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Introduction

In 1992, on the basis o f a sophisticated econometric analysis o f the long-term 

patterns of economic growth o f the seven largest Latin American economies during the 

period 1940-1985 (Argentina, Brazil, Chile, Colombia, Mexico, Peru, and Venezuela), a 

detailed and careful study predicted that Chile would be the country to experience the 

slowest economic growth during the 1990s (between 2.5% and 2.8% per year).* 1 This 

prediction took into account capital and labor endowments and their growth patterns as well 

as other economic factors traditionally supposed to determine a country’s pattern of GDP 

growth. However, up to today—September of 1997—Chile appears as the fastest growing 

Latin American economy of the 1990-1996 period, with an average GDP growth rate o f 

7.2% per year (5.5% in per capita terms).1 Moreover, in 1996 Chile completed 13 years o f 

sustained, uninterrupted economic growth.

Actual and Predicted Annual GDP Growth Rates 
for 7 Latin American Countries during the 1990s.

8 0 -------------------------------------------------------------------

Argentina Bradi C hit oalpmbta Mexico Peru Venezuela

Sources: Predicted annual average growth rates of GDP for the 1990s by Victor J. Elias (l 992) Sources o f  
Growth - A Study o f  Seven Latin American Economies,, San Francisco, California: International Center for 
Economic Growth p. 168. Actual annual average growth rates of total GDP from EC LA C  (1997) 
Economic Survey o f  Latin America and the Caribbean 1996-1997 (Summary)f U N ’s Economic 
Commission for Latin America and The Caribbean (ECLAC/CEPAL), September 1997, p. 24.

1 Victor J. Elias (1992) Sources o f  Growth - A Study o f  Seven Latin American Economies, San Francisco, California: 
International Center for Economic Growth, 1CEG, p. 168.

1 See E C LA C  (1997) Economic Survey o f  Latin America and The Caribbean ¡996-1991 (Summary), U N ’s Economic 
Commission for Latin America and the Caribbean (ECLAC/CEPAL), September 1997, pp. 24-25.
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What determines the pace o f growth o f the wealth o f  a country? W hy do some 

countries grow faster than others? Which factors affect the long term pattern o f  economic 

growth of a country? These questions—as old as Adam Smith—have attracted increased 

attention from economists and social scientists during the last two decades. One remarkable 

characteristic of this endeavor has been the sustained effort to incorporate non-economic 

factors into the analysis o f growth in order to improve understanding o f the sources o f  

divergent patterns in countries* economic performance.3

Although the theoretical and empirical literature on the determinants o f  economic 

growth is huge, a large controversy accompanies contrasting approaches to accounting for 

concrete cases. The polemics surrounding the so-called ‘East Asian Miracle’, ongoing for at 

least ten years, although showing some signs o f exhaustion, has not resulted in a consensus 

or, at least, in a reduction o f the differences arising from alternative political-economy 

paradigms.4 A key issue which has divided scholars is whether government intervention and 

the nature o f state involvement in the economy was a favorable, unfavorable, or unimportant 

factor for the achievement o f high and sustained economic growth. According to some 

scholars, active state involvement and government industrial policies that modify and 

override market forces were the key to success; for others, instead, the key issue had to do 

with export orientation and the working o f competition and market mechanisms. The first 

view claims that accelerated and sustained growth was a result o f  the presence o f  a “strong 

developmentalist state,**5 that is, a state that becomes actively involved in the process o f 

economic accumulation, acting as a surrogate entrepreneur.6 According to the other view, to

Elias* prediction regarding GDP growth rates was based on “predictions o f the rates of growth of the inputs— labor 
and capital— along with some assumptions about the growth of technology** after a careful analysis o f the patterns 
observed by these variables during the whole period 1940-1985 [Elias (1992) Sources o f  Growth, p. 164). The 
disappointing result o f such an econometrics-based prediction, if not a proof, is at least an indication of the limitations 
faced by a pure 'economic-factors* approach to economic growth.

4 See for example Michael Sarel (1995) "Growth in East Asia: What We Can and What We Cannot Infer From It," 
IM F  W orking Paper No. 98, September 1995, International Monetary Fund, Washington DC. See also W illiam  Easterly 
(1995) "Explaining Miracles: Growth Regressions Meet the Gang of Four," in Takatoshi Ito and Anne O. Krueger (eds.) 
Growth Theories in Light o f  the East Asian Experience, Chicago: The Chicago University Press.

5 Frederic C  Deyo (cd.) (1987) The Political Economy o f  the New Asian Industrialism, Ithaca: Cornell University 
Press, pp. 15,227 and 230; and Peter Evans (1992) “The State as Problem and Solution: Predation, Embedded Autonomy 
and Structural Change,** en Stephan Haggard and Robert R. Kaufman (eds.) The Politics o f  Economic Adjustment - 
International Constraints, Distributive Conflicts and the State (Princeton, NJ: Princeton University Press), pp. 147-148.

* See Deyo (1987), p. 18; Alice Amsden (1989) A sia 's Next Giant: South Korea and Late Industrialization, Oxford 
University Press, New York; Evans (1992); Ajit Singh (1994) “Asian Economic Success and Latin American Failure in 
the 1980s: New Analyses and Future Policy Implications," Kellogg Institute Working Paper #204, March 1994, University
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call these states ‘developmentalists’ is an tx-post~factum  labeling. What should be 

compared is rather whether there is a causal relationship between active state intervention 

and rapid growth. Moreover, successful East Asian countries should be compared either 

with their past policies or with other states which also intervened actively.

Due to methodological problems, the studies that have attempted to identify the 

factors that account for the notable performance achieved by East Asian countries have 

reinforced rather than solved the disputes on the role o f state intervention in economic 

performance. Indeed, notwithstanding the vast number o f books, articles and working papers 

about the notable performance shown by the East Asian economies, still today “there is little 

agreement on the main determinant o f their success.”7 * Due to the wide range o f  strategies 

followed by these countries,* their successes have “been used to support each development 

school’s favorite prescriptions ranging from free market outward orientation to aggressive 

trade intervention.”9 As the World Bank’s report on the “East Asian Miracle” acknowledges, 

there is a selection bias problem involved in the explanatory approach o f the effect that state 

intervention played in the attainment o f sustained economic growth in East Asian 

economies:

“Were some selective interventions, in fact, good for growth? In addressing 
this question we face a central methodological problem. Since we chose the 
high-performing Asian economies for their unusual rapid growth, we know 
before we begin analysis that their interventions did not inhibit growth.”10

In the same way, William Easterly has pointed out that

“Economists find it much more appealing to study what the successes did right 
than what failures did wrong: from 1969 to the present there have been 717 
articles on Singapore in economic journals. On the Central African Republic, a 
country o f similar population size but opposite performance, the number o f

of Notre Dame; Peter Evans (1995) Embedded Autonomy: States and Industrial Transformation, Princeton, NJ: Princeton
University Press , p. 6.

7 Sard (1995).

* See Dani Rodrik (1994) “King Kong Meets Godzilla: The World Bank and The East Asian Miracle,*’ CEPR 
Discussion Paper No. 944, April 1994, Centre for Economic Policy Research, p. 37.

9 Easterly (1995). Quoted by Sarel (1995), p. 13.

10 World Bank (1993) The East Asian Miracle: Economic Growth and Public Policy (Summary), Oxford University 
Press-The World Bank, New York, pp. 6*7.
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articles over this period was: 1. It is not really clear why large positive outliers
should contain more information than large negative outliers.”11

Michael Sarel (1995) has stressed this selection bias problem in the use of the E a s t 

Asian economic success to support the causal relationship between state interventionism a n d  

high growth. He has pointed out that “in analyzing specific policy actions and selective 

interventions, we cannot address the most (and perhaps the only) relevant question: ‘W hat 

growth rate would have been observed if  these policies had not been in place?*”12 In a recen t 

paper on the impact o f government industrial policy and trade protection on th e  

manufacturing sector in Korea, Jong-Wha Lee (1996) found that “The empirical findings 

show no evidence to support any positive contribution made by government interventions to  

productivity growth. The Korean success could have been done stronger without 

government intervention. ... the Korean success occurred ‘in spite o f  rather than ‘because 

o f  interventions.**13 Therefore, the issue of the role o f  state involvement in countries’ 

economic performance is far from being settled.

Rather than ‘whether state or market*, the present piece of research attempts to  

contribute to the efforts towards achieving a better understanding o f the role o f non

econom ic factors in shaping countries’ patterns o f  economic growth by looking at a single 

case: Chile, a country which has experienced a striking sh ift in its pattern o f  economic 

performance during the last decades. In fact, Chile offers an interesting case for analysis 

since for most o f  this century it was characterized by a slow pace o f economic growth, both 

in absolute terms and relative to the performance o f  most other Latin American economies 

(see C h ap ter Two). However, at least since 1984, it has shown a remarkable performance 

which does contrast with both its former record and that o f most other Latin American 

economies during the same period. Since 1984 Chile’s per capita  GDP has grown by around 

4.6% per year on average, the fastest in Latin America since the onset o f the so-called *debt-

11 Easterly (1995). Quoted by Sarel (1995), p. 13.

12 Sarel (1995), p. 13.

13 Jong-Wha Lee (1996) “Government Interventions and Productivity Growth,” Journal o f  Economic Growth, Vol. 1, 
No. 3, September 1996, p. 403.
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crisis.” 4 Moreover, this growth was uninterrupted, something never seen before in Chile’s 

economic record, at least not during this century.

The attainment by Chile o f  high and sustained growth rates for more than a decade 

has promoted the use o f the journalistic term “economic miracle.” However, rather than to 

ask why Chile has grown faster than most other countries during the last decade or so, this 

research examines the factors which may explain the shift from a pattern o f slow and 

unstable growth which characterized the Chilean economy during the 1950s and 1960s, to a 

pattern of fast and sustained economic expansion that seems to have taken place there since 

the mid-1970s. Although there is a large literature on the Chilean economy and the policy 

changes carried out, this notable shift in Chile’s long-term pattern o f economic growth is a 

phenomenon that has not yet been analyzed and explained enough. This dissertation aims to 

contribute to filling this vacuum.

In order to carry out the analysis, the thesis adopts an institutional approach; that is, 

it starts from the premise that a country’s long-term pattern of economic performance is 

related to the kind of institutional arrangements in which economic action takes place: 

institutional differences can account for divergent economic performance patterns. My 

working hypothesis is that the change observed in Chile’s pattern of economic growth was a 

result o f a policy and institutional change. This ‘policy regime’ shift modified the set of 

opportunities and incentives for the behavior o f economic agents, shaping aggregate 

outcomes in terms o f overall economic performance.

I hypothesize that the shift resulted in a reduction in the degree of administrative 

discretionary authority (DA) enjoyed by the government and the polity to intervene in the 

economy, through the creation of a more impersonal order consisting o f  general and non- 

discriminatory rules, leaving more room for the operation o f  market forces and (internal and 

external) competition. This reduction in the degree of discretionary authority enjoyed by the 

state and the polity in the economy reduced the room for “political exchange” (e.g., 

clientelism, rent-seeking, influence, graft) vis-à-vis the importance of “economic exchange” 

as ways for acquiring and/or preserve wealth, profits or rents. Such a hypothesis arises from

The institutional bases o f Chile '5  economic *miracle ' —  Introduction

See Andrés Solimano (1996) "Economic Growth under Alternative Development Strategies: Latin America from 
the 1940s to the 1990s," in Andrés Solimano (ed.) Road Maps to Prosperity - Essays on Growth and Development, ?: 
University of Michigan Press (forthcoming).
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a theoretical framework based on Max Weber’s theory o f capitalism and on the peculiar 

institutional and political conditions that accompanied its development and made possible 

the rapid economic expansion experienced by the West, as emphasized by Douglass N orth, 

combined with theoretical contributions drawn out from public choice approaches to hum an 

behavior and social action (see C hapter Four).

Firstly, the thesis describes and analyzes the trends of growth o f  the Chilean 

economy during the period 1950-1995 (C hapter Two). The aim of this Chapter is to set ou t 

the facts to be explained and to verify the existence o f a shift in the growth pattern during 

the period and to characterize it.

Secondly, the thesis revises the theoretical literature on economic growth and the 

determinants o f  divergent performance patterns in order to build a framework in which to  

conduct the inquiry (C hapter Three). In particular, the chapter revises and discusses the 

main political-economy theories which relate non-economic factors to economic 

performance: political regimes (democracy/dictatorship), inequality, socio-political 

instability, state involvement and government intervention in the economy, and institutional 

factors such as the property rights regime, the room for economic exchange, transaction 

costs, and limitations to the operation and expansion o f market exchanges. It concludes with 

a set o f hypotheses drawn out from the main theoretical approaches revised in order to 

provide guidelines for the collection and analysis o f the evidence aimed to account for and 

understand Chile’s “economic miracle.”

Thirdly, I develop my own theoretical framework which relates economic 

performance to the economic policies and institutions underlying economic action during a 

given historical period, what I call a ‘policy regime*. My working hypothesis is that the 

contrasting patterns of economic growth observed in Chile are related to two contrasting 

policy regimes. One key feature that characterizes a policy regime is the nature o f the 

incentives and opportunities it creates for individuals and organizations to pursue economic 

gains. According to my theoretical framework, this opportunity and incentive set is related 

to the kind o f  authority enjoyed by the government and the polity over the economy, which . 

results from the constitutional, institutional and political setting (Chapter Four). ’

Then, the thesis describes and compares the economic policies, institutions, and the 

constitutional, political and policy-making setting under the two periods in which the

The institutional bases o f Chile's economic ‘miracle * —  Introduction
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Chilean economy appears to have been characterized by a contrasting pattern o f growth and 

overall performance (Chapters Five and Six).

Finally, the thesis presents the main results, revises the alternative hypotheses and 

theoretical explanations in light o f the historical and analytical evidence, discusses their 

explanatory power in accounting for the performance change experienced by Chile, and 

presents the conclusions (C hapter Seven).

Admittedly, this thesis does not aim to explain why certain specific set o f  policies 

were adopted, nor their effects on income distribution and social welfare. There is a vast 

bibliography that deals with these issues. By the same token, this thesis is interested in the 

characteristics o f the political and electoral system only in the measure that, by the kind o f 

incentives and opportunities they create for economic action and policy-making, they may 

contribute to explain economic performance.

I am not concerned in this research with the issues o f democracy, political 

development, human rights, and social justice. These issues are very important by itself in 

social and political life, and the Chilean experience during the period under analysis 

contains dramatic episodes that most Chileans deplore, particular during the years of the 

military dictatorship. No economic achievement can justify the violation of human rights 

and the state of fear that prevailed in Chile during the 1970s and 1980s. However, in this 

thesis-work, I only seek to explain why the Chilean economy experienced a change in its 

pattern o f growth.

I do not provide any prediction regarding the prospects for the Chilean economy in 

the future. I think this is a job for diviners. I rather prefer to concentrate myself on trying to 

understand and explain what has happened. I hope to contribute to such a challenge.
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1 Chapter One —  THE ISSUES

“an institutional perspective on the econom y should address questions o f  efficiency a n d  
performance, even if  social scientists norm ally tiy  either to avoid those subjects o r t o  
leave them to econom ists."
------  J. Rogers Hollingsw orth, Philippe C. Schmitter, and W olfgang Stieeck (e d s.)
(1994) G overn ing  C a p ita lis t E conom ies -  P er fo rm a n ce  a n d  C on tro l o f  E co n o m ic  Secto rs, 
New  York: Oxford U niversity Press, p. 10.

1.1. T he Problem: F rom  Stagnation to ‘E conom ic  M iracle*

During the last years the Chilean economy has shown a remarkable performance th a t 

has promoted the use of the journalistic term “economic miracle” to refer to the sustained 

pattern o f continued output growth, which has taken place there for more than a decade.1 

This performance is especially striking since, traditionally, Chile was a country 

characterized by a rather poor economic record.2

During the 1950s and 1960s, the so called “Golden Age” o f economic growth 

worldwide,3 the Chilean economy experienced a very slow rate of economic expansion 

relative to both international standards and those o f  other Latin American economies during

1 See, for example, Rachel À. Schurman (19W *) “Chile '* New Entrepreneurs and the ‘Economic M iracle': Product o f 
Culture, Ideology, or Po licyV  University of California, Berkeley, (mimeo); Osvaldo Sunkel (1995) "Is  the Chilean 
'M iracle ' Sustainable?," Journal o f  Interamencan Studies and World Affairs, Vol. 37, No. 3, Fall 1995: 1-7; Joseph 
Collins and John Lear (1995) Chile's Fret-M arket M iracle■ A Second Look, Oakland: The Institute for Food and 
Development Policy.

2 See Milton D. Lower (1968) “Institutional Bases of Economic Stagnation in Chile," Journal o f  Economic Issues, 
Vol. II, No. 3, September 1968 283-297, Hugo & Pablo Tnvelli O. (1978) "E l Crecimiento Económico Chileno," in 
Roberto Zahler, Ernesto Tiront, et al. (1978) Chile 1940/1975 - Treinta y  Cinco Años de Discontinuidad Económica, 
Santiago de Chile: Instituto Chileno de Estudios Humanísticos (ICH EH ); Arturo Valenzuela (1978) The Breakdown o f  
Democratic Regimes - Chile, Baltimore: The John Hopkins University Press, p. 18; Jorge Marshall Rivera (1984) 
"Economics of Stagnation • Analysis of the Chilean Experience 1914-1970," unpublished Ph D. Thesis, Harvard 
University, M ay 1984; Ricardo Ffrench-Divis &  Oscar Muñoz G. (1990) "Desarrollo Económico, Inestabilidad y 
Desequilibrios Políticos en Chile: 1950-89," Colección Estudios CIEPLAN, No. 28, Junio 1990: 121-156; Sebastián 
Edwards and Alejandra Cox Edwards (1991) Monetarism and Liberalization - The Chilean Experiment (2nd edition with a 
new Afterward; first edition in 1987), Chicago The University o f Chicago Press, pp. 3-6; André A. Hoftnan (1993?) 
"Chile's Economic Performance in the 20th Century, a Comparative Perspective," Estudios de Economía, Depto. 
Economía, Universidad de Chile, Vol. 20, Special issue, pp. 113,115.

3 On the “Golden Age", see Angus Maddison (1982) Phases o f  Capitalist Development, New York: Oxford University 
Press; Stephen M arglin and Juliet Schor (eds.) (1990) The Golden A ge o f  Capitalism, Oxford: Clarendon Press. See also 
Angus Maddison (1995) Monitoring the World Economy ¡820-1992, Paris: O ECD , pp. 73; and Ha-Joon Chang and 
Robert Rowthom (eds.) (1995) The Role o f  the Sta te in Economic Change (Oxford, UK: Clarendon Press), pp. 3-11.
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the same period.4 Indeed, there has been wide agreement among scholars in considering the 

slow pace o f  economic growth as the main ‘stylized fact’ characterizing the Chilean 

economy during most o f this century, at least until the 1970s.5 * This phenomenon has 

puzzled many economists and social scientists, both inside and outside the country, who 

have attempted to understand and explain the causes o f  such a poor performance or relative 

economic stagnation?

Today Chile is the strongest and most dynamic economy in Latin America,7 being 

the country that has experienced the fastest economic growth in the region since the so- 

called “debt crisis” o f the early 1980s. Moreover, according to the World Bank, during the 

period 1985-1993 Chile ranks fourth in the world in terms o f the pace of expansion of real 

GNP per capita, and first if  Asia is excluded.1

4 cf. Trivelli &  Trivelli (1978); Valenzuela (1978) (“Chile experienced a generally slow economic growth rate, with 
the per capita growth of the national product amounting to an estimated 1.6 percent from 191S to 1964...”(p. 18)]. See also 
Marshall R. (t984), pp. 4,12-13; Ffrench-Davis &. MuAoz G. (1990); Edwards and Edwards (1991); and Hofman (1993?).

5 See, for example, Marshall R. (1984). pp. 4, 12-13, and J. Gabriel Palma &  Mario Marcel (1990) "Kaldor y el 
'Discreto Encanto' de la Burguesía Chilena,' Colección Estudios CIEPLAN, No. 28, Junio 1990, p. 85 (there is an English 
version: "Kaldor on the 'discreet charm* of the Chilean bourgeoisie," in Tony Lawson, J. Gabriel Palma and John Sender 
(eds.) (1989) Kaldor's Political Economy (London: Academic Press Limited)]. Jorge Marshall R. (1984) has asserted: 
“Perhaps the most interesting feature of the Chilean economy in the twenty century, until 1970, is the combination of a 
development process with a slow pace of economic growth "  (p. 12). See also Jorge Ahumada C. (1958) En Vez de ¡a 
Miseria, Santiago de Chile: Editorial del Pacifico (9th edition, 1973).

4 See Nicholas Kaldor (1956) “Economic Problems of Chile," study prepared for the Economic Commission for Latin 
America (CEPA L or ECLA), Santiago de Chile (mimeo), and reprinted in Nicholas Kaldor (1980) Essays on Economic 
Policy II, London: Duckworth; Ahumada (1958); Aníbal Pinto Santa Cruz (1958) Chile. Un Caso de Desarrollo 
Frustrado, Santiago: Editorial Universitaria, (2nd. edinon m 1962); Albert O. Hirschman (1963) “Inflation in Chile," in 
Journeys Toward Progress - Studies o f  Economic Policy-Making in Latin America, New York: The Twentieth Century 
Fund (reprinted in 1993 by Westview Press, Boulder), pp. 159*223; Aníbal Pinto (1964) Chile: Una Economía Difícil, 
Mexico: Fondo de Cultura Económica; Osvaldo Sunkel (1965) “Change and Frustration in Chile," in Claudio Veliz (ed.) 
Obstacles to Change in Latin America, London Oxford University Press; Lower (1968); Markos J. Mamalakis (1976) The 
Growth and Structure o f  the Chilean Economy From Independence to Allende, New Haven and London: Yale University 
Press; Zahler, Tiróni, e ta l  (1978); Marshall R. (1984); and Edwards and Edwards (1991), pp. 5-6.

cf. Edwards and Edwards (1991). p xv,; Ricardo Ffrench-Davis &  Raúl Labán (1995) "Desempeño y Logros 
Macroeconómicos en Chile," m C. Pizarro, D. Raczynski, &. J. Vial (eds.) Políticas Económicas y  Sociales en el Chite 
Democrático, Santiago de Chile: C IEPLAN.U N IC EF, p. 49; Javier Martínez and Alvaro Díaz (1996) Chile. The Great 
Transformation, Washington, DC: Brookings Institution/UNRISD, p. 1; and E C LA C  (1997) Economic Survey o f  Latin 
America and The Caribbean 1996-1997 (Summary), U N ’s Economic Commission for Latin America and the Caribbean 
(ECLAC/CEPAL), September 1997.

*  World Bank (1995) The World Bank Atlas 1995, Washington DC, pp. 18-19. The ranking of the ten fastest growing 
economies in terms of the average annual rate of growth of real per capita GNP for the period 1985-1993 is the following: 
Thailand (8.4%), Rep. of Korea (8.1%). China (6.5%), Chile (6.1%), Singapore (6.1%), Mauritius (5.8%), Malaysia 
(5.7%), Belize (5.7%), Botswana (5.7%), Hong Kong (5.3%).
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C h art 1:1— Chile’s per capita GDP, 1950-1995.
Grow th o f  Ch lte ’s  r ia l por capita G O P , 1950*1995. 

(In con sta n t  International do lla rs o f  1980)

O N « V O N

Y«ar

Source: 1950*92 from Andre A. Hofman (1996) forthcoming;, 1993-95 from EC LA C  (1996) Panorama 
Preltminar de la Economia de America Latina y  e l Caribe - ¡996, U N  Economic Commission for Latin 
American and the Caribbean, December 1996.

This apparent contrast between Chile’s performance record until the 1970s and th a t 

o f the last twelve years (see C harts 1.1 & 1.2) constitutes a phenomenon which does n o t 

seem to have been sufficiently stressed and analyzed from a political-economy perspective, 

despite the existence of a large literature on the Chilean economy. This may have to do w ith  

the relative novelty o f this new growth pattern; the pressing political and human rights 

problems involved in the transition between periods, marked by two economic slumps; the 

polemics around both the policy mistakes and the social cost of the process o f  structural 

adjustment and policy reform carried out during the 1970s and 1980s; and the emphasis on 

distributive issues that has historically characterized the economic debate in Chile.* 9 

Nevertheless, as this research will attempt to grasp and disentangle, the change in the 

pattern o f  growth experienced by the Chilean economy seems to be an undeniable stylized 

fact (see C h ap te r Two). The importance o f such a change is revealed by the fact that 

according to the average compound rate o f growth o f the period 1950-1970 (1.6% per year), 

Chile would have needed more than forty-four years to double Gross Domestic Product per

Both Hirschman and Marshall have noted the fact that economic debate in Chile has traditionally focused on
inflation and distributive issues. See Hirschman (1963); and Marshall R. (1984), p. 8. This thesis shares M arshall's view 
that “real variables such as growth are the key to appraise overall social and economic performance."
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inhabitant.10 11 By contrast, according to the average growth rate attained during the period 

1983-1995 (4.6% per year), Chile would have been able to double its per capita GDP in 

sixteen years only.

1.2. T h e  Q u e s t io n

How can we explain this remarkable change in Chile’s pattern o f  economic 

performance? Which factor or set o f factors made such performance change possible? This 

thesis aims to find some answers to these questions.

There is a yet no articulated analysis and explanation for the change in the long-term 

pattern of economic growth which has taken place in Chile during the last decades. More 

than one decade ago, Jorge Marshall R. (1984) called attention to the fact that most political- 

economy analyses o f the Chilean economy have focused on inflation as the basic variable 

which would better reflect how the economic system works." The same could be said 

regarding income distribution or the concentration of ownership o f land, assets and wealth. 

That is, distributive issues rather than growth have been the main focus o f most o f Chile’s 

political-economy analysts. The number of studies which have explicitly taken growth 

performance as the main variable to be explained is surprisingly small.12 13 Furthermore, most 

o f these few studies have tended to describe and compare the growth record o f different 

incumbent g o v e r n m e n ts and/or to use total—rather than per capita—GDP growth 

figures.14

’°cf. Trivelli & Trivelli (1978), pp. 243 and 277; and Marshall R. (1984), p. 4.

11 Marshall R. (1984), p.8.

12 Among the few exceptions to this general trend are the works by Ahumada (1958); Lower (1968); Trivelli & 
Trivelli (1978); Marshall R. (1984); Ffrench-Davis &  Muñoz G. (1990); and Andrés Solimano (1996) "Economic Growth 
under Alternative Economic Strategies: Latin America from the 1940s to the 1990s," in A. Sotimano (ed.) Road Maps to 
Prosperity - Essays on Growth and Development, The University of Michigan Press (forthcoming).

13 See, for example, Ffrench-Davis & Muñoz G. (1990); Patricio Metier (comp.) (1990) "Resultados Económicos de 
Cuatro Gobiernos Chilenos: 1958-1989," Apuntes C IE P LA N  No. 89, Santiago, September 1990; Patricio Meller, Sergio 
Lehmann &  Rodngo Cifuentes (comps.) ( i993) "Lo s Gobiernos de Aylw in y  Pinochet: Comparación de Indicadores 
Económicos y Sociales," Apuntes C IEPLA N  No. 118, Santiago, September 1993; and Ffrench-Davis & Labán (1995). m  
49-76.

14 Ibid. In a recent book on the Chilean economy, Patricio Meller provides total GDP figures only, and expressed as 
annual average rates o f variation for periods of f iv e  years. Also, he presents the record of average annual total GDP
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This thesis focuses instead on per capita GDP growth, considered as the k e y  

variable in assessing Chile’s long-term economic performance, and looks beyond the r e c o r d  

o f  single governments. This last point is motivated by the observation that the co u n try ’ s  

historical trend o f per capita GDP growth between successive governments does not s e e m  

to be substantially changed by the mere replacement of the incumbent politicians.15 In fac t, a  

mere comparison between the annual average growth rates o f per capita GDP attained b y  

the Chilean economy during each o f the last seven governments shows us the following:

Table 1.1—Annual average growth rates of Chile’s 
per capita GDP» by presidential terms (1952-95).

..y Pr rei ̂  frittai Terms
Ibáñez (1952-58) 0.9
Alessandri (1958-64) 1,6
Fret M ontalva (1964-70) 1.9
Allende (1970-73) - 1.0
Pinochet (1973-89) 1.8
Aylw in (1989-93) 4.6
Frei Ruíz-Tagle (1993-95) 4.5

A vera g e  1952-95 1.8
Source: Elaborated from Hoftnan (1996) and ECLAC(1996).

Instead, a long-tenn view which takes into account the variability experienced by th e  

trend of growth of Chile’s per capita GDP over the whole period 1950-95, shows us the  

following:

growth rates obtained by four administrations. See Patricio Meller (1996) Un Siglo de Economia Politico Chilena (1890- 
¡990), Santiago de Chile: Editorial Andres Bello, pp. 295*299, and 320.

B y  the same token, it would be foolish and senseless (both theoretically and historically) to attribute, for instance, 
the difference between the average growth rate o f per capita GDP attained by the Chilean economy during the Frei’s 
government (1964-70; 1.9% per year) and that of the Aylw in’s government (1990-94; 4.6% per year) to differences in the 
Presidents, the composition of their governments, or their finance ministers.
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C hart 1.2— Annual variations of Chile’s per capita GDP, 1950-1995.

10.0

- 16.0

Chile’s  Per capita GDP, 1950-1995. Annual variations (in */•).

t/> sn *> «n $ $ s
Tur

Source: Elaborated from Hofman ( 1996) and ECLA C  (1996).

C hart 1.2 reveals that by focusing on presidential terms one misses the shift 

experienced in Chile's growth trend. Indeed, according to the analysis based on presidential 

terms, the ‘economic miracle' seems to take place after the 1989 return to democracy while 

the record of the Pinochet term merely equals the average o f the whole period, and seems 

similar to that of the Alessandri and Frei Montalva presidential terms (see Table 1.1 ).w In 

this way the contrast between the growth record achieved by the Chilean economy during 

the Pinochet and the Aylwin terms (1.8 and 4.6 percent per year, respectively) appears 

indeed as a ‘miracle*! Instead, by observing the evolution o f the growth trend on the basis of 

the annual variations in per capita GDP, a different picture arises: a new pattern o f growth 

seems to take place since 1976, characterized by both higher and more stable annual growth 

rates interrupted by a deep drop during 1982-83. The analysis based on presidential terms 

thus hides the shift in Chile's long-term growth trend and does not help to understand and 

explain the rise o f  a new pattern o f  economic performance. Moreover, the analysis by 

presidential terms assumes that the explanation should be found in the policies implemented

In fact, by comparing the record of the four Presidential terms of the period 1958-1989 in terms of their average 
annual growth rate in to tal GDP, Patricio Metier asserts that “the performance o f the Military regime results relatively 
mediocre.” See Meller (1996) pp. 319-320.
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by each administration, thus leading us to the naive conclusion that the r e m a rk a b le  

difference between the 1.8% annual average growth rate o f the military government d u r i n g  

the 1973-89 period and the 4.5% of both the Aylwin and the Frei R u iz -T a g le  

administrations (1989-93 and 1993-95, respectively) are due to differences in the p o l i c i e s  

followed by them! Whereas the use o f such a simplistic approach could be understandable i n  

partisan political propaganda campaigns, social scientists interested in understanding t h e  

sources o f Chile’s new pattern o f  economic performance cannot be satisfied by such a n a i v e  

explanation. It is necessary first to analyze the historical evolution o f the long-term p a t te rn  

o f  growth o f the Chilean economy establishing empirically the turning-points observed i n  

the growth trend, and then look for an explanation o f the change observed in the lon g -te rm  

growth trend (see C hapter Two).

The Chilean case, indeed, raises the issue of the factors which can account for t h e  

shift from a pattern of slow and unstable economic growth to a more dynamic and sustained 

one, as observed in Chile particularly after 1975 (see C harts  1.1 & 1.2), thus involving a  

discussion o f the theories which have attempted to identify the factors that shape a n d  

account for differential development trends through time.17

1.3. T he Sources of D ifferential Growth Patterns - An Overview

The lack of adequate understanding and agreement about the sources o f  countries* 

economic growth or stagnation is well reflected by the recurrent use o f  the term ‘miracle* 

every time a country experiences rapid and sustained economic growth over time, that is, an  

expansion o f  output over and above the rate of growth o f population.1* Famous examples

17 See Adam Szirmai (1993) "Introduction,* in Adam Szirmai, Bart Van Ark, and D irk Pilat (eds.) (1993) Explaining  
Economic Growth - Essays in Honour o f  Angus Maddison, Amsterdam: North-Holland, Elsevier Science Publishers B.V.. 
pp. 1-34.

Rostow defines ‘growth* as “a regular expansion of output per head.** W.W. Rostow (1963) "Introduction and 
Epilogue," in W .W. Rostow (ed.) The Economics o f  Take O ff Into Sustained Growth, London: The Macmillan Press, p. 
xvi. In the same volume, Simon Kuznets defines modem economic growth as ‘a high and sustained rate o f increase in real 
product p er  capita See his "Notes on the Take Off," p. 22. See also W.W. Rostow (1971) The Stages o f  Economic 
Growth (Second edition), Cambridge and New York, p. 9; Douglass C. North and Robert Paul Thomas (1973) The Rise o f  
the Western World - A New Economic History, New York: Cambridge University Press, pp. 1-2; and Douglass C. North 
(1981) Structure a n d  Change in Economic History, New York: W.W.Norton, p. 22.
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have been post-war Germany, Japan, Brazil during the 1960s and 70s, and more recently, 

South Korea, Taiwan, Hong Kong, and Singapore.19

Since the days o f Adam Smith, the search for the factors behind the observed 

differences in the patterns o f economic performance experienced by different countries at a 

given period, or by a single country during different periods over time, has puzzled social 

scientists. During the 1980s and 1990s, the issues o f growth and development have 

experienced renewed academic interest, fostered by the ‘miraculous* performance shown by 

some East Asian economies in contrast to the slower dynamism experienced by advanced 

industrialized nations, as well as by the economic slump suffered by most African, Middle 

Eastern, East European, and Latin American countries. Thus the attempt to identify those 

factors that could account for contrasting patterns of economic performance appears to be 

relevant, both theoretically and practically.20

In the aftermath o f W.W.II, when peace and the cold-war made more visible the 

apparently growing differences in the level and pace o f development among countries, and 

thanks to the possibilities offered by improvements in both the collection and 

standardization o f national accounts data for empirical research, the inquiry into the factors 

‘determining’ or conditioning countries* economic growth increasingly attracted the 

attention o f social scientists. Since then, most empirical research on the ‘determinants* of 

economic performance has followed one of two approaches: on the one hand, the so-called 

“growth accounting tradition,*’* 10 11 that is the analysis of the relative contribution of capital, 

labor, and ‘technological progress* to total output growth, according to a given production 

function, and, on the other hand, the “Cross-Country regressions” approach, which attempts 

to identify those factors which seem to be related to the differences in growth rates by

cf. Wortd Bank (1993) The East Asian Miracle: Economic Growth and  Public Policy, New York: Oxford 
University Press-The W orld Bank.

10 “Understanding growth is surely the most urgent task in economics. Across the world, poverty remains the single 
greatest cause of misery; and the surest remedy for poverty is economic growth. It is true that growth can create problems 
o f its own (congestion and pollution, for instance), which may preoccupy many people in rich countries. But such ills pale 
in comparison with the harm caused by the economic backwardness of poor countries— that is, of the larger part of the 
world. The cost of this backwardness, measured in wasted lives and needless suffering, is truly vast." Quoted from 
"Economic Growth - The poor and the rich," in The Economist, May 25th 1996, p. 23.

11 For a recent compilation and discussion of the “growth-accounting" tradition, see the articles contained in Sormai, 
Van Ark, and Pilat (eds.) (1993) Explaining Economic Growth - Essays in Honour o f  Angus Maddison, Amsterdam: 
North-Holland, Elsevier Science Publishers B.V.
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testing the degree o f association and interaction between a relatively large n u m ber o f  

variables and growth rates within large samples o f countries.22

Asking “Why do countries* growth rates differ?”, social scientists have attem pted t o  

identify through production functions and cross-country regressions those factors w h i c h  

seem to be associated with differential economic growth rates.23 Both approaches leave t h e  

search for the ‘determinants’ o f  economic performance mainly to the economists a n d  

econometricians, who look for, and find, statistical associations and correlations between, o n  

the one hand, countries* levels o f income and their rates o f growth and,, on the other, v a r io u s  

other economic variables and attributes.24 Thus, it is well known today, for example, t h a t  

economic growth appears to be positively associated with the share o f investment in  a  

country’s GDP and/or to the pace o f  ’technological progress.*25 In this way economists h a v e  

provided several contributions to the understanding of the so-called ‘proximate* sources o f  

growth.26 Simon Kuznets, Robert Solow, Edward Denison, and Angus Maddison are s o m e  

o f the preeminent scholars that have led this tradition.27

See Ross Levine and David Renelt (1992) “A  Sensitivity Analysis of Cross-Country Growth Regressions,”  
American Econom ic Review, Vol. 82, No. 4 (September): 942-963.

23 For a more detailed description of the ‘growth accounting* and the ‘cross-country regressions’ approaches, see 
Chapter Three, Section 3.2 J.

For a revision and assessment of the robustness of a variety of indicators used in cross-country regressions 
searching for growth variables, sec Levine and David (1992).

25 In fact, after empirically analyzing several factors identified by the literature as ‘determinants* o f growth rates, 
Levine &  Renelt found that the only factor showing a positive and robust correlation with average growth rates was the 
average share o f investment in GDP. See Levine and Renelt (1992), p. 959.

See Angus Maddison (1988) “Ultimate and Proximate Growth Causality: A  Critique of Mancur Olson on the R ise  
and Decline o f Nations," Scandinavian Economic History Review, X X X V I, (2): 25-29; reprinted in Angus Maddison 
(1995) Explaining the Economic Performance o f  Nations - Essays in Time and Space, England: Edward Elgar, p. 89; and 
the articles contained in the First Chapter (“Proximate and Ultimate Sources of Growth") of the book edited by Adam 
Szirmai, Bart Van Ark, and Dirk Pilat (eds.) (1993).

Robert Solow  (1956) “A  Contribution to the Theory of Economic Growth," Quarterly Journal o f  Economics, 70: 
65-94; Robert Solow  (1962) “Technical Progress, Capital Formation, and Economic Growth." American Economic 
Review, M ay 1962: 76-86; Robert M. Solow (1987) “Growth Theory and After," Nobel Lecture, December 8 1987; 
Edward F. Denison (1962) The Sources o f  Economic Growth in the United States and the Alternatives Before Us, C E D  
Supplementary Paper No. 13, Committee for Economic Development, New York; Edward F. Denison (1967) Why Growth 
Rates Differ: P ostw ar Experience in Nine Western Countries, Washington: Brookings Institution; Angus Maddison (1964) 
Economic Growth in the West, London: Allen & Unwin; Angus Maddison (1982) Phases o f  Capitalist Development, New 
York: Oxford University Press; Angus Maddison (1987) “Growth and Slowdown in Advanced Capitalist Economies: 
Techniques of Quantitative Assessment," Journal o f  Economic Literature, June 1987: 649-698; Angus Maddison (1991) 
Dynamic Forces in Capitalist Development - A Long-Run Comparative View, New York: Oxford University Press; Angus 
Maddison ( 1995) Explaining the Economic Performance o f  Nations - Essays in Time and Space, England: Edward Elgar.
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Nevertheless, this thesis argues that the changes in the pattern of economic growth o f 

single countries over time—as seems to have occurred in Chile—does not seem to be 

adequately explained either by the generalizations provided by cross-country comparisons 

nor by the results o f a ‘growth accounting’ analysis alone.“  To assert, for instance, that the 

change observed in the pattern o f  economic performance experienced by a single country— 

Chile in this case— is related to a change in the level o f investment (i.e., the share of gross 

fixed investment in GDP) and/or in the efficiency o f the use of the resources, does not 

constitute a satisfactory answer to the questions this research addresses. What it is necessary 

to explain is, rather, Why did the level and/or the efficiency of investment change, if  that 

was the case.”  That is, it is necessary to analyze why, since a certain point in time, a country 

seems to be experiencing a new, different pattern of economic performance. As Douglass C. 

North and Robert P. Thomas (1973) have emphasized, innovation, economies o f scale, 

education, capital accumulation, etc., are not causes of growth, “they are growth.“* 29 30

In fact, the factors determining differences in wealth, welfare, and the pace o f 

economic growth can be approached comparatively through two different research 

questions:

(a) What are the sources o f the differences in the pace of growth of per capita GDP 

between different countries at a given time, and

(b) What are the sources of the differences in the pace of growth o f per capita GDP 

between different dates in a given country.31

Among these two questions, most empirical research has been concentrated on the 

former.31 Thus many researchers seem to assume that by looking into those factors that seem

“  See Mancur Olson (1983) "The Political Economy of Comparative Growth Rates," Dennis C. Mueller (ed.) The 
Political Economy o f  Growth, New Haven: Yale University Press; Mancur Olson (1995) “The Varieties o f Eurosclerosis: 
The Rise and Decline o f Nations since 1982," Jean Monnet Chair Papers, R. Schuman Centre, European University 
Institute, December 1995, p. 7; and Mancur Olson (1996) "B ig B ills Left on the Sidewalk: W hy Some Nations are Rich, 
and Others Poor," Journal o f  Economic Perspectives, Vol. 10, No. 2, Spring 1996:3-24.

29 See N. Gregory Mankiw (1995) “The Growth o f Nations," Harvard Institute of Economic Research, Discussion 
Paper 1731, August 1995, p. 52.

M  Douglass C. North and Robert P. Thomas (1973) The Rise o f  the Western World: A New Economic History, New 
York: Cambridge University Press, p. 2. See also Olson (1983).

31 See R.C.O. Matthews (1986) “The Economics of Institutions and the Sources of Growth,** The Economic Journal, 
96, December 1986.
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to explain- the differences in countries* rates o f growth in large samples o f  co u n tries, i t  

should be possible to explain the variations observed through time in the g r o w t h  

performance of single countries. On the other hand, even though ‘growth a c c o u n tin g  ’ 

analyses do deal with the growth patterns o f single countries, they do not explain, fo x *  

instance, why ‘the labor input component’ increased/decreased its contribution to ‘t o t a l  

output’, or why ‘technological progress* was higher/Iower in one period than in a n o th e r .  

Notwithstanding the fact that information provided by such growth-accounting a n a ly s e s  

may contribute to narrowing the gap between theory and empirics, by itself they say n o th in g  

about the causes behind the estimated changes in the labor or capital input or in t h e  

greater/lesser contribution o f ‘technological progress* during a given period. As M an c ix r 

Olson has pointed out:

“Yet estimates o f the sources o f  growth, however meticulous, subtle, and 
useful, do not tell us about the ultimate causes o f growth. They do not tell us 
what incentives made the saving and investment occur, or what explained the 
innovations, or why there was more innovation and capital accumulation in 
one society or period than in another. They do not trace the sources o f growth 
to their fundamental causes; they trace the water in the river to the streams and 
lakes from which it comes, but they do not explain the rain. Neither do they 
explain the silting up of the channels of economic progress—that is, what I 
shall call here the ‘retardants’ o f growth.”* 33

To sum up, I assert that neither the ‘cross-country regressions’ nor the ‘grow th 

accounting’ approaches, notwithstanding their valuable contributions to the understanding 

of those factors associated with economic growth, seems well suited to providing a n  

explanation o f changes in the pattern o f economic performance experienced by a single 

country over time.

Both Ronald Coase and Douglass North, two of the leading scholars associated with 

the so-called neo-institutional approach to economics, have unveiled and highlighted one o f  

the main shortcomings undermining the explanatory power o f  the approaches based on the

The same could be said regarding the analysis o f the so-called East Asian ‘miracle’. The emphasis has been placed 
on a comparison o f the performance of these countries with that of Latin America during the period 1965-1990, rather 
than with their own former performance record.

33 Mancur Olson ( 1982) The Rise and Decline o f  Nations - Economic Growth. Stagflation, and Social R igidities, New 
Haven: Yale University Press, p. 4.
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neo-classical model; namely, their ignorance or neglect o f the role played by institutions.34 

In fact, for the neo-classical model, institutions either do not exist or they are 

imperfections.35

North (1994) has asserted:

‘The explanations derived from neo-classical theory are not satisfactory 
because, while the models may account for most of the differences in 
performance between economies on the basis o f differential investment in 
education, saving rates, etc., they do not account for why economies would fail 
to undertake the appropriate activities i f  they have a high pay-off.”36 * *

I argue, thus, that the question about the sources o f differences observed in the 

pattern o f growth and overall economic performance experienced by a single country 

through time involves a different approach, one which calls for bringing into the analysis the 

historical, socio-political and institutional conditions underlying ‘economic action07 and the 

process o f production, exchange, and capital accumulation in such a society. That is, it is 

necessary to look into those non-economic factors that affect the actions and interactions o f 

economic agents (i.e., the agents* decisions regarding saving and investment, the forms o f 

productive organization and entrepreneurship, etc.) and shape its aggregate outcomes in 

terms o f a country’s overall economic performance. According to this approach, some 

institutional contexts and arrangements can be more prone to favor sustained economic 

growth than others, due to “the fundamental fact that economic action is always and 

inevitably social action, and for this reason depends for its successful conduct on a 

supportive social context.’,3,

See also Ronald H. Coase (1988) The Firm, the Market, and the Law, Chicago: The University o f Chicago Press, 
pp. 1-31; and Douglass C. North (1990) Institutions, Institutional Change and Economic Performance, New York: 
Cambridge University Press, pp. 17-19,28, 131-132.

35 North asserts that within neoclassical theory, “allocation was assumed to occur in a friction less world, that is, one in 
which institutions either did not exist or did not matter." North (1990), p. 131, In the same vein, Eatwell has asserted that* 
"The institution-less world is a particular characteristic of the neoclassical theory which dominates academic work and, 
indeed, virtually all present-day economic thinking. At the very core of neoclassical theory, institutions are imperfections." 
John Eatwell (1994) "Institutions, Efficiency, and the Theory of Economic Policy," Social Research, Vol. 61, No. 1, 
Spring 1994, p. 47.

M Douglass C. North (1994) “Institutional Change: A  Framework of Analysis," (mimeo), p. 1.

For a definition o f ‘economic action*, see Max Weber (1978) Economy and Society - An Outline o f  Interpretative 
Sociology, Berkeley CA.: University of California Press, pp. 63-68. See Chapter Four.

Colin Crouch and Wolfgang Streeck (1994?) “Introduction: The Future o f Capitalist Diversity," European 
University Institute, (mimeo), p. 9.
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In fact, within the traditional approaches to growth used by mainstream economists, 

the institutional conditions underlying the accumulation o f factors o f production, the 

efficiency o f  their use and of technological changes, are normally taken for granted.39 

Conversely, and on the basis o f the insights provided by recent institutional approaches to  

political-economy, I assert that it is necessary to inquire precisely into such institutional 

conditions and the change experienced by them through time in order to understand changes 

in the patterns o f economic performance experienced by a single country over time.40

Recently, research on the sources of growth has been increasingly looking towards 

non-economic factors in order to account for differential economic performance patterns. In 

this endeavor, three main general approaches may be distinguished: (a) the socio-political 

factors approach, which relates countries’ economic performance to political regime types 

(democracy/autocracy), income inequality, and socio-political instability;41 * (b) the state

centric approach, which emphasizes state involvement, industrial policy, and ‘state 

autonomy’;41 and (c) the new institutional approach, which stresses the role o f  institutional 

arrangements, the nature o f the property rights regime, and the legal and constitutional

39
cf. North (1990), p. 11, Sarmai (1993), p. 13; Johan Torstensson (1994) “Property Rights and Economic Growth: 

An Empirical Study," Kyklos, Vol. 47 (2), p 231; and Olson (1996), pp. 4-7.
40

For a critique of the assumptions behind the notion of ‘production function’ used by the “growth accounting" 
approach, see Olson (1996)

41 See, for example, Alberto Alesrna and Dam Rodnk (1991) “Distributive Politics and Economic Growth,” CEPR 
Discussion Paper No. 565, June 1991, Centre of Economic Policy Research, London; Torsten Persson and Guido Tabellini 
(1991) "Is  Inequality Harmful for Growth Theory and Evidence," CEPR Discussion Paper No. 581, October 1991, Centre 
for Economic Policy Research, London. Alberto Alesma and Roberto Parotti (1993) "Income Distribution, Political 
Instability, and Investment," NBER  Working Paper No 4486, October 1993, National Bureau of Economic Research, 
Cambridge, MA.; Robert J Barro (1994) "Democracy and Growth," N B ER  Working Paper No. 4909, October 1994, 
Cambridge, M A; Dani Rodnk (1994) “Getting Interventions Right: How South Korea and Taiwan Grew Rich," N B ER  
Working Paper No. 4964, December 1994, National Bureau of Economic Research, Cambridge, MA.; Roberto Perotti 
(1995) “Income distribution, democracy, and growth: an empirical investigation," Columbia University (mimeo).

See, for example, Fredenc C. Deyo (ed) The Political Economy o f  the N ew  Asian Industrialism, Ithaca: Cornell 
University Press; Peter Evans (1987) “Class. State, and Dependence in East Asia: Lessons for Latin Americanists," in F. 
Deyo (ed.) (1987); Alice Amsdcn (1989) Asia s Next Giant South Korea and Late Industrialization, New York: Oxford 
University Press; and Robert Wade (1990) Governing the Market. Economic Theory and the Role o f  Government in East 
Asian Industrialization, Pnneeton NJ: Pnnccion University Press; Gary Gercfii and Donald L. Wyman (eds.) (1990) 
Manufacturing Miracles: Path o f  Industrialization in East Asia and Latin America, Princeton NJ: Princeton University 
Press; Peter Evans (1992) “The State as Problem and Solution: Predation, Embedded Autonomy and Structural Change," 
en Stephan Haggard and Robert R. Kaufman (eds.) The Politics o f  Economic Adjustment - International Constraints, 
Distributive Conflicts and the State, Pnneeton NJ: Pnneeton University Press; Linda Weiss and John M. Hobson (1995) 
States and Economic Development - A Comparative Historical Analysis, Cambridge, UK: Polity Press; and Ha-Joon Chang 
and Robert Rowthom (eds.) (1995) The Role o f  the State ui Economic Change, Oxford, UK: Clarendon Press; and Peter 
Evans (1995) Embedded Autonomy: States and Industrial Transformation, Princeton NJ: Princeton University Press. For 
an attempt to provide a ’stanst’ explanation of Chile’s ‘economic miracle* see Rachel A. Schurman (1996) “Chile 's New 
Entrepreneurs and the ‘Economic M iracle’: The Invisible Hand or a Hand from the State?," Studies in Comparative 
International Development, Summer 1996, Vol. 31, No. 2: 83-109.
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setting in defining the costs involved in exchange and the constraints surrounding 

government policy, policy-making, collective action and the behavior of economic agents.43

This thesis adopts an institutional approach since it appears to be best suited for the 

analysis o f  the performance-change experienced by the Chilean economy. The 

‘appropriateness1 of this choice is discussed and justified throughout the work, which 

includes an assessment o f its explanatory power relative to alternative approaches. This 

thesis thus assumes that we can improve our understanding o f aggregate social outcomes 

such as the pattern of growth o f  wealth and welfare o f a given society by looking to the 

rules underlying agents* economically oriented action.44

While the institutional approach is hardly well suited to providing rigorous 

quantitative measures of the effect o f institutional change on the rate of economic growth, it 

can provide answers for qualitative questions for which quantitative tools are, at least until 

now, inappropriate or not useful.45 As Matthews has clearly remarked:

4 See North and Thomas (1973); Oliver E. Williamson (1975) The Economic Institutions o f  Capitalism, New York: 
Free Press; Svetozar Pejovich (1979) Fundamentals o f  Economics. A Property Rights Approach, Dallas: The Fisher 
Institute; North (1981, 1989,1990); Olson (1982); Geoffrey Brennan and James M. Buchanan (1985) The Reason o f  Rules 
- Constitutional Political Economy, New York: Cambridge University Press; Nathan Rosenberg and L. E, Birdzell (1986) 
How the West Grew Rich The Economic Transformation o f  the Industrial World, New York: Basic Books; Luciano 
Pellicani (1988) Saggio sulla genesi del capitalismo - Alle ongeni della modernità, Milano: SugarCo Edizioni; Gerald W. 
Scully (1988) "The Institutional Framework and Economic Development," Journal o f  Political Economy, Voi. 96, No. 3: 
652-662; Douglass C. North and Barry R. Weingast (1989) "Constitutions and Commitment: The Evolution of Institutions 
Governing Public Choice in Seventeenth-Century England," The Journal o f  Economic History, Voi. 49, No. 3, December 
1989: 803-832; Svetozar Pejovich (1990) T V  Economics o f  Property Rights: Toward a Theory o f  Comparative Systems, 
The Netherlands: Kluwer Academic Publishers, 'nirirnn Eggertsson (1990) Economic Behavior and Institutions, New 
York: Cambridge University Press; Christopher Clague, Philip Keefer, Stephen Knack and Mancur Olson (1994) 
"Institutions and Economic Performance A  New Look at Democracies and Growth,” Draft prepared for the IR IS  
Conference on Economic and Political Institutions for Sustainable Development: Implications for Assistance, (mimeo); 
Johan Torstensson (1994) “Property Rights and Economic Growth: An Empirical Study,” Kyklos, Voi. 47 (2); Stephen 
Knack and Philip Keefer (1995) "Institutions and Economic Performance: Cross-Country Tests Using Alternative 
Institutional Measures,” Economics and Politics, VoL 7, No. 3, November 1995; 207-227; and Olson (1996).

44
For a sociological distinction between 'economic action* and ‘economically oriented action*, see Max Weber (1978) 

Economy and Society - An Outline o f  Interpretative Sociology, Berkeley CA: University of California Press, pp. 63-68. In 
brief, according to Weber, whereas the temi ‘economie action* corresponds to “any peaceful exercise of an actor’s control 
over resources which is in its main impulse oriented towards economic ends” (p. 63) the term 'economically oriented- 
acnon’ instead includes also those [non peaceful] actions "which, though primarily oriented to economic ends, makes use 
of physical force as a  means"  (p. 64) [emphasis added]. See Chapter Four.

45 See Edward F. Denison (1993) “The Growth Accounting Tradition and Proximate Sources of Growth," in Adam 
Szirmai, Bart Van Ark, and Dirk Pilaf (eds.) Explaining Economic Growth - Essays in Honour o f  Angus Maddison, 
Amsterdam: North-Holland, Elsevier Science Publishers B.V., p. 45. Denison wrote: “much of the knowledge needed to 
make the quantitative links from ultimate to proximate sources of growth is lacking and this prevents comprehensive 
estimates of the sources o f growth classified according to ultimate sources. But it does not prevent qualitative evaluations 
and generalizations such as are reached by North and other economic historians, or Mancur O lson 's view on the increasing 
rigidity of economies until they are violently shaken up.”
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“So we can scarcely look forward to a time when it will have been established, 
say, that institutional progress in the United Kingdom has accounted for 27% 
o f  the growth of income per head. However, the qualitative question about its 
importance remains a reasonable one to ask, because qualitatively different 
answers can be put forward without any o f them being necessarily absurd. For 
example, it might be held that institutional change has on balance made a 
negative contribution to growth, at least in some periods.”46

Therefore, this research aims to verify and characterize the change in the pattern o f  

economic growth which seems to have taken place in Chile during the last decades, 

attempting to analyze and explain it by looking into the institutional conditions a n d  

constraints that have surrounded economic action and policy-making during the 1950-1995 

period and the changes that took place in the country’s policy and institutional setting. In  

fact, several students attempting to understand the traditionally poor economic performance 

that characterized the Chilean economy during the 1950s and 1960s have emphasized th e  

need to look into the institutional characteristics surrounding economic action an d  

government policy-making.47

However, I do not expect to provide a direct answer to the question o f why Chile h as 

been growing faster during the last years than any other developed or developing country o f  

the Western hemisphere, but, rather, to explain why it has been growing markedly faster and 

more steadily than in the past. That is, my aim is to set out some factors that may account 

for the striking shift in Chile’s traditional pattern o f economic performance.4* ______

In order to cany out the analysis, I describe, analyze, and compare the set o f  

economic policies and institutional arrangements prevailing under two periods, under 

which—I argue—the economy shows contrasting patterns o f growth performance.

The theoretical literature provides several and sometimes totally contradictory 

explanations for country’s economic performance patterns and pattern-changes, making it 

impossible, for now and for the foreseeable future, to arrive at an agreement about the 

determinants o f  the growth patterns o f  single countries. However, the Chilean case does

46 R.C.O. Matthews (1986) "The Economics o f Institutions and the Sources o f Growth,” The Economic Journal, 96, 
December 1986: 910.

47 See for example Nicholas Kaldor (1956); M ilton D. Lower (1968); Alan Angeli (1993) Chile de  Alessandri a  
Pinochet: En busca de  la utopia, Santiago de Chile: Editorìa] Andrés Bello, p. 90.
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allow us to test some hypotheses and, thus, to assess the explanatory power of the theories 

on which they are based in understanding the performance change that seems to have taken 

place there.

1.3.1. The Theoretical Controversy

The analysis o f the Chilean case implies becoming involved in the theoretical 

controversy in political-economy and development studies about the factors that account for 

differential growth patterns. In fact, until a few years ago, the predominant view among 

most social and political scientists and political economists stressed ‘dependencia\  

‘structural obstacles1 arising from the international division of labor and the trade system, 

‘exploitation1, characteristics o f  the social-class structure, and/or ‘traditionalism1, as the 

main barriers retarding or ‘preventing1 development in the so-called “peripheral countries11. 

According to the still predominant view among scholars in the field of so-called 

“development studies”, economic development needs a purposeful, deliberated intervention 

of the state aimed at controlling, overriding, or substituting market and international trade 

forces in order to promote ‘industrialization1 and the development of certain ‘strategic1 

industries, economic activities, and sectors;4’ to secure employment; to modify the 

distribution o f income in society; to increase the level o f savings and investment, and to 

regulate the conflicts arising between social and interest groups.45 * * * * 50 Moreover, as statists and 

neo-statists assert, development needs a “strong developmental state,1’51 a state that becomes

451 thank Yadira Gonzilez de Lara for helping me to make this point clear.
44

For a recent analysis of trade policies and thrones of development, see Anne O. Krueger (1997) "Trade Policy and
Economic Development: How We Leam," N B ER  Working Paper No. 5896, January 1997, National Bureau of Economic
Research, Cambridge, Mass.

50 See, for examples, Deyo (ed.) (1987); Evans (1987, 1992, 1995); Amsden (1989); Wade (1990); Ajit Singh (1994) 
“Asian Economic Success and Latin American Failure in the 1980s: New Analyses and Future Policy Implications,“ 
Kellogg Institute W orking Paper #204, March 1994, University of Notre Dame; Weiss and Hobson (1995); and Chang and 
Rowthom (eds.) (1995).

51 Deyo (ed.) (1987), pp. 15,227 and 230; and Evans (1992), pp. 147-148.
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actively involved in the process o f capital accumulation,51 52 and the adoption o f a “s ta t e -  

led"— as opposed to a “sXziz-induced"—strategy.53

In a ‘neo-statist*54 attempt to generalize development theory to explain “long te rm , 

large-scale socioeconomic and political change irrespective o f the epoch or region in w h ic h  

it occurs”,55 56 Linda Weiss and John Hobson (1995) have asserted that economic developm ent 

requires a “central coordinating intelligence” endowed with the capacity to ‘govern th e  

market’,54 that is, a state with “the will to develop”  and endowed with the capacity “ to  

mobilize and coordinate societal resources so as to increase national and per c ap ita  

income.”57

Thus, these views emphasize the (‘active*, purposeful)5* role o f the state as an a g e n t  

able to represent and/or command national efforts and resources towards the attainment o f  

certain developmental goals, oriented towards the “national economic interest.”59 In fact, 

statist and neo-statist theories o f  development are permeated by a kind o f  organic view o f  

the state, seen as an agent endowed with “transformative aspirations” and “wants” .60 

Although ‘structure’ plays a role, for statists ‘structure* is seen (either or both) as an external 

constraint placed ‘outside’ national boundaries, or/and as internal characteristics w hich

51 Evans (1995), p, 6.

53 Frederic C. Deyo (ed.) (1987), p. 17 (‘Introduction'). According to Deyo, whereas 'state-induced strategies’ 
“emphasize the role of the private sector in implementing strategies within a broad political, legal, infrastructural, and
economic framework that the stale establishes to pursue its chosen developmental objectives", ‘state-/e<f strategies instead 
“entail continuing, selective intervention by state agencies in private sector decision making and market transactions to 
achieve strategic goals." (p. 17)

54
The expression belongs to Weiss and Hobson ( 1995); cf. pp. 8-9.

55 Peter Evans and John Stephens (1988) “Studying Development Since the Sixties: The Emergence of a New  
Comparative Political Economy," Theory and Society, 17, p. 761. Quoted by Weiss and Hobson (1995), p. 1.

