	law	that	would	have	authorized	the	direct	issue	of	20	

million	pesos	of	 interest-bearing	fiscal	bills	(Diputados,	September	24,	1864,	p.	372),	and	which	would	

then	have	lent	the	banks	five	million	pesos.	

	 When	it	became	apparent	that	the	bill	authorizing	the	issue	of	bank	notes	by	Banco	Nacional	de	Chile	

would	be	approved,	several	deputies	expressed	their	opposition,	and	repeatedly	asked	about	the	value	

of	the	privilege	being	extended	to	Banco	Nacional	de	Chile.		The	finance	minister	and	other	congressmen	

said	 that	 the	value	of	 the	privilege	was	very	small,	and	that	Banco	Nacional	de	Chile	was	performing	a	

patriotic	 duty.	 Not	 entirely	 convinced,	 Don	 Ambrosio	 Montt	 responded	 (Cámara	 de	 Diputados,	

September	24,	1865,	p.	378,	my	translation):	

I	 have	 said	 before	 that	 the	 purpose	 of	 the	 project	 is	 to	 save	 Banco	 de	 Chile	 from	 the	
embarrassing	 situation	 in	 which	 it	 finds	 itself.	 	 Banco	 Nacional	 de	 Chile	 does	 not	 yet	 exist,	
because	 it	 has	 not	 engaged	 in	 any	 operation	 nor	made	 any	 commitments;	 one	 can	 only	 deal	
with	that	 institution	that	we	have	know	as	Banco	de	Chile.	 	This	Bank,	sir,	 for	a	 long	time	has	
had	140,000	pesos	 in	 vault	 cash	 and	more	 than	 two	million	 in	deposits.	 	Now	 it	 arrives	 in	 a	
moment	of	distress	and	says	to	the	State:	“Guarantee	me	and	my	credit,	permit	me	to	issue	four	
and	one	half	million	pesos	in	bank	notes.”	

	
Before	the	final	vote,	two	congressmen	requested	anyone	who	was	a	stockholder	of	Banco	Nacional	de	

Chile	to	abstain	from	voting.	 	One	congressman	said	he	would	not.	 	The	final	vote	for	the	measure	was	

34-3	with	13	abstentions.		On	the	same	day,	Congress	declared	war	on	Spain.	

	 Having	 been	 granted	 the	 authorization	 by	 the	 government	 to	 dissolve	 its	 charter,	Banco	de	Chile	

began	operations	as	Banco	Nacional	de	Chile	on	October	1,	1865	with	the	note-issuing	authority	granted	

by	 the	 new	 law.	 	 In	 late	 November	 the	 Finance	 Minister	 requested	 an	 extension	 in	 the	 period	 of	

inconvertibility	from	the	end	of	January	1866	to	six	months	after	the	termination	of	the	war	with	Spain	
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or	until	 June	30,	1867	at	the	latest.	 	As	part	of	the	new	legislation,	the	government	was	to	receive	one	

third	of	the	note	issue	as	a	non-interest-bearing	loan.	

	 By	the	middle	of	1866,	the	continuation	of	the	war	had	worsened	the	government’s	fiscal	situation,	

so	 that	 the	 government	 arranged	 for	 a	 loan	 from	 five	 banks	 (Banco	 Nacional	 de	 Chile,	 Banco	 de	

Valparaíso,	A.	Edwards	y	Cía,	MacClure	y	Cía,	 and	Ossa	y	Cía).	 	 The	 government	 agreed	 to	 deposit	 100	

pesos	of	interest-bearing	government	bonds	with	the	banks	for	each	85	pesos	of	loans	from	the	banks.		

In	addition,	the	government	extended	the	privilege	of	bank	note	convertibility	at	par	with	the	Treasury	

to	those	notes	issued	by	all	five	banks.	Furthermore,	the	privilege	was	to	last	for	22	years,	until	August	

1888,	as	noted	by	Article	1	of	the	law	(Anguita,	Vol.	II,	p.	218,	my	translation):	

Article	1.		The	President	of	the	Republic	is	authorized	to	give	the	following	privileges	to	a	bank	
or	banks	of	issue	in	exchange	for	a	loan	of	between	four	and	six	million	pesos:	
	 1.		The	notes	of	a	bank	will	have	the	exclusive	privilege	of	being	received	in	all	fiscal	offices	
at	 their	 nominal	 value	 and	 as	 circulating	 money	 for	 a	 term	 of	 twenty-two	 years,	 thereby	
superseding	 the	 law	 of	 December	 20,	 1865.	 	 During	 this	 period,	 a	 bank	 that	 receives	 this	
concession	will	be	subject	to	the	law	that	currently	governs	banks	of	issue,	and	any	reforms	or	
changes	 that	 are	made	 in	 that	 law	will	 not	 prejudice	 the	privileges	 and	 rights	 that	 have	been	
conceded	to	it.	

	
Shortly	after	the	law	was	signed	on	July	20,	1866,	the	war	ended.		On	August	31,	1866	bank	notes	were	

made	convertible	 into	silver	once	again,	but	 the	Treasury	acceptance	of	guaranteed	bank	notes	at	par	

value	was	retained.	

	
3.3		The	Evolution	of	the	Government’s	Guarantee	on	Bank	Notes	

	 Of	the	five	banks	granted	the	guarantee,	three	of	them	ceded	that	right,	so	that	by	the	early	1870s	

Banco	Nacional	de	Chile	and	Banco	de	A.	Edwards	were	the	only	two	banks	whose	notes	were	guaranteed	

by	 the	 government.	 	 The	 guarantees	 appear	 to	 have	 led	 to	 conservative	 behavior	 associated	 with	 a	

positive	 charter	 value.	 Examination	 of	 the	 figures	 in	 Table	 1	 show	 that	 the	 specie	 cover	 of	Banco	de	

Chile’s	bank	notes	approached	100	percent	by	the	early	1870s.10		

																																																								
10	As	another	piece	of	evidence	of	the	value	of	the	bank	note	guarantee,	in	1877	Banco	Nacional	de	Chile	and	Banco	de	
Edwards	successfully	convinced	the	government	that	their	bank	notes	should	be	the	only	legally	authorized	ones	for	
making	payment	to	the	government	(Santelices,	p.	173).	
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	 Following	 1866,	Banco	Nacional	de	Chile	 attained	 the	 premier	 ranking	 among	 Chilean	 banks	 as	 a	

result	 of	 several	 negotiations	 it	 conducted	 for	 the	 government.	 	 In	 1869	Banco	Nacional	negotiated	 a	

loan	of	1	million	pounds	for	the	construction	of	the	Chillán-Talcahuano	railroad	in	the	Central	Valley.		As	

part	of	the	contract,	the	government	placed	its	demand	deposits	with	the	bank,	thereby	conferring	great	

prestige	 on	 the	 bank,	 according	 to	 Santelices	 (1893,	 p.	 179).	 	 In	 1873	Banco	Nacional	 was	made	 the	

government’s	 agent	 for	 loans	 to	 be	 contracted	 in	 London	 for	 2,23276,500	 pounds	 for	 the	 purpose	 of	

railroad	construction	and	the	acquisition	of	warships.		In	order	to	facilitate	the	payment	of	the	principal	

and	 interest	on	the	 loan,	Banco	Nacional	agreed	to	set	up	a	 line	of	credit	 for	3,250,000	pesos	with	the	

government.	

