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Abstract:

Long run sustainable development requires both sustained growth and an
equitable distribution of the fruits of growth and modernization. This paper
analyzes the issue of maintaining the dynamic growth momentum of the
Chilean economy while at the same time reducing poverty and improving
income distribution patterns. The paper identifies the major constraints on
growth for the Chilean economy and develops a macro model 1o explore
and quantify potential trade offs between growth, poverty reduction and
distribution.

The model is calibrated with parameters for the Chilean economy and used
to examine the effects of various macro policies with distributive content.
For example the model shows that an unbalanced increase in government
spending (in social sectors) of 3 percent of potential GDP, will slow down
the rate of growth of GDP by 1 percent, the real exchange rate appreciates
(5.4 percent) and real wages rise (4.4 percent) in a capacity constrained-
growth regime. The cut in government savings is the driving force behind
the deceleration in growth, given a certain current account deficit. The
adverse side effect on growth of the social program can be avoided with an
increase in taxation or a reduction in other public spending items in order
to prevent a decline in public savings.

* This paper is a revised and updated version of a paper presented at the UNU/WIDER Conference on
“Medium-Term Development Strategies” held in Oslo, Norway on October 12-14, 1989,

** Comments made by the late Bela Balassa, Andrés Gémez-Lobo, Klaus Schmidt-Hebbel, Lance Taylor
and two referees are acknowledged. The views expressed in this paper are those of the author and
should not be necessarily attributed to the World Bank.
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The paper also explores the impact of a reduction in interest servicing
abroad and a cut in mark-ups rates on the rate of GDP growth, the real
wage, the real exchange rate and the inflation rate under alternative
growth-regimes.

1. Introduction

The performance of the Chilean economy since the mid 1980s has been very
strong, after recovering from the severe crisis of 1982-83. In fact, between 1985 and
1991 Chile’s GDP grew at an average annual rate of 5.6 percent in a context of
declining inflation, reduced fiscal and current account deficits and diminished external
indebtedness. The strong growth performance has been driven mainly by a recovery of
investment and by rapid export growth. Initially, the recovery was helped also by
unused capacity and a large pool of unemployed labor, though since the late 1980s an
increased effort at capital formation has been instrumental in sustaining high growth
rates. However, the adjustment period and the subsequent recovery was far from
costless in terms of social welfare, affecting more low income groups. Open
unemployment averaged 13 percent between 1981 and 1991. Only since 1989
unemployment fell below 10 percent. Moreover, it took nearly a decade for (average)
real wages to recover their level of 1981, The real minimum wage, in turn, is still below
its level of 1980. Moreover, estimates of the share of population living below the
poverty line by the mid to late 1980s gave a number of around 45 percent (see Torche,
1988), a figure that seems to have fallen to around 35 percent as of 1992.

In this perspective, a key policy question for the Chilean economy is how to
preserve the remarkable growth momentum of the last years, while, at the same time,
making progress in reducing poverty, improving the standard of living of low income
groups and, in general, distributing the fruits of progress and modernization in a more
equitable fashion among different groups of the population.

A consensus has developed that a crucial requisite to reduce poverty is the
maintenance of high output growth. That leads to an increase in the demand for labor,
reducing unemployment and sustaining a rise in real wages that benefits labor, the
people who live from a salary. In addition, sustained growth generates tax revenues (o
the government that can be spent on health and education and other social services
benefitting low income groups. In fact, the mere effect of growth, per-se, may be not
enough to improve, in a reasonable period of time, the relative position of low income
and vulnerable groups that live in poverty. Since the basic needs of the poor are
pressing and they do not have other assets to generate income, they can hardly wait
until the benefits of growth “trickles down” to them.

This paper makes the point that the relationship between growth and distribution
may be more complicated than it apparently looks in a period of booming growth. In an
economy vulnerable to external shocks and with inflationary biases embedded-in like
the Chilean economy, protracted demand contraction can not be ruled out as a policy
response to large external shocks or exacerbated inflationary pressures. Demand
contraction hits more the poor through cuts in unemployment and drop in real wages.
On the other hand, in a context of capacity constrained growth, the problem of saving
generation is crucial. In this case, the generation of additional domestic saving may
require an income re-distribution in favor of (relatively) high saving groups then
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worsening income distribution. In a more favorable vein, income distribution and
economic growth may go hand in hand through several mechanisms: higher education
can make compatible a better distribution of income with accelerated economic growth
in the long run. Also a more even distribution of income can bring “social peace”
providing a more friendly environment for private capital formation and output growth.
Finally, in an economy with excess capacity an increase in real wage can produce an
expansion in aggregate demand and output; though this effect is of a more short-term
nature.

The purpose of this paper is to examine analytically and empirically what are the
main macroeconomic constraints to achieve both growth and a better income
distribution in the Chilean economy. The paper is organized as follows. Section 2
discusses the record of adjustment, growth and distribution in the 1980s and early
1990s. It also assesses current and future (likely) constraints for growth in Chile.
Section 3 presents a formal macroeconomic model that formally incorporates the major
constraints (external, saving and fiscal) for growth. The model, in turn, introduces the
distinction between demand constrained, capacity constrained and inflationary growth
regimes under which different macroeconomic policies may have distinct effects on
growth and distribution.

In Section 4, the model is numerically calibrated with parameters of the Chilean
economy. This procedure allows us to parameterize the foreign, savings and fiscal
constraints, or gaps, and to quantify the major trade-offs between growth and
distributional variables (proxied by the real wage). Then three policy exercises are
explored with the model: (i) an increase in public spending in social sectors by 3
percent of potential GDP; (ii) a reduction of interest payments abroad by 3 percent of
potential GDP; and (iii) a reduction in the mark-up rate by 4 percent. Those policies are
carried out under different growth regimes, though more emphasis is given to the
capacity constrained-growth regime in order to reflect the limits imposed by existing
productive capacities on output expansion.

In each exercise, the policies are evaluated in terms of their impact on the rate of
GDP growth, the rate of capacity utilization, the real exchange rate, real wages, and the
rate of inflation. Finally, the paper concludes in Section 5.

2. Adjustment, Growth and Distribution in Chile: Recent Trends and
Constraints

The 1980s were a turbulent period for the Chilean economy (see Tables 1 and 2).
In the early 1980s the Chilean economy went through a cycle of high growth, currency
appreciation and massive capital inflows. That cycle ended in 1982. In that period,
Chile accumulated a large external debt. Key relative prices like the real exchange rate
and domestic real interest rates were clearly out of line with fundamentals generating
large external and internal imbalances. In 1982, with the onset of the debt crisis and as
a consequence of previous policy mistakes, the economy fell into a protracted
recession: output declined by a cumulative 15 percent between 1982-83, investment
collapsed, unemployment soared and a serious financial crises set-in. After 1984,
output started to recover as a full-scale financial crash was averted and other macro
imbalances corrected. From a social perspective, between 1984 and 1988, the
resumption of growth benefitted low income groups mainly through an employment
creation effect as the unemployment rate declined from near 19 percent in 1983 to








































