56
The expression is taken from Wade (1990). On the “central coordinating intelligence”, see W eiss and Hobson 

(1995), pp. 4-5. See also Chang and Rowthom (1995) “Role o f the State in Economic Change: Entrepreneurship and 
Conflict Management," in Chang and Rowthom (eds.) (1995), pp. 31-50.

57 Weiss and Hobson (1995), pp. 4-5.

51 See Evans (1992). p. 152.

See for example Gordon White and Robert Wade (1988) “Developmental States and Markets in East Asia: A n  
Introduction,” in Gordon White (ed) Developmental States in East Asia (London: Macmillan), p. 1.

60 Sec for example Evans 1992, p. 147; and Evans (1995), p. 10.
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define and determine the state’s 'capabilities * to perform and cany out “its” developmental 

goals.61 * 63 According to Peter Evans, for example,

“Different kinds of state structures create different capacities fo r  action.
Structures define the range of roles that the state is capable o f playing.
Outcomes depend both on whether the roles fit the context and how well they
are executed.”6* [emphases added]

Indeed, Evans calls ‘developmental states* those states that “not only have presided 

over industrial transformation but can be plausibly argued to have played a role in making it 

happen.'** According to him, ‘developmental states* engage themselves in what he calls 

‘midwifery* and ‘husbandry* with respect to private capitalists, and thus “promotion rather 

than policing is the dominant mode of relating to private capital.**64 Therefore, statists 

emphasize the actions and involvement of the state in the economy as an active agent, 

endowed with a strategic view. In fact, the “developmental state” is seen as a kind of agent 

rather than a "setting \

According to an alternative {new) institutional approach— usually called 

‘conservative*, ‘neo-liberal*, or ‘neo-utilitarian’ by its opponents, which seems nevertheless 

to be gaining increasing attention among social scientists during the last years—economic 

development is rather a result o f the enlargement of the opportunities for trade and exchange 

among individuals, firms, and nations, and the expansion of the division of labor, 

specialization and competition forces.65 This is associated with legal and political 

arrangements which provide adequate protection and enforcement o f private property rights 

and contracts, impersonal and low-cost mechanisms to solve controversies, large room for 

the operation o f  markets and competition (a decentralized coordinating mechanism; a

61 Sec for example Evans (1995). p. 11.

61 Evans (1995), p. 11. ->

63 Evans (1995), p. 12. (emphases added]

64 Evan$(1995), pp. 13-U.

65 See North (1981, 1989, 1990); Bela Balassa et a t (1986) Toward Renewed Economic Growth in Latin America, 
Washington, DC; Institute for International Economics; Carlos H. Waisman (1992) "Capitalism, the Market, and 
Democracy," in Gary Marks and Larry Diamond (eds.) Reexamining Democracy, California: Sage; Anne O. Krueger
(1993) P olitical Econom y o f  Policy Reform in D eveloping Countries, Cambridge, Massachusetts; The M IT  Press; Rüdiger 
Dornbusch (1993) "Introduction," in Rüdiger Dombusch (ed.) Policym aking in the Open Economy - Concepts and case 
studies in Economic Performance, New York: World Bank &  Oxford University Press; Paul Krugman (1993) "Protection 
in Developing Countries," in Dornbusch (ed.) (1993); Robert J. Barro (1996) G etting It R ight - M arkets and Choices in a 
Free Society, Cambridge, M A: The M IT  Press.
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‘spontaneous’, open order, rather than an “intelligence”),“  and other characteristics o f  the 

institutional framework o f a country which reduce uncertainty and the costs involved in 

exchange, thus making possible the expansion o f economic exchange and trade, encouraging 

innovation and productive entrepreneurship.* 67 * According to this view, the state contributes 

to economic development in the measure that it supports the attainment, institutionalization, 

and improvement o f  such conditions, reducing the costs involved in exchange.“  This 

approach thus emphasizes the country’s institutional, political and legal setting, understood 

as the rules o f  the game faced by individuals, firms, organizations and economic (and 

political) agents in the pursuit o f their economically oriented actions and exchanges, and the 

opportunities that such rules create for economic gains. Therefore, rather than laissez-faire, 

the new institutional approach emphasizes the complex institutional preconditions and 

requirements necessary for an economy to work and make possible innovation, productive 

undertakings, productivity gains, capital accumulation, and sustained economic growth, the 

preconditions for increased prosperity.

The question is how can these alternative general theoretical approaches help in 

understanding the Chilean case: Has the change in Chile's pattern o f  economic growth been 

the result o f a more active state involvement in the process o f economic accumulation, as 

neo-statists might suggest?69 Has it been a result o f a deliberate state policy aimed to 

promote industrialization?70 Have there been changes in “state involvement” that might 

account for such a pattern change? Which policy and institutional changes may account for 

the shift experienced in Chile’s pattern o f economic growth? Moreover, is it possible to 

identify some ‘structural’ characteristics associated with these patterns, that may account for

ft
On this point, see Friedrich A. von Hayek (1939) Freedom  and the Economic System , Chicago: The University of 

Chicago Press; and Friedrich A. von Hayek (1994) Legge, Legislazione e Libertà, Milano: Il Saggiatore. See also 
Giovanni Sartori (1994) D em ocrazia - Cosa è, Milano: Biblioteca Universale Rizzoli, p. 221-224. See also Luciano 
Pellicani (1988) Saggio su lla  genesi del capitalism o - A lle  origeni delta m odernità, Milano: SugarCo Edizioni.

67 See Pejovich (1979, 1990); North (1981, 1989, 1990); Mancur Olson (1992) "The Hidden Path To A  Successful 
Economy," in Christopher Clague and Gordon Rausser (eds.) The Emergence o f  M arket Economies in Eastern Europe 
(Cambridge, Mass.: Basil Blackwell; 55-75); Buscaglia (1993); and Olson (1996).

“  See North (1990).

69 See for example Evans (1992) &  (1995); Weiss and Hobson (1995); and Chang and Rowthom (eds.) (1995).

70 See Deyo (1987); Amsden (1989); Wade (1990) GerefTi and Wyman (eds.) (1990); and Singh (1994).
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the differences in aggregate economic performance, helping to explain them from a 

theoretical point o f view? If so, What they are?

1.3.2. The Research Approach

I begin with the working hypothesis that the contrasting patterns o f economic 

performance shown by the Chilean economy are related to a policy-regime shift. By “policy 

regime” I mean a particular and interconnected set o f  policies and institutional 

arrangements surrounding economic action in a country, which last beyond the duration o f a 

single government.71 The contrasting growth patterns may be thus related to two different 

policy regimes underlying the Chilean economy.

In fact, during the 1950-1995 period Chile experienced dramatic political, policy, 

and institutional changes, changes characterized by rupture rather than by continuity.72 The 

political regime suffered a deep crisis, experiencing a shift from democracy to dictatorship, 

and then back to democracy within the framework o f a new Constitution enacted during the 

military regime. The state’s economic policy, roles and involvement in the economy 

changed radically; the structures of interest representation were dramatically reshaped; and 

the rules affecting ownership, prices, foreign trade, capital movements, private 

entrepreneurship, labor relationships, taxation, and social welfare provisions experienced 

profound modifications. All these changes constitute potential explanatory factors for the 

change observed in Chile’s pattern o f economic performance. However, it must be kept in 

mind that this thesis does not attempt to explain why a new particular set of policies was 

adopted.73

71 For a detailed treatment on the notion of “policy regimes" and “policy regime change” see Chapter Four.

72 See, for example. Angeli (1993); Juan Andrés Fontaine (1993) "Transición Económica y Política en Chile: 1970- 
1990," Estudios Públicos, Voi. 50, Otoño 1993: 229-279; Simon Collier and W illiam  F. Sater (1996) A H istory o f  Chile, 
¡808-1994, New York: Cambridge University Press, Parts IV-V.

73
Among the vast literature and alternative explanatory attempts on the issue of the Pinochet regime’s economic 

policy choices, see Tomás Moulián (1982) "Desarrollo Político y Estado de Compromiso - Desajustes y Crisis Estatal en 
Chile," Colección Estudios CIEPLAN, No. 8, Julio 1982: 105-158; Alejandro Foxley (1983a) Latin American Experim ents 
in Neo-Conservative Econom ics, Berkeley, California: University of California Press; Pilar Vergara (1985) A uge y  Caida 
d e l Neoliberalismo en C hile, Santiago de Chile: Facultad Latinoamericana de Ciencias Sociales, FLACSO ; Alvaro Bardón 
M., Camilo Carrasco A. &  Alvaro Vial G. (1985) Una década de cambios económ icos - La experiencia chilena 1973-
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The theoretical literature provides several hypotheses which connect factors 

associated with such changes to a change in the pattern o f  economic growth. C hapter 

Three revises and discuss this literature with the aim o f setting out a theoretical framework 

to understand the change in Chile’s economic performance pattern. In C hapter Four I 

develop my own theoretical framework to conduct the analysis, which is carried out in 

C hapters Five and Six.

However, it is first necessary to establish the facts that are to be explained. Indeed, 

although today it is widely recognized that the Chilean economy has performed 

outstandingly during the 1990s (contradicting earlier dark predictions advanced by various 

respected economists and political-scientists in Chile and abroad just some few years ago),* 14 

there is still no agreement on when (and why) the change in the growth trend took place. 

Moreover, this issue has been somewhat neglected by the literature dealing with Chile’s 

recent political-economy developments. As was mentioned, this peculiarity may have to do 

with the fact that the issue o f 'w hen ' is closely linked to the issue of *why\ involving thus 

polemical political and ideological contentions. According to some views, the remarkable 

economic performance shown by Chile in most indicators during the 1990s might be a result 

of the recovered democracy, or, even, o f  the policies applied by the government o f the

The institutional bases o f Chile's economic 'miracle' —  Chapter J

1983, Santiago dc Chile: Editorial Andrés Bello; Philip O 'Brien (1985) "Authoritarianism and the new orthodoxy: the 
political economy o f the Chilean regime, 1973-1982," in Philip O 'Brien and Paul Cammack (eds.) (1985) G enerals in 
Retreat - The C risis o f  M ilitary Rule in Latin Am erica, Manchester Manchester University Press: 144-183; Oscar Muñoz 
Gomá (1986) C hile y  su  Industrialización - Pasado. C risis y  Opciones, Santiago de Chile: Corporación de Investigaciones 
Económicas para Latinoamérica, C IEPLAN ; Arturo Fontaine Aldunale (1988) L os Econom istas y  e l Presidente Pinochet, 
Santiago de Chile: Empresa Editora Zig-Zag; Karen L. Retnmer (1989a) "Neopatrimonialism: The Politics o f Military 
Rule in Chile, 1973-1987," Comparative Politics, January 1989: 149-170; Karen L. Remmer (1989b) "State Change in 
Chile, 1973-1988,” Studies in Comparative International Developm ent, Vol. 24, No. 3: 5-29; Eduardo Silva (1993a) 
"Capitalist Coalitions, the State, and Neoliberal Economic Restructuring: Chile, 1973-88," World Politics, Vol. 45, N.4, 
July 1993: 526-559; Juan Andrés Fontaine (1993) "Transición Económica y Política en Chile: 1970-1990“, Estudios 
Públicos, No. 50, Otoño 1993; Angelí (1993); Alan Angelí and Benny Pollack (1995) "The Chilean Elections of 1993: 
from Polarisation to Consensus," in Bulletin o f  Latin Am erican Research, Vol. 14, No. 2: 105-125; and Valdés (1995). A  
more original, unconventional view can be found in Rhoda Rabkin (1994) "The Lessons of Chile: Economic Expertise, 
Social Learning, and the Consolidation o f Market Reforms," Paper presented at the 18th International Congress of the 
Latin A  men can Studies Association (March 10-12, 1994) in Atlanta, Georgia.

14 See, for example, Alejandro Foxley (1985) Para una Democracia Estable - Econom ía y  P olítica, Santiago dc Chile: 
C IEPLAN , pp. 10, 25-26, 140; Oscar Muñoz (1985) "Chile: El Colapso de un Experimento Económico y  sus Efectos 
Políticos," Colección Estudios CIEPLAN, No. 16, Junio 1985; Muñoz Gomá (1986), p. 293-323; Patricio Meller (1986) 
"E l fracaso del Neoliberalismo en Chile," Econom ía, No. 83, agosto 1986, Instituto de Investigaciones Económicas, 
Universidad Central del Ecuador 107-121; Laurence Whitehead (1987) "The Adjustment Process in Chile: A  
Comparative Perspective," in Rosemary Thorp and Laurence Whitehead (eds.) Latin American D ebt and the Adjustm ent 
Crisis, Hong Kong: S t  Antony* s/The Macmillan Press, pp. 143, 153-158; and Sebastián Edwards and Alejandra Cox 
Edwards (1987) M onetarism  and Liberalization - The Chilean Experim ent, Cambridge, Mass.: Ballinger. For a prediction 
based in a detailed, long-term econometric analysis, see the study by Elias (1992) cited in the Introduction (Victor J. Elias

28



The institutional bases o f Chile‘s economic ‘miracle ’ —  Chapter I

center-left wing coalition that replaced the Pinochet dictatorship in 1990.75 Such a view, 

politically and morally encouraging as it might be, hardly resists a dispassionate analysis.7* 

On the other hand, still today there are scholars that deny that the Chilean economy would 

have experienced any important change in its long-term pattern of growth before the late- 

1980s. Moreover, some scholars have suggested that the Chilean economy experienced a 

shaqs deterioration in its performance pattern during the 1970s and 1980s if compared with 

that of the former decades and with that of the other Latin American economies.77 Thus, I 

face the neither minor nor easy problem of setting out in a rigorous and ‘objective* way the 

issue o f Chile’s growth performance pattern. Without a clear foundation for the 

‘explanandum’ it would be impossible or non sense to pursue this inquiry further.

In order to disentangle this issue, Chapter Two (“The Explanandum”) analyzes in 

detail the pattern of growth o f the Chilean economy during the period 1950-1995, 

comparing it with that of five other large Latin American economies (Argentina, Brazil, 

Colombia, Mexico, and Venezuela). That chapter is intended to respond to the following 

four questions: [a] Has Chile’s long-term pattern o f economic growth actually changed over 

time? [b] Has its relative performance regarding that o f other Latin American countries 

changed? [c] If so, What is the nature o f that change? and [d] If so, when? Where can we 

locate the ‘turning point* o f the growth pattern?

(1992) Sources o f Growth - A Study o f  Seven Latin American Economies, San Francisco, California: International Center 
for Economic Growth, ICEG , pp. 163-168).

79 See for example Meller, Lehmann & Cifuentes (1993) "Los Gobiernos de Aylw in y Pinochet: Comparación de 
Indicadores Económicos y Sociales," Apuntes C IE P LA N  No. 118, September 1993; and Alan Angelí (1993) "What 
Remains of Pinochefs Chile?," Occasional Papers, Institute of Latin American Studies, University of London, London.

7* Two notable exceptions to such an approach are the articles by Alejandro Jadresic (1990) "Transformación 
Productiva, Crecimiento y la Competidvidad Internacional. Consideraciones sobre la Experiencia Chilena," Pensamiento 
Iberoamericano, Vol. 17: 39-68 (also published in CEP A L  (1993) La Transformación de la Producción en C hile: Cuatro 
Ensayos de Interpretación, Colección Estudios e Informes de la C EP A L  No. 84, Santiago de Chile); and Andrés Velasco
(1994) T h e  State and Economic Policy. Chile 1952-92," en Barry P. Bosworth, Rüdiger Dombusch, and Raúl Labán 
(eds.) (1994) The Chilean Economy - P olicy Lessons and Challenges, Washington, DC: The Brookings Institution.

77 See for example Cristian Moran (1989) "Economic Stabilization and Structural Transformation: Lessons from the 
Chilean Experience, 1973-87," World D evelopm ent, Vol. 17, No. 4: 491-502; Ffrench-Davis & Muñoz G. (1990); Patricio 
Meller (comp.) (1990) "Resultados Económicos de Cuatro Gobiernos Chilenos: 1958-1989," Apuntes C IE P LA N  No. 89, 
September 1990; Angelí (1993); Alan Angelí (1993) "The Transition to Democracy in Chile: A  Model or an Exceptional 
Case?," Parliam entary A ffairs, Vol. 46, No. 4, October 1993:563-578.
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1.4. The-W orking Hypothesis: E conomic C hange and Institutional C hange 

in C hile

The thesis starts from the working hypothesis that the so-called Chilean ‘economic 

miracle’ is related to a policy and institutional change carried out there since the mid-1970s, 

that is, when the military seized power afrer the economic and political crisis exploded 

during the government of the Unidad Popular?1

On September 11th, 1973, in an environment o f growing political mobilization and 

polarization, mounting inflation, general economic crisis, and institutional decomposition,7 * * * 11’ 

the military intervened, overthrowing President Salvador Allende and his left-wing populist 

government.“  The Congress was closed, political rights suspended, and political parties 

were banned. Between 1973 and 1989, the country was ruled by an authoritarian rightist 

regime presided over by General Augusto Pinochet, the head of the Army. Chilean 

democracy, which had lasted uninterrupted for over forty years, ended abruptly and was 

followed by almost seventeen years during which political rights were restricted, political 

opposition repressed, and human rights suffered continuous violations and limitations.*1

During this period, a deep shift in both state policy and institutions surrounding 

economic activity and government policy making was carried out, aimed at substituting a 

model o f  inward-oriented state-led import substituting industrialization (ISI), for an 

outward-oriented model based on free markets, competition, reduced state intervention,

7* ’‘Popular Unity**, a coalition between the Socialist and the Communist Party, and other center-left and left-wing 
groups backing the Presidency of Salvador Atiende.

7’ See Arturo Valenzuela (1978) The Breakdown o f  Democratic Regimes - C hile, Baltimore: The John Hopkins 
University Press.

SO
See Sergio Bitar (1986) Chile. Experim ent in  Democracy, Philadelphia: Institute for the Study of Human Issues; 

Jeffrey D. Sachs (1989) "Social Conflict and Populist Policies in Latin America," N B E R  Working Paper No. 2897, March 
1989, Cambridge, M A.; RQdiger Dornbusch and Sebastián Edwards (1989) "Macroeconomic Populism in Latin America," 
N BER  W orking Paper No. 2986, May 1989, Cambridge, MA.; Felipe Larrain and Patricio Metier (1991) "The Socialist- 
Populist Chilean Experience: 1970-1973," in Rüdiger Dornbusch and Sebastián Edwards (eds.) The M acroeconom ics o f  
Populism in Latin Am erica (Chicago: The University o f Chicago Press) [first published in Spanish: “La  Experiencia 
Socialista-Populista Chilena: La Unidad Popular, 1970-1973," Colección E studios CIEPLAN, No. 30, December 1990: 
131-196]; Fontaine (1993); Angeli (1993); Pablo Baraona Urzúa, Martin Costabai Liona &  Alvaro Vial Gaete (1993) M il 
Dias, M il P or C iento  - La Economia Chilena durante e l Gobierno d e A llende, Santiago de Chile: Universidad Finis 
Terrae; and Alvaro Bardón Muñoz (1993) Una experiencia económica fa llid a  - C rónicas económicas (¡971-1973) sobre 
e! Gobierno de la U nidad Popular, Santiago de Chile: Universidad Finís Terrae.

11 See Valenzuela (1978); Angeli (1993); Collier and Sater(1996) (Part V).
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private entrepreneurship, and openness to international trade.”  This policy shift aimed at 

overcoming the traditional problems faced by the Chilean economy and to accelerate its 

pace o f growth. As I will demonstrate below, this policy and institutional change, 

traditionally called either ‘monetarist* * or ‘neo-liberal experiment,* constituted a major break 

with the past.*3

Since the aftermath of the Great Depression, all the successive governments* 

attempts to overcome Chile*s manifest economic problems (i.e., slow and unstable growth, 

persistent inflation, and recurrent balance of payments problems) were based on an active, 

and expanding, role of the state and public agencies, aimed at intervening in the economy to 

promote industrialization through public entrepreneurship, price and wage controls, 

protectionism, industrial policy, and aggregate demand management (see C hap ter Five).*4 

All attempts to foster economic development until the mid-1970s can be classified under the 

label o f an “autarkic, non-market capitalism’*,’5 that is, a setting in which there was private 

ownership of the means o f production but the operation o f  the market as the mechanism to 

allocate resources and orient economic activity was drastically curbed and the domestic 

economy largely closed.*4 The Unidad Popular's program towards socialism represented 

only the last and most dramatic attempt to grant the state virtually complete control over the

See Foxley (1983a); Vergara (I98S); Bardón, Carrasco &  Vial (1985); Edwards and Edwards (1991); Daniet L. 
Wisecarver (ed.) (1993) E l Modelo Económico C hileno, (2nd. edition) Santiago de Chile; C INDE-PUC.

”  See Moulian (1982); Foxley (1983a); Vergara (1985); Bardón, Canasco & Vial (1985); Muñoz Gomé (1986); 
O'Brien (1985); Fontaine Aluunate (1988); Karen L. Remmer (1989a, 1989b); Silva (1993a); Fontaine (1993); Angelí 
(1993); Rabkin (1994); and Valdés (1995).

94 See the articles contained in Zahler, Tironi, et at. (1978). See also Tomás Moulian (1983) Democracia y  Socialismo 
en Chile, Santiago de Chile: Ediciones FLACSO ; Marshall R. (1984); Foxley (1985), p. 103; and Andrés Velasco (1994) 
“The State and Economic Policy: Chile 1952-92," in Bosworth, Dombusch, and Labán (eds.) (1994).

*S See Carlos H. Waisman (1992) "Capitalism, the Market, and Democracy," in Gary Marks and Larry Diamond (eds.) 
Reexamining Democracy, California: Sage.

94 Already in 1956, Nicholas Kaldor wrote: "The difficulties in countries like Chile arise from the fact that 
Government, under the influence of varying political pressures, have been ready to renounce the use o f the impersonal 
market as an arbiter without erecting any effective alternative instrument for harmonising or compromising between 
particular interests and the general social interest The Chilean Governments have long ago lost any innate inhibitions 
against State interference in economic life, and pursued a policy of intervention with a multiplicity o f detailed and 
complicated controls— such as quantitative import regulations, multiple exchange rates, credit controls, discriminatory tax 
concessions and so on— without any clear overall view of either the basic objectives which these instruments were 
intended to serve, or o f any overall attempt to assess their efficacy in relation to such objectives.** Nicholas Kaldor (1956) 
“Economic Problems of Chile," pp. 234-235.
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economy.*7 The abandonment o f  these principles and the shift towards a model o f  “market 

capitalism” meant a major change in state policy, a change o f  the whole policy regime under 

which economic policy had been carried out in Chile for almost four decades (see C hapter 

Six).

Indeed, until the early 1970s Chile was characterized as being the Latin American 

country with the highest degree o f active state interventionism in and dirigisme o f the 

economy, surpassed only in 1961 by socialist Cuba.“  The continued expansion o f the 

functions and economic activities o f the Chilean state, particularly since the 1940s, is a fact 

which has been noted and described by most o f the literature (see C hapter Five). Thus, the 

idea o f liberalizing the economy and imposing market mechanisms was a dramatic departure 

from the consensus that had dominated the policy discussion in the country for more than 

three decades.“9 It implied leaving prices to move freely according to the rules o f supply and 

demand and competition, opening the economy to foreign trade and thus subjecting 

domestic firms to foreign competitors; expanding the opportunities for private 

entrepreneurship; strengthening the recognition and protection o f private property rights; 

and drastically reducing the role and size of the state, drawing it back from productive 

activities and reducing the scope for intervention (which had been traditionally justified as a 

tool to foster industrialization, full employment, and social redistributive justice). The huge 

concern and protest among consumers, producers, and commercial sectors when the military 

government announced that most prices would no longer be controlled illustrates the 

mentality forged behind such consensus.* 90

17 See Felipe Larrain and Patncio Meller (1991) "The Socialist-Populist Chilean Experience: 1970-1973," in RQdiger 
Dombusch and Sebastián Edwards (cds.) The M acroeconom ics o f  Populism in Latin Am erica (Chicago: The University o f 
Chicago Press).

“  Valenzuela (1978), p 13
t9

See Foxley (1983a); Vergara (198$). MuAoz Gom i (1986); Joseph Ramos (1986) Neoconservative Econom ics in 
the Southern Cone o f  Latin America, 1973-1983, Baltimore, Maryland: John Hopkins University Press; Edwards and 
Edwards (1991); Oscar Muñoz G. &  Hector Schamis (1992) “Las Transformaciones del Estado en Chile y la 
Privatización," in Joaquin Vial (comp.) (1992) ¿ A donde va America Latina? - Balance de las Reform as Económ icas, 
Santiago de Chile: Corporación de Investigaciones Económicas para Latinoamérica, C IEPLAN : 277-301; and Wisecarver 
(ed.) (1993). On the “consensus" underlying Chile 's stale economic policy, see Moulián (1982).

90 .
This measure (Decree-Law D.L. No. 522, 15 October 1973) was finally accepted and implemented by the military 

in the government once they were persuaded by "the economists" that it was the only way to stop the acute shortage o f 
consumer goods, hoarding, the queues, and the wide-spread black-market. At the same time, it was agreed to keep 33 
headings o f goods and services under the regime o f price control and another 18 for which the providers and traders were
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Almost all policy measures implemented by the so-called “Chicago-boys”—the 

civilian economists and policy-makers who designed and conducted economic policy under 

the military government91 92— were met from the very beginning with strong criticism (or, in 

the best case, with skepticism) by most economists, social scientists, and politicians outside 

the government, who considered the reforms an ‘experiment* condemned to fail, 

compromising the future o f the country in the long-term.”  These economic measures were 

also heavily criticized by supporters o f the military government, in particular by those 

sectors identified with nationalist and corporatists ideas, and—with varying intensity over 

time—by traditional agricultural producers, industrial entrepreneurs, retailers, and 

professional associations with a long tradition o f influence within the public sector and 

sympathetic towards the military government (e.g., the Institute of Engineers).93

In fact, the implementation o f  the so-called “neo-liberal** reforms—initially justified 

as measures aimed at stopping inflation and stabilizing the economy after the crisis exploded 

during the three years of the Vnidad Popular government and then intended to restructure 

the economy for accelerating economic growth—were accompanied by price increases, a 

large number o f bankruptcies and massive unemployment. In the face o f the strong 

competition crated by price and trade liberalization, deregulation, and the end o f most state 

subsidies, special regimes, and protection for domestic producers, thousands o f firms went 

bankrupt, closed or had to reduce drastically their size and number of employees.94 * The 

sharp reduction in the size and activities o f the state aimed at reducing the deficit of the

obliged to inform the government before iny change. See Fontaine Aldunate (1988), pp. 47-48, and 51-57. See also 
Bardón, Carrasco & Vial (1985), pp. 38-39, and Wiseearver (ed.) (1993), p. 28.

91 They were known as the “Chicago-boys" due to the fact that many of them had post-graduate studies in the School 
of Economics of the University of Chicago, and shared many of the ideas and policy orientations associated with the work 
of Jacob Viner, Milton Fnedman, Arnold Harberger, Theodore Schultz, George Stigler, and Gary Becker. See Valdés
( 1995); and Fontaine Aldunate (1988).

92
cf. Ricardo Ffrench-Davis (1982) "E l Experimento Monetarista en Chile: Una Síntesis Critica," Colección Estudios 

CIEPLAN, No. 9, December 1982: 5-40, Foxley (1983a); Muñoz Gomá (1985, 1986); Meller (1986) "E l fracaso del 
Neoliberalismo en Chile," Economía^ No. 83, agosto 1986, Instituto de Investigaciones Económicas, Universidad Central 
del Ecuador 107-121.

93 cf. See Vergara (1985), pp. 44-69; Fontaine Aldunate (1988); Remmer (1989b); and Silva (1993a).

94 See the articles contained m “Revisión de la Reforma Comercial Chilena”, Colección Estudios CIEPLAN, No. 35, 
September 1992, (Special issue). In particular, see the articles by Patricio Meller (“La Apertura Comercial Chilena:
Lecciones de Política"; pp. 9-54) and Alejandra M izala (“Las Reformas Económicas de los Años Setenta y  la Industria 
Manufacturera Chilena"; pp. 153-199).
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public sector and its direct entrepreneurial role in the economy also contributed to increasing 

the number o f the unemployed.

The military government reacted to the protests by limiting the rights o f association, 

assembly and free press, and introducing repressive measures against union leaders and 

popular demonstrations of protest; but also through an assertive ideological discourse 

against ‘particular interests’ and ‘state paternalism’, in favor o f  greater ‘individual economic 

freedom’, emphasizing the aggregate benefits of freer markets and trade, competition, 

private entrepreneurship, innovation, and the mid- and long-term effects o f  the measures 

adopted for the national economy and the general welfare o f  the population,”  conceived o f 

as “the consumers.” This discourse was accompanied by institutional changes which 

reduced the room for influence by interest groups within the state and a purposeful 

enforcement o f the general, “neutral” and “non-discriminatory” character o f the measures 

and rules introduced—avoiding ‘exceptions* and ‘special cases’—oriented to gain 

credibility, confidence, and legitimacy among consumers, domestic and foreign 

entrepreneurs and investors, and the general public, on the reality and “fairness” o f  the new, 

free-market, rules (see C hapter Six).

At least until 1987, most economists and social scientists outside the government 

and those scholars linked to the ‘structuralist’ and ‘dependencia* traditions o f  thinking, 

skeptical about market mechanisms, private entrepreneurship, and free international trade, 

continued to condemn the ‘neo-liberal* economic model as a total failure ('fracaso*), 

predicting that it would prevent “for decades” the achievement of dynamic economic 

growth, the generation o f employment, and a reduction in poverty.”  According to many o f 

them, one o f the prime tasks o f the first democratic government after Pinochet would be the 

reversal o f many o f the key features o f the ‘harmful neo-liberal experiment.** 97 *

Sec Rachet A. Schurman (1994?) “Chile 's New Entrepreneurs and the 'Econom ic Miracle': Product o f Culture, 
Ideology, or Policy?," University of California, Berkeley, (mimeo). See also Vergara (1985).

On the "collapse" and unsustainability of the market liberalization "experiment", see, for example, Foxley (1985); 
Vergara (1985); Oscar MuAoz (1985) "Chile: El Colapso de un Experimento Económico y sus Efectos Políticos"; Muñoz 
Goma (1986), pp. 293-323; Mellcr (1986) "E l fracaso del Neoliberalismo en Chile"; and Laurence Whitehead (1987) "The 
Adjustment Process in Chile: A  Comparative Perspective," in Rosemary Thorp and Laurence Whitehead (eds.) Latin 
American D ebt and th e Adjustm ent Crisis, Hong Kong: S t  AntonyVThe Macmillan Press, pp. 143, 153-158.

97 cf. Alejandro Foxley (1983b) "Después del Monetarismo," in Foxley et a!, (eds.) Reconstrucción Económ ica para  
la D em ocracia, Santiago de Chile: C IEPLA N , pp. 42-44; Alejandro Foxley (1985) Para una D em ocracia E stable -
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When it became evident that these forecasts were wrong, the critics argued that the 

improved economic performance resulted from some “pragmatic corrections” or “departures 

from neoliberal orthodoxy” introduced in economic policy around 1985.** However, such a 

point seems rather rhetorical, since the changes experienced in the government’s economic 

policy were adjustments within the model that had been imposed since 1975, rather than 

departures from it (see C hapter Six). Nevertheless, today those economists who were the 

most fervent intellectual critics o f the ‘neo-liberal’ economic reforms and who have 

performed after the return to democracy ministerial and key policy-making responsibilities 

within the two governments o f the center-left Concertación de Partidos por la 

Democracia,w have continued and strengthened the economic model or “policy regime” 

introduced during the Pinochet government,* 100 which has been accompanied, until this date 

(December 1997), by more than thirteen consecutive years o f high and sustained rates of 

economic growth, falling inflation rates, increasing employment, and unparalleled economic 

stability.101 * Since the mid-1980s, savings and investment ratios have also experienced a 

sustained increase, reaching levels never seen before in Chile’s economic record.

Since 1983—and after a deep crisis provoked by a combination o f (a) serious 

government policy mistakes, (b) a dramatic fall in the terms o f trade, (c) the world economic 

recession, and (d) the sudden rise o f  international interest-rates during the early 1980s which

Economía y  Política, Santiago de Chile: C IEPLA N . and Oscar Muñoz (1987) "Industrializzazione e sviluppo," in Alberto 
Cuevas (ed.) (1987) Autoritarism o r  Democraxia in  C ite, Roma: Edizioni Lavoro. See also Edwards and Edwards (1991).

M See, for example, Cristian Moran (1989), Eduardo Silva (1993b) "La  Política Económica del Régimen Chileno 
Durante la Transición: Del Neo-1 ibera)ismo Radical al Neo-liberalismo ’Pragmático*," in Paul W. Drake &  Iván Jaksic 
(eds.) El D ifícil Camino H acia ¡a Democracia en Chile 1982-1990, Santiago de Chile: FLACSO ; Silva (1993a); Angelí 
(1993); and Ffrench-Davis & Labán (1995)

"Coalition of Parties for Democracy,” a coalition between the P artido Demócrata Cristiano (PD Q , Partido 
Socialista (PS), Partido Por la Democracia (PPD), Partido Radical Social-D em ócrata (PRSD), plus about twelve other 
smaller political groups.

100 For example, the Chnstian-Democrat Alejandro Foxlev (Finance Minister, 1990-1994), the Socialist Ricardo 
Lagos (Minister of Education for 1990-1993; and Public Works Minister since 1994), Roberto Zahler (Central Bank 
Directory Board during 1989-1996), Jorge Marshall (Under Secretary of Economy during the 1990-94 government, and 
currently vice-president o f the Central Bank); the Socialist Carlos Ominami (Minister of Economy during 1990-1993); the 
Socialist Alvaro Garcia (Under Secretary of Planning for 1990-1993, and Minister o f Economy since 1993); the Christian- 
Democrat José Pablo Arellano (National Director of Budget, since 1990); and the Chnstian-Democrat René Cortázar 
(Minister of Work and Social Security, 1990-1994). On economic policy continuity, see Alan Angelí (1993) "What 
Remains of Pinochet’s Chile?," Occasional Papers, Institute of Latin American Studies, University of London.

101 See EC LA C  (1996) Statistical Yearbook o f  Latin America and the Caribbean * ¡995, and issues of the former
years (UN Economic Commission for Latin America and the Caribbean, Santiago de Chile). See also Ffrench-Davis & 
Labán (1995), pp. 49-76.
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triggered the so-called “debt-crisis” that hit most Latin American economies102— the Chilean 

economy experienced dynamic and sustained recovery and growth (see C hapters Two and 

Six). This ‘miraculous’ performance attracted the interest of other Latin American 

governments and policy-analysts, who started to look at it as a possible source o f lessons 

that could be used in attempts to improve the relatively poor performance o f their countries 

since 1980.

Today, the success o f  the economic model implemented in Chile since the mid- 

1970s seems to have forged a new policy and political consensus.103 The high and sustained 

rates o f  output growth, the relatively low and falling inflation rates, the low levels o f  

unemployment and the reduction in poverty achieved under this policy regime that have 

accompanied the return of democracy since 1990 have contributed to legitimize both the 

market economy and the recovered democratic political system.104 Moreover, during the 

1990s, at the same time as foreign investment has soared, Chilean private enterprise and 

capital have started to acquire an increasing presence in other Latin American countries, 

becoming one the major investors in Argentina, Bolivia, and Peru, a development that 

nobody could ever have imagined in the past.

To sum up, the pattern of economic performance observed during the last years 

constitutes a phenomenon without precedents in Chile’s historical record, at least during this 

century. The achievement of such a pattern of high and sustained growth took by surprise 

most political-economists and policy analysts—critics of the Pinochet government and its

See Carlos Diaz Alejandro (1987) "Some Aspects of the Development Crisis in Latin America," in Thorp and 
Whitehead (eds.) Latin American Debt and the Adjustm ent Crisis, Hong Kong: SL Antony*s/The Macmillan Press; and 
Barbara Stallings and Robert Kaufman (eds.) (1989) Debt and D em ocracy in Latin America, Boulder, Colorado: 
Westview Press.

cf. Rhoda Rabkin (1994) "The Lessons of Chile: Economic Expertise, Social Learning, and the Consolidation o f 
Market Reforms," Paper presented at the 18th International Congress of the Latin American Studies Association (March 
10-12, 1994) in Atlanta, Georgia.

104
See Verónica Momeemos (1993) "Economic Policy Elites and Democratic Consolidation," Kellogg Institute 

Working Paper »191. M ay 1993, University of Notre Dame; Fontaine (1993); Oscar Muñoz Gomá (1993) "Hacia el 
Estado Regulador," in Oscar Muñoz G., (ed.) D espués de las Pnvanzaciones: H acia el Estado Regulador, Santiago de 
Chile: Corporación de Investigaciones Económicas para Latinoamérica, C IEPLA N , pp. 19-22; Rabkin (1994); Bany P. 
Bosworth, Rüdiger Dombusch, and Raúl Labán (eds.) (1994) The Chilean Econom y - Policy Lessons and C hallenges, 
Washington, DC: The Brookings Institution; Alan Angelí and Benny Pollack (1995) T h e  Chilean Elections o f 1993: from 
Polarisation to Consensus," in Bulletin o f  Latin Am erican Research, Vol. 14, No. 2: 105-125; and Eduardo Silva (1996) 
"The Business-State Nexus in Chile's Economic Transformation, 1975-1994," Com parative Politics, Vol. 28, No. 3, April 
1996: 299-320.
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liberal economic policy reforms— who had instead predicted long-term depressive economic 

conditions.

It is worth asking about the factors that have made possible such an improvement in 

Chile’s long-term patterns o f economic growth. What are the relationships between the 

policy regime change and the performance change? This question is difficult to answer in a 

precise, accurate, and exhaustive way, and any attempt to do this will open room for 

polemic. On the one hand, there is no single factor which can explain differential patterns o f 

economic growth. One the other hand, still today there is no agreement among economists 

and social scientists about the ‘proximate* sources of growth, even less about the ‘ultimate* 

ones (see C hapter Three), Moreover, I think there is no way to “prove** or “demonstrate” 

that the change in the pattern of growth experienced by the Chilean economy was due to a 

certain precise combination o f factors. All that is possible is to analyze the facts in light of 

competing theories and to asses the explanatory power o f the hypotheses generated by them 

according to the historical evidence, trying to provide a “story** which would be able to 

explain better the facts under analysis, contributing thus to improve our theoretical 

understanding o f complex outcomes. Even if such limitations could make this endeavor 

appear a negligible one, I am driven by the conviction that, in many areas, social research 

has no other way to advance our understanding, at least in the current stage of its theoretical 

and methodological development. As one of my professors wisely advised me, “It is better 

to be approximately right than precisely wrong.**

1.5. T h e  T h e o r e t ic a l  A p p r o a c h

The thesis works out an approach which develops and uses the notion o f  “policy 

regime** to mean a certain set of policies and institutional arrangements which last longer 

than the duration o f a single government,109 and looks at the degree and kind of 

discretionary administrative authority (DA) over the economy granted to the state and the 

polity under different policy regimes as the key variable in order to provide a tentative

105 For a detailed treatment of the notion of “policy regimes” and “policy regime change” see Chapter Four.
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explanatory approach to contrasting patterns of aggregate economic performance (relative 

stagnation or sustained growth).106

My theoretical framework distinguishes between the predominance o f either 

4economic exchange’ or ‘political exchange* as the main sources o f  opportunities for 

making profits and wealth within a given policy regime. This distinction is rooted in Max 

Weber’s characterization of modem capitalism and the forms o f  entrepreneurship, and in the 

contributions made by recent theories o f collective action, rent-seeking, transaction costs, 

property rights and institutions as factors shaping a country’s economic performance 

patterns.107

The room for ‘political exchange’, I argue, depends in large measure on the degree 

of administrative discretionary authority (DA) enjoyed by the state and the polity to set and 

alter economic policy over time or to conduct it in a piecemeal and discriminatory fashion. 

The greater the degree of DA enjoyed by the government to alter the “rules o f the game” for 

the action o f  economic agents and to introduce special measures and discriminations 

between sectors, activities, and social groups (what I have termed *horizontal DA’), the 

greater will be the room for ‘political exchange* and its importance in shaping the 

opportunities for economic rents. On the basis o f a Weberian approach to economic action 

as well as other theories of collective action, I argue that the greater the importance of 

political exchange in shaping the opportunities for profits, the smaller will tend to be the 

incentives for productive, efficiency-enhancing entrepreneurship, long-term investments, 

and innovation (see Chapter Four).

Starting from the observation that the Chilean economy has experienced a marked 

change in its long-term pattern of economic performance, from a slow, unstable, and 

stagnant pace o f  growth observed during the 1950s and 1960s, towards one of more rapid 

and sustained expansion since 1976,1 set up a working hypothesis that this change is related 

to the policy and institutional change carried out in Chile during the 1970s—rather than to 

‘external* causes (like changing economic conditions affecting Latin America, a change in 

the international price o f certain goods, i.e., copper) or ‘natural* causes (e.g., the discovery

tot
On ’discretion’ and 'discretionary administrative authority*, and its effects on economic action, see Chapter Four.
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o f new natural resource, the annexation of new territories, or demographic factors). 

Furthermore, I assert that the policy-regime shift modified some key features which define 

the set of opportunities and incentives for the behavior of economic agents, shaping 

aggregate outcomes in terms of the country’s economic performance pattern.10* In particular, 

I argue that the change in the degree o f discretionary authority (DA) over the economy 

granted to the state and the polity, along with the set o f  rules in which it was embedded, 

played a key role in improving the prospects for a more dynamic pattern o f growth by 

reducing the room for political exchange vis-à-vis the room for economic or market 

exchange.1”  That is, the change in the nature of “state involvement” in the national economy 

would constitute a crucial part of the explanation of the shift in Chile’s pattern o f  economic 

performance."0 It is thus not only a simple (and simplistic) matter o f ‘state-or-market’, but 

rather the nature o f  the institutional framework in which both economic agents and  market 

forces act, outside and inside the state.

This approach differs thus from other alternative political-economy theoretical 

frameworks which stress ’political regime type’, ’military rule’," 1 ’inequality’, ‘socio

political instability’, productive specialization, ’dependency’, and ‘state-autonomy’ as 

determinants o f a country’s economic growth patterns"1 in that it emphasizes the role of 

institutions in defining the set of opportunities and alternatives created for the action of 

profit-oriented economic agents (individuals, groups, and firms), shaping aggregate social 

outcomes."3 According to this approach, whose bases I trace back to the theoretical 107 * * 110 111 * *

107 See Cbapten Three St Four.

10* On the concept of ’policy regime’ and ‘policy regime change*, see Chapter Four.

*”  For a definition of “discretionary authority”, which distinguishes it from both “arbitrariness" and “bounded 
authority", see Chapter Four.

110 Evans (1995) wrote: “state involvement in the process of accumulation may be an essential ingredient in the 
promotion of growth and transformation." (p.35)

111 The fact that such a policy and institutional change was earned out during an authoritarian military regime does not 
explain by itself either the content nor the results of the measures adopted, since most Latin American countries have 
suffered military dictatorships and attempts to impose drastic economic changes. However, these experiences have usually 
ended in economic and/or political crisis.

111 For a discussion of these approaches, see Chapters Three, Four St Seven.

" 3 Alan Angelí has asserted: "To explain thoroughly the failure of governmental policies, there should be considered 
institutional factors such as the uneasy relationship between the President and the Congress, the frequency and sequence of 
the elections, the system by which it was possible to elect presidents with just a minority o f votes, etc." Alan Angelí 
(1993) Chile deA lessandri a Pinochet: En busca d e la  utopia, Santiago de Chile: Editorial Andrés Bello, p. 90.
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contributions*of Max WeBer, Ronald Coase, Mancur Olson, James Buchanan, and Douglass 

North, “institutional differences produce economic consequences.”114 Some institutional 

arrangements tend to promote economic growth, whilst others tend to retard it. The issue o f 

what are the characteristics o f such growth-promoting institutional arrangements is a topic 

treated in detail in the last part of C hap ter Three, whilst a ‘model* to explain Chile*s 

economic performance based on such a framework is developed in C hapter Four.

1.6. T h e  R e s e a r c h  Q u e s t io n s

In order to tackle the issues raised in this introduction, I have selected the following 

general research questions to orient and cany out my inquiry:

1. Has there been a substantive change in Chile’s long-term pattern o f economic 

performance during the period 1950-1995? [Chapter Two]

2. If so, What are the characteristics o f the observed change in the Chilean pattern 

of growth? Has there been a genuine improvement in the pattern o f economic 

performance? [Chapters Two and Six]

3. Where can we locate the ‘turning-point* for such a pattern change? [Chapters 

Two and Six]

4. Has Chile changed its relative position regarding economic performance in 

comparison with other Latin American economies? Is there a correspondence 

between the change experienced by the Chilean economy regarding its own 

historical record and the change it has experienced regarding the performance o f 

other Latin American economies? [Chapter Two]

5. Can we sustain the assertion that the achievement o f  high and sustained rates o f 

economic growth observed in Chile is a characteristic o f the last twelve years at

114 Douglass C. North (1989) “Institutions and Economic Growth: An Historical Introduction," W orld D evelopm ent, 
Vol. 17, No. 9, p. 1319.
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best, as most scholars have suggested? Or, rather, does it constitute a part of a 

pattern whose origins can be traced back to an earlier date? [Chapter Two]

6. If this is the case, how can such a change in the long-term patters o f economic 

growth be explained? How ‘powerful’ are traditional explanations o f the poor 

performance o f the Chilean economy during the 1950s and 1960s in accounting 

for the pattern-change observed in recent times? [Chapters Six and Seven]

7. Furthermore, could the observed economic change be explained by an external 

factor like the international price of copper (Chile’s traditional main export), as 

some scholars have suggested? [Chapter Two]

8. Could this change be explained by socio-political factors like political-regime 

type (democracy/autocracy), income inequality, or socio-political instability, as 

some recent ‘new political-economy* theories suggest? [Chapter Three]

9. Or, could it be explained by the adoption o f a “strong deve lo p m en ta l state 

which became directly involved in the process o f  accumulation”, as ‘neo-statist* 

theories would suggest? [Chapters Three and Seven]

10. Can the timing o f the observed growth pattern-change be related to a policy 

regime shift? [Chapters Four, Six and Seven]

11. If so, what are the main characteristics of the policy regime shift (policies and 

institutions)? What are the key differences between each policy regime and how 

could such differences account for the change in the patterns o f economic 

growth? [Chapter Four, Five, Six, and Seven]

12. Are there some theoretical and policy lessons to be drawn from the analysis of

* the Chilean experience that may be included in a more general approach to the

problems of country’s economic growth and performance? If  so, which 

specifically? [Chapter Seven]
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1.7. I n t e r e s t  in t h e  C h ilea n  C a s e

Beyond my personal interest in understanding the factors that have shaped Chile’s 

economic performance, 1 argue that the analysis of the Chilean case contains a more general 

interest for social scientists concerned with the issues o f development and economic growth 

since it offers an opportunity to improve our theoretical understanding o f the relationships 

between institutions, state involvement, and economic performance. ,

Indeed, even though the Chilean ‘economic miracle* seems rather modest if  

compared with the high and sustained growth achieved by some East Asian economies, it 

does constitute an interesting case for analysis for four reasons. First, it is the non-Asian 

economy that has experienced the fastest growth in the world for the last decade and more, a 

time when most Latin American countries have experienced economic stagnation. Second, 

this new performance pattern seems to contrast sharply with Chile’s former traditional 

historical record. Third, it is a case o f high and sustained growth in a middle-income 

country, not in a poor one; that is, the rapid economic growth starts from a relatively ‘high’ 

income level.115 And, fourth, Chile experienced a dramatic shift in economic policy, 

institutions, and state involvement during the second half o f  the 1970s, being the first 

country to embrace a process o f structural reform116 and is the place where the reforms have 

reached the highest degree of both depth and consolidation."7 Therefore, Chile does offer an 

interesting case to compare performance under two different policy regimes and institutional 

arrangements, which could help us to partially overcome some of the methodological 

problems faced by studies of the “East Asian miracle.’’111

115 I am grateful to Carlos W inognd for bringing m y attention to this fact

116 Christian Upper brought my attention to this point

1,7 cf. John W illiamson (ed.) (1990) Latin Am erican Adjustm ent: How M uch H as Happened?, Washington, DC: 
Institute for International Economics; Stephan Haggard & Robert R. Kaufman (eds.) (1992) The P olitics o f  Economic 
Adjustm ent - In ternational Constraints. D istributive C onflicts, and the S ta te, Princeton, New Jersey: Princeton University 
Press; Jose Maria Fanelli, Roberto Frenkel, & Guillermo Rozenwurcel (1992) “Crecimiento y Reforma Estructural en 
America Latina. La Situación Actual,“ in Joaquin V ial (comp.) (1992) ¿Adonde va America Latina? ~ B alance de las 
Reform as Económ icas (Santiago de Chile: Corporación de Investigaciones Económicas para Latinoamérica, C IEPLAN : 
15-77); M u ío z  G. &  Schamis (1992) “Las Transformaciones del Estado en Chile y  la Privatización," also in Joaquin Vial 
(comp.) (1992), 277-301; and John Williamson (ed.) (1994) The P olitical Econom y o f  Policy Reform , Washington, DC; 
Institute for International Economics.

" *  See Michael Sarel (1995) “Growth in East Asia: What We Can and What We Cannot Infer From It," IM F  Working 
Paper No. 98, September 1995, International Monetary Fund.
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2. EXPLANANDUM: ECONOMICChapter Two —  THE 

PERFORMANCE-CHANGE IN CHILE

“Perhaps the most interesting feature o f the Chilean economy in the twentieth century, 
until 1970, is the com bination o f a development process with a slow  pace o f economic 
growth."
------ Jorge M arshall R ivera (1984) "Econom ics o f  Stagnation - Analysis o f the Chilean
Experience 1914-1970," unpublished Ph.D. Thesis, Harvard University, M a y  1984, p. 12.

2.1. Introduction

This Chapter aims to describe the pattern o f economic growth experienced by Chile 

during the last forty five years, and to compare it with the performance shown by five other 

economies of Latin America (Argentina, Brazil, Colombia, Mexico, and Venezuela). The 

main objective is to characterize the long- and medium- term growth trends o f the Chilean 

economy during the period 1950-1995, and to verify the apparent pattern-change that has 

taken place. The Chapter should answer the following research questions:

a) Has there been a change in the pattem of growth o f  the Chilean economy?

b) If so, what are the main characteristics of such a change?

c) Is it possible to locate the 'turning-point* for such a change? Did the observed 
trend towards high and sustained growth start in 1983, or can its origins be traced 
back further?

d) Has there been a change in the Chilean pattem o f economic growth relative to that 
of other Latin American economies?

e) What is the ‘sensitivity* o f the results to changes in the choice o f the year taken as 
the initial point of the new pattem?

2.2. Introductory words on “ E conomic Growth”

Economic growth is a measure o f the increase in the wealth of a  country over time.' 

Since Adam Smith, wealth has been measured by the total value of the product o f  a country

Rostow defines growth as *a regular expansion of output per head.’ W.W. Rostow (1963) “Introduction and 
Epilogue,” in W.W. Rostow (ed.) The Economics o f  Take O ff into Sustained Growth, London: The Macmillan Press, p. 
xvi. In the same volume, Simon Kuznets define modem economic growth as “a high and sustained rate of increase in real 
product per ca p ita ...” Sec his “Notes on the Take Off,” p. 22.
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relative to the size of its population. Hence, the product per inhabitant, expressed in a 

common currency and corrected by purchasing power, is a  measure o f countries’ wealth 

which allows us to compare different countries. From this perspective, to say that a given 

economy has grown faster than in the past, or regarding other economies, means that it has 

increased its yearly production and wealth per person at a faster rate.

Economic growth as a proxy for welfare gains results when the total product o f  a 

country grows at a faster rate than its population.2 In this way, the rate o f  growth o f per  

capita GDP constitutes a measure or indicator o f the country’s economic performance, 

independently o f the differences in the countries’ relative size, wealth, and population, thus 

providing a criteria to compare performance among countries during a given period, or 

within a single country through time. An economy can experience a real increase in its total 

product but still to show a zero or negative per capita growth if  the increase in production is 

counterweighted by an equivalent or faster population growth. Thus, if we say that a given 

country has experienced an annual per capita GDP growth of 2%, it means that this country 

has increased by two per cent its total output per inhabitant in one year.

Although economic growth may reduce poverty, it has nothing to do with the 

distribution o f wealth among the country’s population. A country can grow faster than 

others thus becoming richer faster  than they do and still maintain or enlarge the income 

differences among its citizens. Equally, a country that grows at a fast and sustained rate can 

reduce absolute poverty or misery at a faster rate than one which grows slowly, but, 

however, it could maintain the same (unequal) distribution o f income among its population 

or even enlarge it (that is, maintaining or increasing the degree of relative poverty). Thus, 

even though it constitutes a prerequisite for improving welfare, economic growth is a 

measure o f economic performance which says nothing about income distribution. This 

thesis is about Chile’s economic performance understood as the rate o f growth o f its Gross 

Domestic Product (GDP) per head.

Sec W.W. Rostow (1971) The Stages o f  Econom ic Growth (Second edition), Cambridge and New York, p. 9; 
Douglass C. North and Robert Paul Thomas (1973) The R ise o f  the Western World - A New Economic H istory, Cambridge 
University Press, pp. 1-3; and Douglass C. North (1981) Structure and Change in Economic H istory, New York; 
W.W.Norton, p. 22. See also Jorge Ahumada C  (1958) En Vex de la  M iseria, Santiago de Chile; Editorial del Pacifico 
(9th edition, 1973), pp. 51-53, and 63-64.
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2.3. A ‘Num eric’ Description  of Chile’s Patterns of Economic G rowth over 

the P eriod  1950-1995

During the period 1950-1995, Chile’s real per capita GDP rose from 2,244 dollars 

per inhabitant in 1950 to 4,908 in 1995, measured in constant international dollars (PPP) of 

1980; that is, per capita GDP experienced a total growth o f 118.7%, with an average 

compound growth rate o f +1.75% per year.3 However, growth was highly volatile* 4 over the 

years, as can be seen in C hart 2.1.

Chart 2.1—Annual Variations o f Per Capita GPP, 1950-1995._____

C h ile 's  Per capita G O P , 1950*1995. Annual va ria tio n s (in •/•).

fi f i C l f  f  9  f  ^  h h  « M A « « « «

Y t« r

Sources: 1950-92 from André A. Hofman (1996) fortheomuig-, 1993-95 firom E C LA C  (1996) Panorama Preliminar de la 
Economía de América Launa y  el Caribe * 1996, Decembcr 1996.

Except when specified otherwise, all the calculations of this chapter are expressed in constant international dollars 
(PPP) of 1980 and they are based on time-senes data provided by André Hofman (1992, and 1996) which cover the 1950- 
1992 penod and include comparable data for Argentina, Brazil, Chile, Colombia, Mexico, and Venezuela [André A. 
Hofman (1992) "Capital Accumulation in Latin America; A Six Country Comparison for 1950-89," Review o f  Income and 
Wealth, Series 38, No. 4, December 1992 365-391 (the issue includes a diskette with complete data series real GDP, 
population, gross investments, etc., for the period 1900-1989). Hofman has kindly provided me with a new revised series 
for the period 1950-1992. See Hofman forthcoming], The figures for the years 1993-1995 have been extrapolated 
and added to the Hofman’s senes using the data (annual growth rates) provided by the UN Economic Commission for 
Latin America and The Canbbean, E C L A C  (1996) Panorama Preliminar de la Economía de América Latina y  el Caribe - 
¡996, December 1996. For more details, see Appendix A.

4 Here, “Volatility" is defined as the degree of variation of the annual values (quantified by the Standard Deviation) 
during the period. “Volatility" is measured through the Coefficient of Variation (CV), which is the ratio between the 
Standard Variation of the observed annual rates and the Mean (or annual average rate). The C V  allows the comparison of 
variability among series which have different Arithmetic Means.

45



The institutional bases o f Chile’s  economic *m iracle ' —  Chapter U

C hart 2.1 shows the annual variations o f real per capita GDP during the period 

1950-1995, expressed in percentage terms—that is, the evolution o f the annual growth rates. 

Thus, the Chilean economy appears to have been unable to attain a stable and sustained pace 

of growth before 1984. In fact, during most part o f the 1950-1995 period, the Chilean 

economy shows a stop-and-go pattern o f some years o f growth followed by a fall in absolute 

terms in a typical pattern.5

The next section aims to disaggregate the pattern o f  growth experienced by the 

Chilean economy distinguishing ‘sub-periods’ and partial trends over the 1950-1995 period. 

It deliberately avoids the use o f any division into ‘periods* based on ‘external’ criteria such 

as historical or political events, forms o f government, political incumbencies, economic 

policy orientations, etc. This strategy constitutes an attempt to minimize or, at least to keep 

under control, the influence o f preconceptions on the search for trends and break-points; 

otherwise we would risk confusing description with interpretation.

2.3.1. Distinguishing ‘Sub-periods’ and Partial Trends in Chile’s Economic 

Performance

In order to dissagregate the growth performance experienced by Chile during the 

1950-1995 period, this section identifies sub-periods and partial trends according to the 

following two criteria:

a) A ‘sub-period* constitutes a consecutive number of two or more years in 
which per capita GDP experiences annual variations of the same sign (either 
positive or negative), calculated on a December-to-December basis. That is, a 
change in the sign of the annual percent variation observed by per capita 
GDP brakes-down the trend, generating a ‘sub-period*.

b) Those ‘sub-periods* shall be selected for the analysis that are characterized 
by both longer duration in number of years and greater average variation—  
either positive (+) or negative (-).

5 Cf. M ilton D. Lower (1968) “Institutional Bases o f Economic Stagnation in Chile,” Journal o f  Economic Issues, Vol. 
s No. 3, September 1968: 283*297. Writing during the late 1960s, Lower described Chile’s economic development 
iitem as characterized by “brief spurts of increasing per capita product alternating with long periods of stagnation and 
cline.” (p.288)
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It must be noted that the growth rate o f each period corresponds to the annual 

average compounded growth rate observed by per capita GDP calculated from the level it 

had at the end o f the first year o f the period and that observed at the end o f the last one 

(December-to-December). That is, the values reflect the annual average variation attained by 

per capita GDP between—rather than during—the first and the last year. Therefore, they do 

not reflect the performance observed during the first year, but that of the successive ones. 

Thus, for instance, the period 1971-1975 refers to the performance of the years 1972, 1973, 

1974, and 1975. This explains the overlap between the periods.

Table 2.1— ‘Periods’ of continued rise or fa ll in per capita GDP,
(Chile, 1950-1995)

‘Periods*
(Dec-Decl

. D u ra tio n  
(In years) ‘sien* v

A n n u a l average  com pound 
: ra te  o f  varia tio n  fin

1950-1953 3 + 2.84
1953-1956 a 3 - -1.92
1956-1958 2 + 4.08
(1958*59) 1 - -2.83

1959-1963 71 4 + 3.13
1963-1965 2 - •0.88
1965-1969 71 4 + 3.24
(1969-70) 1 - -0.01
(1970-71) 1 + 7.11

1971-1975 il 4 - -6.44
1975-1981 71 6 + 5.57
1981-1983 il 2 - -9.18
1983-1995 71 12 + 4.58

Notes: (1) The 'periods’ correspond to those consecutive years in which per capita GDP 
experiences a continuous growth trend— either to rise or fa l l— for two or more years. The rates of 
growth are calculated as the annual average compound variation experienced by the level of per 
capita GDP (in constant international dollars of 19S0) between December of the first year and 
December o f the last year of the penod. (2) The sign Si indicates the longer negative periods; 71 
indicates the longer growth periods. (3) Brackets contain a single year. (4) M y calculations on 
Hofman’s and E C LA C ’s data (see Appendix A).