	 Following	1873,	Chile	was	subject	to	severe	external	shocks	associated	with	the	worldwide	financial	

panic	of	1873	and	the	resulting	global	depression	that	lasted	through	the	end	of	the	1870s.		In	1877	the	

President	of	Chile	in	his	annual	message	to	Congress	said	(cited	in	Fetter,	p.	21):	

Commerce	 has	 been	 considerably	 restricted,	 and	 many	 industrial	 enterprises	 have	 been	
paralyzed	or	have	 limited	their	activity….The	harvest	of	cereals	 this	year	has	disappointed	the	
expectations	of	our	agriculturists,	and	the	price	of	the	principal	products	of	our	mining	industry,	
silver	and	copper,	has	suffered	a	very	considerable	drop	in	the	European	markets.	

	
Indeed,	between	1873	and	1879	the	price	of	copper	fell	by	about	30	percent	while	the	price	of	silver	fell	

by	about	15	percent.		During	this	period,	the	specie	cover	for	bank	notes	plus	demand	deposits	of	Banco	

Nacional	 fell	 from	 .12	 to	 .05.	 	 Between	 1873	 and	 the	 first	 half	 of	 1878	 demand	 deposits	 fell	 by	 35	

percent,	 from	23	million	 to	 15	million.	 This	 period	 also	witnessed	 the	 first	 rapid	 increase	 in	 the	Caja	

Hipotecaria’s	 liabilities	 since	 the	 late	 1850s.	 	 Between	 1873	 and	 1878	 the	 volume	 of	 the	 Caja	

Hipotecaria’s	outstanding	mortgage	bonds	increased	by	120	percent,	from	7.0	to	15.4	million	pesos.	

	 In	 1875	 Banco	 Nacional	 once	 again	 negotiated	 a	 foreign	 loan	 of	 1.1	 million	 pounds	 to	 fund	 the	

external	loan	of	1867	and	to	convert	domestic	debt	originating	in	public	works	expenditure	into	foreign	

debt.	 	 After	 1875,	 the	 government	 had	 difficulty	 in	 securing	 foreign	 loans	 and,	 hence,	 resorted	 to	

domestic	borrowing.		By	a	controversial	agreement	in	1876,	Banco	Nacional	was	permitted	to	reduce	its	

line	 of	 credit	 to	 the	 government	 from	3,250,000	 to	 1,750,000	pesos	 in	 exchange	 for	 an	 agreement	 to	

place	3	million	pesos	of	the	government’s	internal	debt.	 	In	1877	the	government	again	issued	internal	
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debt	 through	Banco	Nacional,	 this	 time	 for	5	million	pesos	 (Mamalakis,	Vol.	 6,	 p.	 171).	 	 In	 the	 face	of	

continuing	budgetary	problems,	 the	Congress	 authorized	 the	 government	 to	 borrow	 in	 January	1878.		

Difficulties	 in	 placing	 the	 loan	 led	 the	 government	 in	 May	 1878	 to	 offer	 seven	 additional	 banks	 the	

privilege	of	making	their	bank	notes	receivable	at	par	by	the	Treasury	in	exchange	for	a	loan	of	about	2	

million	pesos.	

	 In	 both	 the	 Senate	 and	 the	 Chamber	 of	Deputies	 the	Minister	 of	 Finance	was	 asked	 to	 clarify	 the	

government’s	position	regarding	the	conditions	under	which	bank	notes	would	cease	to	be	accepted	at	

par	value	by	 the	government.	 	The	Minister’s	position	was	 that	 the	par-value	privilege	ceased	when	a	

bank	became	bankrupt,	thereby	bringing	into	force	the	unlimited	liability	provisions	of	the	1860	Banks	

of	Issue	Law.	 	The	Minister’s	position	is	important,	since	it	clarified	the	interpretation	of	the	par-value	

privilege	first	given	in	1865	to	Banco	Nacional	(Cámara	de	Diputados,	June	21,	1878,	my	translation):	

Mr.	Lastarria	[Deputy].	—According	to	the	article	in	the	debate	[Article	3],	the	State	is	obligated	
to	receive	these	bank	notes.		It	appears	to	me	that,	if	the	moment	arrives,	which	in	my	judgment	
is	probable,	 that	 the	State	 finds	 itself	 obligated,	 forcefully	obligated,	 to	 establish	 inconvertible	
banknotes	 of	 forced	 issue	whether	 on	 its	 own	 initiative	 or	 on	 the	 account	 of	 several	 banks,	 I	
would	consider	that	when	this	moment	arrives,	the	State	will	have	to	continue	receiving	these	
privileged	 bank	 notes	 at	 their	 nominal	 value,	 even	 if	 they	 are	 depreciated,	 as	 they	 would	
naturally	be	in	the	situation	I	am	supposing.	
	 Is	that	true,	Mr.	Minister?		Does	the	State	have	to	receive	these	bank	notes	at	their	nominal	
value	although	they	are	not	convertible	at	their	nominal	value?	
	 Mr.	Matte	(Minister	of	Finance).	—The	fact	that	the	bank	notes	of	a	bank	are	not	convertible	
causes	the	privilege	to	end	for	this	bank.	
	 Mr.	Lastarria.—Oh!	Undoubtedly;	we	are	perfectly	agreed:		naturally,	if	a	given	bank	fails,	(a	
failure	being	equivalent	to	its	bills	no	longer	being	convertible),	that	itself	ends	the	contract,	and	
that	terminates	the	privilege;	certainly.	
	 But	that	is	not	the	case	of	which	I	am	thinking,	sir:		the	moment	may	arrive,	as	it	has	arrived	
for	Peru,	as	it	has	arrived	for	the	United	States,	as	it	has	arrived	for	twenty	countries	and	may	
arrive	for	us,	when	the	bank	notes	of	all	the	banks,	absolutely	all,	become	inconvertible.	 	What	
will	happen	then,	according	to	this	contract,	with	the	bank	notes	of	the	contracting	banks?	
	 Mr.	Matte	(Finance	Minister).	—The	privilege	ceases.	
	 Mr.	Lastarria.—The	privilege	ceases?	 	Even	if	 it	 is	the	very	State	that	via	a	 law	decrees	the	
inconvertibility	of	the	bank	notes	and	their	forced	issue?	
	 Mr.	 Matte	 (Finance	 Minister).	 —No;	 in	 that	 case	 the	 contract	 would	 be	 changed,	 some	
compensation	would	be	established	by	the	State….I	wish	to	add	only	one	very	simple	thing,	and	
that	is	that	the	contract	definitively	establishes	that	the	forced	issue	of	paper	money	will	not	be	
permitted	[Article	10.	--“the	Government	obligates	itself	not	to	issue	nor	to	permit	the	issue	of	
forced	inconvertible	paper	money.”]		Therefore,	we	do	not	have	to	deal	with	this	case.	

	
	 On	June	28,	1878,	the	loan	from	the	banks	to	the	government	was	approved.		In	the	ensuing	weeks	a	

run	on	the	banks	developed.		One	cause	for	the	bank	run	may	have	been	the	Finance	Minister’s	remarks	



	 22	

before	Congress.		His	remarks	suggested	that	demand	deposits	would	truly	be	counted	as	subordinated	

debt	upon	the	failure	of	a	bank.	 	Until	the	Finance	Minister’s	remarks	regarding	the	termination	of	the	

par-value	privilege,	holders	of	demand	deposits	in	Banco	Nacional	and	Banco	A.	Edwards	could	include	

the	 implied	 value	 of	 the	 government’s	 bank	 note	 guarantee	 as	 part	 of	 the	 two	 bank’s	 assets	 when	

calculating	the	likelihood	of	loss	to	their	deposit	holdings.	 	 	Taking	away	the	government	guarantee	on	

bank	notes	was	similar	to	the	removal	of	the	guarantee	prior	to	the	passage	of	the	1860	Banks	of	Issue	

Law,	and	appears	to	have	been	a	proximate	cause	of	the	financial	crisis.	

