CHAPTER 1

Introduction and Synthesis

Andrés Solimano

The relationship between the process of creating wealth (economic
growth) and distributing it (social equity) has been a subject of great
analytical and policy interest to development economists for many
years. Is there an inevitable conflict, or tradeoff, between wealth cre-
ation and wealth distribution? Can both growth and social equity in-
crease simultaneously? How does public policy affect growth-equity out-
comes? These questions are particularly salient both for Latin America,
where inequality levels are among the highest in the world, and for
developing countries in general. Moreover, a question of key impor-
tance is to what extent market-oriented reform, followed with great
impetus in the 1990s in the development and postsocialist world, is
compatible with socially accepted patterns of distribution of income,
wealth, and opportunities. A theme like this requires a dialogue be-
tween professional economists, social thinkers, and policy practitioners
at both the national and international levels. This book aims at such a
dialogue on issues of social equity, distributive justice, and economic
development.

Part I provides the analytical-empirical perspective. It explores alter-
native concepts of distributive justice and social equity and their links
with macropolicies, structural reform, and human development. The
growth-equity relationship is explored at both the analytical and empiri-
cal levels by examining international experiences, including those of
Latin America and other developing regions. The case of East Asia until
the 1997-98 economic crisis is considered to be the benchmark of both
rapid growth and improved social equity. Part II of the book is written
mainly by policymakers, in this case several cabinet members (and some
advisers) of the Chilean government of President Eduardo Frei (1994—
2000). Economic reform in Chile, along free market lines, started in the
mid-1970s under a military regime and was endorsed, with a new empha-
sis on social equity, in the 1990s by the democratic regime. During the
1990s, Chile experienced very rapid economic growth and significant
poverty reduction, although there was still persistent wealth and income
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inequality. In light of recent analytical contributions and country experi-
ences, this book addresses how economic growth can be more compati-
ble, in Latin America and elsewhere, with the goals of equity and social
justice as the main features of a socially oriented development strategy.

Analytical Perspectives and International Evidence
Concepts of Equity and Distributive Justice

To address some of the questions posed in this book, one must first
define what is meant by “social equity.” We can define three alternative
concepts of social equity: (1) the absence of income deprivation for
everybody in society (in this case social equity is identified with the
reduction, or eventually the elimination, of poverty); (2) the absence of
“large” inequalities of income or wealth; and (3) equality of opportunity.
From the second perspective, equality of outcomes such as income and
wealth is the focus, whereas in the third view more equitable access to
opportunities for material progress and human fulfillment is sought.

A more in-depth understanding of the concept of social equity re-
quires going back to the philosophical and economic foundations of the
theory of distributive justice (see chap. 2 and Solimano 1998). The theory
of distributive justice explores the causes and types of equality by distin-
guishing between background factors (wealth, talent, social connections)
that condition wealth distribution, but are often beyond individual con-
trol, and elements pertaining to the realm of individual responsibility
(effort, risk taking, ambition). From the perspective of philosophical
theory, the distinction is made between “morally arbitrary factors™ (back-
ground conditions) and conditions under the control of an individual,
pertaining thus to the realm of personal freedom and individual auton-
omy (see Roemer 1996, 1998). Interestingly, although observed inequal-
ity is the result of both sets of determining factors, each set carries differ-
ent ethical and moral implications for the nature of observed inequality in
society. The theory of distributive justice is particularly illuminating as a
means of clarifying the choice between equity of outcomes versus equality
of opportunities and provides a conceptual basis for clarifying the ulti-
mate goals of social policy.

Growth and Equity: Traditional and New Perspectives
Conventional wisdom holds that a tradeoff exists between the achieve-

ment of rapid growth and the reduction of income inequality. The two
most common explanations given for the view that an unequal distribu-
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tion of income is necessary for, or the likely consequence of, rapid
economic growth, at least during some period, are the classical savings
hypothesis and the Kuznets curve. First, the classical savings hypothesis,
used by Nicholas Kaldor in his growth models, argued that since a high
level of savings is a prerequisite for rapid growth in a capitalist society
income must be concentrated in the hands of rich capitalists, whose
marginal propensity to save is relatively high with respect to that of
other economic groups.! Second, Kuznets (1955) observed that during
the development process labor shifts from a low-productivity sector (tra-
ditional agriculture) to a high-productivity sector (manufacturing) and
therefore economy-wide income inequality must initially increase if it is
to later decrease as income per capita rises during the course of eco-
nomic development.

During the 1990s, many economists have come to question this
perceived tradeoff. In contrast, several explanations have been given for
the positive relationship between growth and equity. First, increased
equity can stimulate growth by increasing political and macroeconomic
stability, as distributive conflict is less acute in more egalitarian societies.
The chief channel here is the positive effect of a more stable economic
and political environment on private capital formation, a key determi-
nant of the rate of economic growth. Second, a more egalitarian distri-
bution of income and/or access to education and credit are likely to
boost the savings capacity and investment opportunities of the poor,
which in turn will have a positive impact on growth, reversing the tradi-
tional Kaldorian story, which is centered on the differential ¢lass-based
saving behavior of capitalists and workers. Third, a positive correlation
between growth and equity can be explained by a variable such as
(broad-based) education, which enhances both growth and equity.
Fourth, in models in which aggregate demand affects long-run growth
and effective demand increases with a rise in labor’s share of national
income, a more progressive distribution of income (toward labor) will
accelerate economic growth.

As the previous discussion suggests, several arguments and theories
question the traditional concept of an unavoidable tradeoff between
growth and equity or more generally between economic development
and distributive justice. From a policy perspective, it is important to
note that the two variables can, under appropriate conditions, be mutu-
ally reinforcing. Policies that can set in motion a virtuous cycle of rapid
growth with reduced inequality must act at several levels. At the macro-
level, maintaining fiscal and financial stability is essential to foster high
investment and rapid growth. In fact, abundant empirical evidence
already documents the positive effect of a stable macroframework of
low inflation, fiscal balance, and financial stability on private capital

