Table 2.1 presents all the ‘periods* so identified with their respective duration, sign 

o f change, and the annual average rate o f growth. The rows in bold-type correspond to the 

seven sub-periods arising from the second selection-criterion. The years presented in 

brackets correspond to those single years in which the sign o f the variation did not last to the 

next year, they are not considered as a ‘period’. See also C h art 2.2 that presents the same 

information in a graphical way.
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Chart 2.2— Patterns of growth of per capita GDP by ‘periods1, Chile 1950-1995. * 56
Partial patterns of Chile's per capita GDP Growth by "periods”*, 

1950-1995 (in*/.).

(*): The horizontal line* show  Ih . annual average compound growth rate or those periods longer than one 
year in which tne annual variations of per capita G O P  do noi change  their sign (*/-).

Sources: 1950*92 from Hofman (1996); 1993-95 from E C LA C  (1996).

Let us first consider those periods in which per capita GDP experiences a continued 

absolute negative growth for two or more years. The worst in terms of the duration o f the 

fall in per capita GDP was that o f 1971-75 (4 years, 1972-1975), followed by that o f 1953-

56 (3 years) and 1981-83 (2 years). On the other hand, the worst period in terms o f  the depth 

o f the fall is that o f 1971-75 (a total negative fall of 23.4%), followed by 1981-1983 (-17%), 

and 1951-56 (-5.6).* Finally, the worst period in terms of the annual average variation o f 

per capita GDP is that of 1981-83 (average fall o f 9.2% per year), followed by 1971-75 (- 

6.4% per year), and 1953-56 (-1.9% per year). See C hart 2.2 above.

Let us now turn to the periods in which per capita GDP has experienced a sustained 

increase in real terms. On the one hand, the best period in terms o f the duration o f the 

process o f  growth has been that o f  1983-95 (years 1984-1995), with a record of 12 years of 

continuous growth. It is followed by the period 1975-81 (6 years). Behind them are those of 

1959-63 and 1965-69 (4 years each). On the other hand, the best in terms of the annual 

jverage compound variation o f real per capita GDP is the period 1975-81 (+5.6% per year),
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followed by that o f  1983-95 (+4.6% per year). Behind them are placed the periods 1965-69 

(+3.2%) and 1959-63 (+3.1%). See C h art 2.2 above.

Chart 2,3— Chile’s real per capita GDP Growth» 1950*1995.

Growth of Chile's real per capita GDP, 1950-1995. 
(in constant international dollars of 1980)

Year

Sources: 1950-92 from Hofman (1996); 1993*95 from ECLA C  (1996).

To sum up, the period in which the Chilean economy has attained both more 

sustained (uninterrupted) and relatively ‘accelerated’ growth o f real per capita GDP has 

been that o f the last twelve years (1983-1995).* 7 It is followed by the period 1975-1981, 

which, although characterized by a faster annual average rate o f growth (5.6% per year 

against the 4.6% o f the 1983-95 period), lasted only six years, after which GDP dropped by 

about 16% (see C hart 2 3  above). In turn, the worst period in terms of the duration o f the 

decline appears to be that of 1971-1975, when per capita GDP experienced a continued fall 

during four years (1972-1975), at an average rate of -6.4% per year.

* Calculated as the change in the level of real per capita GDP of the last year of negative growth, over the level 
attained the year before the fall, expressed in percentage terms (e.g., the per capita GDP of 1956 over that o f 1953, both 
measured in international dollars of 1980).

7 According to an Official Report o f Chile’s Central Bank made public in March 1997, during 1996 G D P  grew at 
7.2%, which implies a per capita GDP growth of around 5.5%, indicating thus that the process of rapid growth has already 
completed 13 years and seems to continue. See El Mercurio, Santiago de Chile, 25 March 1997.
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Until here our description o f  Chile’s pattern o f economic performance during the 

period 1950-1995 has focused on the partial trends o f growth over the years according to 

their sign (either positive or negative growth), its duration in time, and its relative numeric 

or percentage value > thus deliberately avoiding any division into periods based on ‘non- 

numeric* criteria. That is, the evolution o f per capita GDP growth has been treated in 

abstract, without any reference to either the relative performance o f other economies or 

factors o f any kind surrounding the Chilean economy. It this way, it can be said that these 

sub-periods and partial trends “arise from the data.”

The results obtained so far indicated that economic growth has tended to be both 

more stable and faster after the 1971-1975 period (see Table 2.2).

Table 2.2— Trends of growth of Chile’s p e r capita GDP

Period rate of crowth (%Y*‘- -T C o lt  fL b irV a r.V  1
1950-95 1.75 2.91
1950-71 1.82 1.76
1971-75 -6.44 -0.81
1975-95 3.41 1.51

Sources: Hofman (1996). and EC LA C  (1996). M y calculations.
(•):“'Volatility" is measured through the Coefficient o f Variation (CV) which 
quantifies the variability (or Standard Deviation) of the annual growth rates 
over the Mean or annual average compound rate o f the period, so making 
possible a comparison o f variability among data-series which have different 
Arithmetic Means.

These results suggest the hypothesis that, around 1976, the Chilean economy 

experienced a change in the pattern o f  growth performance compared to the period 1950- 

1971. The new pattern clearly appears to be that of a more accelerated and sustained growth 

of the per capita product. The turning-point for this pattern-change is the period 1971-1975, 

when per capita GDP fell continuously for four years.

2.3.2. Chile’s Perform ance Relative to Five O ther Latin Am erican Economies

In this section, I compare Chile’s economic performance trends with those o f five 

other Latin American economies (Argentina, Brazil, Colombia, Mexico, and Venezuela) in 

order to characterize the relative performance o f the Chilean economy and to assess whether 

or not the observed evolution and pattern-change responds to a more general trend affecting
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other economies o f the region. It could well be the case that the observed change in the 

pattern o f growth experienced by the Chilean economy may be just part of a more general 

phenomenon affecting the region as a whole. The null hypothesis is that there is no change 

in the relative position filled by Chile within a group o f  six Latin American economies 

regarding the pace o f economic growth during the two sub-periods analyzed; the faster and 

less volatile pace o f growth shown by Chile during the 1975-1995 period may respond 

hypothetically to a general trend affecting other Latin American economies.

A comparison between the average annual compound growth rate of per capita GDP 

attained by Chile during the period 1950-1995 and the growth record o f five other Latin 

American economies during the same period reveals that the Chilean economy performed 

slightly below the sample’s average (see Table 2.3).*

Table 2,3— Per capita GDP Growth in 6 Latin American economies (1950-95).
Animal average compound • Total growth

growth rates fin %V: over the Deriod (In %)
Brazil 2.71 233.4
Colombia 2.17 162.6
Mexico 1.98 141.8
Chile 1.75 118.7
Argentina 1.25 74.6
Venezuela 1.08 61.9
Arithmetic average 1.82 ¡32.2

Sources: André A. Hofman (1996) forthcoming, and E C LA C  (1996) Panorama Preliminar de  la 
Economía de América Latina y  e l Caribe -1 9 9 6 , December 1996. M y  calculations.

Indeed, Chile’s average compound growth rate o f per capita GDP during the 1950- 

1995 period was 1.75% per year whilst average o f the sample was 1.82% per year, with 

Chile falling behind Brazil, Colombia, and Mexico (see Table 2 3  above).

Cf. André A. Hofman (1993?) “Chile’s Economic Performance in the 20th Century, A  Comparan ve Perspective," 
Estudios de Economía (Universidad de Chile), Vol. 20, Special Issue, pp. 1)3, 115. Cf. Ricardo Ffrcnch-Davis &  Oscar 
Muñoz G. (1990) “Desarrollo Económico, Inestabilidad y Desequilibrios Políticos en Chile: 1950-1989," Colección 
Estudios ClEPLAN, No. 28, June 1990, p. 143.
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C hart 2.4— Real Per Capita GDP Growth In 6 Latin American Economies, 1950-95.
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Sources: I950-92 from Hofman (1996); 1993-95 from EC LA C  (1996).

C hart 2.4 shows the evolution o f real per capita GDP for the six Latin American 

economies during the 1950-1995 period, expressed in constant international dollars o f  1980. 

It allows us to see that during this period Chile experienced two serious economic crises: the 

first took place during the years 1972 to 1975, and the second during the years 1982 and 

1983. The chart also reveals that whilst the decline experienced by the Chilean economy 

during the years 1982 and 1983 seems to be related (at least in part) to an external factor, 

since all the six countries show an abrupt drop in output during this period,’ the crisis which 

exploded in 1972 and continued until 1975 does constitute a totally idiosyncratic 

jhenomenon (also see Chart 2.8) and occurred when all other Latin American economies 

:ontinued to grow according to their former pattern. This crisis thus seems to have its causes 

n ‘internal* factors rather than in external ones. I stress this fact since it constitutes a key 

joint for the analysis o f Chile’s pattern o f economic performance and the identification o f 

he changes experienced in its long-term trends. * 52

Growth of real par capita GDP tn six Latin American countries, 
1950-1995 (in constant international dollars of 1980)

9
See Carlos Diaz Alejandro (1987) “Some Aspects o f the Development Crisis in Latin America,” in Thorp, Rosemary 

nd Laurence Whitehead (eds.) Latin American Debt and  the Adjustment Crisis, Hong Kong: S t  AntonyVThe Macmillan
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A comparison which only considers the average growth rates o f  the six economies 

over the entire 1950-1995 period misses the change in trend experienced by the Chilean 

economy over time. Let us divide the 1950-1995 period into the two sub-periods identified 

in the preceding section and exclude the negative years o f 1971-1975 from the calculations 

(the ‘turning-point’ period). When comparing the relative growth performance experienced 

by Chile during each of the two sub-periods (1950-71 and 1975-95) with that o f  the five 

other Latin American economies, the remarkable pattern-change experienced by Chile 

appears even more clearly (see Table 2.4).

Table 2.4— Per capita GDP Growth in 6 Latin American economies
_______________ under two periods (1950-71 & 1975-95).______________

Annual average compound growth rates (in %)
_______ 1950-1971 ~ 1975-1995
Chile 1.82 3.40
Argentina 2.25 0.28
Brazil 3.32 1.17
Colombia 1.96 2.11
Mexico 3.11 0.31
Venezuela 2.69 -0.79
Arithmetic average 2.53 1.08

Sources: Hofman (1996); and E C LA C  (1996). M y calculations.

From being the country with the slowest rate of growth during the first sub-period 

(1950-71), Chile becomes the economy with the fastest growth during the second one 

(1975-95). Moreover, the figures of the table also reveal that this change is not merely a 

result of worsening economic performance experienced by most countries: the growth rate 

attained by Chile during the period 1975-95 is not only far higher than that of the 1950-71 

period, but it is also higher than the growth rate experienced by the Brazilian economy 

during the so-called “Golden Age” (see below). This striking change has also been 

registered by Angus Maddison in his recent assessment o f the long-term patterns of 

economic growth across the World.* 10

This allows us to reject the null hypothesis that there has been no change in Chile’s 

growth performance relative to the five other economies during the two periods considered

Press. See also Barbara Stallings and Robert Kaufman (eds.) (1989) Debt and Democracy in Latin America, Boulder, 
Colorado: Westview Press.

10 Angus Maddison (1995) Monitoring the World Economy ¡820-1992, Paris: O ECD.
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(1950-71-and 1975-95). The faster growth o f the Chilean economy during the last two 

decades cannot be attributed to a general, external factor affecting the economies o f the 

region; rather, it occurred in a period during which most Latin American countries show 

slower and more unstable economic growth.

After all this abstract, merely ‘numeric* description, let us now consider some 

historical trends in the growth-patterns observed in Latin America and in the World 

economy.

2.4. C h il e ’s  E c o n o m ic  P e r f o r m a n c e  D u r i n g  t h e  “ G o l d e n  A g e ”  (1950-70)

There is wide agreement among students o f long-term patterns o f economic 

performance in considering the 1950s and 1960s as the historical period during which most 

countries worldwide experienced particularly accelerated economic growth. In fact, during 

the so-called “Golden Age” o f world economic growth," most economies experienced a 

rapid expansion in productivity and output, which grew at faster rates than before, in a 

pattern which lasted until the first oil crisis o f 1973." This was also the case for Latin 

America. However, as the former section suggests and has been confirmed by other 

comparative studies,”  the "Golden Age ** did not take place in Chile.

In fact, during the 1950-1970 period* 14 the Chilean economy experienced a very slow 

rate o f  economic expansion, both by international standards and in comparison to the 

performance shown by most other Latin American economies during the same period (see

On the “Golden Age”, see Angus Maddison (19B2) Phases o f  Capitalist Development, New York: Oxford 
University Press; and Stephen Marglin and Juliet Schor (eds.) (1990) The Golden A ge o f  Capitalism, Oxford: Garendon 
Press. See also Angus Maddison (1995) Monitoring the World Economy 1820-1992, Paris: OECD; and Ha-Joon Chang 
and Robert Rowthom (eds.) (1995) The Role o f  the Stale in Economic Change, Oxford UK: Clarendon Press, pp. 3-11.

”  See Angus Maddison (1995) Monitoring the World Economy 1820-1992, Paris: OECD, pp. 73, and the Figures 
presented in pages 67 and 81.

”  See André A. Hofman (1993?) “Chile’s Economic Performance in the 20th Century, A  Comparative Perspective,” 
Estudios de  Economía (Universidad de Chile), Vol. 20, Special Issue, pp. 113,115.

14 Normally, the ’golden age* covers the period 1950-1973. For the computation o f Chile 's annual average compound 
growth rate during the ’golden age’ I consider the period 1950-1970, that is, excluding the years 1971-73 in which the 
country experienced a deep political an economic crisis (see Section 2.5 below). In fact, the average compound growth 
rate of the period 1950-1970 is 1.56% per year, whilst for the period 1950-1973 it falls to 1.20% per year.
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Tables -2.5 & 2.6).,s During this period, Chile’s per capita GDP grew at an average 

compound rate o f about 1.6% per year, which places it behind most countries and regions 

worldwide, including Africa (see Table 2S).li

Table 2.5— Economic performance during the ‘golden 
___________age* (1950*73) across the World.__________

- ^A nnual average compound growth. .r 
■ n; v>-.. rates of oer canita GDP fin %V 1950-73

Africa 1.8
Asia (exc. Japan) 2.6
East Europe 4.0
OECD economies 2.4
Latin America 2.4
Chile 1.2
Chile (1950-70)* 1.6

Source: Angus Maddison (1995) Monitoring the World Economy 1820-1992, 
Organisation for Economic Co-operation and Development (OECD), Paris, pp. 
80 and 83.
(•): The figure for Chile's 1950-70 period has been calculated on the time- 
series data provided by Hofman (1996).

During the same period, the six Latin American economies included in our sample 

experienced an average compound growth rate o f real per capita GDP of 2.5% per year, 

representing an average total expansion of the product per head of about 64.1 % over the 

period. By contrast, Chile's per capita GDP grew merely 36.4% over the whole period, * 3

On Chile 's poor economic performance dunng the 1950s and 1960s, see Nicholas Kaldor (1956) “Economic 
Problems of Chile,** study prepared for the Economic Commission for Latin America (CEPAL or ECLA), Santiago de 
Chile (mtmeo), and reprinted in Nicholas Kaldor (1980) Essays on Economic Policy II, London: Duckworth; Jorge 
Ahumada G  (1958) En Vet de la Miseria, Santiago de Chile: Editorial del Pacífico (9th edition, 1973); Aníbal Pinto Santa 
Cruz (1958) Chile. Un Caso de Desarrollo Frustrado, Santiago: Editorial Universitaria, (2nd. edition in 1962); Aníbal 
Pinto (1964) Chile: Una Economía Difícil, México: Fondo de Cultura Económica; Osvaldo Sunkel (1965) “Change and 
Frustration in Chile,** in Claudio Veliz (ed.) Obstacles to Change in Latin America, London: Oxford University Press; 
Milton D. Lower (1968) “Institutional Bases o f Economic Stagnation in Chile,** Journal o f  Economic Issues, Vol. II, No.
3, September 1968: 283*297; Markos J. Mamalakts (1976) The Growth and Structure o f  the Chilean Economy: From 
Independence to Allende, London: Yale University Press; Roberto Zahler, Ernesto Tironi, et al. (1978) Chile 1940/1975 - 
Treinta y  Cinco Años de Discontinuidad Económica, Santiago de Chile: ICHEH; Trivelli & Trivelli (1978) "E l 
Crecimiento Económico Chileno," in Zahler, Tironi, et al. (1978); Jorge Marshall Rjvera(I984) "Economics of Stagnation 
- Analysis of the Chilean Experience 1914-1970,“ unpublished Ph.D. Thesis, Harvard University, M ay 1984; Ffrench- 
Davis & Muñoz G. (1990); Sebastián Edwards and Alejandra Cox Edwards (1991) Monetarism and Liberalization - The 
Chilean Experiment (2nd edition with a new Afterward; first edition in 1987), Chicago: The University o f Chicago Press, 
pp. 3-6; and Andre A. Hofman (1993?) “Chile's Economic Performance in the 20th Century, A  Comparative Perspective," 
Estudios de Economía (Universidad de Chile), Vol. 20, Special Issue, pp. 113, 115.

M y calculation is based on time senes data provided by André Hofman (1996) forthcoming (see the annual growth 
rates in Appendix A). It should be stressed that the use of alternative data sources does not alter this value. Many scholars 
have arrived at this rate as the historical trend o f growth of the Chilean economy for the 1940-1970 period; some scholars 
extend this annual average rate back to 1915. See Trivelli & Trivelli. (1978), p. 243; and Valenzuela (1978), p. 18.
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making it the country with the poorest economic performance within the group (see T ab le

2.6).17

Table 2.6—  Per capita GDP G row th in 6 Latin American economies, 1950-70.
Annual average compound ^- 

crowth rates (in %) - " •>
Total growth over 
theoeriod (in %Y

7r ̂  r * VolatiliJy * o f the v: 
: vrowthrates (CVÌ*

Mexico 3.22 88.6 1.00
Brazil 3.06 82.6 0.97
Venezuela 2.85 75.5 0.54
Argentina 2.27 56.6 2.00
Colombia 1.87 45.0 0.76
Chile 1.56 36.4 1.95

Arithmetic average 2.47 64.1 1.20
Source: Hofman's figures (see Appendix A). Andre A. Hofman (1996) forthcoming. M y  calculations. 
(^ “Volatility" is measured through the Coefficient of Variation (CV).

C hart 2.5 shows graphically the patterns o f growth o f real per capita GDP of the six 

Latin American economies during this period. It shows a relatively homogeneous trend o f 

growth among them. C hart 2.6 shows the same information but as an index taking 1950 as 

a base-year. This chart shows more clearly the differences in the pace o f growth among 

countries and reveals the comparatively poor performance experienced by the Chilean 

economy.

Furthermore, the slow pace o f growth o f the Chilean economy during the period 

1950-1970 was also characterized by a relatively high degree o f  instability, Chile being the 

country in the Latin American sample which, together with Argentina, shows the highest 

score in volatility of annual growth rates (see Table 2.6). In other words, the Chilean 

economy was unable to maintain stable growth rates over time and to sustain them 

continuously for more than four years. During the longest and best o f these short “good” 

sub-periods (1965-69, when per capita GDP grew uninterruptedly for four years before 

falling again), the annual growth rate averaged 3.2 percent (see Table 2.1).

It is interesting to note that, according to Jorge Marshall R., during the period 1950-1970, the Chilean economy 
performed better than ever dunng this century until 1970; though, as he stresses, the Chilean economy was characterized 
by a very slow pace o f economic growth. See Marshall R. (1984) "Economics of Stagnation - Analysis of the Chilean 
Experience 1914-1970," p. 13.

56



The institutional bases o f Chile’s  economic *miracle* —  Chapter II

Chart 2.5— Real Per Capita GDP Growth ip 6 Latin American Economies, 1950-70.

Growth of real per capita GDP In 6 Latin American countries, 1950*70.
(in constant International dollars of 1980)

Source: Hofman's figures (see Appendix A). Andri A. Hofman ( 1996)forthcoming.

C hart 2.6— Growth of Per Capita GDP in 6 Latin American Economies, 1950-70.

Growth of per capita GDP In six Latin American countries, 1950-70
(1950*100).
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Source: Hofman's figures (see Appendix A). Andre A. Hofman (1996)forthcoming.
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U5 . C h ile’s Economic Performance A f t e r  the  “ Golden Age” (1970-95)

Since 1972, after the sudden and exceptional increase o f 7.1 percent observed in the 

ear before, per capita GDP experienced four years o f negative growth, falling at an average 

ate o f  6.4% per year, accumulating a real total decline o f 23.4 percent during the 1971-1975 

eriod. No other Latin American country experienced such a decline (see C harts 2.7 & 2.8). 

n particular, the five other countries in the sample continued with the same growth pattern 

s during the former decade, or, as in the case o f Brazil, even accelerated their pace o f  

rowth (see C hart 2.4).

After a drop of more than 14% experienced in 1975, the Chilean economy recovered 

rowth in 1976, when per capita GDP grew by 2%. During the following years and until the 

id o f 1981, the economy experienced unusually high rates o f growth, accumulating a total 

nwth o f 38.4% in per capita GDP over the 1975-1981 period, with an average o f 5.6% per 

iar. During the same period, the Venezuelan and Argentinean economies stagnated and 

helmed. In 1981, Argentina, Brazil, and Venezuela experienced negative growth, whilst 

tiile and Colombia showed a slowdown in their growth pattern (see Charts 2.7 & 2.8).

hart 2.7— Real Per Capita GDP Growth in 6 Latin American Economies, 1970-95.

Growth of real per capita GOP In 6 Latin American countries, 1970-95.
(in constant international dollars of 1980)
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■ w» 1970-92 from Hofmait (1996); 1993-95 from E C LA C  (1996).
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Chart 2.8—G row th of P er Capita GDP in 6 Latin American Economies, 1970-95.

Per capita GOP Growth in six Latin American countries, 1970-1995.
(1970=100)

Sources: 1970-92 from Andre A. Hofrnan (1996); 1993-95 from EC LA C  (1996).

In 1982, during the so-called Latin America ‘debt-crisis’ arising from the sudden rise 

in international interest rates, all six Latin American economies experienced a negative fall 

in per capita GDP,11 with an average drop of 4.7 percent with respect to 1981. Colombia was 

least hit by the crisis (-1.2%), whilst Chile experienced the biggest fall (-15.5%) (see C hart 

2.8). The fall continued in 1983 (averaging -3.5%), worsening in Brazil, Mexico, and 

Venezuela, and being less acute in Colombia (-0.6) and Chile (-2.4%). In 1984, both Chile 

and Colombia began to grow again, sustaining positive growth rates until now (1996). The 

four other countries continued to experience unstable growth for the rest o f the 1980s and 

the first half o f the 1990s (see C hart 2.9). As can be seen in Chart 2.9, only Chile and 

Colombia have increased their per capita GDP by over the pre-crisis level;1’ while in 1995 * 19

On the ‘debt crisis* see Carlos Diaz Alejandro (1987) "Some Aspects o f the Development Crisis in Latin America," 
in Thorp and Whitehead (eds.) Latin American Debt and the Adjustment Crisis, Hong Kong: SL Anton/s/The Macmillan 
Press; Sebastián Edwards (1988) "La Crisis de la Deuda Externa y las Políticas de Ajuste Estructural en América Latina," 
Colección Estudios CIEPLAN, No. 23, March 1988: 145-193; and Barbara Stallings and Robert Kaufman (eds.) (1989) 
Debt and Democracy in Latin America, Boulder, Colorado: Westview Press.

19 Cf. Sergio Clavijo (1995) "A  Survey of Economic Policies and Macroeconomic Performance in Chile and 
Colombia, 1970-95," IM F  Working Paper No. 139, December 1995, Washington DC: International Monetary Fund, p. 4.
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the four other countries had a per capita GDP equal or lower to that which they had in 1980; 

that is, during the last fifteen years they have experienced no or negative per capita growth.

Chart 2.9—G rowth of Per C apita  GDP in 6 Latin American Economies, 1980-95.

Per capita G O P  G row th  in  6 Latin  Am erican  countrie s, 1980-1995.
(1980* 100)

mrces: 1980-92 from Andre A. Hofman (1996), 1993-95 from E C LA C  (1996).

Thus, during the aftermath o f the “Golden Age” we can identify two clear and 

mtrasting trends in Chile’s pattern o f economic growth: a dramatic drop during the years 

172-1975, followed by a consistent trend towards relatively ‘high* and more sustained rates 

economic expansion. In fact, after 1975 the Chilean economy experienced six consecutive 

ars o f unusually high growth rates (averaging an annual increase o f per capita GDP o f 

out 5.6% per year). The historical record shows no other period since 1910 o f such an 

interrupted, continued pace o f economic expansion. After the deep fall o f 1982 and 1983, 

J Chilean economy recovered that pattern very quickly, growing steadily until today, 

cumulating more than twelve years o f  continuous, uninterrupted growth, and expanding 

r capita GDP at an average rate o f 4.6% per year. Therefore, we can assert that since the 

d-1970 the Chilean economy does show a new pattern of growth: per capita GDP grew 

ter and more steadily than ever before during this century.”  This can be seen by 

nparing Table 2.7 with Table 2.6. 10

10 Sec footnote 17.
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Table 2.7—P er capita GDP G row th ip 6 Latin American economies, 1975-1995.
Annual average 

comooiind growth rates
. . Total growth 

over tbcoeriod ?"
. - ‘Volatility* of the : .  
; growth rates ÏÇV)*

Mexico 0.45 9.29 8.84
Brazil 1.21 27.23 3.40
Venezuela -0.72 -13.41 -6.37
Argentina 0.07 1.50 68.15
Colombia 2.15 53.08 0.80
Chile J \ -  ¿ 3 M  ~.-y -V .:
Arithmetic average 1.10 28.85 12.72

Sources: Andre A. Hofman (1996) forthcom ing, and ECLA C  (1996) Panorama Preliminar de la Economía de 
América Latina y  el Caribe - 1996, December 1996. M y  calculations.
( ^ “Volatility” is measured through the Coefficient of Variation (CV).

Regarding the robustness o f  these results, I have tested the effect on them of the 

choice o f the initial year. Table 2.8 shows the annual average compound growth rates of per 

capita GDP for the six economies taking five different * initial years*. The first two rows 

present the countries’ growth rates for the whole 1950-1995 period and for that o f the 1950- 

1970 sub-period, the last five show instead the annual average compound growth rates 

resulting from taking a different year as the initial one to carry out the computation.

Table 2.8— Per capita GDP Growth rates for 6 Latin American economies.

P E R IO D

A N N U A L  A V E R A G E  C O M P O U N D  G R O W T H  R A T E S  O F  P E R  C A P I T A  G D P

C H I L E  A R G E N T I N A  B R A Z IL  C O L O M B IA  M E X I C O  V E N E Z U E L A Aver. L A S

1950-1895 1.75 1.25 2.71 2.17 1.98 1.08 1.82

1950-1970 1.56 2.27 3 06 1.67 3.22 2.85 2 .4 7

1973-1995 2.33 0.20 1 46 2.12 0.64 •0.44 1.05

1974-1995 2.46 0 00 1.28 2.06 0.53 -0,57 0.96

1975-1995 3.41 0 07 1 21 2 15 0 45 -0.72 f.TO

1976-1995 3.46 0 12 0.88 2.14 0 .39 -1.02 f.0 0

1977-1995 3.22 •0 16 0 79 2 15 0.36 -1.24 0.95

Sources: André A. Hofman (1996) forthcoming, and ECLA C  (1996) Panorama Preliminar de la Economía de América 
Latma y  el Caribe - 1996, December 1996. M y calculations.

The choice o f the initial year does not significantly alter the results: As shown in 

Table 2.8, our conclusions hold even under the worst scenario (1973).

The poor growth performance experienced by Chile during the 1950-1970 period 

was accompanied by persistent inflation, low and unstable saving and investment rates, and 

recurrent balance o f payments and fiscal crises.11 All this occurred despite an active policy

See Kaldor (1956); Ahumada (1958); Pinto (1958); Hirschman (1963); Pinto (1964); Sunkel (1965); Ahumada 
(1966); Lower (1968); Ricardo Ffrench-Davis (1973) Políticas Económicas en Chile: 1952-1970, Santiago de Chile: 
Ediciones Nueva Universidad - CEPLAN ; Laurence Whitehead (1979) "Inflation and Stabilisation in Chile 1970-7," in
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adopted since the 1940s, aimed at deliberately accelerating the pace o f growth o f  the 

economy.12 Moreover, during this period the recurrent macroeconomic instability and 

balance-of-payment problems that characterized the country created a general consensus that 

the economy was experiencing stagnation.* 22 23 This puzzled many economists and social 

scientists, both inside and outside the country, who attempted to understand and explain the 

sources or causes of such a poor performance (see C hapter Five).24 The perception o f  

economic stagnation (raised both from the comparison with the experiences o f other 

countries and the expectations created by the governments o f  the period), as well as the 

incapacity shown in the different attempts made by the governments to stop inflation, one o f 

the most perceived symptoms o f the illness affecting the Chilean economy25 during the 

1950s and 1960s contributed to creating a widespread sense o f “frustration” among the 

population, policy-makers, politicians, entrepreneurs, and intellectuals.26

Conversely, the pattern o f high and sustained output growth of the last years has 

been accompanied by falling rates o f inflation, a greater public sector equilibrium or even 

fiscal surpluses and, since the late 1980s, rising investment and falling unemployment rates 

(to around 6%), and a reduction in poverty, thus justifying the claims o f the remarkable 

performance experienced by the Chilean economy.27 Moreover, during the last twelve years, 

the product per inhabitant rose from 2,867 dollars in 1983 to 4,908 in 1995, calculated in

Rosemary Thorp and Laurence Whitehead (eds.) (1979) Inflation and Stabilisation in Latin America, Oxford &  London: 
The Macmillan Press/St. Anthony's College.

22 Cf. Arturo Valenzuela (1978) The Breakdown o f  Democratic Regimes - Chile, Baltimore: The John Hopkins 
University Press, p. 18: “Chile experienced a generally slow economic growth rate, with the per capita growth of the 
national product amounting to an estimated 1.6 percent from 1915 to 1964...” See also Marshall R. (1984); and Ahumada
(1958).

23 However, such a consensus was not extended either to the causes of nor to the solutions to overcoming the 
economic stagnation. See Kaldor (1956); Ahumada (1958); Pinto (1958); Albert O. Hirschman (1963) “Inflation in Chile," 
in Journeys Toward Progress - Studies o f  Economic Policy-M aking in Latin America, New York: The Twentieth Century 
Fund (reprinted in 1993 by Westview Press, Boulder), pp. 159-223; Pinto (1964); Sunkel (1965); Jorge Ahumada (1966) 
La Crists Integral de Chile, Santiago de Chile: Editorial Universitaria; Lower (1968); and Edwards and Edwards (1991), 
pp. 5-6. See also Hofman ( 1993?), pp. 119-121.

24 See Kaldor (1956); Ahumada (1958); Pinto (1958); Hirschman (1963); Pinto (1964); Sunkel (1965); Ahumada 
(1966); Lower (1968); Zahler, Tironi, et al. (1978); and Edwards and Edwards (1991), p. 5.

25 For classic studies about the persistent high rales o f inflation that characterized the Chilean economy, see Kaldor 
(1956); Hirschman (1963); and Whitehead (1979). See Chapter Five.

26 See Hirschman (1963) “Inflation in Chile."

27 See Jean Bonvin (1995) “Challenges for Employment and Social Policies in Latin America," in David Tumham, 
Colm Foy and Guillermo Larrain (eds.) Social Tensions, Job  Creation and  Economic Policy in Latin America, Paris: 
OECD, pp. 17-19. See also, Clavijo (1995).
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constant international dollars o f  1980. This means that, at such a rate o f  growth (4.58% per 

year), Chile might be able to double its domestic product in less than sixteen years. This is 

an impressive achievement since, given the historical rate o f growth o f the whole period 

1950-1995 (about 1.75% annual), Chile needed almost forty years to duplicate its GDP per 

head, and more than forty-four years according the growth rate of the 1950-1970 period 

(1.56%).“

2.6. C o n c l u sio n s

Based on this analysis, we can now answer the five questions raised at the beginning 

o f this chapter:

a) The Chilean economy has in fact experienced a sharp change in its long-term 

pattern o f economic growth during the period 1950-1995.

b) The main characteristic o f the change in the growth trends is the shift from a 

pattern o f slow and unstable economic growth which characterized the economy during the 

1950-1970 period, towards one of accelerated and sustained economic expansion during the 

1975-1995 period (see and compare C harts 2.6 &  2.10). In fact, during the last period, the 

Chilean economy has tended to show positive and relatively high annual growth rates o f per 

capita GDP, averaging a compound growth rate of 3.41% per year, which is more than two 

times the record o f  the former period (1.56% per year), and growth has also tended to 

become more stable or ‘less volatile* trough the years (see Table 2.9).

Table 2.9—  Per capita GDP Growth in Chile under two periods.
. Annual average compotmd Total growth óyer'iTí i - ry o I á t íh ^ b fv ^ ^ ^ :  

Period__________growth rates (%) the period fin %V the growth'rates fCV)*^
1950-1970 1.56% 36.4% 1.95
1975-1995__________ 3.41%_____________ 95.4%______________ T51___________
Sources: André A. Hofman ( \996) forthcoming, and ECLAC  (1996) Panorama Preliminar de la Economía de
América Laima y  el Caribe - 1996, December 1996. M y calculations.
(•):“Volatility" is measured through the Coefficient of Variation (CV).

“  See Trivelli & Trivelli (1978) "E l Crecimiento Económico Chileno," p. 277.
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Finally, a close look at the annual rates o f variation experienced by per capita 

product in each single one of the last forty-five years reveals that the economy experienced 

rates o f  growth above the average growth rate twenty-six times. Nine o f them occurred 

before 1970 and sixteen after 1975. This fact also supports the idea that the trend towards 

growth has been more sustained during the last twenty years than during the twenty years o f 

the 1950-1970 period (see C hart 2.2).

C hart 2.10—  Patterns of Growth of Chile’s p e r capita GDP in Two Periods 
______________________________(1950-70 &  1975-95) ._______________________________

Chile's per capita GDP In two periods (1950-70 & 1975-95).
(Base year (100) for each  serie= 1950 & 1975  respectively).

Sources: 1950-70 and 1975-1992 from André A. Hofman (1996); 1993-95 from E C LA C  (1996).

c) The ‘turning point* for the pattern change is located in the crisis years o f the 

period 1971-1975, when GDP fell continuously for four consecutive years. This crisis- 

period divides the data series into two sub-periods: 1950-1970(71) and 1975-1995. Indeed, 

lotwithstanding the fact that the performance o f the Chilean economy since 1984 has been 

lighly remarkable (more than twelve years o f uninterrupted economic expansion), the 

inalysis carried out here suggests that the trend o f rapid and sustained growth can be traced 

»ack to 1976.

d) Chile’s new trend does not constitute part o f a general trend affecting the Latin 

un encan economy as a whole. The change experienced in the Chilean pattern o f economic 

erformance has been accompanied by a change in the relative position occupied by Chile
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regarding five other Latin American economies (Argentina, Brazil, Colombia, Mexico, and 

Venezuela). In fact, during the 1950-1970 period, Chile experienced the slowest growth 

within the group; conversely, during the 1975-1995 period it has grown much faster by far 

than the rest (see C hart 2.11).

Chart 2.11—G row th of Per Capita GDP in 6 Latin American Economies, 1975-95.
P e r  capita G D P  G row th  in aix Latin Am erican  countrie s, 1975-95.

(1975-100)

Sources: 1970-92 from André A. Hofman (1996); 1993-95 from E C LA C  (1996).

This performance change is also verified by the fact that during the so-called ‘golden 

age’ of world economic growth, Chile experienced slower growth than most countries and 

regions, including Africa. Conversely, during the last years it has been one of the economies 

which has experienced the fastest growth in both Latin America and the world.”

In the same way, a comparison among six Latin American economies reveals that, 

during the period 1950-1970, Chile (together with Argentina) experienced the greatest 

instability or ‘volatility* o f per capita GDP growth rates. Conversely, during the 1975-1995 

period Chile has experienced the lowest volatility in the pattern o f growth (compare Tables 

2.7 and 2.6). 29

29 According to the W orld Bank A tlas o f 1995, during the period 1985-1993 Chile ranks as the fourth fastest growing 
economy in the world in terms of real G NP per capita, and the first one if Asia is excluded. See World Bank (1995) The 
W orld Bank A tlas 1995, Washington DC, pp. 18-19. The ranking o f the ten fastest growing economies in terms of the 
average annual rate of growth of real per capita G N P for the period 1985-1993 is the following: Thailand (8.4%), Rep. of
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e) The observed change in Chile’s pattern o f economic growth does not depend on 

the year chosen as the initial point to carry out the computations of the growth rates. By 

choosing any o f  the two previous or two following years to 1975 for calculating the relative 

•growth performance of the Chilean economy during the post-Golden Age period, the results 

presented above hold. Thus, even if  1973 is taken as the “initial year” for the new growth 

pattern (the worst scenario), the conclusions o f the analysis do not change substantially.

How can we explain this striking change in Chile’s long-term pattern of economic 

growth? How can we explain the shift from the slow growth pattern that characterized the 

Chilean economy during the 1950-1970 period to a pattern o f sustained economic expansion 

observed during the last twenty years? Which factors account for this notable performance 

change?

2.7. T he debate regarding C h ile’s growth record

There is not yet an articulated explanation in the literature o f this striking change in 

Chile’s pattern o f economic growth. Moreover, the fact has not even been clearly recognized 

as such. The assessment of the growth performance o f  the Chilean economy during the 

1970s and 1980s has been an issue o f intense polemic. In particular, due to the fact that, 

after 1973, the country experienced a dramatic policy change carried out by an authoritarian 

military regime— a policy change which was accompanied by large-scale bankruptcies and 

the closure o f hundreds o f firms, the dismantling or the privatization o f many former public 

enterprises, agencies, and services, high unemployment rates, a reduction in the provision of 

public welfare benefits, and a general reduction in the size and activity of the state, in an 

environment o f political repression and continuos violations of human-rights especially with 

regard to dissident political, social, and trade-union leaders, activists, and organizations— 

the assessment o f the results of the economic policy reforms has been shaped by the 

analysts* political and ideological views. Until the late-1980s, the supporters o f the Pinochet 

government thought the policy changes carried out since 1973 to be a success, but were

a (8.1%), China (6.5%). Chile (6.1%), Singapore (6.1%), Mauritius (5.8%), Malaysia (5.7%), Belize (5.7%), 
vana (5.7%), Hong Kong (5.3%).
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judged to  be a complete failure by those who joined the political and intellectual opposition 

to the military regime and its economic policies, who predicted that they would prevent for 

decades the achievement o f  economic growth, the generation of employment, and the 

reduction of poverty.30 By using different periods, sub-periods, and initial years to cany out 

the calculations, as well as by using total or per capita GDP figures, scholars have arrived at 

different conclusions regarding the relative growth performance o f the Chilean economy.31

It was not until the late 1980s or early 1990s when the growth performance o f the 

Chilean economy during the period after 1973, as well as the policy implemented during the 

years of the military regime began to be treated in a less ideological and partisan way.32 

Today, almost no one denies the fact that in recent years the Chilean economy has 

performed remarkably well relative to both the past five decades and to the rest o f the 

economies of Latin America. During the 1990s, not only has production continued to grow 

steadily, unemployment has also remained around 6%; inflation has fallen to less than 7% 

annually; savings and investment have attained levels never seen in the past (with Gross 

Fixed Capital Formation amounting to around 28% of GDP); the public sector shows a 

balanced budget or even surpluses; and Chilean firms invest throughout Latin America.

30
Sec, for example, Alejandro Foxley (1985) Para una Democracia Estable - Economía y  Política, Santiago de Chile: 

C IEPLA N ; Pilar Vergara (1985) Auge y  Caída d el Neoliberalismo en Chile, Santiago de Chile: Facultad Latinoamericana 
de Ciencias Sociales, FLACSO ; Oscar Muñoz (1985) "Chile: El Colapso de un Experimento Económico y sus Efectos 
Politicos," Colección Estudios CIEPLAN, No. 16, Junio 1985; Muñoz Gomé (1986), pp. 293-323; Patricio Meller (1986) 
"E l fracaso del Neoliberalismo en Chile," Economía, No. 83, agosto 1986, Instituto de Investigaciones Económicas, 
Universidad Centra] del Ecuador: 107*121; and Laurence Whitehead (1987) T h e  Adjustment Process in Chile: A  
Comparative Perspective," in Thorp and Whitehead (eds.) Latin American Debt and  the Adjustm ent Crisis, Hong Kong: 
St. Antony's/The Macmillan Press, pp. 143,153*158.

31 See Edwards and Edwards (1991), p. 11. It must be mentioned that the assessment of the relative performance of the 
Chilean economy under the military regime has also been evaluated on the basis o f other criteria such as the rate of growth 
o f industrial production, unemployment, income distribution, the rate of investment, etc. This research instead 
concentrates on the growth of per capita GDP as the key variable in assessing economic performance.

31 See Atejandro Jadresic (1990) Transformación Productiva, Crecimiento y la Compctitividad Internacional. 
Consideraciones sobre la Experiencia Chilena," Pensamiento Iberoamericano, Vol. 17: 39-68; Pedro Aspe, Andrés 
Bianchi, and Domingo Cavallo (1992) Sea Changes in Latin America, Group o f Thirty, Washington DC; Verónica 
Monteemos (1993) "Economic Policy Elites and Democratic Consolidation," Kellogg Institute Working Paper #191, May 
1993, University of Notre Dame; Oscar Muñoz Gomá (1993) "Hacia el Estado Regulador," in Oscar Muñoz G. (ed.) 
D espués de las Privatizaciones: Hacia e l Estado Regulador, Santiago de Chile: Corporación de Investigaciones 
Económicas para Latinoamérica, C IEPLAN : 17-47; Patricio Meller, Sergio Lehmann &  Rodrigo Cifúentes (comp.) (1993) 
"Lo s Gobiernos de Aylw in y Pinochet Comparación de Indicadores Económicos y Sociales," Apuntes C IE P LA N  No. 
118, September 1993; Andrés Velasco (1994) T h e  State and Economic Policy: Chile 1952-92," in Barry P. Bosworth, 
Rüdiger Dombusch & Raúl Labán (eds.) The Chilean Economy - Policy Lessons and  Challenges, Washington DC: The 
Brookings Institution; Rachel A. Schurman (1994) "Chile's New Entrepreneurs and the ’Economic Miracle': Products of 
Culture, Ideology, or Policy?," University of California, Berkeley, CA, (mimeo); and Andrés Solimano (1996) "Economic 
Growth under Alternative Development Strategies: Latin America from the 1940s to the 1990s," in Andrés Solimano (ed.) 
R oad Maps to  Prosperity - Essays on Growth and Development, ?: University o f M ichigan Press (forthcom ing).
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Nevertheless, there is no agreement about the factors that have made this striking 

economic performance possible. There is also no agreement regarding the origins o f  the new 

trend; at best, analysts may agree that it started at some point during the 1980s. However, 

while some economists assert that it started before 1985, others have argued instead that it 

only started during the very late 1980s. According to the analysis carried out in this chapter, 

we have found enough evidence to trace the origins o f the new growth pattern back to 1976.

Some scholars have rejected the idea that economic performance would have 

experienced any improvement during the years 1975-1985 regarding the 1960-1970 period, 

apparently on the grounds of the similar annual average compound growth rates in the GDP 

per capita observed in both o f them (1.9% per year) or by measuring total GDP,33 

maintaining that a real improvement could only be observed after 1985.34 35 36 This change, in 

turn, has been explained through two different explanatory approaches, which, although 

contradictory, have in common the attempt to discard any connection between the pre- and 

post-1985 period, tending thus to asses negatively the growth performance o f the years o f 

the military regime. According to one view, the fast growth rates observed during the 

second half of the 1980s are related to a policy-change within the military regime, namely, 

the abandonment o f the ‘neo-liberal’ policies in favor o f  a more ‘pragmatic’ approach to 

state economic policy-making.33 The other view asserts instead that the striking performance 

observed during the late-1980s was mainly due to exceptionally high prices o f copper in the 

world market.34

To begin with the former, even if  it is true that per capita GDP grew at the same rate 

during both 1960-1970 and 1975-1985, a more detailed analysis reveals that the meaning o f 

such figure is completely different according to the context in which it occurred. In fact, 

during the first period the six Latin American economies grew at an average compound rate 

of 2.7% per year, Chile being the economy with the slowest rate o f  growth within the group.

See Ffrench-Davis & Muñoz G. (1990). and Ricardo Ffrench-Davis &  Raúl Labán (1995) "Desempeño y Logros 
Macrocconómicos en Chile.* in C. Pizarro. D  Raczynski SL J. Via) (eds.) Políticas Económ icas y  Sociales en e l Chile 
Democrático (Santiago: C IEPLANAJN ICEF), p. 55«.

34 See, for example, Valdés (1995), pp. 265-267.

35 See, for example, Ffrench-Davis & Labln (1995); and Eduardo Silva (1993) "Capitalist Coalitions, the State, and 
Neoliberal Economic Restnicninng: Chile, 1973-88,* W orld P olines, Vol. 45, N.4, July 1993:526-559.

36
Alan Angel) (1993) C hile de Alessandri a Pinochet: En Busca de ¡a U topía, Santiago de Chite: Andrés Bello, p. 17.
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Conversely, the 1.9% observed during the sub-period 1975-1985 occurred when the six 

Latin American economies grew at a rate of merely 0.6% per year, Chile being the country 

which experienced the fastest growth within the group (see Table 2.10).

Table 2.10— Per capita GDP Growth in Six Latin American Economies.
ANNUAL AVERAGE COMPOUND GROWTH RATES OF PER CAPITA GDP, 1960-1970 and 1975-1985

PERIOD CHILE ARGENTINA BRAZIL COLOMBIA MEXICO VENEZUELA Aver. LA6
1960-1970 1.9 3.5 2.6 2,1 3,6 2.4 Z68
1975-1985 1.9 -1.1 1.6 1,6 1.7 -2.0 0.63

Source: André A. Hofman (1996).

On the other hand, it has been suggested that the growth observed during the period 

1975-1989 is mostly explained by either the “abandonment o f the neoliberal model“ or due 

to “the high price o f copper“ o f the late 1980s. The argument of a hypothetical policy- 

change will be discussed in detail later, in Chapter Six and Seven. Here I shall address the 

so-called ‘copper-price hypothesis*.

Alan Angelí suggested in 1993 that the impressive economic performance observed 

by the Chilean economy under the Pinochet regime during the post-1983 period could in 

great part be a result o f the exceptionally high international copper prices observed in the 

late-1980s (see Table 2.11),37 * and that i f  copper had experienced no such price increases, the 

average growth rate observed during the 1975-1989 period would vanish, suggesting 

therefore that without such favorable international copper prices the Chilean economy 

would have shown no particular improvement in its growth performance regarding other 

Latin American economies.

In fact, copper—produced mostly by the public sector—constitutes Chile’s main 

export, representing about 45% o f the value of total exports and approximately 15% o f GDP 

during the 1980s.M Therefore, a change in the international price o f copper has a 

considerable effect on the Chilean economy. Thus, the proposition that the high

37 See Angell ( 1993), p. 17.

M  However, it must be noted that copper traditionally represented more than the 70%  of Chile 's exports, and that this 
share has experienced a sustained reduction since 197S, when it accounted for less than 60%, and has fallen below 50%  
since 1979. See Chapter Six.
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international copper prices o f  1987-1989 favored  Chile’s economic growth is undeniable.39 

Indeed, during the last three years o f the 1980s the economy grew at fast rates (see T ab le  

2.12), and the high price o f copper surely contributed to such a  result. However, the relevant 

issue is what was the relative contribution o f this external factor to the overall growth shown 

by the Chilean economy during the 1975-1989 period. In other words, what would have 

been the rate o f growth of the Chilean economy during the 1975-1989 period if  copper 

prices had not increased so drastically during the last three years o f  that period?

Table 2.11— Annual average price of Copper
on the London Market Exchange

" Y e a r
1970 64.04
1971 49.02
1972 48.58
1973 80.58
1974 93.23
1975 56.10
1976 63.64
1977 58.41
197S 61.92
1979 89.49
1980 99.12
1981 79.05
1982 67.21
1983 72.23
1984 62.46
1985 64.29
1986 62.13
1987 80.79
1988 117.93
1989 129.15
1990 120.72
1991 106.07
1992 103.64
1993 86.86

S o u rce  IM F  (1994) International F inancial Sta tistics 
Yearbook 1994, pp. 166-67. Nominal price, in current U S cents 
of every year.

39
However, it has been also argued that a ‘boom' or fast increase in the international price of copper might provoke a 

rather negative effect on the whole economy, associated with the phenomenon know as ‘Dutch disease’. See Comisión 
Chilena de Cobre (1996) The Copper Boom in the Chilean Economy: W hat Should We Expect?, Santiago de Chite: 
COCH ILCO .
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Table 2.12— Chile’s Annual Per Capita 
GDP Growth Rates, 1973-95

Y ear
P e r Capita G D P  > ;

Annual Vari&tm .
1973 -7.2
1974 -0.7
1975 -14.4
1976 2.0
1977 8.2
1978 6.6
1979 6.7
1980 62
1981 3.8
1982 -15.5
1983 -2.4
1984 4.6
1985 0.7
1986 3.8
1987
1988 ... i i  : je «iÆstKiîijiîJr.1.... ■■ . ,
1989
1990 1.3
1991 4.4
1992 8.5
1993 4.2
1994 2.5
1995 6.5

Source: 1973-92 from Hofman (1996); 1993-95 from 
ECLAC (I996).

The answer to this question depends on many factors and assumptions, and it may 

require a sophisticated econometric analysis.40 However, I cannot leave the issue without 

attempting to provide an approximate, tentative assessment. Admittedly, I can only provide 

a rough answer. But this may be better than nothing.

I think that there are three main variables— ceteris paribus—which determine the 

effect of copper prices on growth: (a) the price o f copper during the years 1987, 1988, and 

1989; (b) the quantum o f copper produced and exported in these years; and (c) the multiplier 

effect that copper exports have on the whole o f the Chilean economy, that is the additional 

value added to the economy for each dollar entering from copper exports; the positive 

effects or 'externalities* that this activity has on the rest o f  the economy and which are not 

reflected by the value o f  copper exports.

40
A  rigorous answer to this question would need to consider many factors and assumptions and use relatively complex 

econometric models and analysis which 1 am not qualified to deal with.
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In order to tackle this issue (as best I can) I have carried out a simulation based on 

the following assumptions: I assume a constant copper price for the years 1987, 1988, and 

1989 at the level o f 1986 (62.13 US Cents by pound), the lowest price attained by copper 

during the previous ten years (see Table 2.11). In this way I attempted to ‘isolate’ the effect 

on growth o f  the high international prices attained by copper during these three years (80.70, 

117.93, and 129.15 US Cents by pound respectively). On the other hand, it is assumed that 

the quantum  o f copper exported during these three years remains unchanged at the level o f 

1986. In other words, these two assumptions mean that the value o f copper exports during 

these three years remains constant at the same absolute level o f 1986, so the country 

experiences no change in the income it obtains from copper.41 42

Once these two variables are controlled for, the rate of growth of per capita GDP 

predicted by the model depends entirely on the multiplier effect assumed for copper exports. 

Unfortunately, we have no estimate for this factor. On the one hand, copper export activities 

generate other activities and employment within the national economy; on the other hand, 

copper production is a capital-intensive activity, most o f which is imported, thus consuming 

important national resources and foreign currency. Therefore, we ‘run’ the model using 

three different hypothetical multiplier-effect values: “ 1”, “ 1.5” and “2”. The first assumes 

‘no externalities’ (the positive externalities are countervailed or canceled by the resources 

devoted to importing capital-goods needed in copper activity); the second assumes that for 

each dollar entering into the economy from copper exports an additional half-dollar is 

generated; and the third assumes that for each dollar generated by copper exports another 

extra dollar is added to the economy.

The share o f the value o f copper exports in the value o f Chile’s total exports for each 

year was calculated from the IMF’s International Financial Statistics Yearbook 1991, pp. 

290-291 (using the series presented under the row ‘International Transactions’, which 

contains these values in US Dollars).41 The share o f exports in GDP was calculated from the

41 It must be noted that this requires one to subtract from the actual G DP o f these years the estimated contribution 
made by copper exports and replace that value by that arising from the model, which w ill necessarily be lower than the 
actual value observed. In other words, the ‘model’ used here first estimates the value of G D P  for the years 1987,1988, and 
1989 if the country had received no income from abroad from its copper exports, and then adds to this estimated G DP 
value the revenue from copper exports it received in 1986.

42 The successive issues do not specify the value o f copper exports in Chile 's total exports.
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IMF’s Invemational Financial Statistics Yearbook 1996, pp. 276-277 (from the series 

presented under the row ‘National Accounts*, which contains these values in current Chilean 

Pesos of every year).

Then, from the assumption that both the value and quantum of copper exports 

remained constant during 1987-1989 at the level of 1986, I calculate three hypothetical 

annual average compound rates o f  growth of per capita GDP for the period 1975-1989, each 

according to a different hypothetical multiplier effect of copper. Finally, I compare these 

results with the annual average compound rate o f growth shown by five other Latin 

American economies during the period.

The results o f  the simulation (see Tables 2.12 and 2.13) show that if both the price 

o f  copper and the quantum of copper exported had remained constant at the level o f 1986 

through the years 1987-1989, and the multiplier effect of copper exports were “ 1”, other 

things being equal, the annual average compound growth rate o f per capita GDP during the 

period 1975-89 would have been 2.33% instead of 2.92%. In turn, if the multiplier effect 

were “ 1.5”, the predicted growth rate falls to 2.02%. Finally, if  the multiplier effect were 

“2”, the model predicts a growth rate o f 1.70%.

These results do suggest that the pace of growth of the Chilean economy would have 

been in fact slower than it actually was if copper had not experienced such unusually high 

prices during the late-1980s, but would have been still higher than the average growth rate 

shown by the five other Latin American economies during the period (0.33%), placing Chile 

as the economy with the fastest economic growth in all the cases with the single exception 

o f  Colombia when the multiplier effect for copper is o f “2” (see Tables 2.13 and 2.14). O f 

course, these conclusions would vary if the multiplier effect o f  copper exports were greater 

than “2”. Unfortunately, we have been unable to obtain any estimation of this parameter. So, 

this is an open issue that this research cannot resolve.

To sum up, this rough simulation suggests that although the high prices for copper 

did contribute to the relatively fast growth shown by the Chilean economy during the 1975- 

1989 period as compared to the five other economies o f  the region during the same years, it 

could still have shown a relatively faster growth rate than the other economies even if  

copper had not experienced such high prices. Therefore, according to the simple model
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employed for the above analysis and the assumptions on which it is based, the high copper 

prices o f the late-1980s do not seem to explain by themselves the comparatively faster 

growth shown by the Chilean economy during the period 1975-89. Even if  copper had not 

attracted such high prices, the Chilean economy would still have experienced comparatively 

fast growth.

Table 2.13— Per capita GDP G row th in Chile
CHILE: Per cap ita  G D P  grow th , 1975-1989.

(Annual average compound growth rates)
A C T U A L S I M U L A T E D

M E *  1 M E *  1.5 M E *  2

2.92 2.33 2 . 0 2 1 . 7 0
Note: ‘M E ' means ‘multiplier effect1 assumed for copper exports.

Table 2.14— G PP G rowth in Five Latin American Economies, 1975-89.
A N N U A L  A V E R A G E  C O M P O U N D  G R O W T H  R A T E S  O F  P E R  C A P IT A  G D P ,  1975-89
A R G E N T IN A B R A Z IL C O L O M B IA M E X IC O V E N E Z U E L A Average*

-1,0 - - -U - - ___ L9___ 0.7 -1.7 0 , 3 3
Source: André A. Hofman (1996). (*): Arithmetic mean.

Moreover, as revealed by the figures shown in Table 2,10 above, even if we forget 

the post-1985 period when Chile benefited from higher copper prices, the fact still remains 

that during the 1975-85 period the Chilean economy grew faster  than the five other Latin- 

American economies, despite the deep fall it experienced during the years 1981 and 1982.

In addition, a longer-term view reveals that the copper price increased faster during 

the 1951-70 period than during the 1975-93 period! Indeed, the annual average variation in 

copper price is 6.6% and 4.1%, respectively. Conversely, Chile’s total GDP shows the 

opposite behavior, with average real growth rates o f 3.9% and 5.1% per year respectively. 

That is, despite the price o f copper increasing faster during the 1951-70 period than during 

1975-93, Chile’s GDP growth was slower (see Table 2.16).43

43 Note that due to the fact I use the price o f copper in the international market expressed in dollars o f  each year, 
instead of in real dom estic currency according to real exchange rates, the calculations exaggerate the real change in copper 
price vis-i-vis the change in Chile 's GDP. That is, if converted into real dom estic p rices, the variation in the price of 
copper during the 1975-93 period would probably be low er than the calculated 4.1%, since the purchasing power of the 
dollar has fallen.
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Table 2.15— Data used for the simulation
W W <c) W « (S) W ro a N n

E fO n M d E t t n W GCP Sfcrttataj
Stana i Stane# Stane# m utât A ctu a l « M in i W tta l Simulataci valus c#

tar capita Bçwrt» C cp pw ln cappv Prie• o f rfrapp» coppar Pries o f corpse
GUP GOP Pofxiatkm In GOP Tabi Exports In GOP Eiparts C eppar Expert! Export» Coppo? Export*

YEAR (USJ mtftonii rmlJSS) A o u i h l tai tai tai (U S S m f c n l (US c n M o u n a i nun) l U S m S m l (US C a n t) (USS w*r.int)
1980 37.336 3.350 11,145 22.8 46.1 10.5 3,922 99.12 39.57 33,414
1981 39.401 3,476 11,334 16 4 43.9 7.2 2.840 79.05 35 63 36.561
1982 33.851 2,937 11,526 19.4 46.7 9.0 3.059 67.21 45.52 30,792
1983 33.610 2.867 11,721 24 0 47.9 11.5 3.862 72.23 53.46 29.749
1964 35,741 2.998 11,920 24.2 43.4 10.5 3,761 62.46 60.21 31.981
198S 36.617 3,021 12.122 28.1 46.1 13.0 4.745 64.29 73,80 31,872
1986 38.666 3.137 12,327 29.1 41.9 12.2 4,720 62.13 75.97 33.946
1987 41.216 3.266 12,536 30.3 41.3 12.5 r -  5,147 80.79 63.70 36,069 9 2 1 3 7  4,720
1988 44,229 3.469 12,748 34.6 49.3 17.1 L  .7.541 117.93 63.95 36,688 62.13 -> • 4 ,7 2 0
1989 48,720 3,759 12.961 35.1 49 6 17.4 8.477 129.15 65 64 40.243 62.13 > 4.720

Sources, and explanation o f  the calculations:
(a) : Gross National Product in constant international dollars o f] 980. From André A  Hofman (1996) forthcoming.
(b) : a/c or per capita GDP in constant international dollars of 1980. From Hofman (1996).
(a): Population. From Hofman (1996).
(d) : Calculated from IM F s  International Financial Statistics Yearbook ¡996, pp. 276-277, ('National Accounts').
(e) : Calculated from IM F s  International Financial Statistics Yearbook 1991, pp. 290-291 (‘International Transactions’). 
(0: d/100*e
(g) : a/100*f
(h) : IM F s International Financial Statistics Yearbook ¡994, p. 166-67. (Nominal annua] average price of copper on the 
London Market Exchange, in US cents of every year.)
(i) : g/h (this provides an approximate Index of the quantum of copper exported).
(j) : a-g (GDP minus the value of copper exports).
(k) : Pnce of copper of 1986. Used for simulating a more ‘normal’ copper price for the years 1987-89.
(l) : Value of copper exports in 1986. Used for simulating the hypothetical GDP of the years 1987-89 if both copper price 
and the quantum of copper exported had experienced no change.

Table 2.16— Growth of Copper Price and GDP
A n n u a l A verage Variation

____________C opper p rice *__ G D P  (1980 prices)

1951-1993 5.1 3.7

1951-1970 6 .6 3.9
1975-1993 4.1 5.1

*: Calculated using the nominal average copper price in the London 
Market Exchange in current US cents of every year.