	
3.4		The	Rescue	of	the	Banks	of	Issue	and	the	Caja	Hipotecaria	

	
	 On	 July	22,	 1878	 the	Chamber	of	Deputies	met	 in	 secret	 session	between	8:30	p.m.	 and	4	 a.m.	 to	

consider	a	request	by	the	Minister	of	Finance	to	establish	the	inconvertibility	of	bank	notes	due	to	a	run	

on	 the	 banks.	 	 A	 number	 of	 deputies	 expressed	 their	 opposition	 to	 the	 request	 and	 of	 those	 that	

supported	the	request,	many	had	reservations	about	the	way	in	which	the	government	had	conducted	

its	 monetary	 affairs.	 	 In	 the	 end	 the	 project	 was	 approved	 44	 to	 9.	 	 Another	 vote	 to	 censure	 the	

government’s	conduct	of	financial	policy	lost	by	a	vote	of	28	to	19	(Diputados,	July	23,	1878,	p.	369)	

	 It	 was	 later	 revealed	 that	 Banco	 Nacional	 had	 petitioned	 the	 government	 for	 the	 declaration	 of	

inconvertibility.	 	 Deputy	 Lastarria—reminding	 the	 Chamber	 of	 Deputies	 that	 the	Minister	 of	 Finance,	

who	had	negotiated	 the	bill	of	 inconvertibility,	owned	 five	 shares	of	Banco	Nacional	 stock—asked	 the	

Minister	whether	he	should	present	him	with	a	badge	of	honor	for	patriotism	(Diputados,	July	23,	1878,	

p.	371).	

	 During	 August	 both	 chambers	 of	 Congress	 debated	 the	 bill	 and	 extended	 the	 date	 of	 its	

implementation	until	they	could	agree	on	an	authoritative	law,	which	was	passed	on	September	6,	1878.		

Since	 the	bank	notes	were	no	 longer	convertible	 into	metallic	coin,	much	of	 the	debate	concerned	 the	

appropriate	way	to	guarantee	the	value	of	inconvertible	bank	notes.		The	debate	centered	on	the	use	of	

mortgage	 bonds	 (letras)	 as	 guarantees	 for	 the	 note	 issue.	 	 A	 member	 of	 the	 Chamber	 of	 Deputy’s	
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commission	on	the	project	explained	to	the	Senate	the	commission’s	position	on	acceptable	collateral	for	

bank	note	issue	(Cámara	de	Senadores,	August	27,	1878,	p.	148,	my	translation):		

	 We	 came	 to	 a	 belief	 that	 we	 could	 not	 authorize	 the	 issue	 of	 inconvertible	 bank	 notes	
without	 verifying	 the	 value	 of	 these	 bank	 notes	 or	 subjecting	 them	 to	 fiscal	 oversight;	
consequently,	it	is	necessary	to	be	on	guard	against	whatever	abuse	might	arise	with	respect	to	
the	 guarantees	 or	 the	 bad	 consequences	 that	 might	 follow	 from	 the	 depreciation	 of	 certain	
bonds….As	we	are	passing	through	a	difficult	situation,	it	would	not	be	prudent	for	the	State	to	
accept	responsibility	for	documents	of	credit	that	could	suffer	depreciation….	
	 In	 the	 Chamber	 of	 Deputies	 much	 this	 same	 question	 was	 raised	 and	 debated:	 	 that	
concerning	 whether	 mortgage	 securities	 of	 all	 mortgage	 banks	 should	 be	 accepted	 without	
exception	as	acceptable	collateral	[for	the	issue	of	bank	notes]	that	banks	must	deposit	in	fiscal	
offices.			

	
	 These	 concerns	 regarding	 the	value	of	mortgage	bonds	 can	be	 seen	by	 looking	 at	 the	 low	market	

values	of	various	securities	in	August	1878,	as	shown	in	Table	2.		The	law	that	was	passed	on	September	

6,	 1878	 stipulated	 that	 all	 inconvertible	 bank	 notes	 must	 be	 backed	 by	 collateral	 of	 gold	 coin,	

government	debt,	or	mortgage	securities	of	 specified	banks.	 	The	bill	 authorized	 the	 issue	of	up	 to	15	

million	bank	notes,	an	increase	of	8	million	pesos	over	the	existing	stock	of	bank	notes.	

	 On	September	14,	the	President	announced	the	price	at	which	various	securities	would	be	accepted	

as	collateral	for	the	outstanding	stock	of	bank	notes	and	for	any	new	issue	of	bank	notes.		These	prices,	

which	are	given	 in	Table	2,	 generally	 exceeded	 the	market	prices.	 	 In	 the	 case	of	 the	9%	government	

bonds	the	collateral	price	is	35	percent	higher.	 	On	September	16,	the	government	decreed	that	Banco	

Valparaíso	 and	 Banco	 Concepción,	 which	 were	 not	 original	 parties	 to	 the	 June	 28	 loan	 but	 which	

accounted	for	2.7	million	of	the	8.3	million	outstanding	bank	notes,	must	collateralize	their	bank	notes	

entirely	with	the	9%	bonds	of	the	government.		On	September	18,	following	the	banks’	compliance	with	

the	 order,	 the	 government	 declared	 that	 the	 banks’	 notes	 enjoyed	 the	 privilege	 of	 inconvertibility	

(Santelices,	1893,	pp.	219-221).	

	 On	 October	 4,	 the	 government	 declared	 a	 guarantee	 for	 the	 inconvertible	 bank	 notes	 of	 Banco	

Nacional	de	Chile	 (thereby	reversing	the	Finance	Minister’s	position	during	his	 testimony	the	previous	

June),	 in	 exchange	 for	which	 a	 line	 of	 credit	 for	 the	 government	 of	 1.2	million	 pesos	was	 opened	 by	

Banco	Nacional.	 	On	November	4,	1878,	the	government	decreed	that	the	bank	notes	of	the	banks	that	

lent	funds	to	the	government	would	be	accepted	at	par	by	fiscal	offices	until	August	7,	1888,	provided	
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that	 the	 issue	of	banknotes	did	not	exceed	 four	 times	 the	 loan	made	to	 the	government	(Santelices,	p.	

221).	

	 In	 addition	 to	 these	 internal	 measures,	 the	 government	 introduced	 a	 bill	 on	 September	 24	 to	

authorize	the	President	to	contract	an	external	loan	of	5	million	pesos.		The	Finance	Minister	explained	

the	intent	of	the	loan	(Cámara	de	Diputados,	September	24,	1878,	p.	668,	my	translation):	

	 The	first	goal	of	the	loan	project	is	to	produce	a	favorable	movement	in	our	exchange	rate.	
The	crisis	through	which	the	country	is	passing	and	the	law	of	bank	note	inconvertibility	have	
caused	the	exchange	rate	fall	to	37	pence	per	peso.	Serving	our	external	debt	in	these	conditions	
implies	an	effective	loss	of	much	more	than	half	a	million	pesos.	
	 Through	the	loan,	it	is	certain	that	we	can	obtain	a	rise	[appreciation]	in	the	exchange	rate	
and	that	this	rise,	economizing	on	the	moneys	of	the	State,	will	also	economize	on	those	of	the	
country,	 that	 suffer	 on	 the	 same	 scale	 and	 in	 good	 part	 because	 of	 the	 losses	 caused	 by	 the	
disequilibrium	in	the	commercial	balance.	

