5 . Chile

Andres Solimano

At the outset of the 1990, Chile’s government switched from a 17-year-old
authoritarian regime to an open democratic system. In light of this change,
it is high time to look at the recent performance and the new challenges the
economy is expected to face.

By 1991, Chile had been running a six-year expansion under conditions
of moderate though stubborn inflation, without serious fundamental macro
imbalances, and with significant progress in reducing external debt. How-
ever, poverty alleviation appeared in the agenda of all political groups in
the last election and was taken as a major policy goal by the Aylwin
administration, which took power in early 1990. Besides progressive redis-
tribution, the economic issues of the day are how to preserve and enhance
the output growth and export expansion and diversification of the last
six years, while avoiding overheating (as in 1989) and preserving macro-
economic stability.

Three policy problems will be of critical importance in the near future.
The first is how to conduct macroeconomics in the new institutional setting
of an independent and indebted Central Bank. The bank’s indebtedness sets
a kind of “inflationary floor” under the economy, because the part of its
debt service not covered by transfers from the treasury is financed by
monetary emission.

A second area of concern is the macroeconomic effect of a fiscal package
comprising a rise in corporate income taxes used to finance increased trans-
fers to low income groups. An assessment of the likely effects on private
investment is carried out. We also report simulation results of the effects of
an expansion of social expenditure on GDP growth, the real exchange
rate, and real wages. Third, a simple model is used to evaluate the quantita-
tive effects of an increase in minimum wages on the price level, average real
wages, and the real exchange rate. The paper closes with a discussion of the
possibilities for growth and the political economy of the transition in Chile.
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5.1 The Chilean Economy in the 1980s

The economy experienced sharp fluctuations in activity during the 1980s.
They started with the exchange rate-based stabilization of the period
1979-82, when a debt-led boom developed, followed by a severe reces-
sion and the financial crises in 1982—83, until a period of recovery and
growth began after 1984.

5.1.1 Exchange Rate Based Stabilization: 197982

A failed attempt at stabilization began in June 1979 when, after a moderate
stepwise devaluation, the exchange rate was fixed for an undetermined
period of time in an attempt to bring inflation to international levels.
The absence of fiscal imbalances and a low, uniform tariff structure were
thought to complement the exchange rate policy, but in fact the inflation
rate remained stubbornly positive. The experiment had to be abandoned in
June 1982, when the exchange rate was finally devalued in the midst of a
severe recession and worsened external conditions.

The stabilization attempt took place during a period of booming eco-
nomic activity, rising real wages, and overexpanding financial intermedia-
tion in a context of heavy foreign borrowing. Severe misalignments in key
relative prices and foreign and domestic overindebtedness rendered the
economy particularly vulnerable to adverse shocks. With ongoing infla-
tion, the real exchange rate appreciated and unsustainable current accounts
deficits developed—14.5% of GDP in 1981—as exports started to be
squeezed and imports boomed. High domestic real interest rates, mainly in
1981, sowed the seeds of financial crisis as debt accumulation by domestic
firms and households with the financial system (the counterpart of heavy
foreign borrowing) reached unsustainable levels.

5.1.2 The Crisis of 1982-83

During 1982-83, there was a severe recession as a consequence of external
shocks and previous domestic policy mistakes.” In 1981, tight money and
high real interest rates (without devaluing the exchange rate) were used in
an attempt to correct the external imbalance, but by mid-1982, the govern-
ment began to attack overvaluation by a series of discrete devaluations
followed by a crawling peg. Fiscal and monetary policies were clearly
restrictive to support the exchange rate policy and reduce domestic absorp-
tion. Real GDP fell by around 15 % in 1982—83, imports were cut by half
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in real terms, investment collapsed, and open unemployment rates climbed
to almost 20 %. Many firms started to face large debts and depressed
demand. The financial sector became very fragile, with an important part of
the loans of the major financial institutions becoming nonperforming. The
banking crisis further curtailed the supply of domestic credit, ultimately
forcing the Central Bank to intervene in several financial institutions and
undertake massive rescue operations and, in some cases, liquidation.