Finally, if the copper price hypothesis were true, we should expect that a fall in 

copper prices would be accompanied by a fall in growth rates. However, despite falling 

copper prices since 1990, the Chilean economy has continued to grow. In fact, as it is 

possible to see in Table 2.17, whereas the annual average price of copper experienced 

negative variations in nine of the eighteen years o f the period 1975-1993, Chile’s GDP 

experienced only two negative years (1982-83). If the growth o f the Chilean economy were 

directly correlated with the variations in the international price o f copper we should expect 

to find a greater impact of such variations on the annual variations of Chile’s GDP. This is 

not the case.
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Table 2.17—Annual variations of the
International Price of Copper and GDP

YEAR?:
^ ^ A rm u d -M tr^ ^ d n s fm  

Nominal Conner ^
mm*

GDP ‘
1976 13.4 3.5
1977 -8.2 9.9
1978 6.0 8.2
1979 44.5 8.3
1980 10.8 7.8
1981 -20.2 5.5
1982 -15.0 •14.1
1983 7.5 -0.7
1984 -13.5 6.3
1985 2.9 2.4
1986 -3.4 5.6
1987 30.0 6.6
1988 46.0 7.3
1989 9.5 10.2
1990 -6.5 3.0
1991 -12.1 6.1
1992 -2.3 10.3
1993 -16.2 6.0

*: Nominal copper price in the London Market Exchange.
Sources: Calculated from IM F ’s International Financial Statistics 
Yearbook 1994, pp. 166-67; and Hofinan (1996).

Once we have provided enough evidence to establish that (1) since the mid-1970s 

le Chilean economy shows a new pattern o f economic performance, characterized by a 

end towards fast and continued growth o f production; (2) that in spite o f the crisis that 

Tected all Latin American economies during the years 1982 and 1983, the Chilean 

onomy recovered quickly, resuming the trend initiated in 1976; and, finally, (3) that the 

latively faster growth rate o f the 1975-1989 sub-period cannot be attributed merely to the 

gh copper prices of the late 1980s, it is necessary then to inquire into the underlying 

ctors that may explain this new trend, which has lasted until now (1997). As the analysis 

rried out in this chapter has shown, this trend contrasts sharply with the pattern o f growth 

the Chilean economy observed until 1970. Therefore, the inquiry shall be oriented toward 

ig-lasting, underlying conditions and characteristics surrounding the Chilean economy 

ring both periods, attempting to relate the shift in the pattern o f  growth to a change in 

:h conditions.
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3. Chapter Three —  LOOKING FOR AN EXPLANATION: 

THEORIES ON THE SOURCES OF DIFFERENTIAL GROWTH 

PATTERNS

3.1. I n t r o d u c t io n

The observed differences in wealth and economic performance experienced by 

different countries during the same period or by a single country during different periods 

over time have long puzzled social scientists. Since Adam Smith there has emerged a vast 

volume of theoretical and empirical research aimed at understanding and explaining the 

differences in wealth, welfare, and the pace of economic growth.

One of the main contributions o f Adam Smith was to provide a first attempt at 

explaining the observed differences in wealth among nations in terms of social factors and 

arrangements, rather than to rely on countries’ natural resource endowments.1 Asserting that 

the wealth o f a nation consists o f the sum of the wealth of its citizens, Smith introduced 

income per head as a measure o f wealth, instead of total national income.2 For Smith, the 

wealth of a nation depends on the number o f citizens engaged in productive work and in the 

productivity o f their work. Productivity depends on the degree o f the division o f labor,3 

which in turn depends on the size o f the market and on the scope for market exchange or 

trade.4

1 Adam Smith (1979) An Inquiry into the Nature and Causes o f  the Wealth o f  Nations (Edited by R.H. Campbell and 
A.S. Skinner, Glasgow edition in 2 vols.), Oxford, UK: Clarendon Press.

2 cf. Angus Maddison (1991) Dynamic Forces in Capitalist Development • A Long Run Comparative View, Oxford, 
U K : Oxford University Press, p. 15.

3 cf. Adam Smith (1979), pp. 10-36. He wrote: "The greatest improvement in the productive powers of labour, and the 
greater part of the skill, dexterity, and judgment with which it is any where directed, or applied, seem to have been the 
effects of the division of labour.** ( p. 13).

4 cf. Adam Smith (1979), pp. 10-36. "A s  it is the power of exchanging that gives occasion to the division of labour, so 
the extent of this division must always be limited by the extent of that power, or, in other words, by the extent o f the 
market When the market is very small, no person can have any encouragement to dedicate himself entirely to one 
employment, for want of the power to exchange all that surplus part of the produce o f his own labour, which is over and 
above his own consumption, for such parts of the produce of other men’s labour as he has the occasion for.” (Book I, Ch. 
Ill, p. 31) According to Werhane, "the division of labor is the most important concept in the W N [The Wealth o f  Nations\. 
It, along with stock and rent, are the sources of new wealth, economic growth, and therefore economic well-being in any
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According to Smith, the division o f  labor affects productivity in three ways: by [a] 

increasing expertise, [b] saving time due to specialization, and [c] creating incentives for the 

invention o f machinery and technological innovations which save time and human effort.5

The division of labor introduces the problem of coordination among economic 

actors. For Smith, both the competition among producers led by  its own perceived interest 

and the free movement of prices according to the play o f supply and demand in the market 

provide the best solution to the coordination problems involved in exchange (‘the invisible 

hand’),6 orienting producers and entrepreneurs to engage in such .activities which are 

socially considered as more valuable and in which they have what David Ricardo later 

termed a “comparative advantage.“7 In this way the enlargement o f  markets and the play of 

competition foster innovation, which results in an increased productivity of labor and lower 

costs, thus contributing to increasing a country’s wealth as an unintended outcome.* Hence, 

obstacles and barriers to trade and commerce, by reducing the size of the market and the 

scope for competition, are obstacles to the development o f the division o f  labor and 

specialization and, therefore, obstacles both to productivity gains and citizens* welfare 

growth, that is, the sources of the wealth of nations’

One o f the main aims o f Smith’s work was to criticize the grounds on which the 

European mercantile policies and practices were based. As Wallerstein has concisely

economy." Patricia H. Weriiane (1991) Adam Smith and  His Legacy fo r  Modern Capitalism, New York: Oxford 
University Press, p. 18.

5
T in s  great increase of the quantity of work, which, in consequence of the division of labour, the same number of 

people are capable of performing, is owing to three different circumstances; first, to the increase of dexterity in every 
particular workman; secondly, to the saving of the time which is commonly lost in passing from one species of work to 
another; and lastly, to the invennon of a great number o f machines which facilitate and abridge labour, and enable one 
man to do the work of many." Adam Smith (1979), Book I, Ch. I, p. 17.

6 cf. Adam Smith (1979), Book IV, Ch. II, pp. 455-456.

7 See Adam Smith (1979), Book IV, Ch. II, { 'O f Restraints upon the Importation fro m  foreign Countries o f  such 
Goods as can be  produced a t Home'), pp. 452-455; and David Ricardo ( 1953) On the Principles o f  Political Economy and  
Taxation, in The Works and Correspondence o f  David Ricardo - Vol. /, edited by Piero SrafTa and Maurice H. Dobb, 
(Cambridge: Cambridge University Press).

* For a recent attempt to develop theoretically the role o f the size of the market and increasing returns in economic 
growth see James M . Buchanan and Yong J. Yoon (eds.) (1994) The Return to Increasing Returns, Ann Arbor The . 
University o f M ichigan Press.

*  "That this monopoly of the home-market frequently gives great encouragement to that particular species of industry 
which enjoys it, and frequently turns towards that employment a greater share of both the labour and stock o f the society 
than would otherwise have gone to it, cannot be doubted. But whether it tends either to increase the genera] industry o f the 
society, or to give it the most advantageous direction, is not, perhaps, altogether so evident" Adam Smith (1979), Book 
IV, Ch. II {O f Restraints upon the Importation from  foreign Countries ofsuch Goods as can be produced at Home) p. 453.
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asserted? “he was concerned with attacking the notion that governments could best enhance 

this wealth by various restrictions on foreign trade.”10 In fact, according to Smith, 

competition in a free market is the mechanism which best serves the interest of the public, 

understood as consumers, the majority o f citizens, whose interest is different—“and even 

opposite”—to that o f producers or dealers.11 Therefore, for Smith the differences in wealth 

among nations depends on the room for the development o f the division of labor, the 

expansion o f markets and the exploitation of the opportunities for exchange and trade, and 

the operation of the forces and stimulus o f competition.

Since Smith’s days, the search for the factors which account for differences in 

countries’ wealth and the pace of their economic growth has continued to puzzle social 

scientists. However, it remained mainly a rather theoretical issue until very recently.

In the aftermath of W.W.II, when the peace and the cold war made more visible the 

apparently growing differences in the level and pace o f development among countries, that 

the issue o f the factors determining economic growth provoked increasing interest, both 

theoretical and practical, on the part o f social scientists. Sociologists and political scientists 

concentrated on the issues o f ‘development* and ‘modernization*,12 while economists 

addressed the issue o f the causes or sources of growth.13 Thanks to the possibilities offered

10 Immanuel Wallerstein (1992) "The Concept o f National Development. 1917-1989," in Gary Marks and Larry 
Diamond (eds.) (1992) Reexamining Democracy, Sage, California, p. 79. Smith asserts, “No regulation or commerce can 
increase the quantity of industry in any society beyond what its capita! can maintain. It can only divert a part of it into a 
direction into which it might not otherwise have gone; and it is by no means certain that this artificial direction is likely to 
be more advantageous to the society than that into which it would have gone o f its own accord.” Adam Smith (1979), 
Book IV, Ch. I!, p. 453.

11 "The interest of the dealen ... in any particular branch of trade or manufactures, is always in some respects different 
from, and even opposite to, that of the publick. To widen the market and to narrow the competition, is always in the 
interest of the dealers. To widen the market may frequently be agreeable enough to the interest of the publick; but to 
narrow the competition must always be against it, and can serve only to enable the dealen, by raising their profits above 
what they naturally would be, to levy, for their own benefit, an absurd tax upon the rest of their follow-citizens." Adam 
Smith (1979), Book I, Ch. X I, Conclusion, p. 267. See also the Conclusion o f  the Mercantile System, where Smith 
develops the contrast between producen* and consumen’ interests (pp. 660-661).

12 See, for example, Daniel Lemer (1958) The Passing o f  Traditional SocietyM odernizing the Middle East, Glencoe, 
Illinois: Free Press; Bernard Hoselitz (I960) Sociological Aspects o f  Economic Growth, Glencoe, Illinois: Free Press; Gino 
Germani (1971) Política y  Sociedad en una Epoca en Transición, Buenos Aires: Paidos; J. Samuel Valenzuela and Arturo 
Valenzuela (1981) "Modernization and Dependency: Alternative Perspectives in the Study of Latin American 
Underdevelopment," in Heraldo Muñoz (ed.) From Dependency to Development: Strategies to Overcome 
Underdevelopment and Inequality (Boulder, Colorado: Westview Press).

13 W.W. Rostow (1960) The Stages o f  Economic Growth, Cambridge and New York; Angus Maddison (1964) 
Economic Growth in the West, London: Allen & Unwin; Edward F. Denison (1967) Why Growth Rates Differ: Postwar 
Experience in Nine Western Countries, Brookings, Washington DC.

79



The institutional bases o f Chile's economic ‘miracle* —  Chapter ID

by improvements in the compilation and standardization o f national accounts data, the 

inquiry into the factors ‘determining’ economic growth experienced an increasing 

accumulation o f empirical research work.

Among economists, the inquiry into the sources of differences in wealth, welfare, 

and the pace of economic growth experienced by countries over time have been addressed 

on a comparative basis through two different questions: what are the sources o f the 

differences in per capita income (a) between different countries at a given time, and (b) 

between different dates in a given country.14 Among these two questions, most scholars have 

concentrated their research on the former.

3.2. ‘E c o n o m ic ’ E x p l a n a t io n s  o f  E c o n o m ic  G r o w t h  a n d  P e r f o r m a n c e

Two main categories o f theories dominate current mainstream economic thinking on 

growth: those based in the so-called Solow growth model and those based on the concept o f 

endogenous growth. Both theories see output (that is, GDP) as being determined by a 

combination of the accumulation o f factors o f production (labor and capital) and 

‘technological progress’. The basic equation in the growth models used by both neo

classical and ‘new-growth theory’ economists takes the following general form:

Y - f f K . U A )

where output, GDP or income per capita (Y) is a function o f capital (K), labor (L), and 

technology or technological progress (A). Capital (K) comprises all the stock o f those 

produced goods, machinery, instruments, equipment, and buildings used by labor in the 

production process, and the resources needed to acquire them; (L) is the labor force; and 

‘technological progress* (A) refers to the degree of ‘knowledge* or technological and 

organizational improvements applied to production which increase efficiency and enables * 96

14 cf. R.C.O. Matthews (1986) "The Economics of Institutions and die Sources of Growth," The Economic Journal,
96, December 1986.
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more output to be produced for unchanged quantities of the inputs of capital and labor.15 

Moreover, ‘technological progress' includes all factors different to capital and labor which 

affect the degree o f efficiency in the use o f the factors o f production to increase output.

3.2.1. The Solow growth model

According to the Solow growth model, economic growth results from capital 

accumulation, changes in population, and technological progress.16 17

Y = Af(K ,L)

Both the rates o f change of population and technological progress are supposed to be 

exogenous, hence growth is driven by savings, which foster investment, and by variations in 

the ratio o f capital to labor. Technological progress, which increases the productivity of 

labor, is supposed to be exogenous and constant. Thus, although income will rise with the 

level of physical and human capital, the increase in these factors will not increase growth in 

the long run: “Skilled workers increase the level of income, just like any other productive 

factor, but they do not increase growth in the long run because technological progress does 

not depend on the presence of a skilled work fo^ce.,,,7 In fact, according to this model, the 

effect of saving and investment only can produce a temporary acceleration in the rate of 

growth of GDP since the increase in capital will increase the capital/labor ratio with 

decreasing returns, thus reducing the marginal product of capital since technology— it is 

assumed—only grows at a constant rate. According to this model, the growth rate o f the 

economy in the long run simply equals the rate of growth in the labor force plus the rate of 

exogenously determined technological progress; the rate of savings will only affect the level 

o f GDP but not the long run growth rate. In Solow's words, “the long-run rate of growth is

15 Sec N. Gregory Mankiw (1992) Macroeconomics, New York: Worth Publishers, (Chapter IV).

16 See Robert M. Solow (1956) “A  Contribution to the Theory of Economic Growth," Quarterly Journal o f  
Economics, Vol. 70, No. 1, February 1956: 65-94

17 See David M. Gould and Roy J. Ruffin (1993) "What Determines Economic Growth?," Federal Reserve Bank of 
Dallas Economic Review, Second Quarter 1993: 25-40.
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completely independent of the saving-investment quota.”18 Therefore, one o f the main 

consequences o f this model is that the long-term growth rate o f  an economy cannot be 

substantially affected by policy}9

The Solow model predicts that economies with similar rates o f population growth 

and technological progress will reach the same constant growth rate (“steady-state”). Within 

this model, poorer countries are supposed to grow at faster rates than richer ones, until 

‘converging’ to a similar level of income. The growth rate o f poorer countries will depend 

basically on their rate o f savings and the ratio of capital to labor, until reaching the ‘steady 

state’. In the long run, countries’ growth rates will tend to converge.

“Rich countries should grow at a slower pace than poor ones; accordingly, 
over time, the per capita incomes o f the rich and poor countries should 
converge.”20

It must be noted and kept in mind that ‘convergence’ depends on the assumption that 

all countries have access to the same technology, which—I stress— includes and depends on 

organizational and institutional arrangements. If there are obstacles to this, convergence will 

not result.

3.2.2. The ‘endogenous growth’ model

The so-called “new growth” theory or ‘endogenous growth models’, associated with 

the work o f  Paul Romer,21 appeared as an attempt to deal with the apparent mismatch 

between the predictions derived from the traditional theory and the empirical observation 

that, in the long run, countries appear to have accelerating growth rates and that growth 

rates seem to differ substantially among countries.22 Moreover, Romer observed that

18 Robert M . Solow (1994) "Perspectives on Growth Theory," Journal o f  Economic Perspectives, Vol. 8, No. 1, p. 48.

19 See Gould and Ruffin (1993).

20 Gould and Ruffin (1993), p. 29.

21 Paul M. Romer (1986) “Increasing returns and Long-Run growth,** Journal o f  Political Economy, Vol. 94, October 
1986: 1002-1037; and Paul M . Romer (1990) “Endogenous Technological Change," Journal o f  Political Economy, Vol. 
98, October 1990:71-102.

22 Gould and Ruffin (1993), p. 28-
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empirical evidence reveals that technological progress has experienced large variations over 

time and among countries, contradicting one of the main assumptions of the Solow model.

Endogenous growth theoiy has thus attempted to explain the empirical variations 

observed in technological progress, making it endogenous to the production function.13 

Technological progress resulting from innovation is seen as the main factor fostering 

sustained economic growth. Therefore, according to endogenous growth theories, long-run 

economic growth is determined by incentives related to innovation, that is, the 

characteristics and structure o f the economic system do affect its long term pattern of 

growth. According to endogenous growth models, productivity growth might be related to 

the structure and policies followed by the economy which affect the rate o f innovation and 

its application and adaptation to the production process. Thus, according to Romer, the main 

difference between neoclassical growth theory and new growth theory is the emphasis 

placed by the latter on the fact that economic growth is seen as “an endogenous outcome of 

an economic system, not the result of forces that impinge from outside.”23 24

3.2.3. Empirical approaches to growth in economics

"There does not exist a consensus theoretical fram ework to guide empirical w ork on 
grow th"
-------Ross Levine and D av id  Renelt (1992) “A  Sensitivity Analysis o f Cross-Country
Growth Regressions," A m erican  E conom ic R eview , V o l. 82, No. 4 (September), p. 943.

Economists have conducted empirical research on the determinant o f countries* 

economic performance using two main approaches: (a) the so-called ‘growth-accounting 

tradition’ (or ‘sources-of-growth method*) and (b) the ‘cross-country growth regression* 

approach.

23 See Romer (1986); Robert E. Lucas (1988) "O n the Mechanics of Economic Development," Journal o f  Monetary 
Economics, Vol. 22, No. 1: 3-42; and Romer (1990).

24 Paul M. Romer (1994) T h e  Origins o f Endogenous Growth," Journal o f  Economic Perspectives, Vol. 8, No. 1, p. 3
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3.2.3.1. T h e ‘Growth-accounting* Tradition

Usually based on the Solow model, the ‘growth accounting’ or ‘sources-of-growth* 

approach aims at quantifying the relative contribution offactor inputs (the increase in labor 

and capital—the factors of production or ‘inputs’) and technological progress to the growth 

of output (GDP) experienced by a single country during a given period.

According to this approach, output is assumed to be a function o f the quantity and 

quality o f  capital and labor (the ‘factors o f production’), and o f  “technological progress.” 

Output growth may result either from an increase in factor inputs (greater capital and/or 

labor) or from improvements in the technology used in the productive process, or from any 

given combination of both. Holding constant the technology, product growth results from an 

increase in the factors of production; holding constant the quantity o f factors, growth results 

from improved technology or ‘efficiency’ gains (conceptualized as total factor productivity, 

TFP). An increase in the quantity o f factors stems from an increase in savings and 

investment (capital accumulation) and/or from increased labor (population growth, and an 

increase in the size of the labor force relative to the total population). In turn, efficiency and 

productivity gains come from technological innovation, greater knowledge and skills, 

organizational improvements, and greater specialization.15

The equation accounting for economic growth can be thus represented according to 

the following general form:

ùJL * a à K  + (1 - a ) à L + à d
Y K L A

G row th in C on tribu tion C ontribution G row th in Total
O utpu t o f  C a p ita l o f  L a b o r F a c to r  P roductiv ity

where 0 < a < 1. 25 * *

25 cf. Douglass C. North and Robert Paul Thomas (1973) The Rise o f  the Western W orld - A New Economic History,
New York: Cambridge University Press, pp. 1-3.

W Taken from Mankiw (1992), p. 115.
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To estimate empirically the relative contribution made by the labor and capital inputs 

and that o f ‘technological progress’ to the growth of output experienced by a given country 

during a given period, this approach measures the changes experienced in the Tabor input’ 

(using proxy variables such as the growth of the labor force or employment during the 

period under study) and in the ‘capital input’ (using proxy variables like the growth 

experienced by the amount or stock of capital). Since it is not possible to measure de degree 

of ‘technological progress’ (or TFP growth) directly, it is estimated as a ‘residual*.27 That is, 

TFP (also known as the Solow’s  residual) corresponds to the part of growth that is not 

explained by the increase in the quantity of factors (capital and labor), according to an 

estimation o f  their relative share o f output. In ternis o f the equation presented above, it 

results thus from the following algebraic change in the terms:

“AA/A" (TFP growth or the Solow residual) is thus the change in output that cannot

This method allow us to know, for example, that the growth of GDP observed in a 

country during a given period was mostly due to, say, a rapid growth of labor rather than to 

the growth of capital. By the same token, in comparative studies across countries, this 

method can reveal that those countries which have experienced faster output growth during 

a given period tended also to show, for instance, a rapid growth in the capital input or a 

greater contribution o f TFP.

This method is admittedly descriptive rather than explicative; an ‘accounting* 

approach.30 Notwithstanding its usefulness, it does not provide an explanation o f the

For a genera!, schematic description of the methodology used by the growth accounting approach in its more 
simplest form, see Mankiw (1992), pp. 112* M 7.

M  Mankiw (1992), p. 115.

29 See Mankiw (1992), p. 116.
30

For a recent compilation and discussion of the “growth-accounting" tradition, see the articles contained in Adam 
Szirmai, Bart Van Ark, and Dirk Pilai (eds.) (1993) Explaining Economic Growth - Essays in Honour o f  Angus Maddison, 
Amsterdam: North-Holland, Elsevier Science Publishers B.V.

AA = AY

a  r

be explained by change in inputs.2’ As Mankiw asserts, “total factor productivity captures 

anything that changes the relation between measured inputs and measured output.”29
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determinants o f the changes observed in capital, labor, or the pace o f ‘technological 

progress’;3' it only refers to what Angus Maddison has termed the “proximate sources or 

causes'* of growth.31 32 Nevertheless, in a comparative analysis, differences in TFP or 

. residual— measured in both relative and absolute terms— suggests a change in efficiency; 

that is, a qualitative—rather than quantitative—difference in (or between) economic 

systems.

3.2.3.2. The Cross-Country Regressions Approach

Addressing the question “Why do growth rates differ?”33 these studies attempt to 

identify which set of factors in a rather large sample o f countries tend to covaiy 

systematically with the rate of growth o f GDP, and what their relative contribution is to 

explaining growth differences between countries.34 This approach aims to establish a 

statistical relationships between per capita GDP growth and a predetermined set o f variables 

(supposedly associated with countries* output growth rates) in a large set of countries during 

a given and relatively arbitrarily fixed time-period. In particular, “most investigators 

consider only a small number o f explanatory variables in attempting to establish a 

statistically significant relationship between growth and a particular variable of interest.**35 A 

common feature o f most cross-country growth regressions is that the explanatory variables 

are entered independently and linearly.36

See Victor J. Elias (1992) Sources o f  Growth - A Study o f  Seven Latin American Economies, San Francisco, 
California: International Center for Economic Growth, ICEG , pp. 22-24. Elias asserts: “A  complete theory of growth will 
have to go beyond the input sources of growth and discover their determinants. Such a theory will have to account not 
only for the behavioral function underlying the determination of the level of each input, but also for the relevance of the 
elements as a determinant o f growth." (p. 24)

32 See Angus Maddison (1988) "Ultimate and Proximate Growth Causality: A  Critique of Mancur Olson on the Rise 
and Decline o f Nations," Scandinavian Economic History Review, X X X V I, (2): 25-29; reprinted in A.Maddison (1995), p. 
89. See also the articles contained in the First Chapter ("Proximate and Ultimate Sources of Growth") o f the book edited 
by Szirmai, Van Ark, and Pilat (eds.) (1993) Explaining Economic Growth - Essays in Honour o f  Angus Maddison.

33 cf. Edward F. Denison (1967) Why Growth Rates Differ: Postwar Experience in Nine Western Countries, 
Washington, DC: Brookings.

34 See N. Gregory Mankiw  (1995) “The Growth of Nations," Harvard Institute o f Economic Research, Discussion 
Paper 1731, August 1995, pp. 41-42.

35 Ross Levine and David Renelt (1992) “A  Sensitivity Analysis of Cross-Country Growth Regressions," American
Economic Review, Vol. 82, No. 4 (September), p. 942.

34 See Levine and Renelt (1992), p. 943.
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These studies do not share a common theoretical framework guiding the choice of 

the explanatory variables; while some start from the neoclassical or the Solow model others 

use the ‘endogenous-growth model’ introduced by Römer. On the other hand, researchers 

use different proxies for the variables attached to a certain growth model.37 Thus, over 50 

variables have been found to be significantly correlated with growth in at least one study.3* 

The most commonly used variables for which there have been found significant statistical 

relationship with the rate o f GDP growth have been: initial per capita GDP level, domestic 

investment share in real GDP, the GDP share of investment in machinery and equipment, 

male and female school enrollment rates, trade openness, life expectancy rate, share of 

government spending in GDP, number of revolutions and coups, the rate of population 

growth, government consumption, number of assassinations, growth rate of inflation, 

growth rate o f  exports relative to GDP, money supply growth rate, indexes o f civil liberties, 

initial enrollment rate in primary school, etc.39 40

It is noteworthy that in a relatively recent but already classical empirical assessment 

o f the robustness o f the vast set of variables that the economic literature has postulated as 

correlated with growth in cross-country regressions, Ross Levine and David Renelt (1992) 

found that most o f them present a very fragile correlation with the rate of growth.4*

Among the most important studies within this approach is: Roger C. Kormendi and Philip G. Meguire (198S) 
“Macroeconomic Determinants of Growth,” Journal o f  Monetary Economics, Vol. 16: 141-163; Paul M. Romcr (1986) 
“Increasing Returns and Long-Run Growth, Journal o f  Political Economy, Vol. 94, No. 5: 1002-1037; Paul M. Romer 
(1987) "Human Capital and Growth: Theory and Evidence," NBER Working Paper No. 3173, Cambridge, MA.; Robert E. 
Lucas (1988) “On the Mechanics of Economic Development," Journal o f  Monetary Economics, Vol. 22, No. 1: 3-42; 
Robert J. Bam> (1991) “Economic Growth in a Cross Section of Countries," Quarterly Journal o f  Economics, Vol. 106, 
No. 2, May 1991: 407-433; J. Bradford De Long (1992) "Productivity Growth and Machinery Investment: A  Long-Run 
Look, 1870-1980," April 1992 (mimeo); N. Gregory Mankiw, David Romer, and David N. Weil (1992) “A Contribution 
to the Empirics of Economic Growth,” Quarterly Journal o f  Economics, Vol. 107, No. 2, May 1992: 407-438; Ross 
Levine and David Renelt (1992) “A Sensitivity Analysis of Cross-Country Growth Regressions," American Economic 
Review, Vol. 82, No. 4 (September): 942-963; William Easterly and Sergio Rebelo (1993) “Fiscal policy and economic 
growth - An empirical investigation," Journal o f  Monetary Economics, Vol. 32, December 417-458.

3* For a review, see Levine and Renelt ( 1992).
39

Done Vemer (1995) “Can the Variables in an Extended Solow Model be Treated as Exogenous? - Learning from 
International Comparisons Across Decades," EU I Working Paper ECO  No. 95/20, Florence: European University 
Institute, p. 8. See also Levine and Renelt (1992).

40 Levine and Renelt (1992).
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According to Levine and Renelt, the only variable that shows a robust and positive 

correlation with growth is the share o f  investment in GDP.41 42

3.2 .4 . I n v e s tm e n t  a n d  g ro w th

Investment appears to be a key factor associated with differences in the pace of 

growth.41 Maddison asserts that investment is the main vehicle embodying technological 

progress, stressing that: “A major driving force o f modem economies is the strong 

propensity to risk capital on new techniques that hold promise o f improved profits.’*43

Indeed, most studies on growth are based on the strong correlation between 

investment and the rate o f GDP growth, and, therefore, most factors postulated to be 

‘determinants’ of growth are supposed to do so by their impact on the level (or/and on the 

nature) o f investment (in both physical or human capital). Thus investment is assumed to be 

the main channel by which other factors affect growth.44

During the late 1980s and early 1990s, and due to the large ‘residuals* left 

unexplained within the ‘technological progress* component of the production functions in 

accounting for differences in countries* growth rates (using proxies for “technological 

progress** such as literacy, education enrollment rates, etc.), economists have been looking 

towards socio-political and institutional variables in order to improve their growth models. 

In these attempts, investment has been the main factor assumed to be directly connected to 

the rate o f economic growth, and through which other variables affect growth.

For example, in a recent paper by Perotti (1995) in which different approaches to the 

relationships between inequality and growth are tested empirically, investment is assumed to 

be the key direct factor affecting growth. Measured according to the distribution of income

Levine and Renelt (1992). This study found that the average share of investment in GOP is the only variable that 
shows a robust correlation with the average growth rates, and that the ratio o f trade to output is robustly, positively 
correlated with the investment share. ( pp. 943,959.)

42 See W illiam  Easterly and Sergio Rebelo (1993) “Fiscal policy and economic growth - An empirical investigation," 
Journal o f  M onetary Economics, 32:417-458; and Gould and Ruffin (1993).

43 Maddison (1991), p. 67.
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among the country’s population, inequality is supposed to affect growth through the impact 

that it would have on factors like fiscal policy or government expenditures, socio-political 

stability, investment in human capital, and fertility, which, in turn, would affect directly the 

level of physical investment, thus affecting growth.* 45

The theoretical causal model behind these approaches can be represented by the 

following diagram:

Factors postulated to be “ independent Dependent variable
causal variables” of growth:

a )  . — ►
b ) .  ►
c )  .  ►  ► {investm ent)  ► Rate of GDP Growth

z ) ....   >

Thus investment seems to be the most general and direct factor affecting output 

growth.46 Maddison has pointed out that acceleration in investment has been the most 

important engine o f  growth in the post-war developing world.47 48 According to him, “In most 

developing countries [after W.W.II], [the] increase [in capital investment] has been the 

biggest factor responsible for accelerated growth.”4*

According to. some scholars, o f all the different types o f investment it is investment 

in machinery and equipment the key factor in explaining the pace of growth, a point that

See Gould and Ruffin (1993).

45 Roberto Perotti (1995) “Income distribution, democracy, and growth: an empirical investigation," Columbia 
University (mimeo).

See W.W. Rostow (1971) The Stages o f  Economic Growth (Second edition). New York: Cambridge University 
Press, pp. 20-21. Also Rodrik implicitly assumes that investment is the key for growth in both South Korea and Taiwan; 
see Dani Rodrik (1994b) “Getting Interventions Right: How South Korea and Taiwan Grew Rich," N B ER  Working Paper 
No. 4964, December 1994, National Bureau of Economic Research, Cambridge, MA., p. 2.

Angus Maddison (1970) “Reasons for Accelerated Growth and Variations in Performance," reprinted in Maddison 
(1995), p. S.

48 Maddison (1970), p. 9.
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was suggested early on by Carlos Diaz Alejandro.49 In fact, Diaz Alejandro argued that the 

extraordinarily poor economic performance experienced by Argentina in the post-World 

War II period was due to a very low rate o f  investment in machinery and equipment 

generated by counterproductive policies.50 Maddison points out that an increase in the stock 

of machinery and equipment is a necessary condition for exploiting the possibilities offered 

by technological progress.51 *

In a cross-country analysis, De Long and Summers (1991) found a very strong 

association between equipment investment and growth: “high rates o f investment can, for 

example, account for nearly all o f Japan’s extraordinary growth performance.”51 Also De 

Long (1992) found that “rapid machinery accumulation is associated with rapid productivity 

growth and appears to yield large social benefits to the economy in terms o f higher 

productivity.”53 De Long suggests further that a large part o f  this association is causal: “high 

machinery investment appears to generate rapid growth.”54 In another study, focused on 

developing economies, De Long and Summers (1993) report that there is a very strong 

association between equipment investment and growth, even when rich industrialized 

economies are not considered:

“Rapid growth is found where equipment investment is high, and slow growth
where equipment investment is low.”55

Mankiw has also suggested that equipment investment could serve as a proxy for 

human capital, “Because equipment requires workers to operate it, economies with highly

49
cf. 1. Bradford De Long and Lawrence H. Summen (1993) "How  Strongly Do Developing Economies Benefit From 

Equipment Investment," Journal o f  Monetary Economics, 32, p. 414.
50

Carlos D iaz Alejandro (1970) Essays on the Economic History o f  the Argentine Republic, New Haven: Yale 
University Press. Quoted from De Long and Summers (1993), p. 414.

51 Maddison (1991 ),p. 65.

51 J.B. De Long and L.H. Summers (1991) “Equipment Investment and Economic Growth," Quarterly Journal o f  
Economics, M ay 1991: 445*502. Quoted in Angus Maddison (1995) Explaining the Economic Performance o f  Nations - . 
Essays in Time and Space, England: Edward Elgar, p. 4.

53 J. Bradford De Long (1992) “Productivity Growth and Machinery Investment: A  Long-Run Look, 1870-1980," 
April 1992 (mimeo), p. 21.

54 De Long (1992), p. 2.

53 De Long and Summers (1993), p. 395.
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skilled workers may attract more equipment investment than economies with less skilled 

workers.”56

To sum-up, economics teaches us that the key source o f economic growth is the 

increase in the quantity and quality o f  investment (in physical, human, and/or organizational 

capital).

3.2.5. “Proxim ate”  and “Ultimate” Sources or Causes of Growth

3.2.5.1. The limitations o f  the \proximate causes' approach to explaining economic 

performance patterns

All o f the factors measured by the growth-accounting approach and a good part of 

the variables included in cross-country regressions, and in particular ‘investment’, can be 

classified under Angus Maddison’s label o f “proximate” sources o f economic growth.57 *

Indeed, even if  we find that differences in economic performance are strongly 

associated with the share of investment in GDP (i.e., those countries with a greater average 

share of investment in GDP tend to show higher average rates o f GDP growth), there still 

remains the question o f what determines the level o f investment?* Mankiw has pointed out 

that little progress has been made in answering the important question of why some 

countries save and invest so much more than others.591 would add that little progress has 

been made in providing an answer for the question o f why a given country does save and 

invest more (and/or better) in one period than in another. As Olson (1982), North (1990), 

and Szirmai (1993) have asserted, within the ‘proximate causes* approach, the conditions

56 N. Gregory Mankiw (1995) “The Growth of Nations," Harvard Institute of Economic Research, Discussion Paper 
1731, August 1995, p. 47.

57 See, for example, Maddison (1988), p. 89; and the articles contained in the First Chapter (“Proximate and Ultimate
Sources of Growth") of the book edited by Szirmai, Van Ark, and Pilat (eds.) (1993).

“ cf. Mankiw (1995), p. 52.

59 See Mankiw (1995), p. 52.
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underlying the accumulation of factors o f  production, the efficiency of their use and o f 

technological changes are normally taken for granted.60

Clearly, to assert that a change in the pattern o f economic growth is due to a change 

in the level or nature of investment does not constitute a satisfactory explanation for the 

inquiry into the “determinants” o f growth. Indeed, although it could contribute to accounting 

for changes in growth patterns, the issue still remains o f what explains differences in the 

levels of investment among countries and/or in the same country over time: Why do some 

countries save and invest so much more than others?61 62 What explains the different 

‘propensity’ to invest during two different periods of time in a single country?61 Why are 

people in a given society more prone to invest rather than consume in a given period o f time 

than in another? Why do people of a given society and in a given period o f time seem more 

prone to engage themselves in productive, innovative, wealth creating activities and trade, 

rather than in socially unproductive, redistributive activities, such as ‘investing* in political 

influence and power? Or, spelled-out in Weberian terms, why, in some periods, do the 

‘actions oriented to economic ends’ in a given society tend to be more prone to rest on the 

expectation of profit by the utilization o f opportunities for exchange in a regular market 

rather than by acquisition by force (formally or actually) or by political or irrational 

speculation?63 As North has pointed out,

“The explanations derived from neo-classical theory are not satisfactory 
because, while the models may account for most o f the differences in 
performance between economies on the basis o f differential investment in

60
cf. Douglass C. North (1990) Institutions. Institutional Change and Economic Performance. New York: Cambridge 

University Press, p. It; Adam Szirmai (1993) “Introduction" in Szirmai, Van Ark, and Pilat (eds.) (1993), p, 13 (cf. the 
article by Denison in the same volume, p. 41 ). Johan Torstensson (1994) “Property Rights and Economic Growth: An 
Empirical Study," Kyklos, Vol. 47 (2), p. 231, and Mancur Olson (1996) “B ig  Bills Left on the Sidewalk: Why Some 
Nations are Rich, and Others Poor." Journal o f Economic Perspectives, Vol. 10, No. 2, Spring 1996, pp. 4-7.

61 cf. Mankiw (1995), p. 52.

62 For example, in a work about variations in growth performance based on a sample of 22 countries, Maddison 
assumes that “autonomous investment [that is, “investments which would be carried out by the private sector even if there 
were no government policy for economic growth") would vary directly with the level of per capita income of each country 
within a range from 4 percent o f G DP in the poorest country to 8 percent in the richest.." Angus Maddison (1970) 
"Reasons for Accelerated Growth and Variations in Performance," reprinted in Angus Maddison (1995) Explaining the 
Economic Performance o f  Sations - Essays in Tune and Space, England: Edward Elgar, p. 29. He explicitly argues in 
favor of this assumption, even if— as he acknowledges— the “widely held [view] that the spontaneous propensity to save 
tends to increase as income nses, and this was the view held by Keynes in his general theory," has been challenged in 
recent times.

63 See Max Weber (1976) The Protestant Ethic and the Spirit o f  Capitalism, London: Allen &  Unwin, pp. 17-18,21.
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education, saving rates, etc., they do not account for why economies would fail 
to undertake the appropriate activities i f  they have a high pay-off."6*

These questions point out to the so-called ‘ultimate’ sources or causes o f economic 

growth, using Maddison’s words;* 65 that is, those deeper, less tangible, less measurable 

factors that underlie and influence social economic behavior, factors such as socio-political, 

institutional and policy influences,66 which are difficult to include in cross-country 

regressions.67 68

In fact, the second type of the Denisonian question—the question of the sources of 

differences in per capita income growth rates between different dates in a given country— 

seems particularly difficult to approach with the economist’s traditional tool-kit, like 

production functions and the Solow’s regression model, and makes clear the need for going 

beyond the ‘proximate causes’ approach in order to tackle it. Indeed, the question about the 

causes o f differences in the pace o f growth in a given country between different time- 

periods focuses attention on historical, social, political, cultural, and institutional factors 

surrounding economic activity. A question like “Why does a given country show faster 

economic growth in a given historical period than in another?” seems hardly answered 

satisfactorily by a conclusion like “because investment was higher.” Precisely, what it is 

necessary to explain is why there was a change in investment, if  that is the case.6*

Douglass C. North (1994) ‘’Institutional Change: A Framework of Analysis," (mimeo), p. 1. For a critic of the 
assumption of the neoclassical paradigm, see North (1990) (in particular, see Chapters 3,12, & 14).

65 Maddison (1988) “Ultimate and Proximate Growth Causality: A  Critique of Mancur Olson on the Rise and Decline 
o f Nations," reprinted in Maddison (1995), p 89. Mancur Olson, in his book The Rise and Decline o f  Nations (New 
Haven: Yale University Press. 1982; p. 4), introduced the expression “the ultimate causes of growth" as opposed to the 
traditional sources identified in the literature on the sources of economic growth. On this distinction, see also the articles 
contained in the First Chapter (“Proximate and Ultimate Sources of Growth") of the book edited by Szirmai, Van Ark, and 
Pilat (1993).

66
See Maddison (1995) Explaining the Economic Performance o f  Nations - Essays in Time and Space, England: 

Edward Elgar, p. 3 (“Part I The analytical framework for explaining variations in growth performance".) A lso Maddison 
(1991), pp. 10-11.

67 See Edward F. Denison (1993) “The Growth Accounting Tradition and Proximate Sources of Growth," in Szirmai, 
van Ark, and Pilat (eds.) (1993), pp 4 1 and 45

68
The issue becomes even more complicated by the observation currently made by an increasing number of 

economists that economic growth may be rather than the consequence o f increased savings and investment— a pre
condition for an increase in the rate of domestic saving and investment [see for example Michael Sard (1995) “Growth in 
East Asia: What We Can and What We Cannot Infer From It," IM F  Working Paper No. 98, September 1995, International 
Monetary Fund; and Michael Gavin, Ricardo Hausmann, and Ernesto Talvi (1997) “Saving Behaviour in Latin America: 
Overview and Policy Issues", in O ECD  (1997) Promoting Savings in Latin America, Organisation for Economic Co
operation and Development (forthcoming)]. Gavin et al. (1997) have asserted “Higher growth precedes higher savings,
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Moreover, even if the whole set o f  ‘proximate* causes identified until now by 

economists as favoring economic growth (i.e., increased capital stock, greater factor 

accumulation, greater savings and investment, faster technological progress, greater 

efficiency) does occur in a given country (e.g., Chile) during a given historical period and 

not in another, what is necessary is to explain is Why was that so? Why did a country, a 

given society, seem to produce the factors that account for economic growth in one period 

but not in another? This question calls for a different approach, one able to explain the 

changes in long-term pattern of growth o f single countries.

3.2.5.2. The Ultimate * causes o f  growth

For Maddison, the ‘ultimate* causes o f economic growth are the basic social order 

(institutions, beliefs and ideology); the degree o f sociopolitical conflict within a given social 

order; macroeconomic policies for growth and stability; and, as affected by the former, the 

distance o f technical frontier.*’ That is, those factors that standard economic models usually 

consider to be “exogenous”.

According to Maddison (1991),

“In assessing the nature of capitalist performance, one can conduct the causal 
analysis at two levels—‘ultimate* and ‘proximate*. The investigation o f 
ultimate causality involves consideration o f institutions, ideologies, pressures 
of socio-economic interest groups, historical accidents, and economic policy at 
the national level.”7*

As North has pointed out, the word ‘ultimate* is rather unhappy since it has the 

“sobering ring o f  a Wagnerian opus. Ultimate sources may take us to the origins o f the 

universe...**71 It would be better to talk about “non-economic determinants** o f  economic 

performance; even though such a formulation still seems vague. Some scholars use the

rather than the reverse. It is only after a sustained period o f high growth that savings rates increase and may do so with a 
delay that can be quite significant.*' Thai is, in order to increase the country’s national rate of savings and investment 
(needed for long-term sustained growth), sustained economic growth is necessary! If  this is so, thus the question goes back 
to that of what factors cause or promote sustained growth rather than stagnation.

*’ Set Maddison (1988), p. 89. See also Maddison (1991), pp. 10-11.

70 Maddison (1991), pp, 10-12.
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expression “socio-political determinants” of growth, which would seem to improve clarity. 

However, as is discussed in the next section of this chapter, those studies that have 

attempted to relate those more apparently direct socio-political factors to economic 

performance have been facing increasing methodological and theoretical problems. 

Therefore, I prefer to use the expression ‘institutional determinants’ of economic 

performance since it seems to capture more precisely the nature of some key ‘non

economic’ factors which can have a strong effect on investment and growth.

The rest o f this chapter analyzes and discusses the main theories that relate economic 

growth and performance patterns to ‘non-economic’ factors.

3.3. ‘Non-econom ic’ Explanations of Economic G rowth and P erformance

Among the vast set o f theories which have attempted to relate the differences 

observed in economic growth across countries to non-economic factors, I distinguish three 

main approaches: socio-political factors, state-centred theories, and new-institutional 

theories. Although the last two can be seen as ‘institutional’ approaches, they largely differ 

in their emphases, basic assumptions, and methodology.* 71 The next sections analyze and 

discuss these approaches in order to build a theoretical framework for the understanding of 

the shift in the pattern of Chile’s economic growth.

71 Douglass C. North (1993) “The Ultimate Sources of Economic Growth," in Szirmai, van Ark, and Pilat (eds.) 
(1993), p. 65.

71 Theories which emphasize the role of cultural factors and values in explaining differential development patterns 
seem inadequate for this research since I am dealing with a pattern shift in a single country, these theories have been used 
mainly to explain growth differences between countries. To identify a "cultural change" able to account for the change in 
the pattern of economic performance experienced by Chile seems by far a more difficult and doubtful enterprise. The same 
problem has been faced by those who have attempted to explain the ‘miraculous’ performance of some Asian countries on 
the basis of ‘Confucianism*: Why did these countries not perform so well before the 1960s although they had the same 
cultural background than afterwards? W hy did China not perform like Taiwan, South Korea, Hong-Kong, and Singapore 
during the 1960s and 1970s? See James W. McGuire (1994) “Development Policy and Its Determinants in East Asia and 
Latin America," Journal o f  Public Policy, Vol. 14, No. 2: 205-242.
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3.3.1. Socio-political factors and economic performance

Recently, a large number of empirical studies have attempted to measure the effect 

of socio-political factors on economic performance. Three main variables have been 

hypothesized to affect growth: (a) political regime, (b) income inequality, and (c) political 

instability. Such factors are seen as directly affecting the level of taxation, public 

expenditure, savings and investment, and, in this way, the rate o f  growth of the economy. As 

will be seen in the rest of this section, all o f  them are closely connected; scholars differ only 

in the emphasis given to one or another factor.

3.3.1.1. Political regime (democracy/autocracy)

This approach argues that political regimes (democracy/autocracy) have an 

important effect on economic performance. However, there has been broad disagreement 

about the direction or sign of the relationship between the type o f political regime and 

economic performance.

According to Milton Friedman (1962), democracy and political freedom has a 

positive effect on economic growth since an expansion o f  political rights fosters economic 

rights. For Friedman, political and economic freedoms are mutually reinforcing.73 According 

to this view, democracy favors economic growth since— it is assumed—democracies would 

better protect property rights than non-democratic regimes;74 dictatorships and autocracies 

would be, instead, more prone to predatory behavior and less committed to economic 

growth goals.75 (Note here that property rights, rather than the political regime by itself, are 

the key to success, and democracy matters only insofar as it secures them).

73
Milton Friedman (1962) Capitalism and Freedom, University of Chicago Press, Chicago, pp. 1-36.

74
cf Gerald W. Scully (1988) T he  Institutional Framework and Economic Development,” Journal o f  Political 

Economy, Vol. 96, No. 3: 652-662; Robert J. Barro (1989) “A  Cross-Country Study of Growth, Saving, and Government,” 
NBER Working Paper No. 2855, Cambridge, MA.; Adam Przeworeki and Fernando Lim ongi (1993) “Political Regimes 
and Economic Growth,” Journal o f  Economic Perspectives, Vol. 7, No. 3, Summer 1993; 51-69.

75 cf. Adam Przeworski and Fernando Limongi (1993) "Political Regimes and Economic Growth," Journal o f  
Economic Perspectives, Vol. 7, No. 3, Summer 1993, p. 51-53.
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It has also been argued that democratic regimes might perform better economically 

since they improve the transmission o f information to policy makers about the effects of 

their policies:76

“Votes and free press ... are not only devices to monitor and sanction leaders in 
democratic societies, but are also mechanisms for leaders to be informed about 
the consequences o f policies, allowing them to adjust poor policies 
appropriately.“77

Some scholars have argued that democratic political structures foster private 

investment by bolstering belief in the political system’s durability.7* That is, these views 

emphasize the issues of information and reduction o f  uncertainty.

Finally, it has been argued that since democratically elected leaders have greater 

legitimacy than autocrats, they can more easily obtain society’s support for austerity 

measures and for moderating social demands, thus making it possible to cany out policies of 

‘general’ or ‘common’ interest.79

In contrast, other scholars have argued that democracy and popular participation may 

hinder economic growth since democratic politics raises demands for welfare spending, 

which in turn blocks savings and the accumulation o f capital, thus impeding growth. There 

would thus be a trade-off between popular government and economic development.80 It has 

been suggested, for example, that autocracies are more resistant than democracies to popular 

pressures for spending rather than to save and invest.81 It has also been argued that 

dictatorships are more resistant than democracies to the pressures o f particular interest

76 cf. Jean Dreze and Amayrta Sen (1989) Hunger and Public Action, Clarendon Press, Oxford UK.

77 Taken from Christopher Clague, Philip Keefer, Stephen Knack and Mancur Olson (1994) “Institutions and 
Economic Performance: A  New Look at Democracies and Growth,’' Draft prepared for the IR IS  Conference on Economic 
and Political Institutions for Sustainable Development: Implications for Assistance, (mimeo), p. 4.

78 cf. M. Pastor and E. Hilt (1993) “Private Investment and Democracy in Latin America,” World Development, Vol. 
21:489-507.

79
cf. Jose Maria Maravall (1995) Los Resultados de la Democracia, Alianza Editorial, Madrid, p. 51.

SO
cf. Samuel P. Huntington and Joan M. Nelson (1976) No Easy Choice - Political Participation in Developing 

Countries, Harvard University Press, Cambridge, M A.

81 cf. Stanislav Andreski (1969) Parasitism and Subversion: The Case o f  Latin America, New York: Schocken; 
Samuel P. Huntington and Jorge I. Dominguez (1975) “Political Development," in F.I. Greenstein and N.W. Polsby (eds.) 
Handbook o f  Political Sciences, 3. Addison-Wesley: 1-114.
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groups.*2 As emphasized by Mancur Olson,“  decision making that is responsive to 

particularistic group interests may lead to outcomes that are suboptimal for society as a 

whole.82 * 84

According to Giovanni Sartori (1994) the hypothesis that democracy produces 

welfare is a doubtful one: “If so, it is probably due to the fact that democracies do not 

disturb economic processes beyond certain limits, that is, they let to do to the market.”85 * 

This suggests therefore that there would be no direct relationship between political regime 

and economic growth. As stressed by Lindblom (1977, 1988),M political regimes affect 

economic performance depending on the room given to the operation o f market forces: 

either democracies or autocracies which reduce the room for the operation o f markets will 

tend to show slower economic growth than those political regimes (democracies and 

autocracies) which do not.

Empirical studies aimed at testing the effect o f political regime type on economic 

performance have yielded contradictory results.87 Some scholars have found a positive 

relationship between democracy and growth,88 while others have found that democracy has a 

negative effect compared to authoritarian regimes.89 According to some studies, democracy 

has a negative effect on growth only in poor countries or in countries with high income

82 cf. Peter T. Bauer (1981) Equality, the Third World and Economic Delusion, Weidenfeld and Nicholson, London.
See also Stephan Haggard and Chung-In Moon (t990) “Institutions and Economic Policy: Theory and a Korean Case
Study," World Politics, Voi. 42, No. 2, January 1990, pp. 211-213.

85 Mancur Olson (1982) The Rise and Decline o f  Nations - Economic Growth, Stagflation, and Social Rigidities, New 
Haven: Yale University Press.

14 Haggard and Moon (1990), p. 211.

85 che la democrazia produca benessere è ipotesi dubbia. Se lo produce è probabilemente perché le democrazie non 
disturbano I processi economici più di tanto, e cioè lasciano fare il mercato. M a la democrazia in sé e per sé, corno sistema 
politico, riesce anche a impoverire. L ’Uruguay illustra bene questo caso: e molte democrazie intermittenti dell'Ameriea 
Latina sono state, quando in carica, copiose dissipatrici di ricchezza.“ Giovanni Sartori (1994) Democrazia - Cosa è, 
Biblioteca Universale Rizzoli, Milano, p. 239.

Ì6
Charles Lindblom  (1977) Politics and Markets - The World's Political-Economic Systems, New York: Basic Books; 

and Charles Lindblom  (1988) Democracy and Market System, Oslo: Norwegian University Press.

17 cf. Adam Przeworski and Fernando Limongi (1993) “Political Regimes and Economie Growth,” Journal o f  
Economic Perspectives, Voi. 7, No. 3, Summer 1993: 51-69; Clague, Keefer, Knack and Olson (1994); Arthur A. 
Goldsmith (1995) “Democracy, Property Rights and Economic Growth," Journal o f  Development Studies, Voi. 32, No. 2, 
December 1995: 157-174.

88 See Dick (1994); Kormcndi and Meguire (1985); Pourgerami (1988, 1991); Vorhies and Glahe (1988); Scully
(1988* 1992); Barro (1989); Grier and Tutlock (1989); Remmer (1990); Lindenberg and Devarajan (1993); Pastor and Hilt 
(1993); and Bhalla (1994).
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inequality.* 90 According to Persson and Tabellini (1991), for example, democracies which 

increase the political participation o f the poor or reduce the political participation of the rich 

decrease growth.91 Alesina and Rodrik (1991) suggest that in the presence of acute 

inequality in the distribution o f wealth, democracies will perform more poorly than 

autocracies.92 They also assert that the higher the weight placed on workers* welfare, the 

lower is the growth rate of the economy.93

According to Barro (1994) there is a nonlinear relationship between democracy and 

growth: democracy enhances growth at low levels of political freedom but depresses growth 

when a moderate level o f freedom has already been attained.94

Finally, a great number o f studies have found no significant relationship between 

political regime and economic performance.95 *

3.3.1.2. Inequality

Income inequality has been another factor postulated to affect economic performance 

negatively because, it is alleged, a large degree of income inequality among the population 

puts pressure on the government to raise public spending and taxes in order to redistribute 

income from the rich to the poor.94 Such taxes will reduce the profitability and the incentives

99 Sec Marsh (1979); Weede (1983); and Landau (1986).

90 See Adelman and M orris (1967); Huntington and Dominguez (1975); and Alesina and Rodrik (1991).

91 Torsten Persson and Guido Tabellini (1991) “Is Inequality Harmful for Growth? Theory and Evidence," CEPR 
Discussion Paper No. 581, October 1991, Centre for Economic Policy Research, London.

92 Alesina and Rodrik (1991), pp. 28-29. They assert that “democracies with an uneven distribution of wealth should 
exhibit tower growth than democracies with more equally distributed resources. This is so because a large working class 
with little capita] would vote for high taxes on capital: the positive effect on the level of workers' real income would be 
traded off against the adverse growth consequences. 'Technocratic' dictatorship, i.e., dictatorships in which the wealth- 
owners control policy, should experience high growth, regardless of the distribution of resources. On the other hand, 
‘populist* non-democratic governments should experience low growth and implement redistributive programs from 
‘capitalists’ to ‘workers.’"

93 Alesina and Rodrik (1991), pp. iii, and 1-2..

94 Robert J. Barro (1994) “Democracy and Growth," NBER  Working Paper No. 4909, October 1994, Cambridge, M A.

95 Russett and Monsen (1975); Meyer, Hannan, Rubinson, and Thomas (1979); Marsh (1988); Sirowy and Inkeles 
(1991); Helliwell (1992); Limongi and Przeworski (1993,1994); Easterly and Rebelo (1993).

94 See Persson and Tabellini (1991); Alesina and Rodrik (1991); and Rodrik (1994b), p. 20.
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for private investment thus affecting negatively economic growth.97 According to Persson 

and Tabellini,

“More inequality leads to higher taxation and more redistribution, and hence 
less growth.”9*

According to this approach, which Perotti has termed the “ fiscal policy approach” to 

the relationships between inequality and growth, income distribution affects growth via its 

effects on government expenditures and taxation.99 Redistributive government expenditure 

and taxation negatively affect growth, mainly because o f their disincentive effects on private 

savings and investment.100 The basic assumption here is that in a more equal society there is 

less demand for redistribution, and therefore lower taxation and, hence, more investment 

and growth.101 Therefore, a lower degree o f inequality in the distribution o f the national 

income would be a condition favoring growth. According to Alesina and Rodrik, (in a 

democracy) the more unequal the distribution o f wealth, the lower the rate o f growth o f the 

economy.102 *

When aiming to explain the high growth rates achieved by South Korea and Taiwan, 

Dani Rodrik has argued, for example, that it was made possible— among other things—by 

the relative “exceptionally equal distribution o f income and wealth” these countries had by 

1960 as initial condition, compared with other developing countries.1“  The theoretical 

argument is that a high degree o f income inequality would create pressures for 

redistributive, growth-retarding policies for the government. According to Rodrik,

“the absence o f large-scale inequities meant that government felt no immediate 
need to undertake redistributive policies. ... regimes which inherit large 
inequalities are constantly under pressure to implement growth-retarding 
policies. Once concrete form that this takes is the pursuit o f  populist fiscal and 
microeconomic policies (as in much o f Latin America) which engender high

97 See Persson and Tabellini (1991); and Perotti (1995).

M Persson and Tabellini ( 1991 ), p. iv.

99 Perotti (1995).

100 Perotti (1995), pp. 2-3.

101 Perotti (1995), pp. 2-3.

102 Alesina and Rodrik (1991), p. 23.

m  Rodrik (1994b), p. 20.
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inflation, stop-go cycles, and low growth. The political leadership in Taiwan 
and Korea could concentrate on expanding the pie instead.”1*4

Persson and Tabellini have pointed out that the effect o f income inequality on 

growth is mediated by political participation. According to them, “A stiffer limit on political 

participation would prevent the distributional conflict from manifesting itself in policies that 

limit the incentives for accumulation, and could thus keep up growth even in the presence of 

acute inequality.”104 105 In particular, “Less political participation o f the poor or more political 

participation by the rich increases growth.”1“

According to Alesina and Rodrik, the effect o f inequality on economic growth varies 

according to the nature of the political regime type: “income inequality reduces growth in 

democratic countries, while this effect disappears or it is weaker in dictatorships.”'07 108 109 

According to them, “democracies with less inequality grow faster... a redistribution of 

income from the wealthiest quintile o f the population in favor o f the middle class would be 

growth enhancing.”10* ... “In particular, it would appear that redistributing income from the 

very rich to the middle class improves the growth performance o f the economy ”,w Instead, 

redistributing income to the very poor would have a negative effect on growth.

Persson and Tabellini (1991) have also pointed out that inequality affects economic 

performance since it poses threats to property rights:

“income inequality is harmful for growth, because it leads to policies that do 
not protect property rights and do not allow full private appropriation o f 
returns from investments.”110

104 Rodrik (1994b), p. 40.

105 Persson and Tabellini (1991), p. 12.
106

Persson and Tabellini (1991), pp. v and 13.

107 Alesina and Rodrik (1991), p. 28.

108 Alesina and Rodrik (1991), p. 29.

109 Alesina and Rodrik (1991), p. 28.

110 Persson and Tabellini (1991), p. 34.
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3.3*1.3. Socio-Political instability

The “socio-political instability” argument holds that instability (like violent protests, 

assassinations, coups, etc.)111 discourages investment because (a) it creates uncertainty 

regarding the political and legal environment, and (b) it disrupts market activities and labor 

relations, with a direct adverse effect on productivity and growth.111

Closely related with these arguments on the negative effect that income inequality 

has on growth, Alesina and Perotti (1995) have asserted that acute income inequality leads 

to social conflict and political instability, which in turn, discourage investment and reduce 

productivity:111

“a highly unequal, polarized distribution o f resources creates strong incentives 
for organized individuals to pursue their interests outside the normal market 
activities or the usual channels o f political representation. Thus, in more 
unequal societies individuals are more prone to engage in rent-seeking 
activities, or other manifestations o f socio-political instability, like violent 
protests, assassinations, coups, etc. (...) In turn, socio-political instability 
discourages investment for at least two classes o f  reasons. First, it creates 
uncertainty regarding the political and legal environment. Second, it disrupts 
market activities and labor relations, with a direct adverse effect on 
productivity.”114 115

On the other hand, Olson has suggested that long-term political stability may have a 

negative effect on economic growth due to the fact that such stability tends to favor the 

accumulation o f particular-interest and pressure groups and redistributive coalitions, which 

introduce rigidities and retard adaptive innovation in the economic system.113 According to 

him, the rapid growth experienced by Germany, Japan and Italy during the postwar period 

was made possible, at least in part, by the destruction or disruption o f the former pressure-

1.1 Sc< Alesina and Perotti (1995).

1.1 Perotti (1995), p. 3. Perotti asserts that a third way by which political instability affects growth is by shortening the 
time horizon of policy-makers, inducing them to tax sccumulabte factors more heavily, (see p. 3).

1.3 Alesina and Perotti (1995).

1.4 Perotti (1995), p. 3.

115 cf. Olson (1982).
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groups and interest-coalitions.116 Thus, a major social and political instability or crisis could 

sometimes contribute to the attainment o f faster economic growth.