	
The	 proposed	 loan	 met	 much	 resistance	 in	 the	 Chamber	 of	 Deputies	 due	 to	 a	 variety	 of	 reasons,	

including	the	fear	that	an	appreciated	exchange	rate	would	hurt	the	mining	and	agricultural	sectors	of	

the	economy.	 	Deputy	Mac-Iver,	among	many	others,	also	expressed	skepticism	over	 the	ability	of	 the	

government	to	borrow	(Cámara	de	Diputados,	September	26,	1878,	p.	680,	my	translation):	

	 The	law	of	July	23	has	had	a	considerable	influence	on	the	credit	of	Chile;	when	it	was	found	
out	that	the	government	had	resorted	to	the	extreme	measure	of	forced	paper	issue	to	avoid	a	
commercial	 failure,	 holders	 of	 Chilean	 bonds	were	 overtaken	 [asaltado]	 by	 serious	 fears,	 and	
everyone	has	come	to	an	unfavorable	opinion	regarding	the	economic	situation	of	the	country.	
Because	 of	 this	 I	 consider	 that	 the	 project	 under	 debate	 will	 not	 arrive	 at	 its	 intended	
application.	

	
The	project	was	approved	after	a	bitter	debate	on	September	28	by	a	vote	of	30	to	16.		The	government	

did	not	succeed	in	negotiating	the	external	loan.	

	 The	measures	 taken	 by	 the	 government	 restored	 a	 certain	measure	 of	 confidence	 in	 the	 banking	

system,	but	the	inability	to	stabilize	the	economy	with	additional	foreign	borrowing	left	the	underlying	

solvency	problems	in	the	economy	unresolved.		Arrears	to	the	Caja	Hipotecaria	rose	from	11.7	percent	

in	1877	to	19.9	percent	in	1878,	before	rising	even	further	to	33.6	percent	in	1878,	the	highest	level	in	

the	 history	 of	 the	 Caja	 Hipotecaria.	 	 Between	 July	 1878	 and	 March	 1879	 the	 exchange	 rate	 only	

depreciated	slightly.		However,	with	the	onset	of	the	War	of	the	Pacific	against	Peru	and	Bolivia	in	April	

1879,	 along	 with	 the	 issue	 of	 12	 million	 pesos	 of	 fiscal	 bills	 by	 the	 government,	 the	 exchange	 rate	
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depreciated	by	about	25	percent	by	the	middle	of	1880.	 	 In	October	1879	Chile	captured	the	Peruvian	

warship	 Huáscar	 and	 by	 1880	 Chileans	 controlled	 the	 Bolivian	 and	 Peruvian	 nitrate	 fields,	 thereby	

securing	the	means	to	finance	the	remainder	of	the	war.	

	 Following	 the	 depreciation	 of	 the	 peso	 in	 1879,	 market	 quotations	 for	 the	 8%	 letras	 of	 the	 Caja	

Hipotecaria	 rose	 to	 an	 average	 of	 93	 in	 1879	 and	 then	 to	 103	 in	 1880,	 an	 increase	 of	 27	 percentage	

points	 over	 the	 August	 1878	 quotation.	 	 In	 1880,	 the	 total	 amount	 of	 letras	 issued	 by	 the	 Caja	

Hipotecaria	 increased	by	2	million	 (from	16.8	 to	18.8	million).	 	At	 the	same	 time,	a	general	decline	 in	

market	 interest	rates	produced	a	major	refinancing	on	 the	part	of	 the	newly-solvent	 landowners:	 	 the	

amount	 of	 8%	 letras	 decreased	 from	13.2	million	 in	 1879	 to	 4.1	million	 in	 1880,	while	 4	million	 6%	

letras	were	issued	and	the	quantity	of	5%	letras	increased	from	2.7	to	9.8	million	pesos.		Subercaseaux	

(1922	p.	97)	would	later	write	of	this	period:	

The	debtors	were	able	to	take	advantage	of	the	altered	situation	for	the	purpose	of	converting	
their	 old	 obligations	 into	 new	 ones	 carrying	 a	 lower	 rate	 of	 interest.	 	 The	 price	 of	 rural	 and	
urban	properties	 rose	 considerably,	 so	 that	many	 landowners	who	shortly	before	would	have	
been	 unable	 to	 pay	 their	 debts	 by	 selling	 their	 holdings,	 afterwards	 found	 themselves	with	 a	
considerable	 balance	 in	 their	 favour.	 	 The	 rise	 of	 prices,	 coupled	with	 the	 decline	 of	 rates	 of	
interest,	the	expansion	of	credit,	and	the	good	market	which	the	new	nitrate	provinces	created	
for	agricultural	products,	brought	about	a	notable	improvement	in	the	status	of	the	agricultural	
industry.	
	

Figure	 7	 illustrates	 the	 importance	 of	 the	 exchange	 rate	 depreciation	 in	 1878	 and	 1879	 for	 the	

solvency	 of	 the	Chilean	 central	 valley	 agriculturalists.	 	 Figure	7	plots	 the	nominal	 peso	 value	 of	 a	

basket	of	agricultural	goods	calculated	by	Latorre	(1958)	based	on	market	prices	of	bran,	hawthorn	

coal,	barley,	beans,	 lentils,	 corn,	potatoes,	white	wheat,	 cows,	and	merino	wool.	 	By	1883	nominal	

peso	prices	had	 recovered	 to	 their	previous	 levels	of	 the	1870s.	 	The	second	series	multiplies	 the	

nominal	price	of	the	basket	by	the	exchange	rate	(U.K.	pence/peso)	to	get	the	equivalent	value	of	the	

basket	in	foreign	exchange.	 	The	pence	value	of	the	basket	of	output	fell	by	about	40	percent.	 	It	 is	

apparent	 that	 if	 the	mortgage	 contracts	 of	 the	Mortgage	 Bank	 had	 been	 denominated	 in	 sterling,	

rather	 than	 in	 pesos,	 the	 quantity	 of	 agricultural	 output	 needed	 to	 service	 the	 debts	would	 have	

risen	 by	 about	 40	 percent.	 	 In	 all	 likelihood,	 the	 enforcement	 of	 such	 contracts	 or,	 similarly,	 the	
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pursuit	 of	 policies	 to	 maintain	 exchange	 rate	 parity,	 would	 have	 meant	 the	 liquidation	 of	 many	

landowners,	as	had	happened	in	1861-1862.	

	

4				The	Macroeconomic	Consequences	of	the	Bank	Guarantees	

	
Between	1855	and	1878	the	Chilean	financial	system	operated	with	two	different	guarantees:		one	

on	bank	notes	at	the	short	end	of	the	term	structure	and	one	on	the	letras	of	the	Caja	Hipotecaria	at	

the	 long	end.	 	The	explicit	and	 implicit	guarantees	given	 to	 the	 letras	were	quite	 strong	and	were	

given	willingly	by	 the	government.	 	On	 the	other	hand,	 the	parliamentary	 record	clearly	 indicates	

that	the	guarantees	on	bank	notes	were	given	in	times	of	crisis	and	were	quite	ambiguous	in	their	

coverage.	 	 Demonstrating	 the	 macroeconomic	 consequences	 of	 the	 guarantees	 for	 Chile	 is	 more	

difficult	 than	 providing	 a	 chronology	 of	 their	 origin	 and	 evolution,	 so	 that	 the	 tentative	 answers	

given	in	this	section	must	await	more	definitive	answers	that	will	accompany	a	longer	time	span	of	

data	and	analyses	of	subsequent	financial	crises.	