5.1.3 Recovery and Growth after 1984

Recovery began in 1984. During the period 1984—89, real GDP grew at an
impressive 6.3 % per year, while annual inflation averaged 20.4 %, a low
level by Latin American standards. Growth took place with reduced reli-
ance on external savings (see the fall in the current account deficit in table
5.1) and consolidation of internal financial stability. Looking at this perfor-
mance, important questions arise: What are the sources of growth in this
period? Is the current record sustainable? What explains the fact that the
recovery has been noninflationary while the real exchange rate depreciated
by over 45 % in the last six years and a financial crisis led monetary author-
ities to reshuffle major intermediaries? To what extent have the benefits
from higher growth been shared by labor and other low income groups?

Table 5.2 shows that growth since 1984 has been driven mostly by
exports and investment rather than consumption. Total exports increased
by 8.9% per year whereas aggregate consumption averaged only 4.2 %.
Investment has been growing from an initial low level at an average rate
of 25 %, with large fluctuations that may reflect the building up of inven-
tories. As a share of GDP, investment recovered from 13.6% in 1984 to
22 % in 1989.

What explains the rapid increases in exports, investment, and growth in
the last six years? The exchange rate policy played a preeminent role in the
expansion of exports and import competing activities in that period. A
higher and relatively stable real exchange rate enhanced profitability of
producing for external markets—a stimulus mainly to noncopper exports.
The increase in the basic tariff rate from 10% to 20% and indirect tax
reimbursement for exports contributed to tradable goods expansion in
general. Idle capacity (until 1987) and a large unemployed labor reserve
also helped.

In addition to supportive macroeconomic policies and a competitive real
exchange rate, the rapid expansion of nontraditional exports in Chile (fresh
fruit, fish, paper, timber) was based upon institutional factors and structural



Table 5.1
Macroeconomic indicators for Chile, 1980—89

Real
Current Real interest

GDP Inflation Fiscal account exchange rate (%) Terms of Real

growth rate deficit® deficit rate (90-365 trade Average minimum

(%) (%) % of GDP (%) (1980 = 100) days) (1980 = 100) real wages wages

(1) (2) (3) (4) (5) (6) (7) (8 (9
1980 7.8 31.2 —5:1 7.1 100.0 8.4 100.0 100.0 100.0
1981 5.5 9.5 — L7 14.5 90.9 13.2 84,3 108.9 115.7
1282 —14.1 20.7 2.3 9.5 108.8 12.1 80.4 108.6 117.2
1983 — 0.7 231 3.8 5.7 135.6 7.7 87.5 97.1 94.2
1964 6.3 23.0 4.0 10.7 144.1 8.4 332 97.2 80.7
1985 24 264 6.3 8.3 179.4 8.2 78.5 93.5 76.4
1986 57 17.4 2.8 6.5 175.5 4.1 79.0 95.1 73.6
1987 5.7 21.5 0.1 4.3 170.8 4.2 83.0 94.7 69.1
1988 7.4 12.7 1.7 0.8 181.9 4.0 100.0 101.0 73.4
1989 10.0 21.1 —3.0 3.0 177.5 6.77 105.0 102.9 79.7
1990 2.1 27.3 =13 3.5 161.8 91.4 104.7 86.9

a. Minus indicates surplus.

Source: Boletin Mensual (Various issues). Banco Central de Chile, CEPAL (1990), Informe Preliminar de la Economia de America Latina, el Caribe,
United Nations.
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Table 5.2
Sources of growth in Chile, 1984-89
Consumption Investment Exports Imports GDP
rate share rate share rate share  rate share rate
of of of of of of of of of
growth GDP  growth GDP growth GDP growth GDP growth
(%) (%) (%) (%) (%) (%) (%) (%) (%)
1984 1.3 874 75.4 13.6 6.8 243 16.5 28.3 6.3
1985 — 1.0 83.5 —&.7 13.7 6.9 29.1 — 113 263 2.4
1986 3.8 81.6 14.3 14.6 g.8 30.6 96 268 57
1987 3.8 79.0 25.8 169 8.8 335 171 294 7T
1988 g.0 75.8 8.5 17.0 6.1 374 12.1 30.2 7.4
1989* 8.1 77.0 32.6 22.0 14.8 29.0 26,3 28.0 10.0
a. Estimate

Source: The World Bank

changes carried out in the 1960s and 1970s. CORFO's (Corporacién de
Fomento de la Produccién) plan of fruit growing (1968) and the afforesta-
tion activities of 196673 boosted agricultural development and the ability
to export in these areas. Despite transitional problems, the agrarian reform
of 1965—73 modernized the sector from its lafifundio (quasi-feudal) struc-
ture. After 1974 a new process of land redistribution, sale by tender and
auctioning—starting from the structure left after the agrarian reform—
took place, giving rise to an active land market needed to support a more
competitive environment in agriculture.?