3,3.1.4. The limitations o f  the  ‘socio-political factorsf approach to explaining economic 

performance

Recent reviews of the theoretical and empirical literature on socio-political variables 

as explanatory factors of economic performance have questioned these approaches, asserting 

that they fail to account adequately for variations in both investment and economic 

performance. In particular, Clague et al. (1994), Torstensson (1994), Svensson (1994), 

Knack and Keefer (1995), and Goldsmith (1995) have argued that the key issue directly 

affecting investment and productivity is neither the political regime nor inequality or socio

political instability as such, but, rather, the degree to which property rights are well defined 

and protected, and contracts effectively enforced.117 * * Although political regimes 

(democracies and autocracies) do differ sharply in the degree to which political rights are 

recognized and protected by the state, it is not so clear that they also differ in the same way 

with regard of the degree to which they secure economic rights,11* and in particular, those 

rights regarding private ownership.

Clague et al. (1994) have pointed out that the attempt to relate political regimes and 

economic growth faces the problem of the ambiguity o f the traits characterizing democracies 

and non-democracies:

“Ambiguity in the relationship between regime type and economic 
performance exists not only because the theoretical arguments cut in two 
directions, but also because autocracies and democracies are not 
homogeneous. They vary first in the institutions that they incorporate. 
Independent judiciaries, check and balances, and due process are

n 6 tbid.

117 Sec Clague, Keefer. Knack and Olson (1994); Jakob Svensson (1994) "Investment, Property Rights and Political
Instability," Institute for International Economic Studies, Stockholm University, Stockholm; Stephen Knack and Philip 
Keefer (1995) "Institutions and Economic Performance: Cross-Country Tests Using Alternative Institutional Measures," 
Econom ics and Politics, Vol. 3, No. 7, November 1995:207-227; and Goldsmith (1995) "Democracy, Property Rights and 
Economic Growth". See also Pejovich (1979,1990).

1,1 cf. Barro (1994); Clague, Keefer, Knack, and Olson (1994); Knack and Keefer (1995).
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distinguishing features of democracies, but not all democracies exhibit all o f 
these characteristics and not all autocracies completely lack them.”11’

In the same way, Barro (1994) has pointed out that nothing in principle prevents 

non-democratic governments from maintaining economic freedoms and private property 

rights.120 He mentions the cases o f South Korea and Taiwan, where the lack o f democracy 

was not accompanied by threats to economic freedoms and private property rights, a point 

which has been recently emphasized by Robert Wade, a scholar normally identified with the 

‘state-centric’ approach.121 Similarly, Goldsmith (1995) has asserted that there is no 

particular association between “the freedom to join in collective decisions and the freedom 

to use and dispose of property,”122 suggesting that “democratic or not, countries with the 

strongest protection o f economic rights are apt to have superior economic performance” than 

those in which property rights and contracts are insecure and under threat.123

In comparing the relative growth performance o f three different kinds o f  non- 

democratic political regimes (‘benevolent dictator* regimes, ‘bureaucratic-authoritarian’ 

regimes, and ‘predatory’ regimes), classified according to ‘type o f  economic system* (extent 

of the state’s role in the economy) and degree o f ‘economic freedom*, Varoudakis (1996) 

has found in a cross-country comparison that ‘benevolent dictator’ regimes (that is, non- 

democratic regimes characterized by a comparatively low extent o f public control over 

property, a greater role of the market in resource allocation, and a higher degree o f 

‘economic freedom’) show faster economic growth than the other two kinds o f  non- 

democratic regimes, as well as higher investment rates.124

Clague, Keefer, Knack, and Olson (1994), p. 5. For an interesting attempt to compare the relative growth 
performance o f different kinds of non-democratic political regimes, see Aristomene A. Varoudakis (1996) “Non 
Democratic Political Regimes and Economic Growth: Theory and Evidence," O EC D  Development Center, Paris (mimco).

110 Barro (1994), p. 1.

121 “Taiwan and Korea have had economies based on markets and (mostly) private-property rights for centuries. ... 
The control of most of the economy’s productive assets by private capitalists meant that government officials had to pay 
close attention to how their decisions affected profits if the government’s military and catch-up objectives were to be 
achieved." Robert Wade (1995) “Resolving the State-Market Dilemma in East Asia," in Ha-Joon Chang and Robert 
Rowthom (eds.) The Rote o f  the State in Economic Change, Oxford UK: Garcndon Press (UNU/W IDER), p.128.

122 Arthur A. Goldsmith (1995) “Democracy, Property Rights and Economic Growth,” Journal o f  D evelopm ent 
Studies, Vol. 32, No. 2, December 1995, p. 162.

123 Goldsmith (1995), p. 161

124 See Aristomene A. Varoudakis (1996) “Non Democratic Political Regimes and Economic Growth: Theory and 
Evidence," O E C D  Development Center, Paris (mimeo). According to Varoudakis* research, during the period 1970-85 the
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On the other hand, Easterly and Rebelo (1993) have found no significant differences 

in the fiscal policies adopted by democracies and non-democracies once the level of income 

is controlled,115 contradicting thus one o f the central claims of Persson and Tabellini (1991) 

and Alesina and Rodrik (1991) about the relationships between inequality, political regime 

and fiscal policy.116 Moreover, Gilles Saint-Paul (1996) has also pointed out that the increase 

in income inequality observed since the mid-seventies in many economies has tended to 

coincide with an increase in fiscal conservatism (programs of deficit and expenditure 

reductions, and a trend towards both less taxation and less progressive fiscal policy), thus 

contradicting the view that an increase in inequality would tend to foster redistributive 

taxation.125 126 127 128 129 130 Therefore, neither inequality nor political regime appear by themselves to 

determine the levels of taxes or public expenditure. As a consequence, the proposition that 

inequality or political regime would affect economic growth through their effects on 

taxation and redistribution—“more inequality leads to higher taxation and more 

redistribution, and hence less growth”12*— cannot be held to be generally valid.

Regarding socio-political instability, Svensson (1994) found strong support for the 

prediction that “the linkage between political instability and investment goes through the 

quality of property rights.”12’ In fact, Knack and Keefer (1995) have asserted that countries 

which experience few coups or revolutions may nevertheless exhibit insecure property 

rights.150 They have also pointed out that political instability and violence has been found to

annual average growth rate for ‘benevolent dictator’ regimes was 2.1%, whilst for the ‘bureaucratic-authoritarian’ and 
‘predatory* regimes the figures were 0.8% and -0 6 %  respectively. For their part, democratic regimes averaged an annual 
growth rate of 2.0%.

125 William Easterly and Sergio Rebelo (1993) “Fiscal policy and economic growth - An empirical investigation," 
Journal o f  Monetary Economics, Vol. 32, December 417-458.

126 Easterly and Rebelo (1993) found only that countries with greater initial income inequality prior to 1970 
implement higher levels of public expenditures in education as a fraction of GDP in the period 1970-1988. (p. 436.)

127 Gilles Saint-Paul (1996) “The Dynamics of Exclusion and Fiscal Conservatism,” DELTA, Paris, July 1996 
(mimeo), pp. 1-2.

128 Persson and Tabclhni (1991), p. iv.
129

Jakob Svensson (1994) "Investment, Property Rights and Political Instability," Institute for International Economic 
Studies, Stockholm University, Stockholm.

130 Knack and Keefer (1995), p. 209.
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be very sensitive to economic performance, thus introducing a simultaneity problem in the 

estimation o f the effects of political violence on growth and investment.131

To sum-up, the socio-political factors approach does not provide us with a clear, 

coherent, theoretical framework to analyze and explain the shift in the Chilean pattern of 

economic growth. Neither political regime, income inequality, or socio-political instability 

by itself appears to be able to explain divergent economic performance patterns. Moreover, 

as has been shown by the empirical evidence, “income inequality*’ in Chile does not appear 

to have experienced substantial changes over the whole 1950-1995 period; the unequal 

distribution of income has been a rather constant characteristic o f  this country.132 In the 

same way, “socio-political instability** (violent protests, assassinations, terrorism), which is 

supposed to negatively affect economic performance (through its effects on property rights, 

saving, investment, and productive entrepreneurship), was higher during the period 1975- 

1995 than in the period 1950-1970. Finally, the type o f  political regime 

(democracy/autocracy) does not show a direct relationship with Chile’s observed economic 

performance patterns: in both the 1950-1970 and during the post-1989 period Chile’s 

political regime has been “democratic”. However, while during the first period Chile 

experienced slow and unstable growth, during the last period this country has experienced 

particularly rapid and sustained economic expansion. Therefore, it seems necessary to go 

beyond ‘socio-political explanations’ in order to account for the change observed in the 

Chilean pattern of economic growth.

Already in 1983, Erich Weede suggested that the problem for economic growth is 

not ‘democracy* but rather the scope and the character of the intervention of the government 

in the economy:

“If there is an incompatibility o f goals, it is not between democracy and 
economic growth, as has so often been suggested in the literature. Instead, 
there might be a higher-order trade off. If  we want to avoid the incompatibility

131 Knack and Keefer (1995), pp. 209-210.

132 See Kevin Cowan & José De Gregorio (1996) "Distribución y Pobreza en Chile: ¿Estamos mal? ¿Ha habido 
progresos? ¿Hemos retrocedido?," (rnimeo, Julio 1996), Ministerio de Hacienda, Santiago de Chile; and, also, Mario 
Marcel and Andrés Solimano (1994) "The Distribution of Income and Economic Adjustment," in Barry P. Bosworth, 
Rüdiger Dornbusch &  Raúl Labán (eds.) The Chilean Economy - Policy Lessons and Challenges, The Brookings 
Institution, Washington, DC.
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of democracy and economic growth, we should rather limit government 
interference in, or (mis)management of, the economy.”133

Similarly, as mentioned before, Sartori (1994) seems to consider the effect o f 

democracy on economic performance as mediated by the room left by the political system to 

the operation of markets.134 In the same way, Gerald Scully (1988) has emphasized that 

security of property and certainty about the legal claim on the stream of income lead to 

higher rates o f capital accumulation, which is a sine qua non condition for economic 

progress.135 * 137 Continuing on this ground, Scully (1992) has emphasized that, rather than the 

type o f political regime (democracy/autocracy), what matters for economic performance is 

the kind of the Constitutional environment in which individual’s economic activity takes 

place.

In fact, Douglass North (1981, 1989, 1990,1993) has asserted that institutions which 

affect the degree of protection o f  property rights and the enforcement o f contracts play a 

central role in determining the performance of an economy.13* This is so because,

“the more easily others can affect the income flow from someone’s assets 
without bearing the full costs o f their action, the lower is the value of that 
asset. As a result, the maximization of an asset’s value involves the ownership 
structure in which those parties who can influence the variability of particular 
attributes become residual claimants over those attributes. In effect they are 
then responsible for their actions and have an incentive to maximize the 
potential gains from exchange.”'37

Goldsmith (1995) asserts that property rights and contracts are the “bedrock of 

market exchange.”13* The same point has been developed by Pejovich (1990), who has

Erich Weede (1983) “The Impact of Democracy on Economic Growth: Some Evidence from Cross-National 
Analysis," Kykios, Vol. 36 (1), p. 36.

134
See Giovanni Sartori (1994) Democrazta - Cosa e, Btblioteca Universale Rizzoli, Milano, Chapter X II (“Mercato, 

Capitalismo e Pianificazione") and Appendixes V I &  V II. See also Charles Lindblom (1977) Politics and Markets - The 
World's Political-Economic Systems. New York; Basic Books; and Charles Lindblom (1988) Democracy and Market 
System , Oslo: Norwegian University Press.

135 Gerald W. Scully (1988) “The Institutional Framework and Economic Development," Journal o f  Political 
Econom y, Vol. 96, No. 3: 652-662.

134
Douglass C. North (1981) Structure and Change in Economic History, New York: W.W.Norton; Douglass C. 

North (1989) “Institutions and Economic Growth: An  Historical Introduction,“ World Development, Vol. 17, No. 9; and 
North (1990,1993).

137 North (1990), p. 31. See also Milgrom and Roberts (1992), pp. 288-322.

,3*  Goldsmith (1995), pp. 160-161.
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attempted to explain theoretically the differences in the performance o f different market and 

non-market economies by looking to their structures of property rights.* 139

We can conclude this discussion on the “socio-political” approach and its 

shortcomings, by singling out institutional factors as a more promising approach for the 

explanation o f economic performance and growth patterns. In particular, the degree of 

security o f  property rights, associated to institutional arrangements that impose limits on 

political power and government authority on individual's economic rights (in either 

democratic or non-democratic political regimes), appears to play a  key role. In fact, socio

political factors such as political regime, inequality, and socio-political instability are 

implicitly or explicitly supposed to affect investment and growth by their effect on property 

rights, fiscal policy, taxation and redistributive pressures. However, property rights, fiscal 

policy, taxation, and redistributive pressures do not correlate with the three socio-political 

variables mentioned above.

The next section of this chapter turns the analysis towards those theories which look 

to institutional factors in order to explain a country’s differential aggregate economic 

performance and growth patterns.

3.3.2. Institutions and Economic Performance

The most general and trivial proposition o f any institutional approach to economic 

life is that human economic behavior and its aggregate effects are shaped by institutions. 

The conditions underlying economic action (acquisition, production, exchange, 

accumulation, cooperation, and competition) cannot be taken as given or fixed.

Even though both Adam Smith and Karl Marx emphasized the importance o f 

institutional characteristics surrounding the process o f production and factor accumulation.

1 Sec Svetozar Pejovich (1990) The Economics o f  Property Rights: Toward a Theory o f  Comparative Systems, 
Kluwer Academic Publishers, The Netherlands. Pejovich has pointed out that, "W hile it is true that many social scientists,
including Adam Smith, appreciated the importance of property rights, Marx was the first to assert that the specification o f 
property rights can be explained as response to social problems that fmd their source in scarcity, and that property rights 
structures affect economic behavior in specific and predictable ways." Steve Pejovich (1982) "Karl Marx, Property Rights 
School and the Process o f Social Change," Kyklos 35, No. 3, pp. 383-384.
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the origins o f the institutional approach to economic life can be traced back to the works o f 

Thorstein Veblen, Max Weber, John Commons, and Ronald Coase. From the very 

beginning, the institutional approach to economics has been characterized by a critical view 

o f neo-classical economics, which ignores the role of non-economic factors in explaining 

economic behavior and its aggregate outcomes in terms o f economic performance.

The institutional approach emphasizes the role of social, political and economic 

institutions and organizations in shaping economic events. In order to understand the 

differences in economic performance among countries and within a single country over 

time, the institutional approach looks at the kind o f social, political and economical 

arrangements surrounding economic action, linking the incentives and opportunities such 

arrangements create to the behavior o f economic agents (i.e., entrepreneurship, trade, 

innovation, savings and investment) to aggregate outcomes in terms o f a country’s economic 

performance. In sum, “institutional differences produce economic consequences.”140

3.3.2.1. Weber and the origins o f  the institutional approach to economic life

One o f the first contributions o f the institutional approach to economics can be 

traced back to the work o f Max Weber on the nature of the modem Western capitalist 

society which made possible the growth and accumulation o f wealth on a scale never seen 

before in any other place or historical period.*41 In his analysis o f modem capitalism, Weber 

observed that the evolution of capitalism in the West was linked to the development o f  very 

specific institutional arrangements and governance mechanisms.142

A large part o f  Weber’s work was aimed at identifying the conditions which made 

possible the development o f Western, modem, market-capitalism, understood as a system in

140
Douglass C. North (1989) "Institutions and Economic Growth: An Historical Introduction," World Development, 

Vol. 17, No. 9, p. 1319.

141 See Max Weber (1978) Economy and Society - An Outline o f  Interpretative Sociology, Berkeley, Ca.: University of 
California Press; Weber (1976); and Max Weber (1981) General Economic History, Transaction Books, New Brunswick 
NJ, Part IV  'The Origin of Modem Capitalism.’ See also Douglass C. North and Robert Paul Thomas (1973) 77ie Rise o f  
the  Western World - A Hew Economic History, New York: Cambridge University Press; and Nathan Rosenberg and L. E.
Birdzell (1986) How the West Grew Rich: The Economic Transformation o f  the Industrial World, New York: Basic 
Books.
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which economic action rests on the expectation o f profit by the utilization o f  opportunities 

for exchange, that is, on (formally) peaceful chances o f profit by means of continuous, 

rational organization o f (formally) free labor, in private autonomous enterprises “attuned to 

a regular market, and neither to political nor irrational speculative opportunities for 

profit...”.143 According to Weber, the rise and development of modem, market-capitalism 

was made possible by the development of “rational structures of law and administration,... a 

calculable legal system and of administration in terms of formal rules.”144 145 *

In fact, Weber conceived ‘modem’, market-capitalism as an order, and one which 

has very special characteristics. According to him, the development o f modem, market 

capitalism required “rational capital accounting as the norm for all large industrial 

undertakings which are concerned with provision for everyday wants.”14* More specifically, 

for Weber the conditions underlying the development o f modem capitalism involved: (a) the 

appropriation o f all physical means o f production—land, natural resources, machinery, 

tools, etc.—as disposable property o f autonomous private profit-oriented enterprises; (b) 

market freedom, that is, the absence o f  irrational limitations on trading in the market; (c) a 

rational technology, that is, one reduced to calculation to the largest possible degree, which 

implies mechanization, in both production and commerce; (d) a calculable law, that is, a 

calculable justice system and public administration (“the capitalistic form o f industrial 

organization, if  it is to operate rationally, must be able to depend upon calculable 

adjudication and administration”);144 (e) free labor, the existence o f persons who are not only 

legally free to sell their labor on the market without restriction, but are also economically 

compelled to do it; and (f) the commercialization o f economic life, that is, the general use o f

143 See the articles by Luciano Petlicani "Sulla genesi del capitalismo,” and "Pluralismo e Capitalismo,” in Ludovico 
Martello (ed.) (1992) Sulla Genesi del Capitalismo, Armando Editore, Roma.

143 Weber (1976), pp. 17 &  2 1. See also Weber ( 197S), Part I, Ch. II.

144 Weber (1976), p. 25.

145 Weber (1981), p. 276.
144

Weber points out that this condition was not fulfilled either during the epoch of the Greek city-state (polis), nor in 
the patrimonial states o f Asia, and even in the West down to the Stuarts. He asserts that the administration of justice on the 
part of the king and his arbitrary interventions produced continuous disturbances in the calculations of economic life. See 
Weber (1981), p. 277.
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commercial instruments to represent share rights in enterprise, and also in property 

ownership.147

“To sum up,” Weber wrote, “it must be possible to conduct the provision for needs 

exclusively on the basis o f market opportunities and the calculation of net income.”14*

Weber stressed that capitalism cannot be explained by the search for profit; rather, it 

should be understood by the kind of institutional order in which the pursuit of gain is 

embedded, limited and constrained:

“The impulse to acquisition, pursuit of gain, of money, o f the greatest possible 
amount of money, has in itself nothing to do with capitalism (...) it has been 
common to all sorts and conditions of men at all times and in all countries of 
the hearth, wherever the objective possibility o f it is or has been given. It 
should be taught in the kindergarten of cultural history that this naive idea of 
capitalism must be given up once and for all. Unlimited greed for gain is not in 
the least identical with capitalism, and is still less its spirit. Capitalism may 
even be identical with the restraint, or at least a rational tempering, of this 
irrational impulse. But capitalism is identical with the pursuit of profit, and 
forever renewed profit, by means of continuous, rational, capitalistic 
enterprise.”149

The kind of market-capitalism that Weber talks about is embedded and made 

possible only within an institutional order that only a modem bureaucratic state with private 

ownership of the means o f  production could provide.150 Without such a modem bureaucratic 

state—characterized by a professional administration, specialized officialdom, and a rational 

law made by jurists, based on the concept o f citizenship, and rationally interpreted and 

applied151—which makes possible the existence of a calculable legal system and a public 

administration guided by formal rules, “adventurous and speculative trading capitalism and

147 See Weber (J 981). pp. 275-278.

140 Weber (1981), p. 278.

149 Weber (1976), p. 17.
150

Cf. Peter Evans (1992) "The State as Problem and Solution: Predation, Embedded Autonomy, and Structural 
Change," in Haggard & Kaufman (eds.) (1992) The Politics o f  Economic Adjustment - International Constraints, 
Distributive Conflicts, and the State, Princeton, New Jersey: Princeton University Press, p. 146.

151 Max Weber (1994) Sociological Writings (Edited by WolfHeydebrand,) New York: Continuum, p. 160.
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all sorts o f politically determined capitalisms are possible, but no rational enterprise under 

individual initiative, with fixed capital and certainty of calculations.*’151 *

According to this approach, it was the existence o f such a setting which made 

possible the continuous growth and accumulation of wealth experienced by the West, an 

economic expansion based on the rational organization o f formally free labor, private 

ownership of the means o f production, production oriented to stable markets and peaceful 

opportunities for exchange, and capital accounting.

Therefore, the Weberian approach offers a general starting point for the research 

about explanatory factors for differences in economic performance. As Peter Evans has 

pointed out, the Weberian perspective provides a powerful comparative hypothesis: that 

differences in the (institutional) structure o f the state apparatus should predict differences in 

economic performance.153 From this starting point, many scholars have attempted to 

understand variations in economic performance on the basis of the institutional 

characteristics of the state and the relationships between the state and social groups.154 Thus, 

according to Evans (1995), for example,

“We need to look to covariation of state structure, state-society relations, and
developmental outcomes.”155

However, within this approach we can distinguish two contrasting views about the 

role o f the state and the legal and institutional framework: One places the emphasis on “the 

state” and its capacities to ‘command* the national economy towards the attainment of 

certain goals; the other looks at a broader set o f  policies and institutions in which economic 

agents act, the state included among them, and the incentives and constraints placed for 

economic activity and the pursuit of profits. I identify the first view under the broad label o f 

state-centric approach, while for the second I use the label o f  institutional or new  

institutional approach.

151 Weber (1976), p. 25.

153 Cf. Peter Evans (1995) Embedded Autonomy - States and Industrial Transformation, Princeton, New Jersey: 
Princeton University Press, p. 30.

For a recent view, see Linda Weiss and John M. Hobson (1995) States and Economic Development: A
Comparative Historical Analysis, Cambridge UK: Polity Press.

155 cf. Evans (1995), p. 42.
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The divergent pattern of growth experienced by Latin American and East Asian 

economies during the 1965-1990 period (relatively slow growth and economic stagnation in 

Latin America and rapid and sustained growth in East Asia) created a vast theoretical debate 

about the causes or sources of such differential economic performance.156 Leaving aside 

sociological explanations based on ‘cultural values’ (such as ‘Confucianism’), which are 

inconsistent in accounting for East Asia’s slow economic growth prior to I960,157 * 159 the 

discussion has been centred mostly on the role played by trade orientation, the room for 

competition, the operation o f market mechanisms, the degree of ‘state autonomy’, industrial 

policy, and government intervention. A key issue has been the scope and character o f the 

involvement or intervention o f  the state in economic policy-making.15*

According to some political economists, the sources o f this divergent pattern of 

growth were the different policies pursued by each group o f countries: while Latin America 

pursued an inward-oriented industrialization strategy, based on import substitution, state 

protectionism, closure or relative economic autarky, and massive state intervention in the 

economy, East Asian countries (particularly Hong Kong, South Korea, Taiwan, and 

Singapore) adopted more open, outward-oriented, export-led strategies, allowing internal 

and external competition forces to work, and relied more on market mechanisms to allocate 

resources.15’

w Indeed, whilst South Korea, Taiwan, Hong Kong, and Singapore grew extremely fast and consistently over the 
whole 1965-1990 period, most Latin American countries experienced rather poor and stagnating growth, particularly 
during the 1980s. See James W. McGuire (1994) “Development Policy and Its Determinants in East Asia and Latin 
America,** Journal o f  Public Policy, Vol. 14, No. 2: 205-242. See also Gary Gereffi and Donald L. Wyman (eds.) (1990) 
Manufacturing Miracles: Path o f  Industrialization in East Asia and Latin America, Princeton, NJ: Princeton University 
Press; Stephan Haggard (1990) Pathways from the Periphery: The Politics o f  Growth in the Newly Industrializing 
Countries, Ithaca: Cornell University Press; and Ajit Singh (1994) “Asian Economic Success and Latin American Failure 
in the 1980s: New Analyses and Future Policy Implications,** Kellogg Institute Working Paper #204, March 1994, 
University of Notre Dame.

157 See McGuire (1994).
f <Jt

See Michael Sarel (1995) “Growth in East Asia: What We Can and What We Cannot Infer From It,” IM F  Working 
Paper No. 98, September 1995, International Monetary Fund.

159
See, for example, Anne O. Krueger (1978) Foreign Trade Regimes and Economic Development: Liberalization 

Attempts and Consequences, Lexington, M A: Ballinger Press; Bela Balassa (1981) The Newly Industrializing Countries in 
the World Economy, New York: Pergamon Press; Bela Balassa et al. (1986) Toward Renewed Economic Growth in Latin 
America, Institute for International Economics, Washington DC; Deepak Lai and Sarath Rajapatirana (1987) “Foreign 
Trade Regimes and Economic Growth in Developing Countries,” Research Observer 2, No. 2 (July 1987), The World 
Bank: 189-214. For a recent contribution which relates inward/outward growth orientation to development and 
democracy, sec Carlos H. Waisman (1992) "Capitalism, the Market, and Democracy," in Gary Marks and Larry Diamond 
(eds.) Reexamining Democracy, California: Sage.
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State-rentred scholars, by contrast, have argued that the rapid and sustained growth 

rates achieved by the so-called East Asian new industrialized countries or ‘NICs* since the 

late 1960s were the result of “strong, developmentalist states”160 which “governed the 

market”, intervening actively in the economy, solving coordination problems, and using 

state planning and selective industrial policies in  order to achieve strategic objectives aimed 

at changing the position filled by their countries in the global economy. Let us describe both 

approaches in the two following sections.

3.3.2.2. The state-centric approach to economic performance

The so-called “state-centric” or “state-centred” approach161 * 163 sees economic 

performance as related with the strategies pursued by the state and its capacities—in terms 

of autonomy and strength—to induce and command national efforts towards the attainment 

of strategic goals such as accelerated capital accumulation and industrialization. For statist 

and ‘neo-statist’161 scholars, the autonomy and strength of the state are seen as strategic and 

command capacities for defining and implementing an active industrial policy, intervening 

or overriding market forces, controlling foreign trade, and managing the conflicts among 

classes and interests groups in order to purposely achieve certain strategic objectives o f 

economic development. Development, they assert, needs a “central coordinating 

intelligence”1“  endowed with the capacity to ‘govern the market’.164

The state-centric approach gained large influence among political-economists and 

development students as an alternative to both the dependencia theory and the orthodox

160
Frederic C. Deyo (ed.) (1987) The Political Economy o f  the New Asian Industrialism, Cornell University Press, 

Ithaca, p. 227.

161 I have taken the expression from Barbara Geddes (1991) “Paradigms and sand castles in comparative policies of 
developing areas," in William Crotty (ed.) Comparative Politics. Policy and International Relations, (Vol. 2: Political 
Science: Looking to the Future), Evanston, Illinois: Northwestern University Press, pp. 60-6. See also W. Rand Smith 
(1993) “International Economy and State Strategies," Comparative Politics, Vol. 25, No. 3, April 1993.

161 The expression is used by W eiss and Hobson to nominate their approach. See Linda W eiss and John M . Hobson 
(1995) States and Economic Development.* A Comparative Historical Analysis, Cambridge U K: Polity Press, pp. 8*9.

163 Weiss and Hobson (1995), pp. 4-5; and also Ha-Joon Chang and Robert Rowthom (1995) “Role of the State in 
Economic Change: Entrepreneurship and Conflict Management," in Chang and Rowthom (eds.) (1995) The Role o f the 
State in Economic Change, Clarendon Press, Oxford U K, pp. 31-50.

164
Robert Wade (1990) Governing the Market - Economic Theory and the Role o f  Government in East Asian 

Industrialization, Princeton, New Jersey: Princeton University Press.
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liberal approaches to explaining the remarkable economic success attained by the East- 

Asian NICs (South Korea, Taiwan, Singapore, and Hong-Kong).165 In Frederic Deyo’s 

words: “the key to an understanding o f  economic dynamism is strong states using 

mercantilist policies to lever national economies into higher niches in the world economy”166 

going beyond macroregulative policies to policy instruments targeted on decision-making in 

particular sectors and firms.167 * 169 According to Peter Evans (1987), the East Asian NIC 

experience shows that a more active and entrepreneurial state is essential for successful 

capital accumulation at the local level,16* an idea found in Gerschenkron’s (1962) Economic 

Backwardness in Historical Perspective.1*9

According to early theories of development, identified as the ‘structuralist* and 

‘dependencia* schools o f thought,170 developing, ‘late developers*, Mate-late developers* or 

‘peripheral’ countries would be prevented from developing and “catching-up” due to 

‘structural* constraints imposed on them by the nature of the international trade system 

under capitalism, which determines an international division of labor that leaves peripheral

See, for example, Alice Amsden (1979) "Taiwan's Economic History; A Case of Etatisme and a Challenge to 
Dependence Theory," Modem China, Vol. 5, No. 3: 341-380; Alice Amsden (1985) "The State and Taiwan's Economic 
Development,*’ in Peter Evans, Dietrich Rueschemeyer, and Theda Skocpol (eds.) Bringing the State Back In, New York: 
Cambridge University Press; Stephan Haggard (1986) "The Newly Industrializing Countries in the International System," 
World Politics, January 1986: 343-370; Wade (1985); Frederic C. Deyo (ed.) (1987) The Political Economy o f the New 
Asian Industrialism, Ithaca: Cornell University Press; Peter Evans (1987) "Class, state, and dependence in East Asia: 
lessons for Latin American ists," in Frederic C. Deyo (ed.) (1987); Alice Amsden (1989) Asia's Next Giant: South Korea 
and Late Industrialization, New York: Oxford University Press; Wade (1990); Evans (1992); James L. Dietz (1992) 
"Overcoming Underdevelopment: What Has Been Learned from the East Asian and Latin American Experiences?," 
Journal o f Economic Issues, Vol. X X V I, No. 2 June 1992: 373-383; Dani Rodrik (1994a) "K ing Kong Meets Godzilla: 
The World Bank and The Eas* Asian Miracle," CEPR Discussion Paper No. 944, April 1994, Centre for Economic Policy 
Research; Rodrik (1994b); Evans (1995); Chang and Rowthom (eds.) (1995); Weiss and Hobson (1995); Wade (1995).

166
Deyo (ed.) (1987), p. 18 (‘Introduction’). See also Bmce Cumings (1987) “The Origins and Development o f the 

Northeast Asian Political Economy: Industrial Sectors, Product Cycles, and Political Consequences,” in the volume edited 
by Deyo (1987); Evans (1995); and Mica Panic (1995) “International Economic Integration and the Changing Role of 
National Governments," in Chang and Rowthom (eds.) (1995).

167 See Robert Wade (1985) “The Role of Government in Overcoming Market Failure: Taiwan, South Korea, and 
Japan," (mimeo), quoted by Deyo (1987), p. 235. See, also, Amsden (1989); Wade (1990); Evans (1992); Singh (1994); 
and Evans (1995).

,6# Evans (1987), p. 221.
169

Alexander Gerschenkron (1962) Economic Backwardness in Historical Perspective - A Book o f Essays, 
Cambridge, Massachusetts: Belknap, Harvard University Press.

170 For a critical review o f theories of underdevelopment, see Barbara Geddes(1991) “Paradigms and sand castles in 
comparative policies of developing areas," in William Crotty (ed.) Comparative Politics, Policy and International 
Relations, (Vol. 2: Political Science: Looking to the Future), Northwestern University Press, Evanston, Illinois: 45-75.
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countries as producers and exporters o f raw materials and primary commodities.171 

According to these theories, the international trading system based on countries’ 

comparative advantages would reproduce and enlarge the relative backwardness and slow 

economic dynamism in the periphery.171 For Raul Prebisch, the Argentinean economist 

whose ideas constitute the basis of the Latin American structuralist school o f  thinking, 

associated to the UN’s Economic Commission for Latin America (ECLAC or CEPAL),173 

this is so because of the inequality in the terms-of-trade between manufactures and primary 

goods, inequality which—it is assumed—tends to increase through time because o f the 

different pattern of incorporation of technical progress linked to each kind of goods.174 On 

the basis of the assumption o f the existence o f  a secular trend towards a continuous 

deterioration in the terms-of-trade between manufactured and non-manufactured goods—  

which makes manufactures relatively more costly than non-manufactured goods—  

‘peripheral’, less-industrialized countries will obtain less revenues from their exports over 

time, whilst having to devote greater resources to acquiring manufactures and capital goods 

from the ‘centers’.175 This would also imply a continuous shortage o f foreign currency to 

finance imports. At the same time, due to the great impact that the decisions taken in the

171 Sec Nora Lustjg (1991) -From Structuralism to Neostructuralism: The Search for a Heterodox Paradigm," in 
Patricio Metier (ed.) The Latin American Development Debate: Neostructuralism, Monetarism, and Adjustment Processes, 
Boulder, Colorado: Westview Press.

172 For the origins of this view about trade and unequal exchange between industrialized and non-industrialized 
countries, see Paul N. Rosenstein-Rodan (194)) “Problems o f Industrialization o f Eastern and South-Eastern Europe." 
Economic Journal, Vol. 53, June-Scptcmbcr 1943. 202-211; Raúl Prebisch (1949) "E l desarrollo económico de la 
América Latina y algunos de sus principal« problemas,” El Trimestre Económico, No. 63, Julio 1949: 347-431; Hans 
Singer (1950) “The Distribution of Cains Between Investing and Borrowing Countries," American Economic Review, 40: 
472-499; Arthur Lewis (1954) “Economic Development with Unlimited Supplies of Labour," Manchester School, M ay 
1954; Gunnar Myrdal (1957) Economic Theory and the Underdeveloped Countries, Duckworth; Paul N. Rosenstein- 
Rodan (1957) "Notes or the Theory of the *Btg Push*," M IT  Center for International Studies, Cambridge, Mass; Ragnar 
Nurkse (1958) Problems o f Capital Formation in Underdeveloped Countries, Oxford: Basil Blackwell. For a good 
compilation of articles of die founders of development economics, see Gerald M. Meier and Dudley Seers (eds.) (1984) 
Pioneers in Development, New York: Oxford University Press for the World Bank.

173 These ideas traditionally exerted a dominant influence in Chile during the 1950s and 1960s, but have been 
increasingly challenged since the 1970s and 1980s. See David Lehmann (1990) Democracy and Development in Latin 
America - Economics. Politics and Religion ui the Post-War Period, Cambridge, UK: Polity Press.

174 For a review o f Prebisch’» ideas see Nora Lustig (1991) “From Structuralism to Neostructuralism: The Search for a 
Heterodox Paradigm," in Patricio Metier (ed.) The Latin American Development Debate: Neostructuralism, Monetarism , 
and Adjustment Processes, Westview Press, Boulder, Colorado, p. 30; and Leopoldo Solis (1988) "Raul Prebisch at E C LA  
* Years of Creative Intellectual Effort," Occasional Papers, No. 10, International Center for Economic Growth, San 
Francisco, California. See also Raúl Prebisch (1984) “Five Stages in M y  Thinking on Development,” in Gerald M. Meier 
and Dudley Seers (eds.) Pioneers ut Development, New York: Oxford University Press for the World Bank, pp. 176-177.
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centers on prices, investments, credit, and trade flows would have on peripheral economies, 

these economies would be in a situation of “dependencia” * 176 Therefore, the only way to 

accelerate economic development and overcome backwardness in the periphery would be to 

induce domestic industrialization through a deliberate policy of import-substitution (ISI), 

shifting from previous trade policies, fairly neutral between incentives for the local and 

foreign markets, towards a more selective and protectionist trade policy, designed to 

stimulate domestic manufacturing.177 This implies altering the rules of international trade, 

raising restrictions on imports, protecting domestic producers from competition from 

abroad, introducing sectoral policies designed to stimulate some ‘key’ activities, providing 

subsidies for native infant-industries and technological development, and creating an 

infrastructure base for industrialization (public works, electrical power, steel and coal 

industries, communication and transport ways, fuel, etc.).17* All this demands a more active 

role of the state in the regulation o f markets and trade, intervening actively in favor o f 

domestic production. According to Prebisch:

“Import substitution by protection counteracts the tendency toward the 
deterioration o f the terms o f trade, by avoiding the allocation of additional 
productive resources to primary exports activities and diverting them instead

* 7*
cf. Prebisch (1984) “Five Stage* tn M y Thinking on Development.” See also Solis (1988); Lustig (1991); and 

Vittorio Corbo (1992) “Development Strategies and Policies in Latin America • A Historical Perspective," Occasional 
Papers, No. 22, Intemanonal Center for Economic Growth.

176 For reviews and critical assessments of ‘structuralist* and ‘dependencia* theories, see Barbara Geddes (1991) 
“Paradigms and sand castles in comparative policies of developing areas," in William Crotty (ed.) Comparative Politics. 
Policy and International Relations, (Vol 2 Political Science: Looking to the Future), Northwestern University Press, 
Evanston, Illinois: 45-75. and Lustig (1991) See, also. Jam« A. Caporaso and Zare Behrouz (1981) "An  Interpretation 
and Evaluation of Dependency Theory," tn Heraldo Muñoz (ed.) From Dependency to Development: Strategies to 
Overcome Underdevelopment and Inequality, Westview Press, Boulder, Colorado; Haggard (1986); Evans (1987); Jagdish 
N. Bhagwati (1988) "Comments on Raúl Prebisch’s 'Dependence. Development, and Interdependence'," in Gustav Ranis 
and T. Paul Schultz (eds ). (1988) The State o f  Development Economics - Progress and Perspectives, Basil Blackwell, 
Oxford; Diana Hunt (1989) Economic Theories o f Development: An Analysis o f Competing Paradigms, Harvester 
Wheatsheaf, UK.

177 Prebisch (1984), pp. 177-179. Set also Solis (1988) “Raúl Prebisch at E C LA  - Years of Creative Intellectual 
Effort," Occasional Papers, No. 10, International Center for Economic Growth, San Francisco, California; and Vittorio 
Corbo (1992) “Development Strategies and Policies in Larin America - A  Historical Perspective," Occasional Papers, No. 
22, International Center for Economic Growth, p. 10.

171 For a description o f the so-called ‘imporT-substituting-industrialization* strategy (IS I) in the Chilean context, see 
Oscar Muñoz Gomá (1986) Chile y  su Industrialización - Pasado, Crisis y  Opciones, Corporación de Investigación« 
Económicas para Latinoamérica (CIEPLAN), Santiago de Chile, pp. 61-167. For the IS I model, Prebisch’s thinking and its 
influence in Latin American economic policy, see Corbo (1988); Solis (1988); and Lustig (1991).
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to industrial production. (I also recognized other possibilities o f  counteracting 
that tendency by various ways o f limiting competition.)”179

Continuing this tradition of thinking, whose origins can be traced back to Lenin’s 

view of imperialism,m  as well as to Polanyi’s, Rosenstein-Rodan’s, Gerschenkron’s, and 

various Keynesian-based arguments in favor o f state intervention in the market,“ 1 statist 

scholars claim that private entrepreneurship within the framework o f a capitalist ‘free- 

market’ economy would typically not result in sustained economic growth and 

development.1”  As suggested by Gerschenkron,1*3 this is so because industrialization in 

“late developers” needs to bring about complex investments that require big amounts of 

capital concentrated in activities that involve long-term returns and high risks, and for which 

private capitalists are regarded as being not able, not willing, or not interested in carrying 

out.* 143 144 Therefore, this strategy requires a more active direct involvement o f the state in the 

process of accumulation, acting as planner, banker, and “surrogate entrepreneur.”1*5 This 

implies increasing the state’s administrative, technical, and planning prerogatives and 

capacities, enlarging the size and involvement o f the public sector in the economy and 

increasing revenues in order to perform the new planning, entrepreneurial, investor, 

banking, employer, coordination and managerial roles.

In fact, according to statists or ‘neo-statists’,1*4 development needs o f a central 

coordinating intelligence endowed with the capacity to ‘govern the market’ towards the

179 Prebisch(l984), p. 179.
ISO

See the interesting article by WaDemein about the origins o f the concept o f ‘national development*. Immanuel 
Wallerstein (1992) “The Concept o f National Development, 1917-1989," in Gary Marks and Larry Diamond (eds.) (1992) 
Reexamining Democracy, Sage, California

cf. Karl Polanyi (1957) The Great Transformation - The Political and Economic Origins o f our Time, Beacon 
Press (first edition in 1944), Boston; Paul N. Rosenstein-Rodan (1943) “Problems of Industrialisation of Eastern and 
South-Eastern Europe," Economic Journal, Vol. 53. No. 3, June-SepL 1943: 202-211; Alexander Gerschenkron (1962) 
Economic Backwardness in Historical Perspective - A Book o f Essays, Harvard University Press, Cambridge, M A.

1U cf. Osvaldo Sunkel (1972) “National Development Policy and External Dependency in Latin America," in Yale 
Ferguson (ed.) Contemporary Inter-American Relations, Prentice-Hall, New Jersey.

143 See Gerschenkron (1962).
l « i

See Evans (1992), pp. 146-147; and Evans (1995), pp. 3-6, 10-18, and 31-32. It is interesting to note that the 
assumed lack of capacity, willingness, or interest in long-term investment on the part o f private capitalists (both domestic 
and foreign) has been normally taken as a fact of nature by die scholars of this tradition, without any deeper analysis of the 
causes or conditions under which it may or may not take place.

145 Evans (1992), p. 147. See also Gerschenkron (1962); and Wade (1990).

144 The expression is used by W eiss and Hobson to nominate their approach. See Weiss and Hobson (1995), pp. 8-9.
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‘desired’ developmental goals.187 The state is seen as the ‘agent* endowed with such 

‘intelligence.*188 For statists, development thus requires that the state be also endowed with 

the capacity to impose a coherent developmental strategy, performing a continuous and 

selective intervention over private sector decision-making and controlling, modifying, and 

overriding market forces, in order to achieve strategic developmental goals.1”

Frederic Deyo distinguishes this kind o f state involvement in development, which he 

calls “state-led strategies,” from the so-called “state-induced but not state-led strategies” 

which, instead, “emphasize the role o f the private sector in implementing strategies within a 

broad political, legal, infrastructural, and economic framework that the state establishes to 

pursue its chosen developmental objectives.”190 According to him and neo-statists, rapid 

economic growth in developing economies results from the implementation of a consistent, 

developmentalist state-led strategy carried out by a “strong, developmentalist state.”191 192

To sum up, what is characteristic o f this approach is the rejection of the idea that a 

developing economy involved in ‘free* international trade and based on private 

entrepreneurship and markets subject to competition—that is, a capitalist economy, or an 

economy based on market mechanisms and private ownership o f capital and means o f 

production191—would be able to achieve economic growth and development. Market forces 

would not provide the coordination and incentives needed to carry out the costly and long

term investments which would bring about the higher returns, not only private but also 

social ones.193 On the other hand, such investments could have a low private return but a 

high social one, due to externalities they create. Pure market forces—it is argued—would

tt7  The expression is taken by Wetss and Hobson (1995) from Wade (1990). See W eiss and Hobson (eds.) (1995), pp. 
4-5. See, also, Chang and Rowthom (eds.) (1995), pp. 1 -50.

188 cf. Weiss and Hobson (eds.) (1995), pp. 4-5.

189 See Deyo (1987), p. 17; Evans (1987), Amsden (1989); Wade (1990); Gereffi and Wyman (eds.) (1990); Evans 
(1992); Dietz (1992); Weiss and Hobson (eds.) (1995); Chang and Rowthom (eds.) (1995); and Evans (1995).

190 Deyo (ed.) (1987), p. 17 (‘Introduction’).

191 Deyo (ed.) (1987), pp. 17, and 227. See also Dietz (1992), pp. 374-375,380.
192

For a characterization of a ‘capitalist economy', see Carlos H. Waisman (1992) "Capitalism, the Market, and 
Democracy," in Gary Marks and Larry Diamond (eds.) Reexamining Democracy, California; Sage; and J. Rogers 
Hollingsworth, Philippe C. Schmitter, and Wolfgang Streeck (eds.) (1994) Governing Capitalist Economies - Performance 
and Control o f Economic Sectors, New York: Oxford University Press, p. 3.

193 Gerschenkron (1962).
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not provide the necessary incentives for private agents to engage in such activities. The 

result would be a shortage or ‘under-supply’ o f  investment.1’4

However, contrary to the idea o f  the several theoretical schools based on Marxist 

thought—in particular, on Lenin’s theory o f  imperialism, for which the only way to 

overcome such an inevitable outcome would be to shift toward socialism™*— the prevailing 

idea among ‘statist* and ‘neo-statist* scholars is that economic development in developing 

economies might be possible,194 * 196 but only in the measure in which there is a ‘central 

coordinating intelligence’, a ‘strong developmentalist state’ endowed with the ‘will to 

develop’ and the capacity to ‘govern the market’ and “to mobilize and coordinate societal 

resources so as to increase national and per capita income.”197

From the point o f view of the distributive criticism, the market does not solve the 

demand for a more equal distribution o f wealth and social guarantees against unemployment 

and impoverishment, thus threatening social integration and political stability and 

undermining in turn economic performance.198 The intervention o f the state and political 

institutions in the economy would make possible a more equal income distribution, 

correcting the inequalities created by the market, imposing collective commitments and 

social obligations, in order to redistribute wealth from the rich to the poor, so making social 

integration possible.199 In addition, statists scholars also assert that a more equal income 

distribution is a necessary prerequisite for sustained economic growth because—it is 

argued—income inequality limits aggregate demand and the size o f  the market for the

194
Such argument was developed by Alexander Grochenkron to explain the obstacles faced by Mate* developers in 

Europe to bring about industrialization and 'catch up* with the more industrialized ‘early* developers. The similar 
argument has been developed by Wolfgang Streeck for the provision of training in broad and high skills of the labor force 
and, in general, for post-fordist, diversified quality production, cf. Wolfgang Streeck (1992) Social Institutions and 
Economic Performance - Studies o f Industrial Relations in Advanced Capitalist Economies, Sage, London, Chapter 1, pp. 
16-17. Dani Rodrik has also used a similar argument (a "coordination failure" which would not be possible to solve by 
market mechanisms) for calling for state interventionism. See Rodnk (1994b).

cf. Paul Baran (1957) The Political Economy o f Growth, New York: Monthly Review Press; Andre Gunder Frank 
(1967) Capitalism and Underdevelopment in Latin America: H istorical Case Studies o f Chile and Brazil, New York: 
Monthly Review Press; Andre Gunder Frank (1970) T h e  Development of Underdevelopment," in Robert I. Rhodes (ed.) 
Imperialism and Underdevelopment, New York: Monthly Review Press.

1 0 4

cf. Amsden (1979); and Evans (1987).

197 Weiss and Hobson (eds.) (1995), pp. 4-5; Dietz (1992).

198 See Polanyi (1957). See also Wolfgang Streeck (1992) Social Institutions and Economic Performance - Studies o f
Industrial Relations in Advanced Capitalist Economies, Sage, London, Chapter 1.
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domestically manufactured goods, hampering the development o f the industrial sector, 

restricts the growth o f savings; and gives rise to social and political distributive struggles 

resulting in political instability, all o f which hinder investment and sustained growth (see 

Section 3.3.1.)- In this way, the expansion o f state redistributive and social welfare policies 

and expenditures is seen as a tool to foster the national economy through the enlargement o f 

aggregate demand. Thus, what Keynes saw as a temporary tool for governments to 

overcome recessive episodes, became for statists a permanent policy.

In turn, the ‘under-supply* criticism stresses that pure market forces prevent long

term horizons and adequate incentives for risky investments in potentially greater 

productivity and economic and social return activities, a point emphasized by Rosenstein- 

Rodan (1943, 1957), Gerschenkron (1962), and Prebisch (1949, 1984) and, in more recent 

times, by Evans (1987, 1992, 1995), Streeck (1992), and Rodrik (1994). Thus, some sort o f 

‘centralized intelligence’, collective arrangements, or central governance mechanism is 

necessary to overcome the coordination problems arising from ‘pure market logic’.200 

According to statists, the state is that mechanism, seen as the agent o f economic change, 

rather than as a setting.201 202

a major transformation in the economic structure requires simultaneous 
changes in many components of the economy, but that those who control 
individual components may be unable to initiate and achieve the 
transformation, because they suffer from the lack o f ‘systemic’ vision (as their 
own sectional interests dominate over concerns for the whole economy) and/or 
from strategic uncertainty as to the behaviour of the other relevant agents.”201

Rodrik provides a contemporary example of the reasoning behind the coordination 

fa ilure  argument in favor of state intervention as a condition for economic change. In 

explaining the high growth pattern shown by the economies o f Taiwan and South Korea 

since the 1960s, Rodrik argues that at that time both countries had already achieved the 

initial [preconditions for economic 'take-ofT, but economic growth was blocked by a

,.*■ The institutional bases o f Chile's economic 'miracle ’ — Chapter in

m  Sec Polanyi (1957).

200 See Weiss and Hobson (1995).

201 For recent elaborations on the role of the state as ‘centralized intelligence’ or ‘coordinating mechanism,’ see Chang 
and Rowthom (eds.) (1995), p. 19 (“Introduction"); and Weiss and Hobson (1995).

202 Chang and Rowthom (1995), p. 35.
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‘coordination failure.* Rodrik defines ‘coordination failure’ as “the inability o f market 

forces alone to generate the large and coordinated investments required to place these 

economies on a self-sustained growth path.”203 204 According to Rodrik, the active intervention 

of the state in economic management removed this coordination problem, making thus 

possible the achievement of sustained growth.104

As for coordination, the ‘neo-statist* approach also emphasizes the control capacity 

o f the state on the national economy as a factor determining economic performance. The 

effectiveness o f the state’s policies for improving performance and bringing about 

‘economic change’ might depend on the “degrees o f freedom” (‘autonomy’, or discretion in 

my terms) the state has for ‘managing* or ‘governing* the national economy with autonomy 

from both external and internal influences. Indeed, this approach is characterized by a 

negative stance towards the integration o f  developing countries into the international trade 

system, and tends to see such integration mostly as a ‘threat’ or as a source o f negative 

constraints.

According to Mica Panic (1995), for example, one o f the main factors which 

determine the effectiveness o f government economic policies is the state’s “economic 

sovereignty”, which is given by a state’s political independence, the size o f the country 

(national self-sufficiency), and the degree of openness (international specialization, and 

levels of tariffs, quotas, and exchange controls).205 For Panic,

203 Rodnk (1994b), p. 22.
204

“By 1960 Taiwan and South Korea shared a set o f advantageous initial conditions relating to social infrastructure. 
In particular, both economies had a skilled labour force, relative to their physical capita] stock and income levels. These 
initial conditions made both countries ready for economic take-off, in the sense that the latent return to capital 
accumulation was high. However, for a number of reasons, the economic take-off could not take place under decentralized 
market conditions. Chief among these reasons are the imperfect tradability of key inputs (and technologies) associated 
with modem-sector production, as well as some increasing returns to scale in these activities. These conditions created a 
situation of coordination failure. In other words, while the rate o f return to coordinated investments was extremely high, 
the rate of return to individual investments remained low. Governments in both countries undertook a set o f measures 
starting in the late 1950s that not only removed some policy-induced distortions, but also served to coordinate and 
subsidize private investment These measures included: credit subsidies, tax incentives, administrative guidance, and 
public investment This active government role helped to remove the coordination failure that had blocked industrial 
growth "  Rodrik ( 1994b), pp. 2 1 -22.

205 M ica Panic (1995) “International Economic Integration and the Changing Role of National Governments," in 
Chang and Rowthom (eds.) (1995).
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“A government whose involvement in economic management o f the country is 
strictly limited by law or external factors is unlikely to achieve much, no 
matter how skillful and able its members may be.”206

Furthermore,

“Over time, the economic sovereignty o f a country and the effectiveness o f its 
government’s policies [to influence economic performance] will diminish if it 
becomes party to international treaties and agreements which reduce its 
political independence. The same will also be true if  its barriers to trade are 
lowered, increasing its economic links with other countries. The effectiveness 
o f the policies pursued by national governments will obviously increase if 
these trends are reversed.”207 [emphasis added]

Thus, Panic concludes that

“whatever the size, level o f  development, or nature of the economic system, 
government o f countries with lower barriers to trade and financial flows will 
have less control over their economies than those whose economies are well 
protected.”208

Hence, according to Panic’s neo-mercantilist view,2”  we could infer that—other 

things being equal—a country’s economic performance may improve in the measure that the 

state has greater control and discretion in governing the national economy, that is, when its 

involvement in economic management of the country is not strictly limited or constrained 

by the law or external factors, being relatively free to impose tariffs, taxes, quotas, and other 

protectionist measures, and not being constrained by commitments to either international or 

national actors, which reduce its discretion.210 Theoretically, this view suggests the 

hypothesis that countries’ growth performance is related to the degree of “freedom” or 

“autonomy” o f the national state to manage economic policy without being constrained by

204 Panic (1995), p. 54.

207 Panic (1995), p. 54.

208 Ibid.
209

According to Panic, the economic decline experienced by most developed industrial countries since the 1970s has 
been due to the weaker state’s economic sovereignty, the liberalization of trade, and the increased power o f transnational 
corporations and institutions. See Panic (1995), pp. 64-66.

2,0 See Panic (1995), p. 54.
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previous commitments or limits which could bind its hands in ‘governing’ the national 

economy.2”

To sum-up, according to the statist or state-centric approach, the pace o f economic 

growth and development depends on the presence o f a strong state endowed with autonomy 

to command the national economy and to design and implement industrial policies aimed at 

fostering industrialization, intervening actively on market and international trade forces in 

order to attain strategic developmental goals.211 212

3.3.2.3. The new institutional approach to countries * economic performance

According to the new institutional approach,213 whose theoretical grounds I trace 

back to the work of Max Weber, Ronald Coase, Mancur Olson, and Douglass North, 

economic performance is affected by the nature o f the institutional order in which economic 

agents act.214 According to this approach, institutional differences produce economic 

consequences.215 216

In order to understand the differences in economic performance both among 

countries and within a single country over time, the new institutional approach looks at the 

kind of social, political, legal, and economic arrangements and features surrounding 

economic action, relating the set of incentives and opportunities that these arrangements 

create for the behavior o f individuals and economic agents (entrepreneurship, trade, 

innovation, the “propensity” to save and invest, etc.) to aggregate outcomes such as 

countries’ overall economic performance patterns.215 Some institutional arrangements favor

211 A  similar point is being stressed by the opponents of the current process o f European Monetary Union.

2.2 cf. Dietz (1992).

2.3 Also called new  institutional economics or transaction costs approach, to differentiate it from other 'new 
institutionalisms* in political sciences and social theory. See Robert E. Goodin (ed.) (1996) The Theory o f  Institutional 
Design, New York: Cambridge University Press, pp. 1-53.

2.4 cf. Weber (1976, 1978, 1981); Ronald H. Coase (1988) The'F irm . The M arket and th e Law, The University o f 
Chicago Press, Chicago; Mancur Olson (1965) The L ogic o f  C ollective Action - P ublic G oods and  the Theory o f  G roups, 
Cambridge. Massachusetts: Harvard University Press; North (1981); Olson (1982); North (1989); North (1990).

2.5 Mancur Olson (1983) "The Political Economy o f Comparative Growth Rates," in Dennis C. Mueller (ed.) The 
Political Economy o f  Growth (New Haven: Yale University Press); North (1989), p. 1319.

216 See North (1981, 1989,1990); Olson (1982); Oliver E. W illiam son (1975) M arkets and  Hierarchies: Analysis and  
Antitrust Im plications, New York: Free Press; Geoffrey Brennan and James M. Buchanan (1985) The Reason o f  Rules -
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the expansion o f economic exchange, saving, investment, innovation, greater efficiency, and 

productive entrepreneurship, resulting thus in sustained output growth and increasing 

society’s aggregate welfare, whilst others, by restricting or discouraging such activities, tend 

to retard growth and makes countries prone to economic stagnation.217

The new institutional approach is characterized by the attention it pays to the effects 

that different institutional and organizational arrangements have on economic outcomes, 

focusing particularly on the institutional and legal setting in which economic action takes 

place. In contrast to the state-centric approach, new institutionalists tend to focus on the 

rules and enforcement mechanisms which regulate property rights, contracts, exchange, and 

the activity o f individuals, firms, collective-action organizations and political actors, 

including the state. Such rules and enforcement mechanisms are called “institutions” in the 

measure that they provide stable, regular, standardized ways to take decisions and allocate 

rights, duties, and wealth in a society.

According to Douglass North, institutions are the humanly devised constraints that 

structure human interaction: “They are made up o f formal constraints (rules, laws, 

constitutions), informal constraints (norms o f behavior, conventions, and self-imposed codes 

o f conduct), and their enforcement characteristics. Together they define the incentive 

structure o f societies and specifically economies.”218 219 Institutions structure human interaction 

by providing expectations regarding others’ behavior, reducing uncertainty21’ and shaping

Constitutional Political Economy, New York: Cambridge University Press; Oliver E. Williamson (1975) The Economic 
Institutions o f  Capitalism, New York: Free Press; Gerald W. Scully (1988) "The Institutional Framework and Economic 
Development,” Journal o f  Political Economy, Voi. 96, No. 3: 652-662; Luciano Pellicani (1988) Saggio sulla genesi del 
capitalismo - Alle origeni della modernità, SugarCo Edizioni, Milano; Svetozar Pcjovich (1990) The Economics o f  
Property Rights: Toward a Theory o f  Comparative Systems, Kluwer Academic Publishers, The Netherlands; Gerald W. 
Scully (1992) Constitutional Environment and Economic Growth, Princeton: Princeton University Press.; Clague, Keefer, 
Knack and Olson ( 1994); Torstensson (1994); Knack and Keefer (1995); and Olson (1996).

217 See Olson ( 1982); and North (1990), p. vii.

218 Douglass C. North (1993) "Economic Performance Through Time," (Nobel Lecture) reprinted in Lee J. Alston, 
Thrainn Eggertsson, and Douglass C. North (eds.) (1996) Empirical Studies in Institutional Change, New York: 
Cambridge University Press, p. 344. See also North (1990).

219
In fact, one of the main characteristics of the new institutional approach is its rejection of the neoclassical 

assumption o f‘complete’ or ‘perfect* information. See, for example, North (1990), pp. 15-16, 19,27,30-31,57, and 108.
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the costs-involved in exchange or ‘transaction costs’, that is, the “search and information 

costs, bargaining and decision costs, policing and enforcement costs.*’220

According to this approach, the institutional and legal framework of a society, by 

affecting the costs involved in exchange, determines both the relative opportunities and 

incentives open to individuals, firms, and organizations in search o f economic gains, as well 

as the measure in which “profit-oriented” behavior, activities, and forms o f collective action 

result in a faster or slower pace of growth o f society’s aggregate wealth.221

The new institutional approach is characterized by its methodological individualism. 

In fact, in contrast to the state-centric approach, new institutionalism is built on some 

explicit assumptions regarding individuals* behavior, an individual-level theory o f action, 

based on social choice models,222 although not necessarily endorsing the rationality 

assumption.223 These assumptions regarding individual behavior provide a theoretical 

connection between the macro and micro levels o f the analysis. In fact, new institutionalists 

tend to assume the principles o f purposive-action and utility-maximization as a way to 

understand social and collective action.224 * However, social (aggregate) outcomes cannot be 

understood as the simple result of the sum of individuals’ actions acting according to such 

principles. Institutions shape social, aggregate outcomes by structuring the relationships 

between individuals and organizations, introducing constraints on behavior, favoring certain 

forms of cooperation and exchange among them, and preventing others.223

Carl J. Dahlman (1979) “The Problem of Externality," The Journal o f  Law and Economics 22, no. 1, April 1979. 
Quoted by Ronald H. Coase in The Firm, the Market, and the Law, The University of Chicago Press, Chicago, 1988, p.
114. According to Douglass North, "These measurement and enforcement costs are the sources o f social, political, and 
economic institutions." Douglass C. North (1990) Institutions. Institutional Change and Economic Performance, New 
York: Cambridge University Press, p. 27. See also Douglass C. North (1990) "Institutions and a transaction-costs theory 
of exchange," in James E. Alt and Kenneth A. Shepsle (eds.) Perspectives on Positive Political Economy (New York: 
Cambridge University Press).