	
4.1		Delegated	Monitoring	and	the	Caja	de	Crédito	Hipotecario	
	
	
There	 is	 some	 reason	 to	 believe	 that	 explanations	 based	 on	 information	 costs	 and	 delegated	

monitoring	by	 financial	 intermediaries	 (e.g.	Diamond	1984)	hold	 true	 for	Chile	prior	 to	1850.	 	As	

was	discussed	in	Section	2.1,	the	habilitación	system	characterized	lending	from	the	merchant	banks	

in	Valparaíso	to	mine	owners,	with	the	habilitadores	acting	as	financial	intermediaries.		Volk	(1983)	

describes	 the	 monitoring	 arrangements	 designed	 to	 reduce	 the	 problems	 associated	 with	 moral	

hazard.	A	key	element	 in	 the	success	of	 the	habilitación	 system	was	 the	willingness	of	 the	Chilean	

government	to	enforce	commercial	contracts.	

	 For	example,	in	1830	Rodríguez	Cea	and	Company,	a	major	habilitador,	owed	debts	of	350,000	

pesos	to	two	major	British	merchant	houses,	Wylie	Miller	and	Sewell	and	Patrickson,	as	well	as	an	

additional	 500,000	 pesos	 of	 debt	 spread	 among	 forty-three	 other	 creditors.	 	 The	 liquidation	 of	
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Rodríguez	 Cea	 and	Company	 in	 1831	was	 delayed	when	Rodríguez	 petitioned	 the	 government	 to	

place	an	embargo	on	copper	owned	by	his	company,	eliciting	the	following	response	by	the	British	

consul	in	August	of	that	year	(cited	in	Volk	1983,	p.	213):	

The	 consequences	 arising	 from	 such	 a	 detention	 of	 British	 Property	 are	 of	 the	 most	 serious	
nature	to	the	parties	concerned,	and	the	undersigned	begs	to	recommend	the	present	case	to	the	
immediate	 consideration	 of	 His	 Excellency,	 the	 Governor,	 Intendent,	 and	 to	 request	 that	 the	
necessary	directions	may	be	forwarded	to	the	Authorities…not	only	to	suspend	the	Embargo	of	
the	 Property	 at	 present	 detained,	 but	 also	 that	 such	 steps	 may	 be	 taken	 as	 will	 secure	 that	
protection	to	British	Property	which	he	has	not	doubt,	it	is	the	wish	of	the	Chilean	Government	
to	afford	to	His	Majesty’s	subjects	in	general.	

	
More	than	a	year	later,	in	October	1832,	administration	of	Rodríguez	Cea	and	Company	was	finally	

turned	over	to	the	two	large	British	merchant	houses	for	its	liquidation	and	the	cancellation	of	debts	

owed	to	it	by	mining	companies.	

	 The	Chilean	government	became	 involved	with	delegated	monitoring	when	 it	created	the	Caja	

de	Crédito	Hipotecario	 in	1855.	 	 The	 lenders,	who	were	 approximately	50	percent	Chilean	 and	50	

percent	foreign,	received	an	explicit	guarantee	during	the	first	five	years	of	the	Caja’s	operation	that	

a	certain	fraction	of	the	letras	would	be	redeemed	by	the	treasury	at	par	value.	

	 Did	 the	 creation	 of	 the	 Caja	 Hipotecaria	 create	 a	 moral	 hazard	 in	 the	 financial	 system?		

Examination	of	the	1878-79	crisis	alongside	the	1860-62	crisis	reveals	some	parallels.	 	Each	of	the	

financial	 crises	 was	 preceded	 by	 a	 large	 increase	 in	 indebtedness	 by	 landowners	 to	 the	 Caja	

Hipotecaria	in	conjunction	with	deterioration	in	the	secondary	market	value	of	the	letras	issued	by	

the	Caja	 to	 the	 landowners	 (Figures	 2	 and	 5).	 	 The	 first	 large	 increase	 in	 debt	 occurred	 between	

1856	and	1861	(from	2	million	to	5.6	million	pesos)	and	was	accompanied	by	a	 fall	 in	 the	market	

price	 of	 the	 8	 percent	 letras	 to	 95	 in	 1860	 and	 80	 by	 June	 1861	 (Cámara	de	Diputados,	 June	 11,	

1861).	 	The	second	 large	 increase	 in	debt	 took	place	between	1873	and	1878	(from	5.3	million	to	

15.4	million	pesos)	at	a	time	when	the	secondary	market	value	of	the	8	percent	letras	declined	from	

par	 to	83.	Following	the	 initial	 increase	 in	 indebtedness,	 the	percentage	of	payments	 in	arrears	 to	

the	Caja	Hipotecaria	rose	with	a	 lag	prior	to	both	financial	crises	(Figure	3).	 	The	rise	 in	arrears	is	
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particularly	abrupt	between	1876	and	1877	(from	6	to	12	percent,	before	climbing	to	34	percent	in	

1879.	

	 Section	3.1	established	that	the	first	recognized	financial	crisis	in	Chile	occurred	in	1860-62	and	

that	the	Caja	Hipotecaria	has	been	singled	out	as	an	important	cause	of	the	crisis.		Furthermore,	the	

use	of	approximately	1-2	million	pesos	from	a	sovereign	loan	to	bail	out	debtors	suggests	that	moral	

hazard	may	have	been	involved.		On	the	other	hand,	many	landowners	were	not	bailed	out	and	lost	

most	of	their	wealth.	 	The	loss	of	wealth	could	occur	because	of	the	legal	powers	given	to	the	Caja	

Hipotecaria	 with	 the	 reform	 of	 property	 rights	 that	 took	 place	 in	 the	 1856	 Civil	 Code.	 	 Similarly,	

Section	 III.D	 showed	 that	 landowners	had	much	 to	gain	 from	 the	devaluation	of	 the	peso	 in	1878	

and	1879,	but	that	the	evidence	does	not	prove	that	the	large	amount	of	borrowing	between	1873	

and	1878	was	connected	to	moral	hazard.		

	 An	alternative	explanation	of	the	borrowing	behavior	of	Chilean	landowners	prior	to	each	of	the	

financial	crises	is	closely	related	to	the	debt-management	thesis	of	Lucas	and	Stokey	(1983).		Lucas	

and	Stokey,	as	well	as	Bordo	and	Kydland	(1995)	and	Calomiris	(1991),	have	argued	that	suspension	

of	government	debt	and	 inflation	of	 the	numeraire	may	provide	a	state-contingent	smoothing	rule	

for	wartime	finance.		Calomiris	(1991)	extended	that	reasoning	to	argue	that	governments	attempt	

to	 subordinate	 some	 debt	 instruments	 to	 others,	 citing	 as	 one	 example	 the	 issue	 of	 dollar-

denominated	debt	alongside	specie-denominated	debt	by	the	U.S.	government	during	the	Civil	War.	