Investment has been stimulated by various factors.? In addition to the
rebound of public investment, the reduction in real interest rates undoubt-
edly contributed to higher private investment. Monetary policy targeted
real rates in a financial market characterized by the extensive use of indexed
financial instruments.* Tax incentives also played an important role in the
investment increase, as the rate on corporate incomes was reduced from
46 % to 10%; the proportion of profits that are reinvested received a
preferential tax treatment over the dividends (distributed profits).

As table 5.1 shows, growth accelerated at the end of the decade. One
contributing factor was a period of unexpectedly high copper prices begin-
ning in 1987. Another was related to the political business cycle. Highly
expansionary monetary policy was pursued in the second half of 1988—
M, grew nearly 50 %—as a plebiscite over the permanence of the mili-
tary regime took place in October. Given the traditional lags, the stimula-
tive effects of the late 1988 monetary expansion were largely felt in 1989.
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The presidential and parliamentary election of December 1989 was also
preceded by a rather lax monetary stance, reflected in an acceleration of
inflation in the last quarter. During 1990, the Central Bank sharply tight-
ened monetary policy in order to slow output growth, from 10 % in 1989
to about 2 % for 1990. At the same time, inflation accelerated slightly and
the real minimum wage rose slightly (table 5.1).

5.1.4 Inflation Control

Two factors help explain Chile’s success in controlling inflation.” First, the
devaluations starting in 1982 were accompanied by deindexation of wages;
thus a real depreciation did not require the erosion of real wages through a
permanent acceleration in inflation. Unemployment, reaching levels over
20% in 1982—83 and remaining fairly high until 1987, deterred workers
from attempting to recover the real wages lost after the crisis of 1982.
Clearly absent in Chile was the “classic” price-wage-exchange rate spiral
resulting from an attempt to modify the real exchange rate while maintain-
ing wage indexation and monetary accommodation. However the “Chilean
way” was not costless in terms of economic activity and regressive redistri-
bution, although the costs were tilted toward the first phase of the adjust-
ment process.

The second factor was fiscal. The strain on the public sector accounts
(broadly defined) resulting from the crises of 198283 centered mainly on
the quasi-fiscal deficit as realized in budget of the Central Bank. The deteri-
oration stemmed from higher domestic currency costs of servicing the
external debt and the rescue program for troubled financial institutions set
up by the Central Bank. These adverse shocks were not strongly infla-
tionary for two main reasons. First, the nonfinancial public sector in Chile
ran a surplus before interest payments, transferring part to the Central Bank
to cover its new losses. Second, the rescue operations for troubled financial
institutions were carried out through issuing interest bearing liabilities of
the Central Bank rather than high-powered money on a massive scale.

These novel Central Bank obligations were used to finance debt-relief
schemes for borrowers from the banking system, to purchase risky loans by
the Central Bank with a (generous) repurchase obligation on the part of a
bank’s shareholders, and to recapitalization and subsequent sale (financed
with government credit and subsidies) of intervened banks to small inves-
tors (the “capitalismo popular” scheme).®

This whole scheme of reshuffling the banking system involved place-
ment of large amounts of Central Bank bonds in local financial markets.
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That required a corresponding increase in demand. The rapid recovery
of the Chilean economy since 1984 certainly was instrumental in that
regard. However, the new Central Bank interest-bearing liabilities are part-
ly financed by money creation, making it difficult to reduce inflation below
about 20 % per year in spite of the absence of fiscal imbalances.”

5.1.5 Benefits and Costs of Adjustment

A key and difficult question is the distributional incidence of macro policies
in Chile. Table 5.1 shows that average real wages recovered their 1980
level just in 1988 and that minimum wages in real terms were still 20
percentage points below their 1980 level and 35 points below their 1982
level. Labor, and particularly low wage groups, paid a significant share of
the costs of adjustment in Chile. The benefits for labor of the recovery after
1984 have taken more the form of higher employment rather than real
wage growth.