221 See Pejovich (1979); and Buchanan (1980).

222 See Dennis C. Mueller (1989) Public Choice II, New York: Cambridge University Press.

See, for example. North (1993) "Economic Performance Through Time," (Nobel Lecture); and Herbert Simon 
(1986) "Rationality in Psychology and Economics," in Robin M . Hogarth and Melvin W. Reder (eds.) Rational Choice, 
University of Chicago Press, Chicago.

224 On methodological individualism, purposive-action and utility-maximization, sec James S. Coleman (1990) 
Foundations in Social Theory, Harvard University Press, Cambridge, Massachusetts, pp. 1-23.

223 cf. Olson (1965); Thomas Schelling (1978) Micromotives and Macrobehavior, New York: Norton; Jon Elster
(1979) Ulysses and the Sirens - Studies in Rationality and Irrationality, New York: Cambridge University Press; Russell
Hardin (1982) Collective Action, John Hopkins University Press, Baltimore; Olson (1982); Brennan and Buchanan (1985);
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For example, James Buchanan (1980) has emphasized that the very same 

individuals* and firms* pursuit of wealth-maximizing ends226 can result in either greater or 

lesser aggregate wealth for a society, depending on the nature of the institutional framework 

of that society.227 * 229 In some settings, the individuals* and firms’ wealth-maximizing behavior 

results in aggregate economic gains, increasing society’s wealth; but “the self-same [profit- 

seeking] behavior under a different set of institutions, however, may not produce socially 

beneficial consequences.’*m  That is, countries* economic performance, according to this 

view, does not depend on the motives o f the individual’s or firm’s economic-oriented 

actions, but rather on the set o f  opportunities and incentives that the institutional framework 

creates fo r  their action. Buchanan asserts that

at the level o f the individual decision makers, the behavior, as such, is not 
different from that of profit seeking in market interactions. The unintended 
consequences o f  individual value maximization shift from those that may be 
classified as ‘good* to those that seem clearly to be ‘bad,* not because 
individuals become different moral beings and modify their actions 
accordingly, but because institutional structure changes.**22’

The very same individuals’ pursuit o f economic gains can result in sustained 

economic growth in one institutional setting, and in rather slow growth or relative economic 

decline in another.230 What makes the difference is the way in which most individuals and 

firms use their resources and efforts in order to maximize their own wealth and welfare, 

where the greater opportunities to increase wealth are placed: in the engagement in

James S. Coleman (1990) Foundations in Social Theory, Harvard University Press. Cambridge, Massachusetts. For a 
review of the literature focused on interest groups, see William C. Mitchell (1990) "Interest Groups: Economic 
Perspectives and Contributions “ Journal o f  Theoretical Politics, 2(1): S5-108.

It must be stressed that the orientation toward the search for ‘wealth’ or ‘utilities’ of economic nature is one among 
many other human ‘behavioral’ orientations. Yet, here we are dealing with the problems involved in the human pursuit of 
‘economic ends’, that is, in Weberian terms, ueconomic a c t i o n See Weber (1978), Chapter II (‘Sociological Categories 
of Economic Action’, pp. 63-211.)

227 See James M. Buchanan (1980) “Rent Seeking and Profit Seeking," in James M. Buchanan, Robert D. Tollison, 
and Gordon Tullock (eds.) (1980) Toward a Theory o f  the Rent-Seeking Society, Texas A& M  University Press, College 
Station.

220 Buchanan (1980) “Rent Seeking and Profit Seeking," p. 4.

229 Buchanan (1980), p. 4.

230 “The economic outcomes of production depend in an important way on the social and political rules that govern 
economic activity and society in general. In his pioneering contribution to economics, Adam Smith sought to demonstrate 
how one specific set of rules contributes more to the wealth of nations than any other. The structure that Adam Smith 
recommended was one whereby individuals have exclusive private rights to economic assets.” Thriinn Eggertsson (1990) 
Economic Behavior and Institutions, New York: Cambridge University Press, pp. 3*4.
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productive, peaceful, long-term, and mutually beneficial voluntary exchange activities 

among individuals, firms, and nations on the one hand, or into attempting to capture wealth 

through the use o f coercion, the exercise of political and military power and influence, and 

other forms o f organization, collective action, and domination which provide individuals the 

possibility to expropriate other’s resources, work, or wealth through coercion or inducing 

redistributive measures on the other.01

According to this view, whereas the expansion o f peaceful, voluntary, mutually 

beneficial exchange provides incentives for devoting resources to productive activities, 

specialization and innovation, making possible the realization o f gains arising from trade 

and the increased division of labor and thus contributing to increase society’s aggregate 

wealth, the restrictions, uncertainties and threats surrounding voluntary exchange tend to 

discourage it by increasing its costs, forcing individuals and firms to divert part of their 

resources from directly productive activities to unproductive ones in order to reduce the 

risks arising from such threats, and/or to acquire the skills and coercive capacities to induce 

(or to avoid) redistributive or wealth-transfer measures.231 232

North (1990) asserts that institutions determine the opportunities faced by 

individuals and organizations in a society for capturing the gains arising from exchange by 

affecting the costs involved in transacting, “which consist o f the costs of measuring the 

valuable attributes of what is being exchanged and the costs o f protecting rights and policing 

and enforcing agreements.“233 The institutional matrix provides the rules o f  the game in a 

society according to which individuals, firms, and organizations—the ‘players’— address 

their efforts. For North, it is the interaction between institutions and organizations that 

shapes the institutional evolution of an economy.234

231 See Olson (1982); North (1990); Eggertsson (1990).
231

See North (1993) “Economic Performance Through Time," (Nobel Lecture); Douglass C. North (1994) 
"Institutions and Productivity in History," (mimeo), Nov. 1994.

233 See North (1990). p. 27.

North (1993) “Economic Performance Through Time," p. 345. “Organizations are made up of groups of 
individuals bound together by some common purpose to achieve certain objectives. Organizations include political bodies 
(political parties, the Senate, a city council, regulatory bodies), economic bodies (firms, trade unions, family farms, 
cooperatives), social bodies (churches, clubs, athletic associations), and educational bodies (school, universities, 
vocational training centers)." (pp. 545-346)
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“The organizations that come into existence will reflect the opportunities 
provided by the institutional matrix. That is, if  the institutional framework 
rewards piracy, then piratical organizations will come into existence; and if the 
institutional framework rewards productive activities, then organizations— 
firms—will come into existence to engage in productive activities.’’“ 5

According to this approach, the state and the forms of political organization can thus 

contribute to either sustaining or retarding countries* economic growth. However, in 

contrast to the state-centric approaches—which emphasize a sta tes  capacities, ‘strength’, 

‘autonomy’, goals, and strategies in steering society towards certain objectives—the new 

institutional approach emphasizes the effects that the nature of state involvement in the 

society and the economy and the organization o f the polity have on the costs of 

transacting.235 236 A key point is the capacity o f the state and the polity to protect and enforce 

property rights and contracts237 in such a way as to “create an incentive to channel individual 

economic effort into activities that bring the private rate of return close to the social rate of 

return.”238 According to this approach, the state contributes to economic expansion in the 

measure that it provides secure protection and enforcement o f property rights and contracts; 

a stable set of rules and mechanisms to solve disputes among parties involved in exchange 

over rights and the ex-post fulfillment o f the terms agreed to in contracts; stable and 

impersonal rules regarding public policy and government action; and, in general, 

guaranteeing individual’s freedom  to undertake economic activities, to engage in voluntary 

exchange and trade o f  goods, services, and rights, to contract and arrive at agreements on the 

basis of the mutual interest of the parties involved, and to appropriate the gains arising from 

such activities (see Chapter Four). The relative fulfillment of these roles by the state is a 

function o f the institutional and legal framework in which the government and the polity are

235 Douglass C. North (1993) “Economic Performance Through Time," p. 346.

236 See Bany R. Wcmgast (1995) T h e  Economic Role of Political Institutions: Market-Preserving Federalism and 
Economic Development,' Journal o f  Law. Economics, <£ Organizations, Vol. 11, No. 1: 1-31.

U7
See Douglass C. North and Robert Paul Thomas (1973) The Rise o f  the Western World - A New Economic History, 

New York: Cambridge University Press; North (1981); and North (1990).

238 See North and Thomas (1973), p. 1. The authors clarify: "The private rate o f return is the sum of the net receipts 
which the economic unit receives from undertaking an activity. The social rate o f m um  is the total net benefit (positive or 
negative) that society gams from the same activity. It is the private rate of return plus the net effect of the activity upon 
everyone else in the society." (p. In)
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embedded“ 9 In the measure that the state provides such conditions, it contributes to 

capturing the gains arising from trade for the society by reducing the costs involved in 

exchange, thus favoring economic expansion.* 240 Conversely, if  the state fails to perform 

such roles, it becomes a factor in a country’s economic stagnation.

Stressing the conflicts that surround the relationships between the polity and the 

economy, North has pointed out that:

“political systems have an inherent tendency to produce inefficient property 
rights which result in stagnation or decline. There are two reasons for this 
result. First, the revenue that can be raised by rulers may be greater with an 
inefficient structure of property rights that can, however, be effectively 
monitored, and therefore taxed, than with an efficient structure of property 
rights with high monitoring and collection costs. Second, rulers can seldom 
afford efficient property rights, since such rights can offend many o f  their 
constituents and hence jeopardize the security of others* rights. That is, even 
when rulers wish to promulgate rules on the basis o f  their efficiency 
consequences, survival will dictate a different course o f  action, because 
efficient rules can offend powerful interest groups in the polity.”241 242

Within this view, there is ample room for regulations on markets by the state 

intended to correct market failures141 without, however, jeopardizing or curbing a stable and 

secure property rights regime, market competition, private entrepreneurship, free 

contracting, and the (free) price system in the allocation o f resources, as the rule. However, 

the intervention of the government in the economy, justified as measures oriented to 

improving performance, in the measure that it reduces rather than enlarges the room for 

market exchange and free entrepreneurship, increasing the power o f  the state vis-à-vis civil 

society, can easily result in reduced economic and individual freedom by imposing threats to 

property rights and making innovation and adaptation to new economic conditions more 

difficult. Under such conditions, sustained economic growth can hardly take place, since

See Brian Levy and Pablo T. Spiller (1994) “The Institutional Foundations o f Regulatory Commitment: A  
Comparative Analysis of Telecommunications Regulation" The Journal o f Law, Economics, & Organisations Vol. 10 
No. 2: 201-246.

240
See Douglass C. North (1990) Institutions. Institutional Change and Economic Performance. New York: 

Cambridge University Press, p. 58.

241 North (1989), p. 1321.

242 On ‘market failures* see Joseph E. Sriglitz (1988) Economics o f  the Public Sector, New York: W.W. Norton &
Company (Second Edition), Chapter.......
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economic performance is slowed and the possibilities for societies to increase aggregate 

wealth and prosperity are hampered.

3.3.2.4. Institutions, property rights> and economic performance

In fact, the effective protection and enforcement o f private ownership rights of 

goods, assets, work, time, and inventions, as well as the freedom to engage in exchange and 

contracting with others in the market place, seem to be key factors affecting countries' 

economic performance.243 The existence o f such conditions depends on the nature o f  the 

institutional arrangements underlying the relationships between the economy and the polity. 

North (1993) has pointed out that “creating institutions that provide low cost transacting in 

economic markets is the key to creating productive economies, but it is the polity that 

defines and enforces the property rights.”244

Thrainn Eggertsson (1990) has emphasized that, "The property rights approach 

draws attention to the fact that subtle changes in the content o f property rights can change 

the macroperformance o f an economic system and lead to economic growth or 

stagnation."245 * 247 North and Thomas (1973) and Rosenberg and Birdzell (1986) have shown 

how more secure property rights have had a strong impact on the rise in prosperity o f the 

Western world,244 a product of particular institutional arrangements surrounding the 

structure o f the polity (see C hapter Four).147

Several scholars have recently engaged in empirical research aimed at testing the 

relationship between differences among countries in the degree of protection and 

enforcement of private property rights and freedom of contract, on the one hand, and

243 See Pcjovich (1979).

244 Douglass C. North (1993) “Five Propositions About Institutional Change,“ (mimeo), September 1993, p. 6.

245 Thrainn Eggertsson (1990) Economic Behavior and Institutions, New York: Cambridge University Press, p. 40.
7 u

Douglass C. North and Robert Paul Thomas (1973) The Rise o f  the Western World - A New Economic History, * 
New York: Cambridge University Press; Nathan Rosenberg and L. E. Birdzell (1986) How the West Crew Rich: The 
Economic Transformation o f  the Industrial World, New York: Basic Books. See also Torstensson (1994), p. 231.

247 See Svetozar Pejovich (1990) The Economics o f  Property Rights: Toward a Theory o f  Comparative Systems, The 
Netherlands: Kluwer Academic Publishers; Mancur Olson (1992) "The Hidden Path To A  Successful Economy," in 
Christopher Clague and Gordon Rausser (eds.) The Emergence o f  Market Economies in Eastern Europe (Cambridge, 
Mass.: Basil Blackwell: 55*75).
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differential patterns o f economic growth, on the other hand.14* These cross-country studies 

have found strong support for the assertion that better and more secure contractual and 

property rights promote economic growth.* 249

Johan Torstensson (1994) has tested the effect o f the protection o f property rights on 

economic growth by measuring the degree in which “individuals are safe from arbitrary 

seizure o f their property“ and the “degree to which property is state-owned.”250 According to 

him, well protected and enforced property rights favor economic growth because it leads to 

a more efficient use o f  human capital and to more efficient investment.251

“Investment as a share of GDP is likely to be higher when agents are 
reasonably sure that they can benefit from possible gains. In the absence of 
secure rights to own property privately, consumption may be preferred to 
investment.”252

In an empirical study carried out in a cross-section o f  68 countries, Torstensson has 

found robust evidence that arbitrary seizures affect growth negatively.253

“Insecure property rights lead to an inefficient allocation o f investment funds 
and to an inefficient use of the available human capital. (...) a country might 
increase its growth rate by more than one percentage point by putting a stop to 
such seizures.”254

241
cf. Gerald W. Scully (1988) "The Institutional Framework and Economic Development," Journal o f  Political 

Economy, Vol. 96, No. 3: 632*662; Gerald W. Scully (1992) Constitutional Environment and Economic Growth, 
Princeton: Princeton University Press; Jakob Svcnsson (1994) "Investment, Property Rights and Political Instability,” 
Institute for International Economic Studies, Stockholm University, Stockholm; Johan Torstensson (1994) "Property 
Rights and Economic Growth: An Empirical Study," Kyklos, Vol. 47 (2): 231-247; Arthur A. Goldsmith (1995) 
"Democracy, Property Rights and Economic Growth," Journal o f  Development Studies, Vol. 32, No. 2, December 1995: 
157-174; Christopher Clague, Philip Keefer, Stephen Knack, and Mancur Olson (1996) "Property and Contract Rights in 
Autocracies and Democracies," Journal o f  Economic Growth, Vol. 1, No. 2, June 1996:243-276; and Dani Rodrik (1997) 
"TFPG  Controversies, Institutions, and Economic Performance in East Asia," N B E R  W orking Paper No. 5914, February 
1997, National Bureau o f Economic Research, Cambridge, Mass.

249 Clague, Keefer, Knack, and Olson (1994), p. 2.
250

Johan Torstensson (1994) "Property Rights and Economic Growth: An Empirical Study," Kyklos, Vol. 47 (2): 231- 
247 (see p. 234).

251 Torstensson (1994), pp. 2 3 1 and 234.

252 Torstensson (1994), p. 233.

253 Torstensson (1994), pp. 239-240, and 242.
254

Torstensson (1994), p. 242.
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On the other hand, Torstensson found that the correlation between the degree o f state 

ownership in property and economic growth is also negative, but statistically insignificant.155

Robert Pindyck and Andrés Solimano (1993) have pointed out that investment 

depends crucially on the expectations regarding future market conditions. In the measure 

that the government may alter through administrative decisions the market conditions and 

the rules for the behavior of economic agents, uncertainty regarding government policy and 

the rules and enforcement mechanisms protecting property rights will directly affect 

investment. Pindyck and Solimano assert that “uncertainty and irreversibility create an 

opportunity cost o f investing, which increases the expected return required for an 

investment. That opportunity cost is an increasing function of the volatility of the project’s 

value, so that an increase in volatility can, in the short run, reduce investment.”254 This is so 

because “most investment expenditures are at least in part irreversible—sunk costs that 

cannot be recovered if  market conditions turn out to be worse than expected. (...) When 

investments are irreversible and can be delayed, they become very sensitive to uncertainty 

over future payoffs.”255 * 257 * 259 Thus,

“if firms do not have confidence that macro policies will succeed and growth 
trajectories will be maintained, they are afraid to invest, but if they do not 
invest, macro policies are indeed doomed to fail. This would make it important 
to understand how investment depends on risk factors at least partly under 
government control, e.g.t price, wage, and exchange rate stability, the threat of 
price controls or expropriation, and change in trade regimes.”25*

Jakob Svensson (1994) has tested the ‘political instability’ hypothesis in a cross- 

section data set comprising 101 countries,25’ Asking “Why do investment rates differ so

255 Torstensson (1994), p. 239.
254

Robert S. Pindyck and Andrés Solimano (1993) “Economic Instability and Aggregate Investment,*’ in NBER 
Annual ¡993, National Bureau of Economic Research, p. 267.

257 Robert S. Pindyck and Andrés Solimano (1993) “Economic Instability and Aggregate Investment," in SBER 
Annual 1993, National Bureau of Economic Research, p. 259. See also Brian Levy and Pablo T. Spiller (1994) "The 
Institutional Foundations o f Regulatory Commitment: A  Comparative Analysis of Telecommunications Regulation," The 
Journal o f  Law, Economics, &. Organizations, Vol. 10, No. 2: 201-246

251
Robert S. Pindyck and Andrés Solimano (1993) “Economic Instability and Aggregate Investment," in SB  ER 

Annual ¡993, National Bureau of Economic Research, pp. 260*261.
259

Jakob Svensson (1994) "Investment, Property Rights and Political Instability," Institute for International Economic 
Studies, Stockholm University, Stockholm.
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markedly across countries?’*, he has found that “the linkage between political instability and 

investment indeed goes through property rights and contract enforcement”.260

“Poorly enforced property rights create a wedge between the marginal product 
of capital and the rate of return that can be privately appropriated by investors.
Thus, two countries with the same marginal product o f  capital will have 
different investment rates if the appropriable returns differ.”261

Svensson, like North, remarks that “It is ultimately the state that specifies and 

enforces property rights and contracts by providing an efficient legal system.**262 He builds a 

model according to which the relative interest o f the government in protecting property 

rights and creating a more efficient legal system depends on the political system and on its 

relative capacity to stabilize the political game and to prevent polarization:

“Low investment in legal infrastructure is the rational choice o f policymakers 
who maximize individual welfare o f their constituency, or social or ethnic 
group, as opposed to social welfare.*’263

He suggests that the structure o f the political system, in the measure that it creates 

political instability, polarization, and frequent and antipodal government tum-about, 

constitutes a factor that may prevent incumbent governments from improving the efficiency 

of the legal structure and protecting property rights. This is so because “the government in 

power fully internalizes the cost [of the reform] but not the benefit o f reforming the legal 

system.*’264 265 Svensson emphasizes that, political instability and polarization have no direct 

effect on private investment, suggesting that it is rather the structure o f  the polity and the 

incentives it creates for governments to enforce and strengthen property rights, or not to do 

so, that define the outcomes.263

Z60
Jakob Svensson (1994) "Investment, Property Rights and Political Instability," Institute for International Economic 

Studies, Stockholm University, Stockholm, p. 17.

Jakob Svensson (1994) "Investment, Property Rights and Political Instability," Institute for International Economic 
Studies, Stockholm University, Stockholm, p. 1.

262 Svensson ( 1994), p. 1,

263 Svensson (1994), p. 2.
264

Svensson (1994), p. 22 (see also p. 11).

265 See Svensson ( 1994), p. 11.
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According to Knack and Keefer (1995), the absence o f secure property and 

contractual rights harms economic performance by discouraging investment and 

specialization,266 two key factors for economic growth* Going deeper into the relationships 

between property rights, investment, and economic growth, Knack and Keefer assert that 

insecure property rights hinder growth not only by deterring investment,267 but also by 

modifying the allocation o f resources, biasing them towards activities with lower social 

returns or positive externalities:

“institutions that protect property rights are crucial to economic growth and to 
investment.... the security o f property rights affects not only the magnitude o f 
investment, but also the efficiency with which inputs are allocated”2“

“secure property rights encourage fixed investments, but also (...) they 
encourage the efficient allocation o f factor inputs. In response to expropriatory 
threats of one kind or another, entrepreneurs not only reduce investment, they 
also invest in less specialized capital (human and physical), which can be 
moved more easily from one activity to another. This has static efficiency 
effects, but also discourages dynamic gains from innovation, since innovation 
is most likely to thrive when specialization is encouraged.”269

In an empirical study in a cross-section of 68 countries, Clague, Keefer, Knack & 

Olson (1994) have found strong evidence that more secure contractual and property rights 

by the government and state institutions promote economic growth.270 The risks o f 

expropriation, contract repudiation by the government, corruption in government, etc., by 

endangering property rights do hinder investment, thus hampering economic growth. 

Although democracies, on average, tend to provide better protection for property rights than 

autocracies, there is no direct relationship between political regime and the protection of 

property rights (see Section 3.3.1 in this Chapter). Whatever the political regime,

“Government not respecting their own contracts with private parties will 
arguably be, in general, less likely to respect and enforce contracts between

266 Stephen Knack and Philip Keefer (1995) "Institutions and Economic Performance: Cross-Country Tests Using 
Alternative Institutional Measures," Economics and P olitics, Voi. 3, No. 7, November 1995, pp. 207,219.

267 “One way that insecure property rights hinder growth is by deterring investment." Knack and Keefer (1995), p. 
219.

260 Knack and Keefer (1995), p. 223.

269 Knack and Keefer (1995), p. 219. See also Olson (1992).

270 Clague, Keefer, Knack, and Olson (1994), p. 2.

135



The institutional bases o f Chile's economic 4miracle ' —  Chapter III

two private parties. In absence o f  partial state enforcement, the only 
impersonal exchanges taking place between private economic actors will be 
those that are ‘self-enforcing/ i.e., those in which the gains from compliance 
exceed those from cheating or reneging. Regimes with the freedom to modify 
or repudiate contractual agreements unilaterally are also likely to be 
constrained in numerous other areas impinging on economic activity. Such 
governments arouse suspicion regarding the possibility o f confiscatory 
taxation (via inflation or other means) or outright expropriation”271

In a more recent paper, Clague, Keefer, Knack & Olson (1995) assert that some 

institutional characteristics of the structure o f the electoral and political game in 

democracies play an important role in economic outcomes (i.e., the characteristics o f the 

party system and of the legislature), by affecting the importance o f particular-interests vis-à- 

vis more general interests in the policy-making process. This constitutes a further 

elaboration of the ideas raised by Tullock and Buchanan (1962) and latter developed and 

formalized by Mancur Olson (1965, 1982, 1983) and others regarding the collective action 

problems involved in the structure of the polity.272

“The extent to which democratic governments adopt a national or special- 
interest perspective on policy is likely to be affected by whether there is a 
strong two-party democracy or one with multiple parties representing regional 
or other narrow interests, whether electoral system are candidate-based or 
party-based, and whether legislatures are governed by strong or weak seniority 
systems. All of these different dimensions affect economic outcomes...”273

Clague, Keefer, Knack, & Olson (1996) emphasize the role o f  institutions and rules 

within a democracy for curbing maximizing opportunistic behavior on the part o f the polity:

“Political leaders have an incentive to interpret the law in whatever way best 
furthers their own interests, so a democracy will not last if  leaders can interpret 
the law as they please. The rule o f law needed for a lasting democracy will 
prevail only if disputes under the law are adjudicated mainly by individuals 
who have no stake in the dispute. This in turn requires institutions that, by 
social design, have a very special structure o f  incentives and constraints: one 
in which those who make decisions do not share in the losses or gains o f any 
party to the dispute, and in which a knowledge o f the law and a reputation for

271 Clague, Keefer, Knack, and Olson (1994), pp. 16-17. See also Knack and Keefer (1995), p. 211.

272 See James M. Buchanan and Gordon Tullock (1962) The C alculus o f  Consent, Ann Arbor. University o f Michigan 
Press; Olson (1965); Olson (1982); Olson (1983); and Brennan and Buchanan (1985).

273 Christopher Clague, Philip Keefer, Stephen Knack, and Mancur Olson (1995) "Property and Contract Rights Under 
Democracy and Dictatorship," (mimeo), p. 3.
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fairness increases the chances for advancements. To last, a democracy must 
maintain and abide by such institutions, notably courts with an independent 
judiciary.”274

3.4. C o n c l u d in g  r e m a r k s  a n d  t e n t a t iv e  e x p l o r a t o r y  h y p o t h e s e s

After this review, in the next chapter I develop my own theoretical approach to 

dealing with the investigation o f the Chilean case and then, once I have completed the 

analysis of the evidence in Chapters Five and Six, discuss the relative explanatory power of 

the contrasting theoretical approaches to the issue of which factors account for differential 

growth patterns.

To finish this chapter I presents schematically some provisional hypotheses drawn 

out from the non-economic theories and approaches to growth here revised.

3.4.1. Hypotheses suggested by the State-centric approach

1. The change in Chile’s pattern o f  economic growth may be associated with a change 

in the involvement o f  the state in the national economy. In particular, the faster  

growth pattern may be related to a more active role o f  the state in the economy.

2. The change in Chile's pattern o f  economic growth may be associated with a change 

in the degree o f  autonomy o f  the state. The faster growth pattern may be related to 

greater state autonomy in the conduct and modification o f  economic policy.

3. The change in Chiles pattern o f  economic growth may be associated with a more 

active use o f  industrial and sectoral policies on the part o f  the government.

4. The change in Chile's pattern o f  economic growth may be associated with greater 

protection o f  domestic production, or with greater relative isolation o f  the national 

economy from sudden fluctuations coming from the international market

274
Christopher Clague, Philip Keefer, Stephen Knack, and Mancur Olson (1996) "Property and Contract Rights in
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5. The change in Chile’s pattern o f  growth may be associated with a more active role o f  

the state in social and redistributive issues

3.4.2. Hypotheses suggested by the Institutional approach

1. The change in Chile's pattern o f  economic growth may be associated with a change 

in the rules regarding property and contractual rights and their enforcement 

mechanisms. In particular the shift may be related to a strengthening o f  the 

property rights regime.

2. The change in Chile's pattern o f  economic growth may be associated with a change 

in the room set aside fo r  private entrepreneurship and exchange. The faster growth 

pattern may be related to greater economic freedom fo r  private agents to engage in 

economic exchange and trade activities.

3. The change in Chile’s pattern o f  economic growth may be associated with reduced 

intervention o f  the government in the economy.

4. The change in Chile's pattern o f  economic growth may be associated with greater 

openness o f  the economy to foreign trade and internal and international 

competition.

5. The change in Chile’s pattern o f  growth may be associated with reduced room fo r  

distributive pressures and collective action on the part o f  particular-interest groups.

Autocracies and Democracies," Journal o f  Economic Growth, Vol. 1. No. 2, June 1996, pp. 245-246.
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4. Chapter Four —  THE EXPLANATORY APPROACH: 

GOVERNMENT DISCRETIONARY AUTHORITY (DA), POLICY 

REGIMES, & ECONOMIC PERFORMANCE

“Surely it is significant that the second and third chapters of Genesis record that where 
discretion exists it is apt to be exercised, and that merely to charge someone to be a good 
and faithful servant is not adequate to secure his performance."
------ Oliver E. Williamson (1974) The Economics o f Discretionary Behavior:
Managerial Objectives in a Theory o f the Firm, London: Kershaw, p. 3.

4 .1 . I n t r o d u c t io n

1 think it is possible to approach, understand, and explain certain aggregate outcomes 

by looking at the institutional setting in which individuals, firms, and groups act. 

Institutionalist sociologists, economists and political scientists have stressed that the 

institutional setting and the rules embodied by it, by defining the kind of incentives and 

opportunities for the behavior o f the agents, do shape aggregate outcomes.1 In brief, using 

Douglass North's expression, “institutional differences produce economic consequences/’2 

This chapter aims to develop a theoretical model that explains aggregate economic 

performance (the long-term pattern o f growth of an economy) by relating it to some 

characteristics of the institutional setting surrounding agents* economically oriented action, 

that is—as defined by Max Weber—those actions oriented to the attainment o f economic 

ends which may or may not include the use o f political means.3

My central argument is that one o f the ways by which the institutional setting o f a 

country affects its aggregate economic performance is by the relative importance that is

1 “Institutional arrangements and practices condition, channel, and constrain individual behavior and rational action; 
that is, institutions affect individual behavior, collective action, and social consequences.** Kenneth A. Shepsle (1991) 
“Discretion, Institutions, and the Problem of Government Commitment,** in Pierce Bourdieu and James S. Coleman (eds.) 
S o cia l Theory fo r  a  Changing Society, Boulder, Colorado: Westview Press, p. 254.

2 Douglass C. North (1989) “Institutions and Economic Growth: An Historical Introduction," W orld D evelopm ent, 
Vol. 17, No. 9, p. 1319.

3 See Max Weber (1978) Economy and Society - A n Outline o f  Interpretative Sociology, Berkeley CA: University of 
California Press, pp. 63-68. According to Weber, whereas the term ‘economic action* corresponds to “any peaceful 
exercise of an actor's control over resources which is in its main impulse oriented towards economic ends" (p. 63) the term 
‘econom ically oriented action * instead includes also those [non peaceful] actions “which, though primarily oriented to
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given to “political exchange“ vis-à-vis “economic exchange“ as source o f economic gains 

for individuals, firms, and groups.4 In particular, the pervasiveness o f  ‘political exchange* as 

a source of economic gains will tend to undermine long-term economic growth, an idea that 

can be traced back to Max Weber’s analysis o f the nature o f the modem capitalist system 

(see below). In turn, I assert that the relative importance o f either ‘political’ or ‘economic’ 

exchange as source o f economic gains strongly depends on the degree of discretionary 

authority (DA) enjoyed by the state and ‘the polity* over the economy. In other words, 

where the institutional and policy setting o f a country provides the government and the 

polity with a relatively large degree o f  administrative discretionary authority over the 

economy, this discretion will tend to undermine the country’s economic performance. 

Conversely, when government authority over the economy is bound by institutionalized, 

general and impersonal rules and procedures which limit the discretionary authority 

allocated in the polity, economic performance will be enhanced.5

The first part o f this chapter develops the argument from a theoretical point of view, 

analyzes through which mechanisms, in which specific ways, and under what conditions the 

government’s administrative discretionary authority (DA) hinders economic performance, 

and outlines the role o f institutions in the relationships between DA and economic 

performance. In the second part of the chapter, I develop the ‘policy regime’ framework as 

an analytical device for understanding contrasting patterns o f economic performance 

experienced by countries through time as related to some characteristics of the institutional 

and economic policy setting. By “policy regime” I mean a set of inter-linked policies and 

institutions prevailing in a given society, a set that lasts beyond the duration o f a single 

government. I assert that one key feature that defines policy regimes and makes it possible 

to characterize and differentiate them is the degree of discretionary authority (DA) granted 

to the government and the polity over the economy. According to my model, ‘policy 

regimes* in which the government and the polity enjoy a large degree o f  DA over the

economic ends, makes use o f physical force as a  means"  (p. 64) (emphasis added]. That is, whereas the term 
‘economically oriented-action’ includes the use o f politica l m eans, the term ‘economic action' excludes it.

4 According to Weber, ‘Exchange* is “a compromise of interests on the part o f the parties in the count o f which goods 
or other advantages are passed as reciprocal compensation." Weber (1978), p. 72. See also Carl Menger (1981) Principles 
o f  Economics, New York: New York University Press, pp. 175-181 (‘The Foundations of Economic Exchange.’)

5 On the problems o f government discretion, credibility and commitment, see Shepsle (1991).
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economy will favor 1political exchange* rather than *economic exchange* as the prevailing 

source of economic gains, thus retarding the pace of growth of the economy.

My working hypothesis is that the two contrasting patterns of economic growth 

observed in Chile, outlined in C hapter Two, are related to two distinctive “policy regimes” 

which differed sharply in the degree o f discretionary authority (DA) granted to the 

government and the polity, thus shaping differentially the opportunities and incentives faced 

by individuals and organizations regarding their economically oriented action. In particular, 

the faster economic growth of the post-1975 period is the result o f a policy regime shift 

which reduced the DA o f the government and the polity over the economy.

4 .2 . I n s t it u t io n s  a n d  E c o n o m ic  P e r f o r m a n c e : G o v e r n m e n t  D i s c r e t i o n a r y  

A u t h o r i t y  (DA) a s  a F a c t o r  U n d e r m in in g  C o u n t r ie s ’ E c o n o m ic  

P e r f o r m a n c e

4.2.1. Institutions and the ‘Sources* of Wealth

4.2.1.1. The "sources * o f  wealth from  the points o f  view o f  the individual and o f  society

From the point o f view of individuals and organizations, the opportunities for 

economic gains arise either from (a) devoting resources to and becoming involved in the 

production and the exchange of goods and services on the basis o f the mutual interest o f the 

parties involved, or (b) from devoting resources to capture or expropriate rents through the 

use o f coercion or influence, that is, political means.* The use o f political means to capture 

wealth includes theft, piracy, graft, extortion, rent-seeking and any other expropriatory or

6 See Weber (1978), pp. 91, 164-165. On ‘coercion’, see Friedrich A. Hayek (1976) The Constitution o f  Liberty, 
London: Routledge & Kegan Paul, pp. 153-147.
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redistributive activities which entail forcing a transfer or redistribution o f wealth (assets, 

money, work) from one party to another, transfer which does not result from a free  and 

voluntary transaction between the parties involved based on their mutual interest, but rather 

exclusively in favor o f the party which enjoys greater coercive power or influence.

Most economists since Adam Smith agree that the main source of societies* * wealth 

originates from a mixture of cooperation and competition among their members, in 

particular, from those forms of cooperation and competition that permit economies to 

capture the gains from trade through engagement in production oriented towards peaceful 

and mutually rewarding, voluntary economic exchange? Although the engagement in 

warfare, sacking, plundering, pillage, predation, etc., may bring to a nation large booties and 

gains, it is not likely that these activities will result in sustained production and economic 

progress (e.g., Spain during the seventeenth century).1 By the same token, although the 

search for economic gains is common to all forms of what Max Weber termed economically 

oriented action,9 not all forms o f profit-seeking behavior help to increase or sustain society’s 

aggregate wealth and prosperity, even if  they do provide large gains to those who undertake 

them.10 Examples of profit-seeking behaviors which do not contribute to increasing society’s 

aggregate wealth include theft, plunder, fraud, extortion, piracy, lobbying, rent-seeking, 

tariff seeking, bribery, tax-evasion, etc.; that is, activities which entail the capture o f wealth 

through the exercise o f coercion and/or influence in order to force or induce transfers of 

wealth and to capture rents from one group o f society at the expense o f another." The

Douglass C. North (1990) Institutions. Institutional Change and Economic Perform ance, New York: Cambridge 
University Press, p. vii.

* See North (1989), pp. 1328-1330. See also Luciano Pellicani (1994) "Modemizzazione e Secularizzazione,” 
M odcmvzzaxione e Sviluppo, Quademi del Centro Gino Ccrmani, No. 3 (Sep-Dec 1994): 3-20.

* Weber (1978), p. 64.

10 See James M. Buchanan (1980) “Rent Seeking and Profit Seeking," in James M. Buchanan, Robert D. Tollison, and 
Gordon Tullock (eds.) (1980) Toward a Theory o f  the Rent-Seeking Society, Texas A & M  University Press, College 
Station; and Jagdish N. Bhagwari, Richard A. Brecher, and T.N. Srinivasan (1984) "D U P  Activities and Economic 
Theory," European Econom ic R eview  24: 291*307.

11 The term rent-seeking was introduced for the first time by Anne Krueger in 1974 and it address to the political 
activity of individuals and groups who devote resources to the pursuit of monopoly rights granted by the government. 
[Anne O. Krueger (1974) "The Political Economy o f the Rent-Seeking Society," The Am erican Economic Review, Vol. 
64, No. 3 June 1974: 291-303]. The original ideas were first and then developed by Gordon Tullock and James Buchanan 
(see Buchanan, Tollison, and Tullock (eds.) (1980) Toward a Theory o f  the Rent-Seeking Society, College Station, Texas: 
A & M  University Press]. The two basic propositions o f this theory are: (a) the expenditure o f resources to gain a transfer 
is, itself, a social cost, and that (b) the resulting market privileges impose a welfare loss on consumers and taxpayers. For 
surveys, see William C. Mitchell (1990) "Interest Groups: Economic Perspectives and Contributions," Journal o f
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prevalence of these activities in a society does not contribute to increase its aggregate 

welfare because: (a) these activities do not contribute to raising productivity nor increasing 

the availability o f  goods and services within the economy, but merely redistribute wealth;* 12 

(b) these unproductive profit-seeking activities13 not only do not contribute to increasing 

society’s wealth but, by consuming real resources—diverting them from productive uses to 

unproductive ones (the forcing o f wealth transfers)—actually reduce it;14 (c) by their very 

nature, they typically reduce, rather than enlarge, the room for economic exchange, 

specialization and competition, thus preventing society from realizing the gains arising from 

such processes; and (d) the prevalence o f these activities discourages the undertaking o f 

productive activities and investments due to the uncertainty they create around property 

rights and the future economic environment.

Society’s wealth increases in the measure that its members find better ways to live 

together, organize and cooperate in order to make their work, their resources and the use o f 

them, more productive. The development of the division o f labor, increasing specialization, 

greater knowledge and skills, innovations, and the expansion of exchange and (peaceful) 

competition tend to raise society’s wealth by improving society’s aggregate productivity (the 

unit o f product or ‘output* obtained from a given unit of ‘input’). Efficiency in the use of 

resources (orienting them to those activities regarded as more valuable by society and 

rewarding those producers and organizational forms that are more efficient or that save costs 

for society in the provision of those goods and services which are relatively scarce) requires 

the development o f adequate institutions which make it possible to deal with problems 

related to uncertainty and incomplete information surrounding more complex forms of 

human interactions. As Douglass North (1989) has emphasized:

Theoretical Politics, 2 (I); and Robert D. Totlison (1982) "Rent Seeking: A  Survey," Kyklos, Vol. 35 (4): 575-602. See 
also Jagdish N. Bhagwati (1982) "Directly Unproductive, Profit Seeking (DUP) Activities," Journal o f  Political Econom y, 
Vol. 90, No. 5: 988-1002; and Paul Milgrom and John Roberts (1992) Economics, O rganization and M anagem ent, nd: 
Prentice-Hall International, pp. 248-284.

12 See Tullock (1980) "Rent Seeking as a Negative-Sum Game," in Buchanan, Tollison, and Tullock (eds.); and 
Jagdish N. Bhagwati (1982) "Directly Unproductive, Profit Seeking (DUP) Activities," Journal o f  P olitical Economy, Vol. 
90, No. 5: 988-1002.

13 See Bhagwati (1982).

14 See Tullock (1980); and Bhagwati (1982).
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“Increasing specialization and division o flabor necessitate the development of 
institutional structures that permit individuals to take actions involving 
complex relationships with other individuals far removed from any personal 
knowledge and extending over long periods o f time. This is only possible with 
a third party to exchange, government, which specifies property rights and 
enforces contracts.”15

The institutions that regulate the relationships between the members o f a society 

make possible a given degree of ‘social order’, that is, they reduce the dangers o f anarchy 

and destruction, reducing uncertainty and thus enlarging the time-horizon o f individuals to 

conduct their life and engage in the search for the satisfaction o f their needs and “desires for 

utilities”.16 In particular, the existence o f  ‘the state’ has traditionally been regarded as the 

main step towards a more ‘ordered’ life in society, facilitating human cooperation by 

providing a relatively stable setting o f norms, rules, and shared expectations for human 

interactions, thus reducing uncertainty.17

However, although the existence o f the state makes social order possible, its mere 

existence does not guarantee that the prevailing ‘order’ can ensure sustained cooperation,1* 

peaceful exchange, and the expansion o f the division of labor19 and competition among the 

members of a society, nor that the prevalent forms of cooperation will facilitate the capture 

for the society o f the gains from trade which produce prosperity.20 History shows many 

cases o f societies and empires characterized by powerful states, able to impose ‘order*, but

15 North (1989), p. 1322.

16 See Weber (1978), pp. 64,68-69.

17 Set North (1989,1990).

By ‘cooperation* 1 mean the kind of voluntary and mutually rewarding exchange and collaboration among 
individuals involved in the division of labor, specialization, and trade.

19 Understood as the development of specialization and exchange among the members of the society, and not as a 
Taylorist organization at the firm level.

20 See Douglass C. North and Barry R. Weingast (1989) "Constitutions and Commitment: The Evolution of 
Institutions Governing Public Choice in Seventeenth-Century England," The Journal o f  Econom ic History, Vol. 49, No. 4, 
December 1989: 803-832; and Barry R. Wemgast (1995) "The Economic Role o f Political Institutions: Market-Preserving 
Federalism and Economic Development," Journal o f  Law. Econom ics, & O rganisations, Vol. 11, No. 1: 1-31.
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which have however been unable to produce prosperity.21 The ex-Soviet Union constitutes 

the most recent example.22

4.2.1.2. The conflicting nature o f  the state

"Without the state, its institutions, and supportive framework of property rights, high 
transaction costs will paralyze complex production systems, and specific investments 
involving long-term exchange relationships will not be forthcoming. But the state is a 
two-edge sword..."
------ Thrainn Eggertsson (1990) Econom ic B ehavior a n d  Institutions, Cambridge
University Press, New York, p. 317.

"The existence of a state is essential for economic growth; the state, however, is the 
source o f man-made decline."
------  Douglass C. North (1981) Structure an d  C hange in E conom ic H istory ,
W.W.Norton, New York, p. 20.

The very existence o f the state creates by itself problems for cooperation.23 In 

contrast to theories that see the state as a voluntary organization, in which individuals 

contract among themselves to carry out cooperative activities that would not be possible 

with the same efficacy without it, Joseph Stiglitz has pointed out that the state is the most 

important single case o f  a non-voluntary economic organization.24

Voluntary economic organizations emerge from the mutual interest of the parties 

involved: the opportunities for obtaining shared benefits, mutual gains, is the very 

motivation to cooperate in an exchange.25 The continuity of cooperation depends on the 

voluntary acceptance o f implicit or explicit agreements or ‘contractual terms* among the

11 See Luciano Pellicani (1988) Saggio sulla genesi del capitalismo - Alie origini della modemitá, Milano: SugarCo 
Edizioni (there exists a 1994 English version; The Genesis o f  Capitalism and the Origins o f  Modernity, New York: Telos 
Press); and Pellicani (1994).

22 See Luciano Pellicani (1991) "E l Comunismo y la Modernización," Revista Leviatan, No. 43/44: 93-106.

23 See Joseph E. Stiglitz (1989) The Economic Role o f  the State, Oxford, UK: Basil Blackwell. See also Margaret Levi 
(1988) O f Rule and Revenue, Berkeley: Univenity of California Press; and Douglass C. North (1990) Institutions, 
Institutional Change and Economic Performance, New York: Cambridge University Press.

24 See Stiglitz (1989), pp. 21-22.

25 It must be stressed that by ‘shared benefits* and 'mutual gains* I do not means that such benefits or gains would be 
the same for the parties involved in cooperation and economic exchange; in many cases the ‘material* benefits are 
different, according to the different needs and resources the parties have. Under this condition, the ‘shared benefit’ arises 
from the fact of trade, it results from the exchange of goods and services among the parties. What is important is that the 
parties will arrive to the transaction in the measure they find it worthy, that is, mutually convenient See Carl Menger 
(1981) Principles o f  Economics, New York: New York University Press, pp. 175-181 (‘The Foundations of Economic 
Exchange.*)
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parties involved in that exchange. If the costs o f the exchange and honoring the agreements 

for (at least) one of the parties are higher than the gains obtained from it, there will be no 

incentives to continue cooperating, unless it is possible to modify the terms o f the 

agreements through bargaining among the parties involved. If  it is not possible to modify 

the agreement in order to guarantee the mutuality o f the gains for the parties by 

compensating the loser(s), exit will be the only option for the disadvantaged party.26 By the 

same token, if  the institutional setting in which exchange takes place does not provide self- 

sustaining mechanisms to disable or reduce the incentives for opportunistic behavior 

(cheating), cooperation will be not sustainable or the potential gains arising from it will be 

hampered by high (transaction) costs.27

By definition, voluntary organizations are characterized by /ion-compulsory 

membership and non-coercive power to impose rules and obligations beyond its voluntary 

acceptance by the members o f the organization. Voluntary economic organizations are 

created in order to obtain gains to be shared between the parties involved in it, gains that 

would not be possible without cooperation. I f  individuals dislike the firm in which they 

work, the company that provides them with certain goods or service, or the association to 

which they belong, they have always the right—using Albert Hirschman’s expression— to 

exit, to leave it.2* The exit option imposes very precise limits on all voluntary organizations, 

that is, to all organizations other than the state.29 The exit option guarantees that, to be 

maintained over time, an organization or agreement must produce mutual gains for the 

parties belonging to it. Conversely, non-voluntary organizations are characterized by 

compulsory membership and coercive power; cooperation and compliance are 

fundamentally (primarily or ultimately) based on coercion.

26 On the ‘exit option*, see Albert O. Hirschman (1970) Exit. Voice, and Loyalty - Responses to Decline in Firms, 
Organizations and States, Cambridge, Ma.: Harvard University Press.

27 See North (1990); Shepsle (1991). See also Ronald H. Coase (198S) The Firm, The Market and the Law , Chicago: 
The University of Chicago Press, pp. 1*31; and Thriinn Eggertsson (1990) Economic Behavior and Institutions, New 
York: Cambridge University Press. North (1990) defines ‘transaction costs' as “the costs of measuring the valuable 
attributes of what is being exchanged and die costs o f protecting rights and policing and enforcing agreements. These 
measurement and enforcement costs are the sources o f social, political, and economic institutions." (p. 27).

24 Stiglitz (1989), p. 21. See also Hirschman (1970).

” Stiglitz(1989), p. 21.
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The state constitutes the most important case of a non-voluntary organization. 

According to Stiglitz, the two main characteristics that differentiate the state from every 

other economic organization are that it is the only one to which membership is universal, 

and that it has a coercive power not given to any other economic organization.30 The very 

fact that membership is obligatory, not voluntary, gives to the state a coercive power that no 

other organization has.31 One of the most important examples o f how the state can use its 

economic coercive power is in its capacity to impose taxes. Citizens do not decide 

autonomously how much they contribute to state expenditures,32 nor do they pay an amount 

according to their own assessment o f the services they receive from the government.33 34

The power to impose taxes and regulate economic activity gives to the state—and to 

those able to control it— the capacity to alter the distribution of wealth and the opportunities 

for making economic gains (i.e., by imposing different tax levies for different individuals 

and activities; granting differential, discriminatory conditions to different citizens or 

limiting entry or competition thus creating artificial scarcity).** In this way, because the 

payment of taxes or the compliance with the dictates of the government does not constitute a 

voluntary transaction between citizens and the state according to the benefits and services 

they receive, any individual may be made worse off by state actions or regulations. 

Furthermore, the coercive power of the state can be used to capture wealth (from the whole 

community or from certain groups o f citizens) and to appropriate or spend it in favor o f 

particular groups. By the same token, the greater the involvement, control and prerogatives 

o f the state over economic activity and property rights, the greater will be its capacity for

30 See Stiglitz (1989).

31 Stiglitz (1989), p. 21.

32 Stiglitz (1989), p. 22. See also Man cur Olson (1965) The Logic o f  Collective Action - Public Goods and the Theory 
o f  Groups, Cambridge, Mass.: Harvard University Press.

33 Stiglitz (1989), p. 22. Stiglitz asserts that in democratic countries, since the government relies in great part on the 
voluntary acceptance of norms by the citizens, it is difficult for a governments to enforce a law if citizens, even a minority, 
stubbornly oppose it. He argues that citizens accept to respect the law, even if they do not like it, if they are convinced that 
the process that has generated it has been legitimate. If  they suspect that interest groups bought off politicians, or that the 
law represents a sharp abuse o f government powers, it is likely that they will not respect it. This explains why government 
are permanently involved in persuading citizens about the equity of tax policy. It is this commitment that can help to 
explain some of the peculiarities involved in economic policy-making. Government has a commitment to citizens that the 
powers that it has are being used according to equity concerns and in favor of all citizens. However, as I attempt to 
emphasize here, this is not necessarily the case in all democracies. The electoral and institutional rules w ill affect strongly 
the measure in which government can effectively carry out this commitment

34 See Buchanan (1980), p. 9.
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spending, redistributing wealth and limiting competition and individuals* economic 

freedom, thus shaping the opportunities for profits, and, therefore, the greater will be the 

incentives and opportunities for individuals and groups to capture wealth through the use of 

government power or from the capacity to influence the state’s economic decisions.35 In 

addition, some individuals and groups can also be expected to engage in attempts to avoid 

taxation as a way to increase their wealth, either by using their influence on the polity and 

on public officials to lower their tax burden— legally, by obtaining favorable treatment in 

the form of discriminatory legal previsions (differential levies, tax exemptions, deductions 

and tax reliefs), or through illegal arrangements (i.e., paying bribes)— or, i f  they were unable 

to succeed in such attempts, they might attempt to carry out their economic activities in the 

so-called informal economy (a form of rent-avoiding behavior).36

Hence, the very existence o f the state offers room for the search for wealth or 

economic gains through the use of political means, that is, acquiring and exerting control or 

influence over the state’s coercive powers and government authority on markets, trade, and 

individuals’ economic freedom,37 and developing patronage and clientelistic relationships, 

granting differential, discriminatory economic conditions to some individuals, organizations 

and groups o f  citizens and producers, in exchange for political support.38 39

The characteristics o f the state’s coercive power and the structure of the polity can 

thus reduce the incentives and opportunities in a society for people to engage in productive 

(wealth-creating) activities, limiting the room for voluntary, mutually rewarding economic 

exchanges and contracts among individuals that could otherwise improve society’s 

aggregate wealth and welfare, fostering instead unproductive profit-seeking and 

redistributive political activities.38 As North points out,

"The rise o f impersonal roles and contracts means the rise o f the state, and
with it unequal distribution o f coercive power. This provides the opportunity

35 Sec North (1989), p. 1321.
34

See the widely cited book by Hernando de Soto (1986) E l Otro Sendero: La Revolución Informal, Lima: Editorial cl 
Barranco (English translation: The Other Path: The Invisible Revolution in the Third World).

37 North (1989), p. 132!.
1 |

On patronage and clientelism, see Hendrik Dcrk Flap (1990) "Patronage: An Institution in Its Own Right," in 
Michael Hechter, Karl-Dieter Opp and Reinhard Wippler (cds.) Social Institutions (New York: Walter de Gruyter).

39 Joseph E. Stiglitz (1989) The Economic Role o f  the State, Oxford UK: Basil Blackwell, p. 36.
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for individuals with superior coercive power to enforce the rules to their 
advantage, regardless o f their effects on efficiency.”40

Throughout history, efforts to impose rules on the behavior and prerogatives of the 

state and those in government thus limiting the use of its coercive power and guaranteeing 

some rights and spheres o f  autonomy*1 for individuals and ‘civil society’, cover a large part 

of the political development observed in Western civilization.42 Constitutionalism has been 

the main expression of this effort to curb the coercive power of the state over individuals 

and society, by limiting the scope o f government and majority rule and granting supremacy 

to the law  over and above government authority.43

4.2.1.3. Institutions and  the rise o f  the modern capitalistic economic system

“The requisite degree o f cooperation for efficiency to be realized arose not from a 
presupposed harmony o f interest but from die invention of institutions that produced 
order out of conflict, where order was defined as ‘working rules of collective action, a 
special case of which is ‘due process of law’."
------ Oliver Williamson (1975) M arkets and Hierarchies: Analysis and Antitrust
Implications, Free Press, New York, p. 3.

The rise of Constitutionalism, capitalism and democracy in the West were 

accompanied by a reduction in the power o f the state vis-à-vis individuals, limiting the 

exercise of government power to the rule-of-law, moving away from despotism and 

arbitrariness, and delimiting the boundaries between the public and the private spheres. The 

separation o f powers, the adoption of a constitutional order, the subjection of the executive 

to rules and independent Courts, the recognition and protection o f private ownership rights 

by the state, federalism, freedom of thought and press, norms o f taxation-cum-

40 North (1989), 1321.

41 Sec Hayek (1976), pp. 139-147.

42 See Pellicani (1988); North and Weingast (1989), pp. 803-808; Luciano Pellicani (1992) "Pluralismo e 
Capitalismo,” in Ludovico Martello (ed.) Sulla Genesi de l Capitalismo (Roma: Armando Editore); Pellicani (1994). See 
also Avner Greif, Paul Milgrom, and Barry Weingast (1994) “Coordination, Commitment, and Enforcement: The Case of 
the Merchant Guild,” Journal o f  Political Economy, Voi. 102, No. 4, August 1994: 745-776; and Paul Milgrom  and John 
Roberts (1990) "Bargaining costs, influence costs, and the organization of economic activity," in James E. Alt and 
Kenneth A. Shepsle (eds.) Perspectives on Positive Political Economy (New York: Cambridge University Press).

43 See the entry ' Costituzionalismo’ (constitutionalism) by Nicola Matteucci in Bobbio, Matteucci &  Pasquino (1994) 
Dizionario di Politica, Milano: TEA, Editori Associati (first edited by U TET  in 1983), pp. 249-260. See also Hayek 
(1976).
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representation, and the introduction o f the state budget— which brought a separation 

between the monarch’s and the state’s finances—were all measures that limited the 

prerogatives o f the political authority to capture revenue and to spend it irrationally and 

lavishly, and to expropriate and redistribute wealth among the members o f the society in 

favor of those in government, their parents, supporters, and preferred social groups.44 In 

other words, this process involved a sharp reduction o f the opportunities for capturing 

wealth by the use of coercion and the exercise o f  political power and influence, thus creating 

the conditions for the existence of a more predictable legal order.45 *

As Weber has emphasized, the rise and development o f modem, market-capitalism 

in the West was possible within a specific institutional setting which provided a highly 

predictable, calculable setting to conduct the provision o f needs and the search for profit 

through the utilization o f formally peaceful opportunities for exchange44—based on free 

labor and private ownership and entrepreneurship— “attuned to a regular market, and neither 

to political nor irrational speculative opportunities for profit...”47 * This setting was 

characterized by the development of “rational structures o f law and administration, ... a 

calculable legal system and of administration in terms o f formal rules.”4* It is the existence 

of a set o f abstract, general, impersonal rules which govern both civil society and 

government—curbing arbitrariness and opportunism—that provides a predictable 

environment in which individuals can conduct their lives and engage in voluntary exchanges 

and contracts, thus enlarging the time-horizon for their decisions, solving disputes and

See Pellicani (1988); North and Weingast (1989); Pellicani (1992). See also Max Weber (1981) General Economic 
History, New Brunswick, NJ: Transaction Books; Max Weber (1976) The Protestant Ethic and the Spirit o f  Capitalism, 
London: (1920 version), Allen &  Unwin; Friedrich A. Hayek (1976) The Constitution o f  Liberty, London: Routledge & 
Kegan Paul; Douglass C. North and Robert Paul Thomas (1973) The Rise o f  the Westent World - A New Economic 
History, New York: Cambridge University Press; Nathan Rosenberg and L. E. Birdzell (1986) How the West Grew Rich: 
The Economic Transformation o f  the Industrial World, New York: Basic Books; and Pellicani (1994).

45 See Weber (1976); Weber (1981) General Economic History, New Brunswick, NJ: Transaction Books, Part IV  ‘The 
Origin of Modem Capitalism*; and Weber (1978) Economy and Society - A n Outline o f  Interpretative Sociology, 
Berkeley, CA: University of California Press, Part I, Ch. II. See, also. North (1981); Rosenberg and Birdzell (1986); 
Pellicani (1988); North and Weingast (1989); and Pellicani (1992) “Pluralismo e capitalismo," in L. Martello (ed.) Sulla  
genesi del capitalismo, Roma: Armando Editore.

cf. Max Weber (1981) General Economie History, New Brunswick, NJ: Transaction Books, Part IV  ‘The Origin of 
Modem Capitalism'. "T o  sum up— Weber wrote— , it must be possible to conduct the provision for needs exclusively on 
the basis of market opportunities and the calculation o f net income." (p. 278)

47 cf. Weber (1976), pp. 17 &  21; and Weber (1978), pp. 112-113, and also Part I, Ch. II.

44 Weber (1976) The Protestant Ethic and the Spirit o f  Capitalism, p. 25.
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conflicts, and minimizing the use of violence and destruction.49 Without this predictability— 

stressed by Weber as a “sociological precondition” for efficient capital accounting50—the 

rational, organized “exploitation of formally peaceful opportunities for exchange”51 is not 

possible. This is one o f the basic contributions o f Weber’s work to the understanding o f the 

peculiarity of the development observed in the West.52

As Marx, Weber, Hayek, and many other social scientists have noted, the peculiar 

kind o f institutional and legal order on which the development o f the modem capitalist 

economy was based—an economic system based on private ownership of the means o f  

production and free markets53—made possible an accelerated accumulation of wealth and 

continuous material and technological progress never before seen in history.54 However, not 

all countries have experienced this sustained economic expansion and prosperity, nor have 

they been able to create, and maintain, this kind of institutional order. It was a particular 

political institutional development characterized by the delimitation o f the state’s authority 

and jurisdiction over the economy and society, undermining the logic of despotism, that 

made the development o f modem capitalism possible.55

49 See Hayek (1976).

50 cf. Weber (1978) Economy and Society, p. 92.

51 **... by ‘exchange’ in the broadest sense will be meant every case of formally voluntary agreement involving the 
offer of any sort of present, continuing, or future utility in exchange for utilities of any sort offered in return.*’ Max Weber 
(1978) Economy and Society, p. 73.

52 See Pellicani (1988); and the articles by Luciano Pclticani "Sulla genesi del capitalismo,” and "Pluralismo e 
Capitalismo," both in L. Martello (ed.) (1992) Sulla Genesi del Capitalismo; Roma: Armando Editore.

53 See Carlos H. Waisman (1992) "Capitalism, the Market, and Democracy," in Gary Marks and Larry Diamond (eds.) 
Reexamining Democracy, California: Sage. See also J. Rogers Hollingsworth, Philippe C. Schmittcr, and Wolfgang 
Streeck (eds.) (1994) Governing Capitalist Economies - Performance and Control o f  Economic Sectors, New York: 
Oxford University Press: “Capitalism is an economic system defined by free markets and private property in the means of 
production. Whereas the latter (private property) give nsc to a relationship o f employment between capital and labor that 
involves the exercise of managerial prerogative through hierarchical authority, the former (free markets) constitutes a 
social space for voluntary contract and competitive conflict. All forms of capitalism share these fundamental 
characteristics." (p. 3.)

54 “The most striking characteristic of capitalist performance has been a sustained upward thrust in productivity and 
real income per head, which was achieved by a combination of innovation and accumulation. In this respect, capitalism is 
very different from earlier social orders whose property and other social institutions were geared to preserve equilibrium 
and were less able to afford the risks of change." Angus Maddison (1991) Dynamic Forces in Capitalist Development - A 
Long  Run Comparative View, Oxford UK: Oxford University Press, p. 5. Sec also North and Thomas (1973); Rosenberg 
and Birdzell (1986); and Pellicani (1988).