	 As	has	already	been	shown,	the	Caja	Hipotecaria	was	a	quasi-fiscal	organization,	with	a	board	of	

directors	 drawn	 from	Congress.	 	 Bauer	 (1975,	 p.	 91)	 has	written,	 “A	 list	 of	 [Mortgage	Bank]	 loan	

recipients	in	1880	would	be	barely	indistinguishable	from	a	list	of	member	of	the	Club	de	la	Unión,	

the	Club	Hípico,	or	Congress.”		In	Chile’s	case,	the	government	may	have	come	to	treat	the	Mortgage	

Bank’s	peso-denominated	debt	as	subordinated	sovereign	debt,	junior	to	the	government’s	sterling-

denominated	foreign	debt.		The	sterling	debt	was	backed	by	the	Treasury’s	capacity	to	collect	taxes,	

while	 the	Mortgage	Bank’s	 letras	were	backed	by	 the	collateral	value	of	 its	portfolio	of	mortgages	
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and	by	a	legal	system	that	enforced	the	seniority	of	lenders’	claims	on	real	estate	upon	a	borrower’s	

default.11	

	 Between	1855	and	1878,	the	Chilean	government	took	out	loans	in	sterling	in	1858	(1.6	million	

pounds),	1865	 (0.5	million	pounds),	1866	 (1.1	million	pounds),	1867	 (2	million	pounds),	1870	 (1	

million	pounds),	1873	(2.3	million	pounds),	and	1875	(1.1	million	pounds).	 	These	 loans	were	 for	

the	construction	of	railroads,	for	the	expenses	of	the	1865-1866	war	with	Spain,	and	for	the	building	

of	 public	 works.	 	 The	 5	 percent	 sterling	 bonds	 of	 the	 1873	 issue	were	 priced	 at	 90,	 while	 the	 5	

percent	sterling	bonds	of	the	1875	issue	were	placed	at	88.	 	The	Mortgage	Bank’s	5	percent	bonds	

for	those	two	years	were	priced	at	75	and	72.	 	The	primary	reason	for	the	disparity	in	price	of	the	

two	bonds	was	 the	numeraire	 (or	exchange	rate)	 risk	attached	 to	 the	peso-denominated	bonds	of	

the	Mortgage	Bank.	

	 In	the	Chilean	case,	one	can	think	of	peso-denominated	borrowing	via	the	Mortgage	Bank	during	

periods	 of	 economic	 distress,	 such	 as	 1857-1862	 an	 1874-1879,	 as	 consumption-smoothing	

borrowing	by	 the	 landowners	who	also	controlled	 the	government.	 	Under	 this	 interpretation,	 the	

borrowing	was	facilitated	by	asset	markets	that	did	not	provide	complete	risk	pooling,	but	that	did	

provide	 more	 insurance	 than	 would	 have	 been	 provided	 solely	 by	 noncontingent	 sterling-

denominated	 debt.	 	 The	 premium	 charged	 by	 the	 market	 on	 peso-denominated	 debt	 during	 the	

1870s	 was	 essentially	 the	 cost	 of	 an	 option	 associated	 with	 the	 probability	 of	 inflation	 of	 the	

numeraire	in	the	future.	

	 The	suspension	of	convertibility	in	1878	and	the	issue	of	inconvertible	bank	notes	can	be	viewed	

as	a	 state-contingent	 response	of	 the	Chilean	government	 to	 the	adverse	economic	 situation	of	 the	

																																																								
11	In	one	documented	instance	the	letras	of	the	Mortgage	Bank	were	clearly	treated	as	subordinated	debt	to	the	
government’s	sterling-denominated	debt,	as	shown	in	the	Congressional	Record	by	an	incident	that	took	place	on	July	19,	
1861.		The	Senate	was	considering	a	measure	(which	was	passed)	to	increase	the	sinking	fund	on	the	1858	sterling	loan	
from	½%	per	year	to	1%	per	year.		The	measure	had	been	proposed	by	Baring	Brothers,	which	had	sustained	a	loss	
underwriting	the	loan	and	was	attempting	to	raise	its	market	value.		Senator	Torres	objected	that	the	extra	38,000	pesos	
in	amortization	payments	should	be	used	to	help	domestic	debtors	of	the	Mortgage	Bank	who	had	sustained	losses:		
“Protecting	a	stranger	before	someone	from	our	own	country….That	is	what	strikes	me	poorly,	sir….Why,	instead	of	
paying	8%,	cannot	the	Mortgage	Bank	require	6%.	Why	has	the	amortization	fund	been	established	at	2%	instead	of	1%?		
And	why	has	half	a	percent,	instead	of	a	quarter,	been	allocated	toward	the	operations	of	the	Mortgage	Bank?		If	we	had	
done	so,	the	condition	of	the	Mortgage	Bank	would	be	much	different	today.	[first	ellipse	in	the	original]	
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1870s.	 	 This	 interpretation	 is	 consistent	 with	 the	 government’s	 announcement	 in	 1882	 of	 its	

intention	to	return	the	peso	to	parity,	an	intention	that	was	pursued	until	Chile’s	adoption	of	the	gold	

standard	in	1895	(at	a	rate	that	represented	a	moderate	devaluation	against	the	silver	peso).		If	one	

calculates	the	ex-post	real	yield	on	20-year	8%	Mortgage	Bank	letras	issued	between	1873	and	1878,	

and	compares	 those	yields	with	 the	ex-post	20-year	yield	on	a	3%	British	consol,	 the	yields	on	 the	

letras	are	about	1.75	percentage	points	greater	than	the	yields	on	the	consols,	as	shown	in	Table	4.		

	 Although	one	cannot	rule	out	moral	hazard	as	a	factor	in	the	large	surge	of	borrowing	permitted	by	

the	Mortgage	Bank	between	1873	and	1878,	the	low	initial	market	prices	for	the	8%	letras	together	with	

the	limited	devaluation	of	the	peso	after	1878	are	suggestive	of	a	debt	management	policy	in	which	the	

Mortgage	Bank’s	letras	were	subordinated	to	Chile’s	sterling-denominated	debt.	

	
4.3			Moral	Hazard	and	the	Government’s	Guarantee	of	Bank	Notes	

	
	 If	 the	 subordinated	 debt	 interpretation	 of	 the	 Mortgage	 Bank’s	 letras	 is	 correct,	 how	 does	 one	

interpret	 the	Chilean	government’s	 treatment	of	bank	notes?	 	 If	one	views	the	 issue	(or	over-issue)	of	

bank	 notes	 as	 an	 agency	 problem,	 the	 government	 in	 1860	 had	 a	 strong	 incentive	 to	 create	 rules	

regarding	 the	 issue	 of	 bank	 notes	 that	 would	 maintain	 the	 credibility	 of	 the	 numeraire	 for	 peso-

denominated	debt.		When	Congress	passed	the	Banks	of	Issue	Law	in	1860,	the	issue	of	bank	notes	was	

risky	due	to	the	legal	status	of	bank	notes	as	executive	orders	against	the	personal	wealth	of	the	owners	

and	directors	of	a	bank.		As	a	result,	only	Banco	de	Chile	issued	bank	notes	between	1861	and	1865,	and	

that	 bank	 had	 applied	 to	 change	 its	 charter	 (and	 name)	 to	 become	 an	 incorporated,	 limited	 liability	

deposit-taking	bank.	Until	1865	the	government’s	bank	note	guarantee	policy	was	credible	in	the	sense	

that	bank	notes	were	either	not	being	issued	or	were	about	to	be	phased	out.	