The step from the functional to personal income distribution is hard to
make, particularly in the case of Chile because of the absence of recent
comprehensive information on distribution. However, actions such as cuts
in some items of social spending, for example, pension payments, and
the squeeze on public sector wages suggest that low and middle income
groups suffered in the adjustment process. The incidence of the costs on
high income groups is less clear since their income tax rates were reduced.
Asset transfer in the privatizations that took place after 1985 and the
granting of subsidies to the financial sector provide clues that high income
groups were well shielded from the costs of adjustment.

5.2 Policy Issues for the 1990s

Three development issues appear to be central for the early and mid-1990s:
(1) the new legislation of an independent Central Bank, its current in-
debtedness, and the interactions between fiscal and monetary policy under
the new institutional setting, (2) the macroeconomic effects of financing
fiscal transfers to poor income groups, and (3) the impact of wage policy
and changes in labor legislation.

5.2.1 An Independent Central Bank

The new law for the Chilean Central Bank (CHCB) was released in 1989. It
makes the CHCB autonomous and assigns as its basic role “the preserva-
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tion of the stability of the currency and the normal operations of domestic
and external payments.” The Bank’s board of directors is to be nominated
by the President and ratified by Congress. Under this scheme the fiscal
authorities play no explicit, formal, role in the appointment or removal
of the CHCB's directors. In addition, the Bank is forbidden to provide
directly or indirectly any credit to the Treasury, other fiscal entity, or
public enterprise.

The notion of an independent central bank has a long history in the
literature on monetary institutions (Yeager, 1962). Commodity standards,
fixed exchange rates, constitutional monetary rules, and a currency tied to a
stable partner are the staples of the no-government approach to mone-
tary policy. Prominent monetary economists from David Ricardo through
Henry Simons to Milton Friedman have preferred monetary rules over any
other options to assure a sound currency.® More or less independent cen-
tral banks operate in the United States, West Germany, and Switzerland,
but the degree of fiscal involvement in the shaping of monetary policy in
these countries seems to be greater than the one granted in the new CHCB
charter in Chile (see Marshall, 1989).

Let us turn to the balance sheet of the CHCB in order to detect its
current level of indebtedness and the direction and magnitude of the trans-
fers between the Treasury and the Central Bank that are envisaged for the
near future in Chile.

The debt of the Chilean Central bank is determined, to a large extent, by
the role it played in the resolution of the financial crises of 1982—-83. In
1983—85, the bank issued interest-bearing domestic liabilities (on behalf of
the Treasury) valued at $7.8 billion (U.S.) to buy nonperforming assets of
troubled financial institutions, to sell foreign exchange at a preferential rate
for external debt servicing, and to finance debt rescheduling programs.® In
exchange, the Central Bank received assets at a value of $6.8 billion al-
though some $3.0 billion were non-performing:'° a heavy burden on the
net position of the Central Bank. )

The counterpart of the increase in CHCB liabilities is a liability from
the treasury to the Central Bank. In 1989 the treasury formalized the
arrangement by placing a “big” bond of $7.3 billion with the Central Bank.
The proceeds will let the CHCB to honor the interest payments associated
with its liabilities. Following Rodriguez (1989), table 5.3 summarizes the
balance sheet of the Central Bank for 1988.

The bank’s new interest-bearing liabilities amount to 35 % of GDP, un-
doubtedly a large number. In terms of cash flows, total annual revenues of
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Table 5.3
Balance sheet of the Central Bank of Chile (millions of dollars, December 1988)

Assets Liabilities

International reserves = 2600.0 7800.0 = Domestic interest bearing liabilities
Treasury bond = 7300.0 4500.0 = Net external debt

Private sector assets

held by the Central

Bank = 6800.0 1000.0 = Monetary base

3400.0 = Capital and provisions

Total = 16700.0 16700.0 = Total

Note: GDP in millions of dollars = 22068.0.

the Central Bank are estimated at around $711 million and its service on
internal and external debt is $974 million. The resulting cash flow deficit
of the Central Bank is about 1% of GDP. The interest burden of the
treasury on the “big bond” is LIBOR plus 0.50 %; however, the cash flow
servicing has been stipulated at 2 % on the present dollar value of the bond,
the rest being capitalized. Current cash payments amount to $146 million.
Ultimately this represents a transfer from taxpayers to domestic and for-
eign holders of debt issued by the CHCB. The outcome is that the newly
independent Central Bank receives a net transfer from the treasury (the
debt service of the government bond) but does not share the revenues
from money creation (inflation tax receipts plus seignorage) with the fiscal
authorities.