55 Luciano Pellicani (1992) “Pluralismo e capitalismo,” pp. 264-265. See also North and Thomas (1973); Rosenberg 
and Birdzell (1986); Greif, Milgrom, and Weingast (1994); and Pellicani (1994).
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Pellicani (1988) has pointed out that both Marx and Weber understood that what 

made the development of Western civilization unique was the peculiar configuration of 

public power:

“That power was almost always lim ited by laws and, above all, by wide-spread 
countervailing powers closely tied to property rights (whether movable or 
inamovable).”* 54 * *

One o f the key institutional characteristics o f this order is the delimitation and 

protection of individual ownership rights over productive assets: the individual’s (exclusive) 

rights to use personal property (goods, land, other assets, work, time), to derive income from 

the use of it and to appropriate this income, the right to exclude others, and the right to 

exchange their property.57 * Such ownership rights generate an incentive for people to seek the 

most productive and rewarding uses for their property and assets.54

Another key institutional characteristic o f this order, related to ownership rights, is 

the freedom o f contract, that is, the individual’s right to enter into exchange relationships 

and to transact the terms o f  the exchange of goods, services, and property rights without 

being externally coerced against their will and perceived self-interest.59

One important characteristic related to both private property rights and freedom of 

contract that makes ’freedom of trade* possible is the use o f the ‘free’ price mechanism, 

which serves to carry out exchanges reflecting the relative utility and scarcity of goods and 

services in a society, determined through bargaining (‘demand and supply*) among the 

parties involved in exchange (buyers and sellers). The freedom to bargain over prices allows 

people to exchange goods, services, and rights o f  different natures on a formally voluntary 

basis according to their own interest, on the basis o f the ‘utility’ assigned by individuals to

54 Pellicani (1988), pp. 117-118 (p. 84 tn the English version).

57 North (1990), p. 28. See, also, Svetozar Pejovich (1990) The Economics o f  Property Rights: Toward a  Theory o f  
Comparative Systems, The Netherlands: Kluwcr Academic Publishers, pp. 27-30.

54 See North and Thomas (1973); North (1990), p. 31; Pejovich (1979, 1990); Thráinn Eggertsson (1990) Economic
Behavior and Institutions, New York: Cambridge University Press; Aarón Tomell and Andrés Velasco (1992) "The 
Tragedy o f the Commons and Economic Growth: W hy Does Capital Flow from Poor to Rich Countries?," Journal o f
Political Economy, Vot. 100, No. 6: 1208* 1231; Mancur Olson (1992) “The Hidden Path To A  Successful Economy,” in
Clague and Rausser (eds.) The Emergence o f  Market Economies in Eastern Europe, Cambridge, Ma: Basil Blackwell;
Johan Torstensson (1994) "Property Rights and Economic Growth: An  Empirical Study," Kykios, Vol. 47 (2): 231-247.
See also M ilgrom  and Roberts (1992), pp. 288*322.
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the goods, services and rights exchanged. Thus, whenever the state controls prices, both 

ownership and contractual rights are reduced.* 60 In the measure that relative prices can be 

easily fixed (and altered) by the political authority, not depending on scarcity and interest, 

utility, and bargaining among the parties involved in an exchange according to ‘demand and 

supply’, both property rights and freedom of contract make little real sense.

Finally, a third central institutional characteristic of this order, closely linked to the 

former two, is the role o f the state apparatus in the enforcement o f  impersonal rules 

regarding ownership rights and contracting (the ‘legal order*), monitoring and policing the 

fulfillment o f the terms o f the agreements voluntarily contracted among the parties involved 

in a transaction, solving disputes and punishing transgressions.61 62 As Adam Smith wrote 

more than two centuries ago:

“Commerce and manufactures can seldom flourish long in any state which 
does not enjoy a regular administration o f justice, in which the people does not 
feel themselves secure in the possession o f their property, in which the faith of 
contracts is not supported by law, and in which the authority o f the state is not 
supposed to be regularly employed in enforcing the payment o f debts from all 
those who are able to pay. Commerce and manufactures, in short, can seldom 
flourish in any state in which there is not a certain o f confidence in the justice 
o f government.“61

In Mancur Olson’s words,

‘T o realize the gains from complex transactions and those that take place over 
a long time, the individuals in a society not only need the freedom to trade, but 
also the right to establish secure title to property and to mortgage property.

See James Buchanan (1972) “Politics, Property and the Law," Journal o f  Law and Economics, Vol. 16; Pejovich 
(1990); and Milgrom and Roberts (1990)

60
Levy and Spiller (1994) has emphasized in their analysis of government regulatory regimes encompassing 

privately-run utilities (telephones, telecommunications, electricity, etc.) that “the easiest form o f administrative 
expropriation is the setting of prices below long-run average costs...” Brian Levy and Pablo T. Spiller (1994) "The 
Institutional Foundations of Regulatory Commitment: A  Comparative Analysis of Telecommunications Regulation,” The
Journal o f  Law, Economics. A  Organizations, Vol. 10, No. 2, p. 204.

41 ”... without institutional constraints, self-interested behavior will foreclose complex exchange, because of the 
uncertainty that the other party will find tt in hts or her interest to live up to the agreement" Douglass C. North (1990) 
Institutions, Institutional Change and Economic Performance, New York: Cambridge University Press, p. 33.

62 Adam Smith (1979) An Inquiry into the Nature and Causes o f  the Wealth o f  Nations (Edited by R.H. Campbell and
A.S. Skinner, Glasgow edition in 2 vols.), Oxford UK: Clarendon Press, p. 910.
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Theymust also have guaranteed access to impartial courts that will enforce the 
contracts they make.”63

In this sense, the existence o f the state as an impartial ‘third party’, guided by 

impersonal rules, constitutes a requisite for facilitating exchange and cooperation, and 

sustaining it over time and across space, reducing the room for opportunistic behavior 

(cheating, reneging, theft, fraud, etc.) and the uncertainty provoked by it, thus contributing 

to reducing the costs involved in transacting (‘transaction-costs’).64

“The transaction costs will reflect the uncertainty by including a risk premium, 
the magnitude o f which will turn on the likelihood o f  defection by the other 
party and the consequent cost to the first party. Throughout history the size of 
this premium has largely foreclosed complex exchange and therefore limited 
the possibilities o f economic growth.”65

“...high transaction costs can limit or prevent otherwise advantageous 
exchange, such as when trade is threatened by a third party (a band of pirates).
When a state introduces and enforces the rule of law in a lawless area, it 
thereby lowers transaction costs and stimulates trade.”66 *

To sum up, these institutional characteristics (the state’s protection and enforcement 

o f individuals’ property rights and contracts, the freedom to trade, and the existence o f the 

‘rule o f law’ enforced by independent and impartial courts) are related to the idea o f 

Constitutionalism  or “lim ited government.'** That is, the existence o f  a state or national

63 Olson (1992), p. 66.

Sec Douglass C. North (1990) 'Institutions and a transaction-costs theory of exchange," in James E. Alt and 
Kenneth A. Shepsle (eds.) Perspectives on Positive Political Economy (New York: Cambridge University Press). See also 
North (1990). On the concept o f ‘transaction-costs' see Ronald H. Coase (1988) The Firm, The Market and the Law , 
Chicago: The University of Chicago Press; Eggertsson (1990); and Paul Milgrom  and John Roberts (1992) Economics, 
Organization and Management, New Jersey* Prentice-Hall International. Ronald Coase has asserted that it is necessary to 
incorporate “transaction costs into the analysis, since so much that happens in the economic system is designed either to 
reduce transaction costs or to make possible what their existence prevents." Coase (1988), p. 30. He has emphasized that 
"Without the concept of transaction costs, which is largely absent from current economic theory, it is my contention that it 
is impossible to understand the working of the economic system, to analyze many of its problems in a useful way, or to 
have a basis for determining policy. The existence of transaction costs will lead those who wish to trade to engage in 
practices which bring about a reduction of transaction costs whenever the loss suffered in other ways from the adoption o f 
those practices is less than the transaction costs saved." Coase (1988), pp. 6-7.

65 North (1990), p. 33.

66 Eggertsson (1990), p. 16.

Barry Weingast (I99S) has defined the "fundamental political dilemma of an economic system" as follows: "A  
government strong enough to protect property rights and enforce contracts is also strong enough to confiscate the wealth 
of its citizens. Thriving markets require not only the appropriate system of property rights and law of contracts, but a 
secure political foundations that limits the abitity of the state to confiscate wealth." See Weingast (1995), p. 1. See also the 
entry ‘Constitutionalism* by Nicola Matteucci in Bobbio, Matteucci & Pasquino (1994) Dizionario di Politico, Milano: 
TEA, Editori Associate (first edited by UTET in 1983).
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government whose prerogatives and authority are strictly bounded by universalistic, 

impersonal rules (embodied in the constitutional order), and committed to or constrained by 

the law and the institutional setting surrounding the polity to respect and protect individuals’ 

ownership rights and economic freedoms, and able to provide adequate and low-cost 

enforcement for such rights and voluntarily agreed contracts, solving disputes and punishing 

transgressions.6*

4.2.1.4. ‘Political* and *economic* exchange as a source o f  economic gains

Weber defines ‘economic action* as “any peaceful exercise o f an actor’s control over 

resources which is in its main impulse oriented towards economic ends”, that is, “concerned 

with the satisfaction o f a desire for ‘utilities* [Nutzleistungen].'*9 Weber pointed out that 

'economic action’ should not be confused with ‘economically oriented action’; whilst both 

are oriented to economic ends, the latter may or may not include the use o f force or ‘political 

means’.* 69 70 For Weber, the use o f physical force (coercion or politics) is, in fact, in antithesis 

with the economic spirit:

“Profit-making is ‘economic’ if it is oriented to acquisition by peaceful
methods.”71

According to Weber, it is possible to distinguish between those actions oriented 

towards economic ends (the search o f economic gains, rents or profits) based on political 

means, from those based on economic means.72 From this polarity it is possible to 

distinguish *political capitalism* from *economic capitalism’, and *political

entrepreneurship* from ‘economic entrepreneurship’ as two alternative ways to search for

40 See Weingast (1995).

69 Max Weber (1978) Economy and Society, p. 63.

70 Weber (1978), p. 64.

71 “‘Profit-making’ is activity which is oriented to opportunities for seeking new powers of control over goods on a 
simple occasion, repeatedly, or continuously. 'Profit-making activity’ is activity which is oriented at least in part to 
opportunities of profit-making. Profit-making is ’economic’ if  it is oriented to acquisition by peaceful methods.” Max 
Weber (1978) Economy and Society, pp. 90-91. See also pp. 164-165.

72 See Carlo Trigilia (1992) Svituppo senxa autonomia - Effetti perveni detle politiche net Mezzogiomo (3rd edition, 
1994), Bologna: II Mulino, pp. IX -X I.
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economic gains, rents or profits.”  The important point here is that the relative prevalence of 

either politica l or economic entrepreneurship will tend to produce different outcomes in 

terms of society’s economic performance and aggregate welfare.

Predominant form of
________________________________Means______Entrepreneurship

— Political Political
Econom ically o rien ted  action (i.e., rent-seeking)

(actions oriented towards economic ends)

— Econom ic^ t.:iV Economical- *  £& Modem Capitalism
(“Economic action’*)

Whereas economic entrepreneurship addresses the search for economic gains 

through the engagement in productive activities for voluntary exchange under competitive 

conditions, generating profits from the reduction o f  production costs and the improvement 

of the quality o f goods and services (an ‘econom izing* process) aimed to capture consumers ’ 

(voluntary) preferences in the (free) market,* 74 political exchange addresses the search for 

economic gains mainly towards the po lity , seeking the capture o f  rents arising from 

reducing competition, the imposition o f entry-barriers, the restriction o f  property rights and 

individuals’ economic freedom, and by inducing redistributive measures which transfer 

wealth between groups o f citizens through the use o f political authority.

Carlo Trigilia (1992) has emphasized that under *political capitalism’, 

entrepreneurship will be oriented to the development o f a capacity to exploit the 

opportunities offered by the political market rather than those offered by the economic 

market,75 76 a point stressed by Gordon Tullock (1980) in his analysis o f the negative effects of 

rent-seeking on society’s aggregate welfare.74

Sec Weber (1978), pp. 91, 109-113, and 164-166. For a treatment of Weber’s distinction between “economic" and 
“political capitalism", and of that o f “economic" and “political entrepreneurship" see the Introduction by Carlo Trigilia to 
the Italian version o f Weber’s G eneral Economic H istory [Max Weber (1993) Storia Econom ica - Linee d i una Storia  
Universale dell'Econom ia e della Società, (with and Introduction by Carlo Trigilia), Roma; Donzelli Editore, p. XXX ).

74 According to Weber, “‘Market freedom’ is the degree of autonomy enjoyed by the parties to market relationships in 
the price struggle and in competition." Weber (1978), p. 82.

75 See Carlo Trigilia (1992) Sviluppo senza autonom ia - E ffetti perversi delle politiche n el M ezzogiorno (3rd edition, 
1994), Bologna; I! Mulino, pp. X I, X V II, and 92-95.

76 See Gordon Tullock (1980) "Rent Seeking as a Negative-Sum Game," in Buchanan, Tollison, and Tullock (eds.) 
(1980) Tov/ard a theory o f  the R ent-Seeking Society, College Station; Texas A & M  University Press.
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Thus, notwithstanding it being highly profitable at the individual or private level, the 

prevalence o f political capitalism and political entrepreneurship will result in an 

environment more adverse to economic growth (a measure of the increase in society’s 

aggregate welfare) since entrepreneurship will tend to take the form o f unproductive, rent- 

seeking activities77 (i.e., lobby, graft, influence-trafficking, barriers-of-entry-seeking, 

clientelism, patronage, parasitism, and corruption), rather than the engagement in productive 

entrepreneurship.7* That is, it will tend to make prevail activities that do not encourage 

productivity improvements, long-term productive investment, productive entrepreneurship, 

and “the exploitation of formally peaceful opportunities for exchange.”79

In particular, ‘political exchange* makes ‘calculability’ or ‘predictability’—stressed 

by Max Weber as a “sociological precondition” for efficient capital accounting*0—  

extremely difficult. The uncertainty generated by the large room opened to opportunistic 

behavior, the threat of theft or expropriation, the lack o f a predictable environment and 

‘rules o f the game’ regarding ownership rights and contracts—that is, the conditions 

affecting the private appropriation o f the returns from productive activities—tend to increase 

transaction costs, discouraging private agents from engaging in long-term investments, and 

thus reducing capital accumulation and aggregate welfare.*1

77 “an individual who invests in something that will not actually improve productivity or will actually lower it, but that 
raise his income because it gives him some special position or monopoly power, is ‘rent seeking,* and the ‘rent* is the 
income derived." Gordon Tullock (1980) "Rent Seeking as a Negative-Sum Game," in Buchanan, Tolhson, and Tullock 
(eds.) (1980), p. 17. See also Bhagwati, Brecher, and Snnivasan (1984).

7* See Carlo Trigilia (1992) Sviluppo sem a autonomía • E ffetti perversi delle polinche nel M ezzogiomo (3rd edition, 
1994), Bologna: 11 Mulino, pp. X -X l.

79 "... by ‘exchange' in the broadest sense will be meant every case o f formally voluntary agreement involving the 
offer o f any sort of present, continuing, or future utility in exchange for utilities of any sort offered in return.** Weber 
(1978), p. 73.

M cf. Weber (1978), p. 92.

** See Douglass C. North (1981) Structure and Change in Economic History, New York: W.W.Norton; North (1989); 
North and Weingast (1989); Pejovich (1990) The Economics o f Property Rights: Toward a Theory o f Comparative 
Systems, The Netherlands: Kluwer Academic Publishers; Aaron Tomelt and Andrés Velasco (1992) "The Tragedy of the 
Commons and Economic Growth: Why Does Capital Flow from Poor to Rich Countries?," Journal o f Political Economy, 
Vol. 100, No. 6: 1208-1231; Mancur Olson (1992) "The Hidden Path To A Successful Economy," in Christopher Clague 
and Gordon Rausser (eds.) The Emergence o f Market Economies in Eastern Europe (Cambridge, Mass.: Basil Blackwell: 
55-75); Robert S. Pmdyck and Andrés Solimano (1993) “Economic Instability and Aggregate Investment,** in NBER 
Annual ¡993, National Bureau of Economic Research: 259-303; Jakob Svensson (1994) "Investment, Property Rights and 
Political Instability," Institute for International Economic Studies, Stockholm University, Stockholm; Johan Torstensson
(1994) "Property Rights and Economic Growth: An Empirical Study," Kyklos, Vol. 47 (2): 231-247; Arthur A. Goldsmith
(1995) "Democracy, Property Rights and Economic Growth," Journal o f  Development S tudies, Vol. 32, No. 2, December 
1995: 157-174; Christopher Clague, Philip Keefer, Stephen Knack, and Mancur Olson (1996) "Property and Contract 
Rights in Autocracies and Democracies,” Journal o f  Economic Growth, Vol. 1, No. 2, June 1996:243-276.
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Whenever the institutional, legal, and political framework o f  a country fails to 

delineate and effectively secure property rights and the enforcement o f  contracts, the returns 

arising from ‘political exchange* will tend to be higher than those resulting from engaging 

in long-term productive activities and investments aimed at market exchanges.*2 In the 

measure that the relative opportunities and incentives for the capture o f  economic gains in 

one sector, activity, or employment are strongly dependent on a state’s political and 

administrative decisions, policies and regulation, 4political exchange* will tend to prevail 

vis-à-vis ‘economic exchange’ as the more privately profitable source o f  wealth for rational 

entrepreneurs, but, however, not for the society. That is, rational profit-oriented 

entrepreneurs and economic agents will tend to devote resources and efforts towards 

political activities aimed at influencing state policy and regulations in their favor, thus 

diverting these resources from productive and productivity-enhancing activities. ‘Political 

entrepreneurship’ wilt prevail over ‘economic entrepreneurship’.*3 Conversely, if  there is a 

stable setting of universalistic and impersonal rules which impose limits on the intervention 

of the state and polity into the economy, the relative payoffs will be determined by a free 

and voluntary exchange among private agents, and ‘economic exchange’ and ‘economic 

entrepreneurship’ will prevail over ‘political exchange’ as the main sources o f profits. In this 

case, due to the fact that government authority (or the influence over its exercise) cannot be 

used for preventing competition, expropriating wealth, or forcing wealth transfers, the 

engagement in political and influence activities will have comparatively lower private 

economic returns than the engagement in productive activities oriented towards market 

interactions. By the same token, because the existence o f such a stable framework reduces 

the room for opportunism—and with it the uncertainty faced by economic agents— , 

cooperation and sustained exchange are facilitated, enlarging the time-horizon used by

*2 On the connections between ‘the shadow of future’ and the importance of social capital and clientelism as sources 
of economic gains for individuals, see Hendrik Derk Flap (1990) "Patronage: An Institution in Its Own Right," in Michael 
Hechter, Karl-Dieter Opp and Reinhard Wippier (eds.) Social Institutions (New York: Walter de Gruyter), pp. 232-240.

W “If  a society mainly rewards production or the capacity to satisfy those with whom one engages in free exchange, it 
stimulates the development of productive traits... If  the accumulation of distributional coalitions increases the incentive for 
distributional struggle, augments regulatory complexity, encourage the dominance o f politics, stimulates bargaining, and 
increases the complexity of understandings, this encourages the development of different altitudes and attributes. (...) An 
increase in the payoffs from lobbying and cartel activity, as compared with the payoffs from production, means more 
resources are devoted to politics and cartel activity and fewer resources are devoted to production. This in turn influences 
the attitudes and culture that evolve in the society.” Man cur Olson (1982) The R ise and D ecline o f  Nations - Econom ic 
Growth. Stagflation, a n d  Social R igidities, New Haven: Yale University Press, pp. 72-73, and 69.
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individuals and firms in their decisions regarding production, consumption, specialization, 

saving and investment, prompting aggregate welfare gains for society.

Finally, it must be stressed that monopolistic rents cannot last long without 

restrictions to competition being imposed, maintained, or enforced by the state or the 

political authority.84 85 * Under free-entry or contestable market conditions,15 monopolistic rents 

will tend to dissipate“

To sum up, the prevalence o f ‘political exchange* or ‘political entrepreneurship’ as a 

source o f economic gains hinders economic performance and retards the pace o f economic 

growth for the following reasons:

(1) It diverts resources from productive to unproductive activities, thereby 
reducing society’s aggregate productivity;87 88 89

(2) Because these unproductive activities use real resources, it contributes to 
reducing society’s aggregate wealth and welfare;“

(3) It encourages the investment in skills and knowledge which do not contribute 
to increasing society’s productivity;“

(4) It creates instability and uncertainty about property rights and future 
government policies, discouraging long-term investment and productive 
innovation, encouraging instead opportunistic and short term profit- 
maximization activities, predation and over-consumption;90

•4
With the exception of rare cases of tnie ‘natural monopoly’, such as in the case o f the undersea tunnel connecting 

the U K  with the French coast.

85 A  market is ‘contestable’ if (a) there is freedom o f entry and (b) exit is costless. See William J. Baumol, John C. 
Panzar, and Robert D. W illig (1982) Contestable Markets and The Theory o f  Industry Structure, New York: Harcourt 
Brace Jovanovich Inc.

96 See Olson (1982), pp. 59-60; and James M. Buchanan (1980) “Rent Seeking and Profit Seeking,” pp. 4-5.

87 See Anne 0. Krueger (1974) "The Political Economy of the Rent-Seeking Society," The American Economic 
Reviewt Vol. 64, No. 3 June 1974: 291-303; TulJock (1980) "Rent Seeking as a Negative-Sum Game"; Jagdish N, 
Bhagwati (1982) "Directly Unproductive, Profit Seeking (DUP) Activities," Journal o f Political Economy, Vol. 90, No. 5: 
988-1002; Kevin M. Murphy, Andrei Shleifer, and Robert W. Vishny (1993) "W hy Is Rent-Seeking So Costly to 
Growth?," American Economic Review, (AEA  Papers and Proceedings), Vol. 83, No. 2, M ay 1993:409-414; and Trigilia 
(1992).

88 See Tullock (1980); Bhagwati (1982); and Bhagwati, Brecher, and Srinivasan (1984).

89 See Krueger (1974); Tutlock (1980), pp. 17-36; and Douglass C. North (1994) “Institutional Change: A  Framework 
o f Analysis," (mimeo), December.

90 Sec Man cur Olson (1983) "The Political Economy o f Comparative Growth Rates," in Dennis C. Mueller (ed.) The 
Political Economy o f Growth (New Haven: Yale University Press); Kenneth A. Shcpsle (1991) "Discretion, Institutions, 
and the Problem of Government Commitment," in Pierre Bourdieu and James S. Coleman (eds.) Social Theory fo r  a 
Changing Society (Boulder, Colorado: Westview Press); Mancur Olson (1992) "The Hidden Path To A  Successful 
Economy," in Clague and Rausser (eds.) The Emergence o f Market Economies in Eastern Europe (Cambridge, Mass.: 
Basil Blackwell: 55-75). See also James S. Buchanan, Robert D. Tollison, and Gordon Tullock (eds.) (1980) Toward a
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(5) It encourages economic agents and interest-groups to engage in 
organizational efforts and collective action strategies aimed at improving the 
capacities for exerting pressure and influence on the polity for redistributive 
measures, rather than at improving productivity and expanding the division 
o f labor and productive specialization;91

(6) It tends to encourage the expansion of public spending, and, therefore, 
increases the influence of the state over civil society as well as its ability to 
capture revenue, further discouraging productive investments and 
entrepreneurship among private agents;92

(7) It results in a reduced availability o f  goods and services for society.93

As Murphy, Shleifer, and Vishny (1993) have argued with regard to rent-seeking, 

political-exchange activities aimed at capturing rents may tend to be self-sustaining over 

time since they exhibit increasing returns. That is, an increase in these activities may make 

them more (rather than less) attractive relative to productive activity,94 retarding further the 

pace of growth o f society’s aggregate wealth.

4

4.2.1.5. Institutions, Incentives and Opportunities

From this background we argue that the pattern of economic growth of a country is 

related to the kind of institutional setting and legal order which regulates the relationships 

between the state and the economy, and, particularly, where it places the main opportunities 

and incentives faced by individuals and organization for making profits: either in engaging 

in economic, productive activities (*economic exchange’), or rather in the polity and the 

exercise o f influence over the state and its policies (‘political exchange’).

theory o f the Rent-Seeking Society, College Station: Texas A & M  University Press; and Svctozar Pejovich (1990) The 
Economics o f Property Rights: Toward a Theory o f Com parative System s, The Netherlands: Kluwer Academic Publishers.

See Olson (1982) The Rise and Decline o f Nations.

92 See North and Weingast (1989).
93

Bhagwati, Brecher, and Srinivasan (1984).

94 See Kevin M. Murphy, Andrei Shleifer, and Robert W. Vishny (1993) "W hy Is Rent-Seeking So Costly to 
Growth?,* Am erican Econom ic Review , (A E A  Papers and Proceedings), Vol. 83, No. 2, May 1993:409-414.
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Douglass North has asserted that the existing structure o f rights and the character of 

their enforcement shape the wealth maximizing opportunities of economic actors, “which 

can be realized by forming either economic or political exchanges.”95 According to North:

“The institutional matrix defines the opportunity set, be it one that makes the 
highest pay-off in an economy income distribution or one that provides the 
highest pay-off to productive activities.”96

Indeed, both Douglass North and Mancur Olson have stressed the role o f the 

incentives and opportunities created by the institutional setting of a country in shaping the 

ways in which individuals and organizations pursue the search of economic gains.97 In 

North’s words:

“The kinds o f skills and knowledge that will pay off will be a function of the 
incentive structure inherent in the institutional matrix. If the highest rates of 
return in a society are to be made from piracy, then organizations will invest in 
knowledge and skills that will make them better pirates; i f  organizations 
realize that highest payoffs by increasing productivity then they will invest in 
skills and knowledge to achieve that objective.”9*

These ideas provide us with a framework to analyze the shift in the pattern o f growth 

experienced by the Chilean economy. As Peter Evans has pointed out, the Weberian 

perspective offers a powerful comparative hypothesis: that differences in the (institutional) 

structure of the state apparatus should predict differences in economic performance.99 

Moreover, according to this theoretical framework, a country’s economic performance is 

shaped by the relative emphasis given by the institutional setting and legal order regulating 

the relationships between the state and the economy to either *economic exchange’ or 

Apolitical exchange’ as the main source for the capture of economic gains on the part o f  

individuals, firms, and organizations.

Douglass C. North (1990) Institutions. Institutional Change and Economic Performance, New York: Cambridge 
University Press, p. 47.

96 Douglass C. North (1994) “Institutions and Credible Commitment,“ (mimco), December 1994, p. 14.

97 cf. North (1990); and Mancur Olson (1992) "The Hidden Path To A  Successful Economy,“ in Clague and Rausser 
(eds.) The Emergence o f Market Economies in Eastern Europe, Cambridge, Ma: Basil Blackwell.

98
Douglass C. North (1994) “Institutional Change: A  Framework of Analysis," (mimco), December, p.3.

99
cf. Peter Evans (1995) Embedded Autonomy: States and Industrial Transformation, Princeton NJ: Princeton 

University Press, p. 30.
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4.2.2. ‘Political Exchange’ and Discretionary Authority  (DA)

Once we have related the prevalence o f  either ‘economic* or ‘political* exchange to 

divergent patterns of economic performance, it is necessary to deal with the issue of the 

factors that may determine the relative prevalence o f  one or the other o f  these two types of 

exchange. I argue that the relative predominance o f  either ‘economic* or ‘political’ exchange 

as a source of economic gains is related to a particular characteristic arising from the 

institutional order, which is the relative degree o f  discretionary authority100 (DA) enjoyed by 

the government and the polity over the economy (see below).

In his analysis o f  the lack of autonomous development in the Italian Mezzogiorno, 

Carlo Trigilia has explained it as being associated with the prevalence of political 

entrepreneurship.101 Attempting to explain in turn the sources o f the prevalence o f ‘political 

entrepreneurship,* he seems sometimes to explain it as the result o f a lack o f  an ideological 

consensus and the low legitimatization o f the political class.102 In other places, however, he 

links such an outcome to the great extension attained by the political regulation of the 

economy and society, and to the great dependency on the capacity o f the intervention of the 

central state through a policy of industrialization induced from  above.103 Trigilia*s first 

argument appears problematic since the ‘lack o f  an ideological consensus* seems a rather 

vague concept, opening up room for subjective assessments. Moreover, as an explanatory 

variable it poses logical consistency problems.104 By the same token, the degree o f

100
On “discretionary authority", see Paul Milgrom and John Roberts (1990) "Bargaining costs, influence costs, and 

the organization of economic activity," in Alt, James E. &  Kenneth A. Shepsle (eds.) Perspectives on Positive P olitical 
Economy, New York: Cambridge University Press; Alex Cukierman and Allan H. Meltzer (1991) "A  Positive Theory o f 
Discretionary Policy, the Cost of Democratic Government, and the Benefits of a Constitution," in Allan H. Meltzer, Alex 
Cukierman and Scott F. Richard (eds.) Political Econom y (Oxford: Oxford University Press); and Barry R. Weingast 
(1995) "The Economic Role of Political Institutions: Market-Preserving Federalism and Economic Development," Journal 
o f Law, Economics, & O rganizations, Vol. 11, No. I: 1-31.

101 Carlo Trigilia (1992) Sviluppo senza autonomia - E jfetti perversi delle politiche n e l M ezzogiorno (3rd edition, 
1994), Bologna: II Mulino.

102 cf. Trigilia (1992), pp. DC-X, 12-13,80-87, and 195.

103 See Trigilia (1992), pp. 173-174, and 19-24.
104

The ‘lack of an ideological consensus* could be said to have existed in many countries and historical periods, yet 
this factor does not necessarily imply or determine a lack of a 'consensus* or agreement regarding the procedural rules 
used to solve the conflicts arising from this ‘lack o ideological consensus*, the so-called “rules of the game" On the same 
issue, but related to ‘democracy*, see Giovanni Sartori (1994) D em ocrazia - Cosa e, Biblioteca Universale Rizzoli, 
Milano, p. 62.
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“legitimatization of the political class” seems difficult to measure and to relate conceptually 

with the explanandum. Instead, I find it both more theoretically appealing and more feasible 

to approach in an ‘objective’ or operational way the issue of “the extension attained by the 

political regulation o f the economy and the society” and the degree o f “dependency on the 

capacity o f the intervention o f the state” for the sustainability o f the industrializing process.

According to Trigilia, the pervasiveness o f  politics in society has a negative effect on 

economic performance since it favors political rather than economic entrepreneurship,105 * a 

point earlier highlighted and developed by Mancur Olson.104 Luciano Pellicani (1988) has 

also pointed out that one of the main factors precluding self-sustained economic 

development under despotism and other political systems in which there is “political control 

over economic mechanisms” is the fact that ‘economic rationality’ is regularly sacrificed to 

‘political rationality’, giving thus more importance to *power technology* rather than to 

‘production technology.’107 * The importance of this difference, according to Pellicani, is that:

“Using Pareto’s distinction, while the technology of power is functional to the 
interests o f  society, the technology of production is functional to the interests 
fo r  society. More explicitly, the first maximizes the power of those who 
govern, the second the well-being of the governed.”10* (emphasis added).

I assert that the prevalence of either political or economic exchange as the main 

source o f opportunities for economic rents or profits is strongly determined by the degree o f 

administrative discretionary authority (DA) enjoyed by the government and the polity over 

the economy. On the supply-side (the government and the polity), whereas DA may be 

justified on the basis that it provides greater flexibility to manage policy, it certainly offers 

room to politicians for political maneuvering and patronage, adapting policy to short-term 

political and electoral pressures and in order to overcome fiscal constraints. On the demand- 

side (interest groups), DA creates opportunities for obtaining ‘preferential’ treatment and

105 Trigilia (1992), pp. K -X .

104 See Olson (1982).

107 See Pellicani (1988), p. 119. See also pp. 113-149. (It correspond to pages 86, and 81-107 respectively of the 
English edition.)

I A 1

See Pellicani (1988), pp, 119-120/» (p. 86n o f the English edition.)
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distributive transfers depending on capacities for influence.109 Finally, public officials 

endowed with discretionary authority may acquire a means for capturing rents and raising 

their own influence by deciding over resource allocation through the (discretionary) 

application of regulations, tax levies, tariffs, and other measures with distributive effects.110 111

4.2.2.1. The concept o f  ‘Discretionary Authority * (DA)

I define discretionary authority as the relative capacity or degree o f autonomy of the 

government and the polity to set up, manage, and alter economic policy over time and 

across sectors, activities, and economic agents, and to provide differential, discriminatory 

treatments and wealth-transfers among them, altering relative prices through the use of 

administrative decisions, in order to attain certain political, economic, or fiscal objectives. 

That is, I relate economic policy discretion to the degree of authority enjoyed by the state 

(the government and the polity) to modify over time and across sectors the rules o f  the game 

for the behavior o f economic agents as a way to achieve certain objectives.in

The degree of discretionary authority possessed by the state is determined by the 

institutional arrangements that connect the polity' and the economy.1121 assert that whenever 

the government enjoys relatively large discretionary authority (DA) to intervene in the 

economy, the very existence of such a large DA will tend to increase the returns arising

109
“Influence activities ire possible only when there is a central authority with the ability to affect the distribution of 

costs and benefits between individuals and units." Mtlgrom and Roberts (1992), p. 275.

110 "Wherever there is discretionary authority over decisions that people care about, there is a temptation to offer or 
solicit bribes." M ilgrom  and Roberts (1990), p 80

111 cf. Finn E. Kydland and Edward C  Prescott (1977) “Rules Rather Than Discretion: The Inconsistency of Optimal 
Plans," Journal o f  P olitical Economy, Vo! 85, No. 3: 473*491; N. Gregory Mankiw (1990) “A  Quick Refresher Course in 
Macroeconomics," Journa l o f Econom ic Literature, Vol. 28 (December 1990): 1645-1660; Kenneth A. Shepsle (1991) 
“Discretion, Institutions, and the Problem of Government Commitment," in Pierre Bourdieu and James S. Coleman (eds.) 
Social Theory fo r  a Changing Society, Wesmcw Press, Boulder, Colorado; and Alex Cukteiman and Allan H. Meltzcr 
(1991) “A  Positive Theory of Discretionary Policy, the Cost o f Democratic Government, and the Benefits o f a 
Constitution," in Allan H. Meltzcr, Alex Cukicrman and Scott F. Richard (eds.) P olitical Econom y (Oxford: Oxford 
University Press).

1,2 See Weingast (1995). See also Brian Levy and Pablo T. Spiller (1994) "The Institutional Foundations o f 
Regulatory Commitment A  Comparative Analysis of Telecommunications Regulation," The Journal o f  Law, Econom ics. 
& O rganizations, Vol. 10, No. 2: 201-246.
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from devoting resources to *political exchange’ activities, vis-à-vis the returns coming from 

the engagement in productive economic activities.113

Indeed, according to the literature, a large degree of government discretionary 

authority on policy-making tends to negatively affect performance since it generates welfare 

losses and costs associated to time-consistency problems, low commitment, lack o f 

credibility, uncertainty, opportunism, and influence and redistributive activity (see below).114 115 116 

Mancur Olson has pointed out that,

“political and administrative discretion generates needless uncertainty, makes 
individual planning by ordinary citizens more difficult, leaves individual rights 
less secure, and reduces the ability o f the individuals in a society to reap the 
gains from the sophisticated transactions that coordinate interaction over many 
parties or many periods. The more discretion the administrators have, the 
harder it is for those beneath them to plan and to realize the gains from the 
long term or multi-party coordination that complex contracts can permit, and 
the less efficient the economy may be. How can anyone know whether a given 
pattern o f coordination of different individuals or enterprises, or a long-run 
deal between two or more parties, will be advantageous when the political 
leaders and government administrators have so much discretion that the rules 
and the rights o f the separate parties are not clear?”"5

As economists and sociologists have asserted, by binding the exercise o f authority to 

rules, disabling discretion, performance could be enhanced."6

The next section discusses some o f the problems associated with discretion in order 

to provide a theoretical background for my thesis which relates the degree o f government 

discretionary authority (DA) to countries’ economic performance patterns.

113 On discretionary power as a source of clientelism and patronage, see Hendrik Derk Flap (1990) "Patronage: An 
Institution in Its Own Right," in Hechter. Opp. and Wippler (eds.) Social Institutions (New York: Walter de Gruyter), p.
239.

1,4 See Olson (1983); Brennan and Buchanan (1985), Milgrotn and Roberts (1990); Shepsle (1991); Olson (1992); 
M ilgrom  and Roberts (1992), pp. 269-278, and Weingast (1995). See also the classical article by K  yd land and Prescott 
(1977); and the ‘Introduction* of the book edited by Torsten Persson and Guido Tabellini (eds. ). (1994) M onetary and  
F iscal Policy, (2 Vols.) Cambridge, Mass.: The M IT  Press.

115 Olson (1983). p. 68.

116 See Kydland and Prescon (1977); Brennan and Buchanan (1985); H  Gregory Mankiw (1990) “A  Quick Refresher 
Course in Macroeconomics," Journal o f  Economic Literature, Vol. 28 (December 1990): 1645*1660; Shepsle (1991); and 
Cukierman and Meltzer (1991). See also Jon Elster (1979) Ulysses and the Sirens - Studies in Rationality and  
Irrationality, New York: Cambridge University Press.
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4.2.2.2. The problem s arising from discretionary authority

4.2.2.2.1. Policy discretion versus policy rules: the 'time-consistency ’ problem

“Economic policy consists of choosing those legal rules, procedures, and administrative 
structures which will maximize the value o f production.”
------Ronald H. Coase (1988) The Firm, the Market, and the Law, The University of
Chicago Press, Chicago, p. 28.

"[T]he function of rules is to facilitate exchange, political or economic."
------ Douglass C. North (1990) Institutions, institutional Change and Economic
Performance, Cambridge University Press, New York, p. 47.

The issue o f discretion versus rules emerged in a formalized way in economics as 

one o f the corollary o f the “Lucas critique” o f the traditional view o f  economic policy

making; that is, its failure to include the issue o f  expectations. Indeed, Robert Lucas (1976) 

emphasized that most government’s policy interventions do change the way individuals 

form expectations about the future:117 “In particular, the decisions that determine most 

macro-economic variables, such as consumption and investment, depend crucially on 

expectations o f the future course of the economy.”"* This basic idea was used in dealing 

with the problems involved in the government’s attempts to control inflation and to pursue 

economic stabilization objectives. “Should control theory be used for economic 

stabilization?,” Edward C. Prescott asked in 1977."’ According to ’optimal control’ theory, 

the best control consists o f adapting decisions at each point o f time according to the current 

situation in order to maximize a given desired outcome consistently at every time, in such a 

way that at any time the decision will be the best regarding the desired outcome.120 Kydland 

and Prescott (1977), in an already classic article, noted that there is however a paradox 

between the dictates o f optimal control theory and the objectives o f  optimality in dynamic * 19

1,7 Robert E. Lucas (1976) “Econometric Policy Evaluations: A  Critique,” Journal o f  M onetary Economics, l: 19-46

1,1 See N. Gregory Mankiw (1990) “A  Quick Refresher Course in Macroeconomics,” Journa l o f  Economic Literature, 
Vol. 28 (December 1990), p. 1647.

19 Edward C. Prescott (1977) “Should Control Theory Be Used for Economic Stabilization?," Journal o f  M onetary 
Econom ics, 7 (Supplement): 13-38.
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economic planning: “a discretionary policy for which policymakers select the best action, 

given the current situation, will not typically result in the social objective function being 

maximized/’111 In fact, Kydland and Prescott asserted that optimal control theory is 

appropriate in situations in which current outcomes and the movement of the system’s state 

depend only upon current and past policy decisions and upon the current state. This is not 

the case o f economic policy. As Lucas stressed, the current decisions of economic agents 

depend also in part upon their expectations o f future policy actions. Only if these 

expectations were invariant to the future policy plan selected would optimal control theory 

be appropriate.* 121 122 But economic agents’ expectations on future policy do vary, depending on 

a change of administration or on administration’s policy adaptations to changing short-time 

contingencies (i.e., economic, fiscal, or political), affecting their current decisions.123 124 125

“Changes in the social objective function reflected in, say, a change of 
administration do have an immediate effect on upon agents’ expectations of 
future policies and affect their current decisions. This is inconsistent with the 
assumptions o f  optimal control theory. This is not to say that agents can 
forecast future policies perfectly. All that is needed for our argument is that 
agents have some knowledge of how policymakers’ decisions will change as a 
result o f changing economic conditions. For example, agents may expect tax 
rates to be lowered in recessions and increased in booms.”114

“Even if  there is an agreed-upon, fixed social objective function and 
policymakers know the timing and magnitude of the effects o f their actions, 
discretionary policy, namely, the selection of that decision which is best, given 
the current situation and a correct evaluation of the end-of-period position, 
does not result in the social objective being maximized. The reason for this 
apparent paradox is that economic planning is not a game against nature but, 
rather, a game against rational economic agents.”'1* [emphasis added]

Finn E. Kydland and Edward C. Prescott (1977) “Rules Rather Than Discretion: The Inconsistency of Optimal 
Plans," Journal o f  Political Economy, Vol. 85, No. 3:473-491.

121 Kydland and Prescott (1977), pp. 473-474.

122 Kydland and Prescott ( 1977), p. 474.

123 “Rational expectations models are inherently forward-looking in the sense that current decisions depend not only 
upon the current and past states o f the environment, but also upon the entire expected future profile o f events, including 
anticipated economic policy. The hypothesis asserts that private agents form these expectations by making optimal use of 
all relevant information." Keith Blackburn and Michael Christensen (1989) “Monetary Policy and Policy Credibility: 
Theories and Evidence," Journal o f  Economic Literature, Vol. X X V II, March 1989, p. 2.

124 Kydland and Prescott (1977) “Rules Rather Than Discretion: The Inconsistency of Optimal Plans," Journal o f  
P olitical Economy, Vol. 85, No. 3, p. 474.

125 Kydland and Prescott ( 1977), p. 473.
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In fact, given the fact that individuals and firms can foresee  the possible actions o f 

the government and other agents (even if imperfectly or wrongly), they face incentives to 

behave strategically, that is, “the way in which they will make choices will depend not only 

on what they prefer but also upon their anticipation o f the action of others.”1“  Thus, 

government optimizing policy measures might fail to attain the goals they originally sought. 

This can explain why a time-consistent policy—in the sense that at each point in time the 

policy selected is best given the current situation—might be suboptimal, as in the classical 

case of disinflationary policies, when stabilization efforts have the perverse effect of 

contributing to economic instability.127

Kydland and Prescott illustrate the consistency-optimality conflict with a classical 

problem involved in public policy:

“[S]uppose the socially desirable outcome is not to have houses built in a 
particular flood plain but, given that they are there, to take certain costly flood- 
control measures. If the government’s policy were not to build the dams and 
levees needed for flood protection and agents knew this was the case, even if 
houses were built there, rational agents would not live in the flood plains. But 
the rational agent knows that, if he and others build house there, the 
government will take the necessary food-control measures. Consequently, in 
the absence of a [effectively enforced, credibly committed] law prohibiting the 
construction of houses in the flood plain, houses are built there, and the army 
coips o f engineers subsequently builds the dams and levees.”128

Another classical example is tax policy. The government announces that tax evasion 

will be severely punished. However, facing a lack o f revenue, governments face strong 

incentives to renege on that promise and to waive fines and interests to those tax payers that 

regularize their tax obligations. However, rational agents, knowing that governments face 

budget deficits and that incumbents have discretion to waive fines, can thus anticipate such 

an outcome—government commitments to punish tax evasion are not credible—and 

therefore tax evasion will continue. In contrast, if  the government’s commitment to defeat * Ill

William R. Keech, Robert H. Bates, and Peter Lange (1991) "Political Economy within Nations, “ in W illiam  
Crotry (ed.) C om parative Politics. Policy and International R elations, (Vol. 2: Political Science: Looking to the Future), 
Northwestern University Press, Evanston, Illinois, p. 247.

I l l  __
Kydland and Prescon (1977), p. 474. On the effects o f policy-maker’s discretion on credibility in monetary policy, 

see Keith Blackburn and Michael Christensen (1989) “Monetary Policy and Policy Credibility: Theories and Evidence," 
Journal o f  Econom ic Literature, Vol. X X V II, March 1989.

128 Kydland and Prescott (1977), p. 477.
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tax evasion is not subject to discretion on the part o f opportunistic incumbents and 

legislatures to waive punishment, tax evasion will be better discouraged.119

Therefore, policymakers* discretion may be conducive to consistent but nevertheless 

suboptimal policies. Beyond the argument raised by Ludwig von Mises, Friedrich Hayek 

and Milton Friedman against state planning and centralized control, which are based on 

informational and forecast limitations,* 130 for Kydland and Prescott the reason why such 

policies are suboptimal is not due to myopia, since the effect of this decision upon the entire 

future is taken into consideration.131 132 Rather, “the suboptimality arises because there is no 

mechanism to induce fu ture  policymakers to take into consideration the effect of their 

policy, via the expectation mechanism, upon current decisions o f agents.’*131 That is, the 

suboptimality arises due to the so-called ‘commitment problem.*133

Thus, according to Kydland and Prescott, the implication of their analysis is that 

government policy-makers might better achieve their goals by having their discretion taken 

away from them, by following rules.134

“The reason that they should not have discretion is not that they are stupid or 
evil but, rather, that discretion implies selecting the decision which is best, 
given the current situation. Such behavior either results in consistent but 
suboptimal planning or in economic instability.*’,3S

Therefore, for discretion, the best is the enemy of the good. This phenomenon is 

known as the time inconsistency o f optimal policies, and it underlines the forward-looking

119
Continuous budget deficits also make government promises of no new taxes not-credible.

130
cf. Friedrich A. Hayek (1976) The Constitution o f  Liberty, London: Routledge & Kegan Paul; and Milton 

Friedman (1962) Capitalism  and Freedom, University of Chicago Press, Chicago.

131 Kydland and Prescott (1977), p. 481.

132 Kydland and Prescon (1977), p. 481.

133 See Jon Elster (1979) Ulysses and the Sirens - Studies in Rationality and Irrationality, New York: Cambridge 
University Press; Kenneth A. Shepsle (1991) “Discretion, Institutions, and the Problem o f Government Commitment," in 
Pierre Bourdieu and James S. Coleman (eds.) Social Theory fo r  a Changing Society, Westview Press, Boulder, Colorado: 
pp. 245-263.

134
See N. Gregory Mankiw (1990) “A  Quick Refresher Course in Macroeconomics,” Journal o f Economic L iterature, 

Vol. 28 (December 1990), pp. 1650-1651.

,3S Kydland and Prescon (1977), p. 487.
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behavior of private agents and the inability of centralized policy-makers endowed with 

discretion to precommit themselves to announced policies.136

“[t]he government may announce that it will not tax capital in order to 
encourage accumulation; but once the capital is in place, the government may 
be tempted to renege on its promise because the taxation o f  existing capital is 
nondistortionary. (...) rational agents understand the incentive for the 
government to renege, and this expectation affects their behavior.”137

Therefore, provided that governments enjoy discretion to alter policy in the future, 

reneging on formerly announced commitments, and given the incentives faced by 

incumbents to behave opportunistically, their promises will be typically non-credible. 

Private agents will react accordingly, anticipating government ‘opportunism’, and adapting 

ex-ante their own behavior in order to avoid future negative consequences derived from a 

change in the “rules of the game.”

In more general terms, provided that government has a large degree of discretion to 

alter policy, and given that private agents know that government would use this discretion to 

adjust or adapt policy in order to maximize some goals or objective-function at each time 

given the current situation (i.e., fiscal deficits, political or electoral objectives, to respond to 

distributive pressures and influences from the part of particular interest groups, etc.), 

economic agents will include such information and expectations in their current decisions. 

Provided that the government enjoys large discretionary authority, the inability of 

centralized policy-makers to precommit themselves to announced policies and ‘rules o f  the 

game’ will determine that its promises will be non-credible.

Kydland and Prescott suggest that:

“[i]t is probably preferable that selected rules be simple and easily understood, 
so it is obvious when a policymaker deviates from the policy. There could be 
institutional arrangements which make it a difficult and time-consuming 
process to change the policy rules in all but emergency situations.”13* 
(emphasis added)

136
Keith Blackburn and Michael Christensen (1989) "Monetary Policy and Policy Credibility: Theories and 

Evidence,” Journal o f  Econom ic Literature, Vol. X X V II,  March 1989, p. 2.

137 Mankiw (1990), p. 1651.

,3* Kydland and Prescott (1977), p. 487.
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4.2.2.2.2. Discretionary authority, credibility, and institutions

“The inherited commitments that reduce the choice of policymakers increase the capacity 
for choice of ordinary people.”
------Richard Rose and Philip L. Davies (1994) Inheritance in Public Policy: Change
Without Choice in Britain, New Haven: Yale University Press, p. 242.

Kenneth Shepsle (1991) has associated discretion to the problems of policy 

uncertainty, government commitment and credibility, and the role of institutional 

arrangements in facilitating the making o f credible commitments.139 Starting from Jon 

Elster’s sentence that “Discretion is the enemy o f optimality, commitment its ally,”140 

Shepsle stresses that “the ability to commit often (not always) expands one’s opportunity 

set, whereas the capacity to exercise discretion—which includes the latitude to renege or to 

behave opportunistically—reduces it.”141 By commitment Shepsle means “a promise, pledge, 

vow, covenant, guarantee, or bond to perform in a specified fashion.”142

Discretionary authority creates a large room for opportunistic behavior on the part o f 

government.143 Because the incentives faced by the government ex-ante may be inconsistent 

or opposed to that faced by it ex-post, and due to the fact that discretion makes easy it to 

renege on the promises made formerly, once the investments or decisions have been 

made,144 DA makes it difficult for the government to make credible commitments. Shepsle is 

concerned about “whether and how governments can credibly commit themselves to an 

intertemporal plan or policy, which, if implemented, would enhance social welfare or some 

other governmental objective.” Thus, whereas Kydland and Prescott stressed the advantage

139 See Kenneth A. Shepsle (1991) “Discretion, Institutions, and the Problem of Government Commitment," in Piene 
Bourdieu and James S. Coleman (eds.) Social Theory fo r  a Changing Society, Westview Press, Boulder, Colorado: pp. 
245-263.

140 Jon Elster (1979) U lysses and the Sirens Studies in Rationality and Irrationality, Cambridge University Press, 
Cambridge, p. 10.

141 Shepsle (1991), p. 246. See also Thomas C. Schelling (1956) "An Essay in Bargaining," American Econom ic 
Review, 46: 281-307.

142 Shepsle (1991), p. 247.

143 The room for opportunistic behavior arise in those cases in which the incentives ex-ante for the parties to arrive to 
an agreement on the basis o f a certain promise are inconsistent with the incentives ex-post faced by at least one o f the 
parties involved.

144
See Avinash K. Dixit (1996) 77ie M aking o f Economic Policy: A Transaction-Cost P olitics Perspective, 

Cambridge: Mass.: The M IT  Press, pp. 56-57.
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of rules rather than discretion for optimal policies, for Shepsle the problem is how to disable 

government discretion, making such rules (commitments) credible.145 For him, “institutional 

arrangements, often justified on a functional basis or on the grounds that they serve the 

interest of the currently powerful, may provide— if only as by-product—the means for 

making credible commitments.”14*

Since insecure property rights reduce the incentives to invest in the physical and 

human capital that provide the foundation for economic growth (see C hapter Three), and 

since “getting property rights right”147 involves the commitment o f  governmental authority, 

“ambiguity and uncertainty surrounding this commitment, the product o f discretion, may 

diminish the benefits o f  an appropriate property rights regime.”14* For Shepsle, things would 

be better if discretion could be constrained by coercion, disability, or proper incentives. If 

governments could be impeded from expropriating real property or appropriating the rents 

derived from inventive activity; if  legislators could disengage, from time to time, from the 

contemporaneous electoral pressures to borrow and spend; if  partners to a coalitional 

agreement could invent cheap means for enforcement; then—in all these instances—by the 

actors* own lights or according to some broader measure o f  welfare, social improvements 

could be achieved.

Institutions facilitate the making o f  credible commitments—‘that would be 

otherwise have been subject to opportunistic behavior**14’—by creating repeat-play settings 

that enhance the payoffs o f reputation.™  In fact, in repeated games, opportunistic behavior 

(free-riding, cheating) is discouraged if  the gains to behave according agreed rules are

145 “I focus on the ways in which discretionary authorities— whether individuals, organizations, or states— seek to 
disable that discretion in order to expand their opportunities. The ability to disable discretion in a convincing fashion is 
one thing I mean by a credible commitment" Kenneth A. Shepsle (1991) “Discretion, Institutions, and the Problem of 
Government Commitment,” in Pierre Bourdieu and James S. Coleman (eds.) Social Theory fo r  a Changing Society, 
Westview Press, Boulder, Colorado, p, 246.

146 Shepsle (1991), pp. 246-247.

147 I.e., the recognition o f exclusive property rights on water, land, or social security contributions. See Tomell and 
Velasco (1992).

141 Shepsle (1991), p.257.

M’ Shepsle (1991), p.253.
x$o

“[CJoncem with one’s reputation may be an effective check on ex post opportunism, overcoming the temptations 
to renege or renegotiate [contracts]. (...) The incentives to build and maintain a reputation are larger the more frequent the 
transaction, the longer the horizon, and the more profitable the transaction". See Paul M ilgrom  and John Roberts (1992) 
Econom ics, Organization and M anagem ent, Prentice-Hall International, p. 139.
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higher than the gains from behaving opportunistically.131 This requires that unfair behavior 

can be easily discernible, the guilty clearly identified and deviations effectively punished. 

The more secure the punishment for opportunistic behavior is, the greater is the prospect of 

making credible commitments and o f reducing policy uncertainty. However, Shepsle points 

out that the fear o f future retribution is not enough to assure government credibility: “This is 

partly the case because governmental agents have shorter time horizons than their 

counterparts in the private sector, so the efficacy of reputational and punishment 

mechanisms is more limited in this sphere.”151 152

“European monarchs, even into the premodem period, found it formidable to 
induce private economic agents to invest their wealth domestically in 
productive capital. They often could not credibly commit to a policy against 
the selling of economic privileges that would compete with these investments, 
rendering them less profitable.”153

To secure property rights thus “involves not only (or even mostly) specifying rights 

and enforcing them or exercising discretionary authority in a prudent fashion, but it also 

means arranging political institutions so as to disable or render costly the exercise o f  

discretionary authority.”154

Shepsle asserts that a commitment can be credible in either of two senses: 

motivational or imperative. A commitment is credible in the motivational sense if  

subsequently (at the time o f performance) the committee continues to want to honor that 

commitment; the commitment is motivationally credible because it is incentive-compatible 

and, hence, self-enforcing. On the other hand, a commitment is credible in the imperative 

sense if  the agent so committed is unable to act otherwise, whether he or she wants to or not. 

In this sense a commitment is credible not because it is compatible with contemporaneous 

preferences but rather because performance is coerced or discretion to do otherwise is 

disabled. In the case o f  commitment being credible in the imperative sense, the agent

151 See Milgrom and Roberts (1992), pp. 257-269.

152 Shepsle (1991), p.253.

153 Shepsle (1991), p. 250.

154 Shepsle (1991), p.250.
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behavior-car. either be coerced by some exogenous authority or because doing otherwise is 

beyond the agent’s control.155

“A statutory commitment is credible if, despite temptations to the contrary to 
expropriate monopoly rents, a government finds it difficult to revise the 
statute. Constitutional provisions against ex post fa c to  laws provide further 
protection from official predations o f already-existing patent privileges.”156

Institutional structure, constitutional guarantees and procedural rules have the effect 

o f disabling some forms of collective discretion, therefore making public commitments 

more credible and thus reducing private agents* uncertainty.157

“the disabling o f discretion entails institutionalizing an asymmetry, making it 
easier to do than to undo. The former allows a promise to be made; the latter 
places obstacles in the way o f reneging.” 158 159

Therefore, according to Shepsle, the fact that governments and the polity enjoy large 

discretionary authority on economic policy determines that it will be hard for them to make 

credible commitments. Conversely, rules, structures and procedural requisites behind an 

announced policy enable credible public commitments because it disables the discretion o f 

momentary majorities to renege on it, helping therefore to reduce the uncertainty of future 

government policy.w

A typical case o f the role o f  institutional arrangements in making government 

commitments credible through the enactment o f institutional constraints against 

opportunistic behavior is that of the transfer o f the authority on monetary policy to an 

independent Central Bank, an issue which has acquired an increasing relevance in recent 

years in most countries.160 As Goodman (1992) has asserted,

155 See Shepsle (1991), p.247.

156 Shepsle (1991), p. 251.

157 Shepsle (1991), p. 254. “(institutional arrangements— structure and procedure— affect the credibility of public 
policies and, therefore, the capacity of public institutions to affect social improvements” (p. 257).

158 Shepsle (1991), p.254.

159 Shepsle (1991), p.256.
(60

See the already classic contributions by John B. Goodman (1992) M onetary Sovereignty - The P olitics o f  Centra! 
B anking in Western Europe, Ithaca: Cornell University Press; and Alex Cukierman (1992) Central Bank Strategy, 
Credibility, and Independence - Theory and Evidence, Cambridge, Massachusetts: The M IT  Press. On empirical evidence 
regarding Central bank independence and economic performance, see Alex Cukierman, Pantelis Kalaitzidakis, Lawrence 
H. Summers, and Steven B. Webb (1993) "Central Bank Independence, Growth, Investment, and Real Rates," C am egie-
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-Creating an independent central bank can be seen as a way for governments 
to prevent themselves (and their successors) from pursuing overly 
expansionary policies. Central bank independence is thus considered a solution 
to what economists term the dynamic inconsistency o f policy. Dynamic 
inconsistency refers to the inability o f politicians to commit to and to 
implement policies that may be best for the economy in the long run, but are 
politically harmful in the short run.”161

4.2.2.23. Discretionary authority, influence costs, and redistributive pressures

Milgrom and Roberts (1990) have stressed that discretionary authority involves costs 

associated with influence activity and redistributive pressures. These influence-costs arise 

from individuals, firms, and organizations seeking to influence government decisions for 

their private benefit (and from their perhaps succeeding in doing so) and from government 

attempts to control this behavior.1"  Such attempts are encouraged when authority is 

concentrated in centralized decision-making agents endowed with discretion to intervene 

selectively in the economy.

“As long as central decision makers reserve for themselves the right to make 
selective interventions, commitments are impossible, if only because of the 
impossibility o f complete contracting. Thus, the possibility of attempts at 
influence will remain and will inevitably exert costs.”163

In fact, under such conditions, rational individuals, groups, and firms can be 

expected to devote resources to improving their prospects o f being favored by the 

discretionary authority enjoyed by politicians and public officials to decide measures with 

redistributive wealth effects, or to obtain a position within the state from which they can 

appropriate rents by the use o f state’s discretionary authority.

In her pioneering work on rent-seeking, Anne Krueger (1974) stressed that the 

concentration of discretionary authority in the hands of the state and public officials, due to

Rochester Conference Senes on Public Policy, Voi. 39: 95-140; and Alex Cukicrman and Steven B. Webb (1995) 
"Political Influence on the Central Bank: International Evidence,” The World Bank Economic Review, Voi. 9, No. 3: 397- ' 
423.

John B. Goodman (1992) Monetary Sovereignty - The Politics o f Central Banking in Western Europe, Cornell 
University Press, Ithaca, NY, p. 6n.

162 cf. Milgrom and Roberts (1990), p. 58.

163 Milgrom and Roberts (1990), p. 81.
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the large room it offers for the capture o f rents, will tend to create intense competition (rent- 

seeking) either for being favored by the government or for getting a job within the state 

apparatus where rents can be appropriated through the exercise o f  discretionary authority 

(i.e., custom officials, tax inspectors, etc.).164 The problem is that the resources devoted by 

the society to such competitive activities (the ‘investment’ in influences or in acquiring the 

prerequisites and specialized skills needed for getting a job within the public sector), even if 

they may actually yield ‘high returns’ for the individuals who succeed in their attempt, will 

not contribute to increasing society's productivity and wealth. The resources ‘invested* by 

those who do not succeed will typically be lost since they do not easily find an alternative 

use within the private sector.165 * Thus, this kind o f competition ( ‘rent-seeking’) involves a 

waste of society’s resources.

Finally, as Olson stressed, the preeminence o f distributive issues raised by the 

exercise of political discretion makes the significance o f distributional issues in political life 

relatively greater, and the significance o f widespread common interests in political life 

relatively smaller, and thus political life tends to be more divisive, hindering society’s 

governance and boosting uncertainty.

“the divisiveness of distributional issues, and the fact that they may make 
relatively lasting or stable political choices less likely, can even make societies 
ungovernable.”164

According to this view, political instability does not arise so much from societies’ 

characteristics such as the objective degree o f  inequality in the distribution o f income or 

wealth but, rather, from institutional arrangem ents that increase the importance of 

distributional issues, derived from the large room for discretionary and discriminatory 

authority and arbitrariness concentrated in the polity and the consequent incentives and

144 Krueger (1974).

165 The efforts made by the state to improve the ‘impartiality’ and the ‘meritocratic’ character of the selection process, 
avoiding influences and bribes, may just increase the costs o f the selection process, both for the state and for the
candidates.