	 The	government	appears	to	have	approved	guarantees	 for	bank	notes	 for	 three	reasons:	 financing	

needs	of	the	Treasury,	fear	of	the	macroeconomic	consequences	of	a	bank	run	on	property	values,	and	as	

a	way	of	circumventing	the	unlimited	liability	provision	of	the	1860	Banks	of	Issue	Law	regarding	note	

issue.		The	financing	needs	were	driven	by	the	war	with	Spain.		The	fear	of	disruption	of	property	values,	
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as	occurred	in	1860-62,	is	readily	evident	in	the	Congressional	record.		Finally,	the	Congressional	record	

shows	that	a	substantial	number	of	congressmen	were	stockholders	of	Banco	de	Chile,	and	stood	to	lose	

part	of	their	personal	wealth	if	Banco	de	Chile	were	to	fail.	

	 The	decision	 in	1866	 to	 grant	Banco	Nacional	de	Chile	 [the	 former	Banco	de	Chile]	 and	 four	other	

banks	the	guarantee	that	the	Treasury	would	receive	their	bank	notes	at	par	value	until	1888	changed	

the	rules	of	behavior	under	the	Banks	of	Issue	Law.		Whereas	the	unlimited	liability	provision	related	to	

banknotes	had	placed	a	check	on	moral	hazard	in	banking,	the	rules	after	1865	contained	the	potential	

for	moral	hazard,	especially	given	the	weak	monitoring	provisions	of	the	Banks	of	Issue	Law.	Against	the	

increased	potential	 for	moral	 hazard,	 the	 limited	number	 of	 banks	possessing	 the	 guarantees	 created	

positive	 charter	 value	 that	 tended	 to	promote	 conservative	behavior.	 	 The	 latter	 tendency	 appears	 to	

have	dominated	until	1873.	

	 Of	the	five	banks	that	received	the	privilege,	three	ceded	their	rights	to	Banco	Nacional	de	Chile	and	

Banco	Edwards.	 	Of	the	banks	that	operated	without	the	bank	note	privilege,	Banco	Valparaíso	was	the	

largest	and	oldest	(having	been	the	only	bank	in	operation	during	the	1860-62	financial	crisis).	 	Banco	

Valparaíso	took	immediate	steps	to	increase	its	reserve.		According	to	Fetter	(1931,	p.	21):	

The	report	of	the	Banco	de	Valparaíso	for	1875	referred	to	the	“continuation	of	the	commercial	
and	monetary	crisis”,	and	in	the	reports	both	of	that	year	and	of	the	following	year	it	spoke	of	
the	necessity	of	limiting	its	operations	in	order	to	be	able	to	meet	any	demands	that	might	be	
made	on	it	for	specie.	
	

	 During	the	period	between	1873	and	1878,	Banco	Valparaíso	cut	its	dividends	(and	did	not	pay	any	

dividends	during	the	first	half	of	1874),	so	that	the	dividend	rates	for	1873-78	were	8,	4,	8,	8,	9	and	7	

percent.	 	During	the	same	period,	Banco	Nacional	paid	 its	stockholders	dividends	of	22,	19,	20,	20,	17	

and	10	percent	(Santelices	1893,	pp.	391-92).		Ross	(1910,	pp.	37-38)	made	the	following	observations	

regarding	Banco	Nacional:	

Whereas	 the	 capital	 of	 the	 bank	 [Banco	 Nacional]	 was	 then	 $4,000,000…the	 loans	 that	 the	
directors	had	granted	to	themselves,	according	to	the	balances	published,	were	as	follows:	
	 On	April	30	1877	 	 $1,696,687	
	 “		May	31st	1877	 	 $1,763,140	
	 “		May	31st	1878	 	 $1,783,491	
	 “		June	30th	1878	 	 $1,827,912	
	 “		July	31st	1878		 	 $1,960,019	
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	 That	 is	 to	 say,	 that	 while	 the	 situation	 was	 growing	 worse,	 the	 directors	 of	 the	 bank	
supplied	 themselves	 more	 abundantly	 and	 in	 the	 last	 month	 mentioned,	 when	 the	 Law	 of	
Inconvertibility	was	 promulgated,	 they	 augmented	 their	 own	 account	 by	more	 than	 100,000	
pesos;	and	the	most	critical	moment	arrived	when	they	had	already	loaned	to	themselves	half	
the	capital	of	the	bank.	

	
There	 is	 evidence,	 then,	 that	 Banco	 Nacional	 responded	 to	 the	 economic	 recession	 of	 the	 1870s	

differently	than	Banco	Valparaíso,	and	in	a	way	that	could	indicate	the	presence	of	moral	hazard.		Banco	

Edwards	appears	to	fall	in	between	the	two	other	banks,	since	it	finally	did	raise	the	ratio	of	bullion	vault	

cash	to	notes	and	deposits	by	1878,	suggesting	 that	 the	bank	did	not	necessarily	regard	the	par	value	

privilege	as	protection	against	the	unlimited	liability	provisions	of	Article	26	of	the	1860	Bank	Law.	

	 The	bank	note	guarantee,	for	all	its	ambiguities	regarding	the	conditions	under	which	the	par	value	

privilege	ceased,	may	have	diminished	the	government’s	ability	to	control	the	value	of	the	numeraire	or,	

equivalently,	 the	exchange	 rate	of	 the	peso.	 	 Support	 for	 this	 inference	 comes	 from	 the	Congressional	

Record	 for	May	 and	 June	 1878.	 	 Statements	 by	 the	 finance	minister	 that	 bank	 note	 guarantees	 cease	

when	bank	notes	become	depreciated	are	juxtaposed	with	remarks	of	congressmen	speculating	on	the	

size	 of	 the	 expected	 devaluation,	 and	 affirmations	 of	 the	 government’s	 resolve	 to	 bind	 itself	 to	 the	

provisions	of	a	legal	contract	for	a	loan	from	nine	banks,	extending	the	exclusive	guarantee	privilege	to	

them,	 are	 adjacent	 to	 statements	 declaring	 that	 the	 contract	 can	 be	 changed	 by	 the	 government	 if	

circumstances	change.		More	than	one	congressman	referred	to	the	time	consistency	problem,	including	

Senator	Larraín	Moxó	(Cámara	de	Senadores,	May	15,	1878,	p.	6,	my	translation):	

	 It	appears	that	one	condition	[of	the	contract]	prohibits	the	Government	from	ever	making	
arrangements	 with	 other	 credit	 establishments….Now	 we	 are	 proceeding	 on	 very	 slippery	
ground:		we	cannot	say	today	what	will	happen	tomorrow.		Banco	Nacional	and	Banco	Edwards	
were	enjoying	a	privilege	and	have	had	to	open	the	door	to	the	same	privilege	to	other	banks.		
And	can	we	guarantee	that	within	several	years	it	will	not	be	necessary	to	come	back	to	these	
same	banks	or	to	other	new	banks	to	undertake	some	other	matter?	

	
	 Regarding	the	 interpretation	of	 the	events	of	May	and	June	1878,	Fetter	(1931,	p.	30)	wrote,	 “The	

government’s	 loan	 from	the	banks	 in	 June,	when	considered	 in	connection	with	 the	banking	practices	

which	were	mentioned	 earlier,	 leaves	 little	 doubt	 as	 to	 the	 fundamental	 cause	 for	 this	 suspension	 of	

payments:		unhealthy	relations	between	the	government	and	the	banks,	coupled	with	unsound	banking.”	
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5				Conclusion	

In	this	paper	I	have	chronicled	the	origins	and	evolution	in	Chile	of	government	guarantees	on	the	letras	

of	 the	Caja	de	Crédito	Hipotecario	and	on	bank	notes.	 	The	paper	has	also	explored	several	hypotheses	

regarding	 the	parliamentary	 record	on	 these	 guarantees,	 including	one	hypothesis	 centered	on	moral	

hazard	and	another	based	on	time	consistency	of	the	government’s	debt	management	policy.	