One important implication of the CHCB's independent status is that
its flows of funds can no longer be consolidated with those of the “fisc”
for purposes of financial programming, because provision of credit from
the Central Bank to the government is forbidden. Solimano (1992) works
through the details of the two institutions’ budget constraints. For policy
coordination several issues are important, with the potential budgetary
impacts of exchange rate adjustment for both the Central Bank and the
Treasury being particularly relevant. A real currency devaluation will wor-
sen the budget of the Central Bank so long as its international reserves fall
short of its outstanding external debt, a condition that is clearly fulfilled
nowadays as table 5.3 indicates.

The impact on the fiscal budget of a currency depreciation depends on
its effects on the revenue of trade taxes in domestic currency, the net
profits of public enterprises (e.g., copper), and the real value in local cur-
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rency of servicing the Treasury’s external debt. Larrafiaga and Marshall
(1989) provide empirical evidence that in Chile the nonfinancial public
sector budget improves with a higher real exchange rate.

Another question is raised by the fact that the liquidity and net worth
of the Central Bank are dependent on the ability of the Treasury to con-
tinue servicing its $7.3 billion bond, that is, the Central Bank’s main asset
is the government's liability.

A third source of interdependence between both institutions lies in the
fact that the seignorage accruing to the Central Bank (but not shared with
any fiscal entity) depends on the rate of growth of GDP, a magnitude that
can be influenced by fiscal policy variables such as the level of public
investment, corporate taxes affecting private investment, and fiscal deficits
affecting real interest rates.

A final set of questions hinges around debt. The new legislation assumes
that both the government and the Central Bank can issue external as well as
internal debt separately. On the one hand, external debt is sovereign, for
example, it is assumed by the state of Chile and therefore subject to fiscal
and parliamentary approval. On the other hand, the new CHCB charter
requires the Central Bank to ensure “the maintenance of normal domestic
and foreign payments operations.” An obvious role for the bank to play is
to advise the treasury to abstain from excessive external borrowing (in
times of voluntary lending), that increases default risk and threatens com-
pliance with the “normal external payments” proviso of the charter.

In regard to internal debt, the Central bank and the Treasury have to
compete in domestic capital markets. Their placements will affect the inter-
est rate, with obvious budgetary implications for both institutions. Here
as in other areas, policy coordination will make the Bank and Treasury
less independent than the framers of Chile’s recent legislation may have
desired.

5.2.2 Corporate Taxes and Social Spending

The new government in Chile is committed to reducing poverty and im-
proving the personal income distribution. According to Pollack and Uthoff
(1989) and Torche (1988), the population under the poverty line in Chile is
sizable, in spite of the good macroeconomic performance of the economy
over the last few years.

In 1990, an agreement was reached between government and congress
to combine an increase in corporate and income taxes with a rise in the
value-added tax rate, in order to increase revenues for financing a program
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of social expenditure. The targets include increased spending in education
and health as well as augmented direct transfers to low income groups.**

To assess the likely impacts of this package, we can begin by asking how
higher corporate taxes may affect economic growth. The issue is complex,
and here we can only discuss the main channels and provide illustrative
orders of magnitude of the effects of the tax on private investment.

One obvious channel is via profitability. Short-term demand consider-
ations and the role of uncertainty are also examined in order to get a more
complete picture of some likely effects of an increase in corporate income
tax on private investment.

The Profitability Effect
What happens to the cost of capital as the corporate profit tax is increased?
Considerations regarding how a firm finances investment (typically just by
retained earnings and bank borrowing in Chile) and its anticipations of
future tax changes are likely to arise.!? The new tax code will eliminate
the distinction between dividends and retained profits for the purpose of
computing corporate profit taxes. The main effect is to increase the rela-
tive cost of financing investment by retained earnings. The overall cost of
capital would rise insofar as retained earnings and bank credit are imperfect
substitutes.

What about the impact of the profitability effect on investment? An
econometric estimation of a private investment function that incorporates
profitability draws from Solimano (1989):13

In(IP/Y) = 3.68 + 0.22In(Q) + 0.77 In(y) — 0.002In(gy) — 0.12In(g,)

(3.17) (2.09) (3.29)  (—0.11) (—3.83)
+ 0.126In(C/P) + 0.32In(IP_, /y) + 0.41 DUM (5.1)
(2.78) (2.55) (2.93)
R? =083
DW = 2.19

This log-linear equation shows that the (log) ratio of private investment
to detrended GDP in Chile, In(IP/y), is explained by profitability, In(Q),
measured as the ratio of the average stock price index over the replacement
value of capital, by the leve!l of (detrended) output, In(y), the real stock of
credit, In(C/P), and the variances of profitability, In(gp), and output, In(s,).
The equation says that a 1% increase in profitability will raise private
investment by 0.22 %. If a corporate profits tax rate increase of 10 percent-
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age points gives rise to a decline in investment profitability of, say, 2
percentage points,'* then private investment will be reduced by 0.44 of a
percentage point on account of the profitability effect.

Demand Effects

The econometrics suggests that private investment is sensitive to varia-
tions in spending and GDP. If the propensity to spend of profit earners
(who will be paying higher taxes) is lower than the propensity to spend of
low income groups (who will receive a higher real income from increased
fiscal transfers financed by the rise in taxation), aggregate demand will
increase. The size of this effect will depend on both the differences in
the propensities to spend between income groups and the elasticity of
private investment with respect to output.

Uncertainty Macro Stability and Distortions

Private investment is sensitive to the degree of macroeconomic instability
in the economy. How is perceived (in)stability affected by an increase in
corporate profit taxes? On the one hand, tax-financed social spending cer-
tainly tends to moderate macro imbalances—in terms of fiscal and current
account deficits or inflation—as compared to a money-financed fiscal ex-
pansion. On the other hand, the choice between alternative taxes for
financing the fiscal expansion in social sectors, for example, value-added
taxes vis-a-vis corporate taxes—involves issues of efficiency in tax collec-
tion, the degree of tax-induced distortions, and effects on income distribu-
tion. How to balance these three criteria is basically a normative issue.
Finally, the rules of the taxation game are as important as tax levels in
terms of reducing uncertainty; a factor to which private investment is
particularly sensitive.

We now turn to a quantitative assessment of some macro effects of
raising public expenditure in social sectors. The size of the fiscal transfer is
assumed to be 3 % of GDP: For a GDP of $22 billion that amounts to $660
million, close to the figure being considered by the authorities in Chile
(Solimano, 1992),

A main result of table 5.4 is that an increase in public spending of 3 % of
GDP without an accompanying tax increase slows the rate of growth of
output by nearly 1 percentage point, due to the reduction in public savings
and thereby aggregate investment in a savings-driven model closure.!?
This solution also requires a real appreciation of the exchange rate of 5.4 %
to preserve goods market equilibrium at full capacity. The current account
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Table 5.4
Effects of an increase in public spending of 3 % of potential GDP (capacity-constrained
growth regime)

Solution with a 3 % Difference

Base year increase in gov't. (2)-(1)
solution spending share percentage
(1) (2) 3

Rate of growth

of GDP, % 6.43 5.36 —1.07

Real exchange

rate (index) 110.27 104.88 —5.39

Real wages

index 100.00 104.36 4.36

Rate of growth of GDP

(%) under a balanced

increase in public

spending (matched

extra fiscal revenue of

3 % of GDP 6.43 6.43 0.0

Source: Solimano (1992).

deficit widens and will require additional external financing. On the other
hand, the real appreciation brings about an increase in real wages by 4.4 %,
potentially creating a trade-off between wages and employment growth.

A main lesson of this exercise is that in order to avoid a trade-off
between enhanced social public expenditure (pursued through an unbal-
anced fiscal expansion) and growth in a capacity-constrained economy, it is
necessary to avert a reduction in government savings. Because the terms of
the trade-off are not trivial, social sector spending has to be met by in-
creased taxation, lower tax evasion, or reduced government spending in
other sectors,

5.2.3 Wage Policy and Changes in Labor Legislation

The new administration announced changes in wage policy and labor legis-
lation with macroeconomic implications that are worth exploring. In addi-
tion, we can expect a change in the process of wage determination as a
result of the ongoing process of redemocratization and changes in labor
legislation.

For analytical purposes, it is appropriate to explore the effects of an
increase in the minimum wage—a key policy instrument—on inflation,
average real wages, and the real exchange rate. A simple three-equation
