I	 can	 suggest	 one	 possible	 reconciliation	 between	 the	 two	 hypotheses	 based	 on	 the	 following	

observation	of	Subercaseaux	(1922,	pp.	200-201)	regarding	the	stability	of	the	Caja	Hipotecaria	and	the	

government’s	actions	to	inflate	the	numeraire	of	the	Caja	Hipotecaria’s	debt	obligations:	

The	Caja	de	Crédito	Hipotecario	has	passed	through	several	economic	crises	that	have	exerted	a	
very	pronounced	 influence	upon	 the	value	of	 land,	and	 to	 the	honour	of	 its	administration	we	
may	say	that	in	none	of	them	has	its	financial	stability	been	endangered.		The	first	of	these	crises	
was	 that	 of	 1859,	 the	 second	 that	 which	 began	 in	 1876,	 and	 the	 third	 that	 of	 1895.	 	 It	 is	
necessary	 to	 take	 into	 account,	 to	 be	 sure,	 that	 since	 1878	 the	 steady	 decline	 in	 the	 rate	 of	
exchange,	 that	 is,	 the	 steady	 depreciation	 of	 the	 paper	 currency,	 has	 greatly	 benefited	 the	
debtors,	enabling	them	to	meet	their	obligations	with	an	ever-increasing	facility.	

	
One	 can	 either	 treat	 the	 connection	 between	 the	Caja	Hipotecaria’s	 ability	 to	weather	 financial	 crises	

and	 the	depreciation	of	 the	 exchange	 rate	 as	 fortuitous,	 or	 one	 can	hypothesize	 that	 there	 are	 “deep”	

economic	and	institutional	parameters	of	the	Chilean	economy	underlying	the	connection.		If	one	takes	

the	 latter	position,	 then	state-contingent	 suspension	of	 the	numeraire	 for	 the	Caja	Hipotecaria’s	 letras	

may	have	been	part	of	the	Chilean	government’s	time	consistent	debt	management	policy.	

	 The	 latter	 position	 would	 then	 suggest	 a	 complementary	 role	 for	 bank	 guarantees:	 	 guarantees	

would	 eliminate	moral	 hazard	 in	 banking	 for	most	 states	 of	 the	world	 by	 creating	 a	 positive	 charter	

value	 for	 banks.	 	 With	 guarantees,	 the	 government’s	 banking	 regulations	 would	 appear	 to	 be	 time	

consistent	(i.e.,	by	creating	positive	charter	value	 they	would	 take	care	of	 the	 lack	of	credibility	of	 the	

“no	bail	out”	provision	associated	with	Article	26	of	the	Banks	of	Issue	Law)	but	they	in	fact	would	not	

be	due	to	the	positive	probability	of	the	arrival	of	a	state	of	the	world	bad	enough	to	wipe	out	the	banks’	

net	worth.	 	 Financial	 crises	 involving	moral	 hazard	 and	 government	 inflation	of	 the	numeraire	would	

then	be	apt	 to	coincide	with	 times	 in	which	the	state-contingent	suspension	of	 long-term	private	debt	

should	occur.		Regarding	this	hybrid	hypothesis	of	the	macroeconomic	effects	of	financial	guarantees,	it	
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is	worth	noting	that	the	Chilean	government	itself	appears	to	have	precipitated	the	actual	onset	of	the	

1860-62	and	1878-79	crises	by	taking	away	existing	bank	guarantees.	

	 Studies	of	subsequent	periods	of	economic	distress	in	Chile	may	help	to	distinguish	between	the	two	

hypotheses	 and	 their	 hybrids	 so	 as	 to	 provide	 a	 surer	 footing	 for	 the	 evaluation	 of	 the	 normative	

significance	of	the	government’s	guarantees.	
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Table	1	
Specie	Cover	of	the	Banco	de	Chile	
and	the	Banco	Nacional	de	Chile	
Year	 Specie	Vault		

Cash	
(000	pesos)	

	
Bank	Notes	
(000	pesos)	

Demand	
Deposits	
(000	pesos)	

Ratio	of	
Specie	to		
Notes	

Ratio	of		
Specie	to	Notes	
and	Deposits	

1861*	 158	 101	 1,164	 1.56	 .12	
1862*	 135	 269	 2,105	 .50	 .06	
1863*	 223	 259	 1,540	 .86	 .14	
1864*	 66	 205	 n.a.	 .32	 --	
1865	 266	 1,323	 2,848	 .20	 .06	
1866	 973	 1,537	 6,022	 .63	 .13	
1867	 1,748	 2,063	 6,518	 .85	 .20	
1868	 2,553	 2,211	 8,257	 1.15	 .31	
1869	 1,446	 2,704	 10,259	 .53	 .11	
1870	 1,873	 2,612	 10,140	 .72	 .15	
1871	 n.a.	 n.a.	 n.a.	 --	 --	
1872	 2,786	 2,889	 17,812	 .96	 .13	
1873	 2,681	 2,854	 23,348	 .94	 .10	
1874	 2,922	 2,551	 22,409	 1.15	 .12	
1875	 2,452	 2,555	 20,073	 .96	 .11	
1876	 1,464	 2,319	 19,543	 .63	 .07	
1877	 1,696	 2,523	 18,933	 .67	 .08	
1878.1	 915	 2,509	 15,061	 .36	 .05	
*Banco	de	Chile	
Source:		Mamalakis	(1985)	except	for	1865;	Santelices	(1893)	for	1865	
	

	

Table	2	
Market	Price	and	Government-Assigned	Value	
of	Banks’	Holdings	of	Securities	
	
Type	of	Security	

	
Market	Price*	

Legal	Value	for	
the	 Bank	 Note	
Guarantee	

Government	internal	debt,	3%	 30	 30	
Government	bonds,	9%	 74	 100	
1865	internal	loan	to	government,	8%	 84	 84	
1877	internal	loan	to	government,	8%	 66	 70	
National	Mortgage	Bank,	8%	 76	 83	
National	Mortgage	Bank,	7%	 66	 64	
Banco	Chileno	Garantizador	de	Valores,	8%	 70	 78	
Banco	Chileno	Garantizador	de	Valores,	7%	 64	 73	
Banco	Mobiliario,	7%	 62	 60	
City	of	Santiago	bonds,	8%	 66	 77	
City	of	Santiago	bonds,	7%	 62	 61	
*August	1878	
**September	14,	1878	
Source:		Santelices	(1893),	pp.	195	and	220	
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	 Table	4	 	
	 Ex-post	 20-year	

yield	 on	 8%	 letras	
of	 the	 National	
Mortgage	Bank	

	
Ex-post	20-yield	
on	3%		
British	consols	

1873-1892	 5.56	 3.86	
1874-1893	 6.01	 4.04	
1875-1894	 5.51	 3.93	
1876-1895	 5.47	 3.74	
1877-1896	 5.28	 3.59	
1878-1897	 5.28	 3.34	
		Source:			 Llona	(1990)	 	

	
	