146 Olson (1982), p. 47.
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opportunities that it creates for influence and collective action on the part of particular 

interest groups.167 * *

In fact, according to Milgrom and Roberts, the room for influence and distributive 

claims is greater when authority’s decisions have direct distributional implications.16* As 

Wilson (1980) noted, incentives for lobbying, interest group pressures, and other forms o f 

political influence on the part of particular interest groups on government are greater when 

both costs and benefits o f policies and government decisions are concentrated (not widely 

distributed), or when costs are diffuse (widely distributed among citizens) whilst benefits are 

concentrated.16’

Room for political influence and lobbying on the part of particular 
interest groups depending on the distribution of the costs and benefits of 
government policies and decisions among citizens:_____________________

BENEFITS

Concentrated Diffuse

Concentrated + +(*)

COSTS

Diffuse + 0

S o u rc e : Adapted from Wilson (1980). (•) According to Wilson, when benefits of a given policy are 
diffuse and costs are concentrated, the passing of such policy will be the work o f‘policy entrepreneurs’.

A large degree o f discretionary authority enjoyed by the government and the polity 

creates a lot o f room for unequally distributing costs and benefits among citizens, 

concentrating or diffusing costs among the population while concentrating the benefits on 

particular groups, thus encouraging distributive struggles and pressures on the part o f 

interest groups on government policy-making. As Olson (1965) stressed, while diffuse 

benefits do not encourage collective action, concentrated ones (“selective incentives”) do.170

167 In fact, I guess that political instability will be associated with greater political discretion rather than with greater 
income inequality. But this is a matter for empirical research.

I6* Milgrom and Roberts {1990,1992)
•¿4

James Q. Wilson (1980) “The Politics o f Regulation," in J.Q. Wilson (ed.) The Politics o f Regulation, New York: 
Basic Books, pp. 366-372. See also Giandomenico Majone (1996c) Regulating Europe, London: Routledge.

170 See Mancur Olson (1965) The Logic o f Collective Action - Public Goods and the Theory o f Groups, Cambridge, 
Mass.: Harvard University Press.
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4.2.2.3. Discretionary authority, capital accum ulation , a/uf econom ic growth

The expansion o f the productive potential o f an economy depends in great measure 

on the pace o f capital accumulation. Any accumulation effort involves a moderation of 

consumption in favor o f investment or capital formation under the form of (a) an increase in 

machinery and productive equipment; (b) an increase in infrastructure, construction and 

public works; (c) investment in human capital; (d) an increase in stocks; and (e) the 

development, acquisition and adoption o f  new technologies and organizational 

improvements that increase productivity and reduce production costs, economizing 

resources or ‘inputs’.171 In turn, capital formation depends on the ‘propensity* o f the private 

and the public sectors to devote resources to investment rather than to consumption.172 In 

particular, the ‘propensity* of the private sector to invest rather than to consume depends on 

the expected returns to be gained and appropriated by devoting resources to saving and 

investment. The returns arising from any investment can be decomposed into ‘private* and 

‘social*. Private returns are those gains arising from investments that are appropriated by 

those individuals or firms who have devoted their resources to it. Social returns, instead, are 

those gains being appropriated ‘by the society* and which arise— as an ‘externality* or by

product—from the investments made by either private agents or the public sector. In the 

measure that they increase the availability of goods and productivity in a society, productive 

investments always involve a certain degree o f  social returns.

However, private investment will tend to go into those activities that promise higher 

private returns, independently of their potential social returns.173 I f  private agents cannot 

expect and calculate ex-ante—by assessing risk or measurable uncertainty vs. returns—to 

recover the costs and to appropriate (as an exclusive right) at least part of the returns, profits 

or the stream o f income arising from investing their resources and assets to producing a 

certain good or providing a service, rational economic agents will not engage in such

171 Trivelli &  Trivelli (1978). pp. 238-239.

172 This is the case in any economy where private property and capital exist

173 Despite the fact that investment in certain activities might potentially yield high returns fo r  the society as a  wholc% 
whenever private agents cannot expect— with a high degree o f certainty— to appropriate at least part of these returns, 
enough to repay and reward them for the investments made, they w ill not risk their capital and carry out such investments.
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activities.174 Under uncertainty, people will fail to invest in long-term productive activities175 

or in activities that can be easily subject to opportunistic, predatory behavior such as theft, 

sudden changes in relative prices and production costs imposed by the political authority, 

predatory taxation, or uncompensated expropriation, and any other threat to property 

rights.176

As outlined in C hapter Three, property rights constitute a key factor in 

encouraging people to engage in productive activities and investments. Without well defined 

and enforced property rights, productive entrepreneurship based on rational capital 

accounting is not possible.177 * 179 * * By the same token, without well defined and protected 

property rights, a rational use of productive resources and investments will be discouraged 

by the permanent threat o f  opportunistic predatory behavior.17* Whenever the ownership 

rights o f assets are not well defined and effectively enforced by institutions, and, in 

particular, by the state, the prevailing uncertainty will not only reduce the amount o f 

investment17’ but will also affect its composition, encouraging an inefficient use o f the 

resources.1“0 In fact, fix ed , specialized, long-term investment,1,1 which typically offers

“most investment expenditures are at least in part irreversible— sunk costs that cannot be recovered if market 
conditions turn out to be worse than expected. (...) When investments are irreversible and can be delayed, they become 
very sensitive to uncertainty over future payoffs.” Robert S. Pindyck and Andris Sol imano (1993) “Economic Instability 
and Aggregate Investment,” m NBER Annual 1993, National Bureau of Economic Research, p. 259.

175 Unless they yield very high returns, if successful.

176 This is particularly the case of ‘asset-specific’ activities and those which involve ‘sunk costs', that is, costs that 
cannot be recovered when a firm leaves an industry.

177 See Max Weber (1978), Part I, Chapter II; and Max Weber (1981), Part IV; Pejovich (1990); Tomell and Velasco 
(1992). See Chapter Three, Section 3.4.

17S
“one way that insecure property rights hinder growth is by deterring investment” Stephen Knack and Philip Keefer 

(1995) "Institutions and Economic Performance: Cross-Country Tests Using Alternative Institutional Measures,” 
Economics and Politics, Vol, 3, No. 7, November 1995, p. 219.

179
“Investment as a share of G DP is likely to be higher when agents are reasonably sure that they can benefit from 

possible gains. In the absence o f secure rights to own property privately, consumption may be preferred to investment" 
Torstensson (1994), p. 233. “Poorly enforced property rights create a wedge between the marginal product of capital and 
the rate of return that can be privately appropriated by investors. Thus, two countries with the same marginal product of 
capital w ill have different investment rates if the appropriable returns differ." Svensson (1994), p. I .

See Olson (1992); Pindyck and Solimano (1993); Svensson (1994); Torstensson (1994); Knack and Keefer (1995); 
Rodrik (1997).

111 ‘Fixed investment’ is defined as “all final goods purchased by firms other than those additions to inventories which 
are not intended for eventual resale. They constitute additions to the capital stock.” On the other hand, 'fixed assets' are 
defined as “any non-financia] capital asset of a company which is relatively long-lived and specific to particular 
productive processes, and die cost o f which is normally recoverable only over an operating period of some duration, e.g. 
plant and building. Such assets are illiquid compared with current (or short-term) assets such as stocks o f materials or 
semi-finished or finished goods.” (The MIT Dictionary o f Modem Economics, 4th Edition, 1995.)
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potentially higher returns—both private and  social—than non-specialized and short-term j
I

investment, is discouraged by insecure property rights.182 As Knack and Keefer have | 

stressed: I
I

“secure property rights encourage fixed investments, but also (...) they I
encourage the efficient allocation o f factor inputs. In response to expropriatory |
threats o f one kind or another, entrepreneurs not only reduce investment, they
also invest in less specialized capital (human and physical), which can be
moved more easily from one activity to another. This has static efficiency
effects, but also discourages dynamic gains from innovation, since innovation
is most likely to thrive when specialization is encouraged.”183

Hence, the very fact o f a high degree o f uncertainty regarding the stability o f state 

policy and property rights arising from the prevalence o f political discretion will determine 

thus that private economic agents (individuals and firms) will tend to:

(a) consume rather than to save and invest (and to “depredate” rather than to nurture 
and use more efficiently society’s resources);

(b) invest in short-term activities rather than in long-term ones;

(c) invest in less specialized assets than would otherwise be the case.

As a result, under such conditions a given society will experience a slower increase 

in productivity and aggregate wealth (economic growth) that would otherwise be the case.

Therefore, we can expect that under a setting in which the government and the polity 

enjoy a large degree o f  discretionary authority to intervene in the economy, poor economic 

performance will result from both a low  rate o f  capital form ation  (measured by the share o f 

gross fixed capital formation in GDP and by the rate o f  growth  o f  that share) and a low  

productivity o r efficiency  o f investment (measured by the rate o f growth of Total Factor 

Productivity, TFPG, and the contribution o f TFPG to total growth), both connected with the 

prevalence o f  political exchange, insecure property rights and policy uncertainty. 

Conversely, by restraining government discretion and enhancing the protection of

182 See M ilgrom  end Roberts (1990), p. 63; and Olson (1992)

183 Knack and Keefer (1995), p. 219.
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individuals’ exclusive property rights and contracts by independent courts, economic 

performance could be improved.114

4.2.2 A . The legal order, the restraint o f  discretion, and economic performance

According to Pellicani, “a self-propulsive economy supposes as its indispensable 

condition that the state guarantees and protects private property and profits.”115 But, to do so, 

the state “must restrict its discretionary power, make predictable its intervention at least in 

the productive sphere, grant certain freedom o f  action for entrepreneurs... It should, in other 

words, ‘circumscribe’ [‘perimetrare* in the Italian original] in some way the jurisdiction o f  

its authority [*giurisdizione potestativa*] and thus exit from the logic o f despotism...”1“  

Therefore, a self-propulsive economy needs “a juridical and political framework that 

guarantee to economic agents that the profits o f  their initiatives will not be intercepted.”1*7

Edgardo Buscaglia (1993), criticizing the traditional approach to the problems o f 

economic development given by ‘structuralism* and ‘neo-structuralism*,1“  has emphasized 

the importance o f the relationships between the legal framework and economic performance, 

an aspect permanently neglected by structuralists and neo-structuralists.1*9 Buscaglia asserts 

that the legal system of a country prevents or slows-down the development and expansion o f 

markets thus hindering economic performance whenever: (a) its rules are not clear, * 187 * 189

tU  See Pejovich (1990J; and Tomell and Velasco (1992).

155 Luciano Pellicani (1992) “Pluralismo e capitalismo" in Ludovico Martello (ed.) Sulla genesi del capitalismo, 
Armando Editore, Roma, p. 264.

1M Pellicani (1992), pp. 264-265.

187 Pellicani (1992), p. 287. See also Weingast (1995).

IU  The most influential Latin American school of development thinking during the postwar period, and associated 
with the name of Raúl Prebisch and the United Nation Economic Commission for Latin America and The Caribbean 
(E C LA C  or ‘C EPA L’). ‘New structuralism’ corresponds to an attempt to up-date structuralism, abandoning the former IS I 
strategy while maintaining the need for an active role of the state in industrial policy, exchange rate management, selective 
trade policies with differentiated tariffs and non-tariff barriers, subordination of the Central Bank to the Executive Branch, 
and other piece-meal interventions at both the macro- and micro-economic level with redistributive and productive 
stimulation ends. See Ricardo Ffrench-Davis (1988) "A n  outline of a neo-structuralist approach," CEPAL Review, No. 34, 
April 1988: 37-44; Osvaldo Sunkcl &  Gustavo Zulcta (1990) "Neoestructuralismo versus neoliberalismo en los años 
noventa," Revista de la CEPAL, No. 42, December 1990: 35-53; and Osvaldo Sunkel (ed.) (1991) El Desarrollo Desde 
Dentro -  Un Enfoque Neoestructuralista para la América Latina, Mexico: Fondo de Cultura Económica. See also Joseph 
R. Ramos (1996?#) "Poverty and Inequality in Latin America: A  Neostructural Perspective,” Journal o f fnteramerican 
Studies and World Affairs, Vol. ##, No. #: 141-157.

189
Edgardo A. Buscaglia Jr. (1993) "Legal and Economic Development: The M issing Links," (Review Essay), 

Journal o f fnteramerican Studies and World Affairs, Vol. 35, No. 4, Winter 1993-94:153-169.
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impersonal, and predictable; (b) its enforcement mechanisms are not consistent; or (c) 

relatively speedy mechanisms to resolve legal conflicts do not exist.190

In fact, the Constitutional and legal framework in the Western tradition has 

historically been intended to control the exercise o f the discretionary authority (DA) 

enjoyed by political authorities, curbing arbitrariness, thus protecting individuals from the 

arbitrary use o f political power and coercion, and providing an impersonal mechanism to 

settle disputes. The legal framework imposes procedural rules on the exercise o f  authority, 

governed by impersonal laws. Indeed, constitutional democracy is ‘government by la w \ and 

the guarantee that minorities will not oppressed or expropriated by majorities.191 192 In a 

working democracy, both the governed and those who govern are tied to and by the law. 

Laws, regulations, and institutions protecting private property rights and the equal treatment 

before the law, and imposing checks, balances, and controls over government taxation and 

expenditure and the use o f revenue by elected and non-elected public officials, prevent 

governments and politicians from using state authority and public resources for pursuing 

either private or electoral ends. This is achieved by limiting the discretion o f the government 

and public officials to capture revenue or to contract credits and to spend it, as well as by 

limiting their prerogatives for reducing individuals’ economic freedoms and ownership 

rights.

Constitutional and procedural rules as well as the existence o f other independent 

checks-and-balances, non-partisan and/or non-majoritarian public institutions (i.e., Courts, 

Constitutional Courts, autonomous Central Banks) also prevent temporary majorities from 

adopting measures which would imply drastic changes to the Constitution or which might 

compromise the liability o f the state in the mid- and long-term.191 On the other hand, the

190 Buscaglia (1993), p.IS6.
191

See Hayek (1976); Bobbio (1991) It Future Della Democrazia, Torino: Einaudi (first edition in 19S4); and 
Giovanni Sartori (1994) Democrazia - Cosa E \ Milano: Rizzoli.

192
See Kenneth A. Shepsle (1991) “Discretion, Institutions, and the Problem of Government Commitment,"1 in Pierre 

Bourdieu and James S. Coleman (eds.) Social Theory fo r  a Changing Society, Westview Press, Boulder, Colorado. See 
also Giandomenico Majone (1996a) "Temporal Consistency and Policy Credibility: W hy Democracies Need Non- 
Majoritarian Institutions,” E U I W orking Paper R SC  No. 96/57, European University Institute, Florence. Robert Goodin 
has asserted: “Being able to embody certain fundamental agreements in preemptively unchangeable rules allow us to make 
commitments to one another that are credible, in a way that they would not be were they embodied merely in ordinary 
legislation that was subject to amendment or repeal by any successive annual assembly.” Robert E. Goodin (ed.) (1996) 
The Theory o f Institutional Design, New York: Cambridge University Press, p. 23.
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division o f powers also implies that the roles o f the government and parliament are clearly 

differentiated, restricting congress mostly to controlling the acts of the executive. Decisions 

regarding public finances tend to belong exclusively to the executive; the congress may 

accept or reject government proposals and oversee its proper, lawful use, but the legislature 

generally cannot determine expenditures by itself.

All these institutional arrangements and mles tend to provide a relative stable» 

pred ictab le  setting for individuals to conduct their lives and business, reducing avoidable 

uncertainty and the room for predatory and opportunistic behavior, thus favoring the 

engagement in long-term rather than short-term activities and investments.

In contrast, whenever the government and the polity enjoys a relatively large degree 

o f discretionary authority on economic matters, profit oriented behavior and economic 

agents* decisions will tend to be based on short-term maximizing criteria, and most 

economic activities will look towards the state and the polity as the main source and 

determinant o f economic gains, devoting resources to influence and other redistributive, 

directly unproductive, activities. In such a situation, in order to encourage production the 

state must either (or both) selectively provide entrepreneurs and resource-holders with 

opportunities for making profits in the short-term (i.e., monopolistic conditions, subsidized 

credit, access to low-cost foreign-currency, access to public enterprises, preferential tax 

treatments, etc.) and/or engage itself directly in production and investment. Over time, the 

state may justify its direct involvement in economic activities (a *surrogate entrepreneurial 

role*) as a response to an alleged 'lack o f interest or willingness* on the part o f domestic 

private capitalists, entrepreneurs and resource-holders to risk their capital and to devote their 

efforts and resources to long-term productive activities, in other words, as a response to a 

lack o f  “entrepreneurial spirit”. However, the origins of such a problem emanate, not from 

capitalists’ lack o f ‘entrepreneurial spirit* or culture, but from an incapacity of governments 

and legislatures to com mit credibly to clear and stable policy rules, reducing the uncertainty 

among entrepreneurs and investors regarding property rights and future policy, uncertainty 

which arises from the large government discretionary authority and the subsequent room it 

creates for opportunistic behavior.

Kenneth Shepsle (1991) has pointed out that “because a legislature cannot bind a 

successor legislature and a majority coalition cannot bind another, public policies are always
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vulnerable ta  reneging.”1”  It is this difficulty faced by the state and politicians to commit to 

a policy in a credible fashion—a difficulty whose basis should be found in the institutional 

political rather than in the economic arena — that deters entrepreneurs from engaging in 

long-term productive activities and undertakings. The uncertainty arising from a large scope 

for political discretion determines that entrepreneurship and competition will nevertheless 

occur, but will be addressed towards those activities which offer more secure and rapid 

opportunities for economic gains: political influence, rent-seeking, and state-dependent 

economic activities. No rational entrepreneur would invest his/her own resources and efforts 

in long-term economic activities if  the ‘rules o f  the game* are uncertain or subject to 

reneging, cheating, and other forms o f predatory opportunistic behavior from the part of 

either the state, future governments or legislatures, and/or successful political entrepreneurs.

During the last years a growing number o f economists has emphasized the 

importance o f the legal setting and institutions surrounding government policy-making 

behavior in shaping the kind of incentives faced by private economic agents and its 

outcomes in terms of aggregate economic performance.

"The more a government is bound by institutions, the less need there is for 
individuals to assume a defensive posture against possible governmental 
action."1”

“Regimes with the freedom to modify or repudiate contractual agreements 
unilaterally are also likely to be constrained in numerous other areas impinging 
on economic activity. Such governments arouse suspicion regarding the 
possibility of confiscatory taxation (via inflation or other means) or outright 
expropriation”1’* * 194 195

IW Sheps1e (1991), p.255.
194

RQdigcr Dombusch (ed.) (1993) Policymaking in the Open Economy -  Concepts and Case Studies in Economic 
Performance, World Bank &  Oxford University Press, New York; Introduction, p. 4.

195
Christopher Clague, Philip Keefer, Stephen Knack, and Mancur Olson (1994) "Institutions and Economic 

Performance: A  New Look at Democracies and Growth," Draft prepared for the IR IS  Conference on Economic and 
Political Institutions for Sustainable Development: Implications for Assistance (mimeo), p. 17.
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4.22.5. Discretionary authority and ‘arbitrariness*

Conceptually, government discretion in this context should not be confused with 

arbitrariness. Arbitrariness refers to unregulated, unlimited power, a power which is not 

constrained by rules that impose limits and procedural requisites for its exercise, in brief, the 

lack o f “the rule of law”. In contrast, discretion refers to the capacity of the government to 

alter the rules of the game, either by ‘arbitrary rule* or through provisions contained within 

the legal and institutional framework o f that country. In fact, the Law, the Constitution, and 

the overall institutional setting of a given country may grant to the government and the 

polity a rather large degree of discretion over the economy and private sector decision

making. Under such conditions, the discretion enjoyed by the government on economic 

policy does not constitute ‘arbitrariness’ from a legal point of view. Thus, the concept of 

government discretion goes beyond arbitrariness: government policy-making can be 

‘discretionary’ without necessarily being ‘arbitrary’. Whilst “arbitrary rule” is incompatible 

with the “rule of law”, a relatively ‘large’ government discretionary authority on economic 

policy may not.

The function of governing implies that those placed in the government are endowed 

always with a certain degree o f discretionary authority and flexibility to manage public 

policy. That is, governments always enjoy a certain degree of discretion. Such discretion 

may be constrained by ‘the rule of law*: the authority and prerogatives granted to those who 

govern are bound in a complex set of pre-defined rules, institutional arrangements, 

constitutional precepts, procedural requisites, and control mechanisms.1** The relative 

degree o f discretion enjoyed by the government of a country depends thus on the legal order 

and the institutional mechanisms aimed at enforcing it and controlling and limiting the 

exercise o f power and government authority,1”

Therefore, government discretion constitutes a relative concept, a variable able to 

adopt any value within a continuous range. Government DA can be relatively “large” or 196

196 cf. Shepsle (1991).

*”  See Levy and Spüler (1994).
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“narrow”.190 Under the ‘rule o f law’ the government o f  a given country may enjoy of a larger 

degree of economic policy-making discretion than in another. By the same token, the degree 

o f discretion enjoyed by the government o f a given country may vary over time.198 199 As far as 

the government’s use o f its discretionary authority does not go beyond what the Constitution 

and the legal order allows or if  individuals can address the Courts in response to unlawful 

government behavior, obtaining compensation and punishment, this discretion—technically 

speaking—does not constitute “arbitrariness”.

However, the degree o f discretionary authority granted by the Constitution and the 

legal order to the government and the polity could be so high that it may produce— even in a 

democratic political system—some o f  the effects o f  arbitrariness: a  prevalence o f political 

exchange, uncertainty, insecure property rights, and ample room for opportunistic 

behavior.200 201

There is always a trade o ff involved in the issue of government discretionary 

authority between flexib ility  and rigidity™  Whereas discretion may grant larger flexibility 

to government, strict policy rules make it more difficult to adapt policy quickly. However, 

whenever credibility and commitments constitute an important requisite for sustaining 

cooperation and, in particular, to inducing private agents to invest in long-term, asset- 

specific, high sunk-costs activities, the existence o f  institutional mechanisms which restrain 

the administrative discretion o f political authorities is a necessary condition for reducing 

private agents* uncertainty regarding economic policy and the stability of the property rights 

regime. If administrative discretion is not restrained, the room for opportunistic behavior 

may prevent long-term private investment202 As Shepsle has pointed out, “the disabling of

198
For the operationalization o f the degree of D A , see below.

199
For example, during the post-W.W.II period the German government has had less discretion than that of, say, the 

United Kingdom to manage interest rates. On die other hand, the German government has had less discretion during this 
period than during the former period of this century..

200 See Weede (1983); Clague, Keefer, Knack, and Olson (1994); Bano (1994); Goldsmith (1995).

201 See Shepsle (1991); and Levy and SpiHer (1994)

202 For an empirical comparative analysis applied to the regulatory regimes of telecommunications in Argentina, 
Chile, Jamaica, Philippines, and United Kingdom, see Levy and SpiUer (1994).
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discretion entails institutionalizing an asymmetry, making it easier to do than to undo. The 

former allows a promise to be made; the latter places obstacles in the way of reneging.*’1“

If  will, command and coercion were enough to secure compliance, government 

policy discretion and flexibility would be the most efficient form o f  optimization.1“  But, 

paraphrasing Kydland and Prescott, the problem is that economic policy is “not a game 

against nature but, rather, a game against rational economic agents.*’203 204 205 Whenever 

government enjoys large discretionary authority on economic policy and property rights, 

rational economic agents, anticipating government incentives for adapting policy over time, 

may behave in such a way that prevents government from attaining its desired dynamic 

optimizing objectives (see Section 4.2.2.2). The greater globalization and the expanding 

interaction among agents placed outside the boundaries of authority o f national states makes 

the use o f coercion and discretion by governments and political authorities even more 

difficult, ineffective and self-defeating tools to attract and secure investment and 

cooperation on the part o f private agents.206 In order to encourage investment and productive 

undertakings, such as in promoting long-term cooperation, trusty credibility and reputation 

offer greater prospects than coercion and opportunism. As both Thomas Schelling and Jon 

Elster have argued, the reduction o f one’s own discretion, tying one’s own hands and 

binding behavior to ex-ante commitments, imposing constraints that disable the actor 

discretion to behave otherwise in the future, constitute a sophisticated forward-looking 

rational response.207

203 Shepsle (1991), p.254.
204

See Jon Elster (1979) U lysses and the Sirens - Studies in Rationality and Irrationality, New York: Cambridge 
University Press.

205 Kydland and Prescott (1977), p. 473.

206 See Majone (1996a, 1996b, 1996c).

207 Schelling (1956); Elster (1979).
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4.2.3. Operationalizing Discretionary A uthority (DA)

I am interested in the effect that different degrees o f government discretion have on 

aggregate economic performance. The key point is the degree in which politicians, 

incumbent governments and parliamentary majorities can— in the short term—easily alter 

economic policy and the rules of the game for economic action,108 introducing measures 

which imply discriminatory treatment in favor o f  some sectors and activities (i.e., to impose 

trade restrictions, to grant exemptions and exceptions in the rules concerning taxes and 

trade, to control prices, to impose transfers and redistribution o f wealth among sectors and 

social groups, to expropriate resources, and in general terms, to alter property rights and 

reduce the room for the functioning o f markets.)* 2”  Therefore, in order to operationalize the 

concept o f discretionary authority we can analytically distinguish between two types of 

government DA: ‘vertical* and ‘horizontal*.

4.2.3.1. ‘Vertical9 and ‘Horizontal* DA

The degree o f discretionary authority (DA) enjoyed by the government and the 

polity over the economy is given by the kind o f  prerogatives and the scope left for their 

decisions and interventions on macro- and micro-economic variables affecting the allocation 

o f  resources among economic sectors, activities, firms, and social and income groups. The 

greater the prerogatives to set and modify such variables, the greater the degree o f  DA.

It is possible to distinguish between the prerogatives to alter a given variable (e.g., 

the exchange rate, the VAT, the external tariff, the minimum wage, the interest rate for 

credit) “vertically**—that is, rising or lowering its level for all sectors—, from the 

prerogative to alter it “horizontally**, that is, modifying the value o f these variables between 

sectors and activities— that is, for example, setting multiple exchange rates, minimum 

wages, or external tariffs that differ across sectors. In the second case the degree o f

208 For a definition o f the term 'economic action', see M ax Weber (1978) Econom y and Society, pp. 63-68.

2”  See Shepsle (1991).
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discretion is greater, since it gives to the government the possibility to provide differential 

treatments, special conditions and incentives for some favored sectors and activities, thus 

discriminating between them and the rest

Therefore, it is possible to distinguish between two types of discretionary authority, 

depending on whether it is based on either (a) the prerogative to modify a variable 

uniformly through the economy ('vertical' discretionary authority, or “V-DA”), and (b) the 

prerogative to modify it differentially among sectors, activities, and economic agents 

(*horizontal’ discretionary authority, or “H-DA”). In any real society, government policy

making exhibits different combinations of these two forms or sources of discretionary 

authority across policy areas and instruments. However, the point is that these two types of 

DA have different effects regarding the incentives and opportunities they create for 

individual and collective action.

Whilst the first type o f discretion is sectorally neutral, the second determines that 

their effects will alter differentially the conditions under which economic sectors and 

activities operate, thus determining “winners” and “losers”, “favored” and “damaged” or 

“penalized” economic activities and sectors. In other words, “horizontal” discretionary 

authority (H-DA) always involves direct redistributive effects.210 These emerge not as a 

result o f  the relative economic efficiency or profitability of each activity and sector, nor to 

the relative contribution to the national product, but as the product of a political decision, an 

outcome o f the game of agents endowed with discretionary authority and coercive power. 

This power or authority may arise from an electoral system (in a democracy) or may be 

simply the expression o f military power (domination by the threat o f the immediate use o f 

force). The point is that such decisions are based on political criteria: the redistributive 

effects will tend to favor those who can exert greater electoral, political or military power or 

influence on government policy. Therefore, in the presence o f a widespread H-DA, the best 

way to be favored or, at least, not damaged by the decisions taken in the polity  is to become 

involved in acquiring political power and influence.

210 On the relationship between decisions which involve distributive consequences and influence activity, see Milgrom  
and Roberts (1990); and Mitgrom and Roberts (1992), pp. 269-282. See also Majone (1996c).
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If  the government and the polity enjoy a rather large degree o f discretion to modify 

“horizontally”, intersectorally, the conditions faced by economic agents within the 

economy—e.g., by creating barriers o f entry, granting subsidies and protectionist measures, 

limiting competition, controlling prices, etc.— , and given that this means that the returns 

arising from a particular economic sector or activity would depend strongly on the decisions 

taken in the polity, rather than on the relative economic efficiency and competition for the 

consumers* preferences, a good part o f society’s resources will thus tend to be diverted from 

productive activities towards improving political influence over the government’s use o f its 

inter-sectoral, “horizontal” discretion. Rather than devoting resources to acquire the skills 

and knowledge needed in productive or ’economic’ activities, rational individuals, groups, 

and firms will tend instead to be more interested in acquiring those skills, knowledge, and 

capacities that could make them better players in the political arena given its higher 

payoffs.211 As a consequence, economic agents (entrepreneurs, workers, households, and 

firms) will base their expectations regarding relative opportunities for economic gains 

(wages, profits, rents, and returns for any economic activity or assets) on the polity  rather 

than on the market, and address their efforts accordingly towards the government and the 

polity rather than to consumers and markets, diverting their resources and efforts from 

directly productive activities to unproductive ones. Hence, as a whole, such a society will 

tend to invest more in improving political power, lobby, and influence rather than in 

improving productivity and economic efficiency; to strive for transfers and distributive or 

redistributive measures, rather than for the discovery, exploitation, and development o f new 

sources of wealth based on production and trade. *Political exchange* will prevail over 

‘economic exchange.’

The more the economic variables subject to government H-DA, the more is the 

degree o f discretion enjoyed by the polity, and, therefore, the larger the room for political

exchange.

The following diagram represents in a  graphical way the relationship between the 

degree o f discretionary authority enjoyed by the state and the polity over economic policy

211
Douglass C. North (1994) “Institutional Change: A  Framework o f Analysis," (mimeo), December 1994, p. 3.
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and the room for political exchange as a source o f economic gains for particular individuals, 

groups, and organizations.

The relationship between government discretionary authority (DA) 
_____________ and the room for ‘political exchange*_____________

‘High’ + *

Room for *political exchange’ 
(vs. ‘economic exchange’) 
as source of economic rents

i

( / y
’Low' Degree of administrative

discretionary authority (DA) ’High'

We should also expect that a country in which the government and the polity enjoy a 

relatively large degree o f “horizontal” discretion will tend to show a greater prevalence o f 

particular-interest group activity than otherwise would be the case if  the government and the 

polity only enjoyed “vertical” discretion, which, given its more ‘neutral’ effects across 

economic sectors and activities, does not favor particular-interest group activity (lobbying, 

influence, pressure groups, rent-seeking, redistributive coalitions).111 By the same token, the 

lower the degree o f “horizontal” discretion and the greater the institutional barriers to 

increase it, the lower will be the payoffs o f particular-interests group activity and, hence, the 

lower w ill be the incentives for devoting resources to lobbying and political influence.

Therefore, we can expect that under conditions of a relatively large prevalence o f 

horizontal discretion enjoyed by the government and the polity over the economy (both in 

democratic and non-democratic political regimes), a country will show: (1) a relatively large 

prevalence of “political exchange” (under the form of particular-interests group activity, 

clientelism, lobbying, corruption, nepotism, rent-seeking, and other activities which use

2,2 cf. M ilgrom  and Roberts (1990). See also Olson (1965, and 1982).
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predominantly non-economic means to generate and capture transfers and redistributions as 

a way of acquiring and maintaining economic gains); (2) a relatively large degree of 

uncertainty dominating economic activity and the behavior o f economic agents (favoring 

short-term maximization and ‘dominant’ strategies)213; and (3) a relatively slow and unstable 

pace o f economic growth.

In more measurable terms, we expect that under a setting in  which the government 

and the polity enjoy a large degree o f  discretionary authority, that is, when government 

enjoys Horizontal-DA on most economic variables, poor economic performance will result 

from both a low rate o f  capital formation (measured by the share o f  gross fixed capital 

formation in GDP and by the rate o f  growth o f  that share) and a low productivity or 

efficiency o f investment (measured by the rate o f growth o f Total Factor Productivity, 

TFPG, and the contribution ofTFPG to total growth).

The following chart attempts to illustrate schematically the relationships between a 

high degree o f government administrative discretionary authority {Horizontal-DA) and slow 

economic growth, indicating some o f  the channels through which H-DA undermines 

economic performance.

INSTITUTIONAL F orm s o f  en tre p re n e u rsh ip  E nv iro n m en t EFFECTS ON INVESTMENT OUTCOME
CHARACTERISTIC

Low share of
Politic*! entrepreneurship: G FCF in G D P

Prevalence rent-seeking, lobbying, U ncertainty regarding  Slow growth in the SLO W
H-DA - ►  of Political -* grafl influence-trafficking «-» g overnm en t p o licy  - *  share of G FC F  in GDP —► ECO NO M IC  

Exchange patmnage/Oientelism, and pro p erly  rights: ■ * Slow growth In TFP  GROW TH
distributive pressures, high tran sectio n  co sts. *  Low contribution of

interest-group politics TFPG  to G D P  growth

According to our model we can thus expect to find that a relatively high degree of 

discretionary authority (DA) will be accompanied by low and slow capital accumulation, 

resulting therefore in a slow pace of economic growth. Conversely, a reduction in the degree

213 The term 'dominant strategies* refers to those strategies followed by the players in a  game-theoretical interaction 
(prisoners' dilem m a-type) which dominate all other strategy options by promising a  higher payoff for the chooser than any 
other strategy, given any choice o f strategy by the other player. The adoption o f such *dominant strategy* (steal, defection, 
no-cooperation) on the part o f both players leaves them worse-off. See Dennis C. Mueller (19S9) Public Choice llt New 
York: Cambridge University Press, p. 10.
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of DA enjoyed by the government and the polity will be followed by both faster capital 

accumulation (an increase in the share o f  investment relative to GDP) and greater efficiency 

(a greater contribution o f  TFP growth to total output growth), and in a more dynamic and 

sustained pace of economic growth.

4.2.3.2. M easuring discretion

We can measure and compare the degree o f discretion enjoyed by the government 

and the polity under two given policy and institutional settings (what I call 'policy regimes', 

see below) by comparing the extent o f government activity in and authority over the 

economy and the prerogatives granted to the polity to introduce measures and alter policy 

over time and across sectors o f  activities and social groups, and discriminating among them 

(H-DA). For example, whenever the government is allowed to use multiple exchange rates 

and to alter them, there will be a greater degree o f discretion than if the government is only 

allowed to work with a single, uniform  exchange rate. The same can be said regarding 

interest rates, external tariffs, social security contributions, etc. On the other hand, if  prices 

are controlled and fixed by the government such fact gives it greater discretion than if  prices 

are “free” and the government is prevented or not authorized to control them.

The relative degree o f “vertical discretion” (V-DA) can be measured by assessing 

the relative ease by which the government and the polity can set and modify macro- and 

micro-economic variables over time (e.g., exchange rate, money supply, interest rates, 

import tax, income tax, transaction tax, VAT, the minimum wage, the percentage of the 

individuals’ income deductions for social-security, pensions, etc.), and the degree o f direct 

state control on assets, services, production, distribution, and credit. The degree o f 

“horizontal discretion” (H-DA) instead can be measured by assessing the prerogatives o f the 

government and the polity for granting differential treatment between sectors and activities, 

discriminating among them (e.g. price controls; multiple exchange rates, interest rates, 

tariffs; differentiated taxes on goods and VAT, differentiated minimum wages, wage’s 

readjustments, pension schemes, tax treatments, etc.), and by the room left for the granting 

of exemptions for “particular”, “special cases” via administrative decisions.
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The greater the number and prevalence o f  particularistic rules, special regimes and 

treatments, and exemptions to the general rules (H-DA), the greater will be the discretion 

left to the polity and to administrative decisions taken by public officials, and, therefore, the 

greater the room for ‘political exchange*. Conversely, the greater the prevalence of 

universalistiCj general, impersonal rules for the action o f  the government and public 

officials, the more sectorally 'neutral* is the effect o f  the government policies, and the lower 

will be the room left for both "political** exchange and redistributive claims.

The degree of closure/openness of an economy (measured by the share of export 

plus imports in GDP as proxy) also affects the degree o f discretion enjoyed by the 

government. Within a relatively closed economy the government will tend to enjoy by far 

greater discretion regarding economic policy and property rights than in an open economy. 

This is so, among other things, because: (1) the reduced room for the 'e»7-option* for 

private agents;214 (2) the importance o f government as ‘client’, buyer or consumer, and 

consequently, its ‘bargaining power*, increases given the lack o f  an available larger potential 

external market for private economic agents (resource-holders, firms, professionals, 

workers, etc.); (3) the greater importance of government in the provision and regulation o f 

money and financial capital also increase its bargaining power vis-à-vis the private sector,

(4) due to the need however to acquire in any case some imported capital goods, raw 

materials, and technology, government constitutes a key source o f authorizations, 

permissions, quotas, licenses, foreign currency, and subsidies, so increasing its bargaining 

power vis-à-vis private producers; (5) due to the power to tax and the absence o f the ‘exit- 

option* the government can use its coercive power to tax over time those individuals, 

groups, and activities with greater wealth or with lower capacity to resists it in order to 

capture revenue;215 (6) due to its control over prices and taxes, government can relatively 

easily modify property rights; (7) under closure, the lack o f  external constraints or the 

relative economic autonomy from the external world makes ‘commitment’ and ‘credibility* 

a  resource of minor importance vis-à-vis ‘coercion’.116 Therefore, economic closure cannot 

be separated from a relatively large government discretionary authority. Moreover, it is

214 See Joseph E. Stiglitz (1989) The Economic R ole o f  the S ta te, Oxford, UK: Basil Blackwell, pp. 21-23.

2,5 See Stiglitz (1989), pp. 21-23.
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probably true that an increase in government discretionary authority will be accompanied by 

increased closure rather than the contrary. Conversely, greater openness and attempts to 

attract foreign investment will tend to reduce government discretion, increasing the 

importance of credibility vis-à-vis coercion.* 217 China and India constitute two very 

interesting cases for assessing the validity o f these propositions in the next years, and the 

incorporation of Hong Kong to China may serve as a first test.

In order to measure and compare the relative degree o f government discretionary 

authority during the two periods in which the Chilean economy shows divergent patterns o f 

economic growth, my research compares the broad economic policy strategies and the state 

policies and policy-making patterns in the following areas:

a) Foreign trade policy (tariffs, non-tariff barriers, exchange-rate, import/export 
taxes and subsidies, and other barriers to trade which determine the degree o f  
openness/closure o f the domestic economy and the sectoral emphases between 
sectors and industries)

b) Fiscal, tax, and monetary policies (public expenditure, revenue, budgeting, credit, 
monetary supply, anti-inflationary policies)

c) Policies regarding prices, interest rates, employment, wages, and social security 
and welfare.

On the other hand, my research looks into the constitutional and legal regulations 

regarding property rights, the political and electoral setting, the institutional arrangements 

characterizing the political game, and the forms o f interest representation into the state and 

into the policy-making process.

Some of the key indicators for guiding the research and assessing the degree o f 

discretion enjoyed by the government and the polity over economic policy making (and the 

prevalence o f either vertical or horizontal DA) are:

•  degree o f state authority regarding property rights
•  degree o f state authority regarding prices
•  degree o f state authority regarding wages
•  degree o f state authority regarding interest rates
•  degree o f state authority regarding credit supply

2,6 Sec Majone (1996a, 1996b).

217 See Majone (1996a, 1996b).

195



The institutional bases o f Chile's economic 1miracle' —  Chapter IV

• degree of openness of the economy
• multiple vs. uniform exchange rate
• multiple vs. uniform external tariffs and import/export taxes
• multiple vs. uniform minimum wage
• multiple vs. uniform pension scheme
• differentiated vs. uniform VAT or taxes on transactions
• differentiated vs. uniform tax treatments
• locus o f authority on money supply and status o f  the Central Bank
• limits to the contracting o f credit by  the public sector
• public/private provision o f  goods and services
• procedural rules regulating transfers from the state to the private sector
•  budget constraints

4.3. Policy  Regim es

This section presents the “policy regimes” analytical framework, which will be used 

to describe and compare the underlying economic policies and institutions prevailing during 

the two historical periods identified in C hap ter Two.

4.3.1. The Issue of Continuity and Change in Economic Policy and Institutions

Normally, a country’s economic policy does not change radically from government 

to government, as a  it might seem at first glance. Although different governments or 

administrations do adopt different economic policies and introduce new programs or alter 

existing ones, thus modifying the emphases behind state policy according to the particular 

ideological, political and programmatic bias o f  the incumbents and/or shifting majorities and 

political equilibriums, the overall institutional and policy setting and the set o f ideas and 

principles underlying governments* economic policy-making evolves at a different pace 

through time, with more continuity than that o f  single governments or political coalitions in
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office. Indeed, different governments or administrations, despite having very different or 

still opposed politico-ideological orientations, tend to act within a similar, rather constant, 

more or less shared set o f  general ideas, rules, beliefs, norms, principles, and instruments o f 

economic policy and institutions in which they are embedded.211

This view has been carried to its extremes by Rose and Davis (1994), who assert that 

most government policy-making is policy inheritance,2W stressing the path-dependency and 

the constraints imposed by past policies and institutions which limit drastically the policy 

choice o f incoming governments.* 220

In a more analytical perspective, Peter Hall has conceptualized the issue of policy 

continuity, path-dependency and the role o f policy-legacies on current policy-making 

pointing out that “One o f the principal factors affecting policy at time-1 is policy at time-0. 

... Policy responds less directly to social and economic conditions than it does to the 

consequences o f  past policy.”221

Peter Hall (1993) provides us with some analytical categories to deal with 

differences in the degree o f  change in state economic policy, or, expressed in other words, 

w ith  the issues o f  continuity and change in state policy.222

Hall asserts that “policymakers customarily work within a framework of ideas and 

standards that specifies not only the goals o f policy and the kind o f instruments that can be 

used to attain them, but also the very nature o f the problems they are meant to be addressing. 

L ike a Gestalt, this framework is embedded in the very terminology through which 

policymakers communicate about their work, and it is influential precisely because so much

* Sec Judith Goldstein and Robert O. Keohane (1993) “Ideas and Foreign Policy: An Analytical Framework,** in 
Judith Goldstein and Robert O. Keohane (eds.) (1993) Ideas and Foreign Policy - Beliefs, Institutions, and P olitical 
C hange, Ithaca, New York: Cornell University Press.

1X9 Richard Rose and Philip L. Davies (1994) Inheritance in Public Policy: Change W ithout Choice in Britain, New 
Haven: Yale University Press.

220 “Policymakers spend far more time living with the consequences of inherited commitments than with making 
choices that reflect their own initiatives. Much of a policymaker’s time in office is spent learning to understand programs 
and problems left by their predecessors." Richard Rose and Philip L. Davies (1994) Inheritance in Public Policy: Change 
W ithout Choice in Britain, New Haven: Yale University Press, p. 4.

221 Peter A. Hall (1993) “Policy Paradigms, Social Learning, and the State - The Case o f Economic Policymaking in 
Britain," Comparative Politics, Vol. 25, No. 3, April 1993, p. 277.

222 Peter A. Hall (1993) “Policy Paradigms, Social Learning, and the State - The Case of Economic Policymaking in 
Britain,” Comparative P olitics, Vol. 25, No. 3, April 1993.
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o f it is taken for granted and unamenable to scrutiny as a whole/*223 He calls this 

interpretative framework a “policy paradigm /’224

Borrowing from Thomas Kuhn’s theory about the historical evolution o f  science,225 * 

Peter Hall has introduced the concept o f ‘policy paradigm sh ift’ to refer to a radical 

transformation in which the whole set o f  goals, instruments, criteria and orientations behind 

state economic policy are modified.224 In his analysis of the economic policy change carried 

out in Britain during the 1980s, Hall distinguishes analytically between three levels or 

'orders * o f policy change:

a) a first-order policy change implies an adjustment within the instrument settings, 

“while the overall goals and instruments o f  policy remain the same;”227 * 229

b) a second-order change is when the hierarchy o f  goals behind macroeconomic 

policy remain largely the same but the basic techniques used to attain them are 

altered, “as a result o f dissatisfaction with past experience;”22* and, finally,

c) a third-order change or radical shifi which entails “simultaneous changes in all 

three components o f policy: the instrument setting, the instruments themselves, 

and the hierarchy o f goals behind policy. Such wholesale changes in policy occur 

relatively rarely...”22*

Thus, according to him,

“First and second order change can be seen as cases o f  ‘normal policymaking,* 
namely o f a process that adjusts policy without challenging the overall terms 
o f a given policy paradigm, much like ‘normal science/ Third order change, 
by contrast, is likely to reflect a very different process, marked by the radical 
changes in the overarching terms o f  policy discourse associated with a 
‘paradigm shift* If  first and second order changes preserve the broad

223 Hall (1993), p. 279.

224 Hall (1993), p. 279.

225 Thomas Samuel Kuhn (1970) The Structure o f  Scientific Revolutions, Chicago: Chicago University Press.

224 Hall (1993).

227 Hall (1993), p. 278.

™  Ibid. pp. 278-279.

229 Ibid, p.279.
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continuities usually found in patterns o f policy, third order change is often a 
more disjunctive process associated with periodic discontinuities in policy.”230

In the same way, Giandomenico Majone has introduced the distinction between 

‘core* and ‘periphery* o f  a policy in order to analyze policy development: continuity, 

adaptability, and change.231 According to Majone, the core refers to the stable part o f a given 

policy, whilst the periphery designates its flexible part. He alleges that “the need to adapt the 

particular programs through which the policy operates to everchanging economic, social, 

and political conditions keeps the periphery in constant flux, but peripheral changes do not 

usually affect the core, except perhaps through their cumulative impact.**232 Thus, according 

to Majone, “a radical transformation or abandonment of the core signifies a major change in 

policy— revolution rather than evolution.**233

These concepts are useful to distinguish and compare ‘policy regimes* and to 

identify a ‘policy regime shift '.

4.3.2. The Concepts o f ‘Policy Regime9 and ‘Policy Regime S h ift'

I use the term “policy regime** as an analytical artifact to refer to a relatively 

integrated set o f general policy orientations, goals, beliefs, working rules, general principles, 

instruments, criteria, and institutions behind economic policy and policy-making prevailing 

in a given country during (and lasting for) a relatively long period o f time. The policy 

regime characterizes the relationships between the government and the economy, the roles 

o f  the public sector, and the scope for the involvement o f private individuals and firms in 

economic activity. This setting provides the basis for expectations among actors regarding 

the ways and opportunities to pursue the search of economic gains.

* *  Ibid. p. 279.

Giandomenico Majone (1989) Evidence, Argum ent and Persuasion in the P olicy Process, New Haven: Yale 
University Press, p. 150.

232 Majone (1989), p. 151.

233 Majone (1989), p. 150.

199



The institutional bases o f Chile's economic 'miracle* —  Chapter IV

The idea of policy regime used here should not be confused with the concept used in 

international relations theory.234 However, I borrow from some o f  the scholars o f that 

tradition the definition o f  a regime as “sets o f  implicit or explicit principles, norms, rules, 

and decision-making procedures,”235 * or “sets o f  governing arrangements” that include a 

“network of rules, norms, and procedures that regularize behavior and control its effects.”234

The idea of ‘policy regime’ allows us to capture the empirical regularities, the 

continuities in economic policy, policy rules and institutional arrangements o f a country, 

that persist beyond changes in government incumbencies, parliamentary majorities or 

political coalitions. Thus, normally, a policy regime lasts longer than a government. As 

Krasner asserts, “Regimes must be understood as something more than temporary 

arrangements that change with every shift in power or interests.”237 * * ‘Normal*23* governments 

do govern within a given policy regime, within a given set o f policies and institutional 

arrangements that they inherit from the past and which constraints their actions.23’

Exceptionally, due to some combination o f internal and external factors that makes 

increasingly apparent the inadequacy, inconvenience, unfeasibility, or impossibility o f 

continuing to deal with the economy through the traditional, ‘normal* policy and 

institutional arrangements, the conditions are created for the search for and implementation 

o f “new,” “non traditional” measures for coping with the mismatch created between the 

former set o f  policies and institutions and the new reality.240 These are historical periods 

preceded by a spreading perception that “something should be done.” These are periods o f 

crisis, where there is a larger room for ideology, new ideas, the questioning o f  orthodoxy,

2^
See Stephen D. Krasner (ed.) (1983) International R egim es, Ithaca, NY; Cornell University Press, p. 2.

235 “Regimes can be defined as sets of implicit or explicit principles, norms, rules, and decision-making procedures 
around which actor’s expectations converge in a given area... Stephen O. Krasner (ed.) (1983) International Regim es, 
Ithaca, NY: Cornell University Press, p. 2.

234 Robert O. Keohane and Joseph S. Nye (1977) Power and Interdependence, Little Brown, Boston, p. 19. Quoted by 
Krasner in Stephen D. Krasner (ed.) (1983) International Regim es, Ithaca, NY: Cornell University Press, p. 2.

237 Krasner (ed.) (1983), p. 2.

230 The label “normal governments” is used in the same way that Thomas Kuhn speaks of “normal science.” See 
Thomas Samuel Kuhn (1970) The Structure o f  Scientific R evolutions, Chicago: Chicago University Press.

m  Hall (1993); Rose and Davies (1994).

240 See Hall (1993).
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policy experimentation, shifting political coalitions, changing political arrangements, and 

the search for a new ‘consensus.’241

Krasner points out that a “change within a regime involves alterations o f rules and 

decision-making procedures, but not of norms or principles; change o f a regime involves 

alteration of norms and principles; and weakening of a regime involves incoherence among 

the components o f the regime or inconsistency between the regime and related behavior.”242 

As Peter Hall characterizes it, a radical policy shift entails “simultaneous changes in all three 

components o f policy: the instrument settings, the instruments themselves, and the hierarchy 

o f goals behind policy.”243 World wide examples of such periods could be found in the 

1920s and 1930s, after the abandonment o f  the gold standard and during “the end o f  the 

laissez-faire,” as Keynes called the post W.W.I. period,244 and the period since the mid- 

1970s with the so-called “fiscal crisis o f  the state,”245 the decline of the Bretton Woods 

Agreements or “Keynesian Compromise,” and the rising criticism of the Welfare State 

setting.246 These are periods of ideological and institutional change, from which a ‘new 

order* emerges.247 Therefore, I use here the term 'policy regime shift* to refer to this kind o f 

change, one in which both the economic policy ‘paradigm*, the policies and the institutional 

arrangements surrounding state policy and policy-making are drastically changed.

However, it should be bome in mind that even when a policy regime change 

normally results from a perceived failure o f  the former institutional arrangements, it does 

not imply that economic performance will actually improve; performance might not be

241 See Majone (1989); and Hall (1993).

242 Krasner (ed.) (1983), p. 5. Emphasis added.

243 Hall (1993), p. 279.
244

John Maynard Keynes (1926) T h e  End of Laissez-Faire,** in Essays in Persuasion, Macmitlan, London and 
Basingstoke.

245 James O'Connor (1973) The Fiscal Crisis o f  the S ta te, New York: SL Martin’s Press.

246 See John Gerard Ruggie (1983) “International Regimes, Transactions, and Change: Embedded Liberalism in the
Postwar Economic Order,” in Stephen D. Krasner (ed.) International Regimes, Ithaca, New York: Cornell University 
Press; Peter A. Hall (ed.) (1989) The P olitical Power o f  Economic Ideas - Keynesianism across N ations, Princeton, NJ: 
Princeton University Press; G. John Ikenbeny (1993) “Creating Yesterday's New World Order: Keynesian ‘New 
Thinking’ and the Anglo-American Postwar Settlement," in Judith Goldstein and Robert O. Keohane (eds.) (1993) Ideas 
and Foreign Policy - Beliefs. Institutions, and P olitical Change, Ithaca, New York: Cornell University Press; Peter A. Hall 
(1993) “Policy Paradigms, Social Learning, and the State - The Case of Economic Policymaking in Britain," Com parative 
P olitics, Vol. 25, No. 3, April 1993.
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substantially affected, or, even, it could worsen.24* Some former Socialist countries offer an 

example o f the difficulties and uncertainties involved in the attempt to shift between policy 

regimes, and make clearer the importance o f institutional factors and the process of 

institution re-building in shaping the outcomes.149 Argentina constitutes another painful 

example o f a country which experienced economic decline after a  policy regime shift carried 

out during the 1940s.247 * 249 250 Thus, contrary to the approach o f  some functionalists, in my view 

there is no a priori assumption about the ‘superiority* o f  the new order nothing guarantees 

that the new order will be ‘better’ or more ‘efficient’ than the former one. It will depend on 

the nature o f the change towards or away from policies and institutional arrangements which 

tend to favor economic performance rather than hurt it, as discussed in C hapter Three and 

in Section 4.1 of this chapter.

4.4. Policy Regim es and Economic P erform ance

I assert that a key characteristic that serves to compare policy regimes, one which 

will shape its economic performance patterns, is given by the degree o f  discretionary 

authority enjoyed by the government and the polity on the economy. Policy regimes in 

which the government and the polity enjoys a large degree o f discretionary authority on the 

economy, in particular, large *horizontal* discretionary authority (H-DA), will tend to 

experience a poorer economic performance and slow economic growth patterns.

By the same token, policy regime shifts may tend to either improve or harm 

country’s economic performance, depending on whether they reduce or enlarge the degree

247 On institutional change and economic performance, see Douglass C. North (1990) Institutions, Institutional 
Change and Econom ic Perform ance, New York: Cambridge University Press.

240 See North (1990). Indeed, many economists and social scientists predicted that the policy change being carried out 
in Chile since the mid-1970s— the “experiment”, as it was called— would result in unstable and worsening economic 
performance, deindustrialization, long lasting unemployment and general impoverishment

249
See Man cur Olson (1992) “The Hidden Path To A  Successful Economy,” in Christopher Clague and Gordon 

Rausser (eds.) The Emergence o f  M arket Economies in E astern Europe, Cambridge, M A : Basil Blackwell.

See Carlos Diaz Alejandro (1970) Essays on the E conom ic H istory o f  the A rgentine Republic, New Haven: Yale 
University Press; Carlos H. Waisman (1989) "Argentina: Autarkic Industrialization and Illegitimacy,” in Larry Diamond, 
Juan J. Linz, and Seymour Martin Lipset (eds.), D em ocracy in  D eveloping Countries - Latin  America, Boulder, Colorado: 
Lynne Rienner; Paul H. Lew is (1990) The Crisis o f  A rgentine Capitalism , Chapel Hill: University of North Carolina Press.
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o f DA o f the government and the polity on the economy. Policy regime shifts that reduce 

government DA, strengthening the protection and enforcement o f private ownership rights 

and contracts and reducing the room for political exchange as a source of economic gains, 

will experience faster economic growth.

It is necessary to distinguish between the long-term trend o f GDP growth and the 

fluctuations it can experience in the short-term. Whilst short-term fluctuations are in general 

the consequences of conjunctural factors (both external and internal) and short-term policy 

measures adopted by the government, the long-term trend of growth reflects the capacity o f 

the country and its institutional setting to expand the generation o f goods and services, 

increasing aggregate wealth and welfare.*51 Therefore, the key indicator of countries* (and 

policy regimes*) economic performance is the annual average growth rate of per capita GDP 

over a long-term period.

To sum up, a shift from a pattern o f  slow economic growth towards a pattern o f fast 

growth can be hypothesized to be related to a policy regime shift which reduces the 

discretionary authority enjoyed by the government and the polity, improves the protection o f 

private property rights, thus reducing the room for political exchange as a source o f 

economic gains.

4.5. T he Hypothesis

My working hypothesis is that the change in Chile’s pattern o f economic growth 

observed since the mid-1970s is related to a policy regime shift, that is, a policy and 

institutional change which involved a reduction in the discretionary authority o f  the 

government and the polity , reducing horizontal discretion (H-DA). This change reduced the 

room for ‘political exchange* vis-à-vis ‘economic exchange*, thus reducing the room for 

opportunistic behavior and the consequent uncertainty faced by economic agents, and

251 See Hugo &  Pablo Trivelli O. (1978) "E l Crecimiento Económico Chileno,* in Roberto Zahler, Ernesto Tironi, et 
a i  (1978) Chile ¡940/1975 - Treinta y  Cinco Años de D iscontinuidad Económica, Santiago de Chile: Instituto Chileno de 
Estudios Humanísticos (ICHEH).
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enlarging the opportunities and incentives to  engage in productive and efficiency-enhancing 

activities as the main means of acquiring economic gains.

To investigate this hypothesis I analyze the economic policies and institutions 

prevailing in Chile under each of the two periods in which the economy shows contrasting 

patterns o f economic growth, comparing the relative degree o f discretionary authority (DA) 

enjoyed by the government during each o f  them. I expect to find a change in DA; in 

particular, a substantial reduction in government discretion during the period in which the 

Chilean economy shows a faster and more stable growth pattern.

This hypothesis contrasts with an alternative explanation provided by state-centric 

approaches which sees the attainment of fast and sustained economic growth as the result o f 

the presence o f a ‘strong developmental state*, that is, a state that intervenes actively in the 

economy, mastering selective industrial and sectoral policies, providing financing, 

managing foreign trade, coordinating private activities and investments, and, in general, 

‘governing the market’ towards the attainment o f purposive strategic goals such as rapid 

industrialization and productive specialization in certain pre-defined  sectors (see C hapter 

Three, Section 3.3.2.2.).

According to my hypothesis, the shift in Chile’s pattern o f  economic performance, 

rather than a result o f  the presence o f such a ‘strong developmental state*, was a result o f an 

institutional change, a  change in the “rules o f the game” and mode o f governance 

characterizing the economic system, which entailed the strengthening of rules regarding 

private ownership, entrepreneurship, and the forms and objectives o f  the intervention o f the 

state in the economy, delimiting the boundaries between the ‘public* and the ‘private’ 

spheres and the respective roles and prerogatives o f private and public agents in the 

economy, strengthening the “regulatory” character o f the state and public institutions and 

reducing its “positive” or “purposeful” content.2”

252
For a distinction between ‘positive’ and ‘regulatory’ inodes o f governance, see Giandomenico Majone (1996b) 

"From  the Positive to the Regulatory State: Causes and Consequences o f Changes in die Mode of Governance," (mimeo).
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5. Chapter F ive —  ECONOMIC POLICY & INSTITUTIONS IN 

CHILE (1950-70)

“Throughout 1930-73, certainly long before Allende’s road-to-socialism  policies, the 
m ain determinant o f  Chile’s economic destiny was government. Its direct and indirect 
role as producer, consumer, employer, and agent shaping distribution and capital 
accum ulation grew  almost continuously and irrevocably as its policies on taxation, 
expenditure, transfer, incomes, trade and balance o f payments, ownership, and other 
matters affected alm ost every aspect o f economic life.”
------ M arko s J. M am alakis (1976) The G row th a n d  S tru c tu re  o f  the C hilean E co n o m y:
F rom  In d ep en d en ce to  A llen d e , London: Yale University Press, p. 112.

5 .1 . I n t r o d u c t io n

During the period 1950-1970, Chile’s economic policy was carried out within a 

policy regime known as “Estado desarroilista y  empresario” (“developmentalist and 

entrepreneurial state’*)** 1 This policy regime was characterized by the pursuit o f an inward- 

looking industrializing strategy led by the state, aimed at achieving accelerated and self- 

reliant economic growth, reducing the instability and vulnerability o f the domestic economy 

to external factors and changes in the international economy, stimulating production and the 

expansion of internal demand, providing full employment, and improving the distribution o f 

the national income.1 The industrialization strategy was based on import-substitution, 

induced through restrictions on foreign trade, state subsidies and controlled credit for 

domestic industry, discriminatory policies in favor o f the manufacturing sector, and a more 

active and direct involvement o f the state in the creation o f  the conditions for the 

enlargement o f  the manufacturing activity, through public investments and the creation o f 

state enterprises. Since this strategy also required keeping food prices low in order both to 

avoid upward wage pressures on production costs in manufacturing and to expand the

1 Oscar Muñoz Gomá (1986) Chile y  su Industrialización - Pasado, C risis y  Opciones, Corporación de Investigaciones 
Económicas para Latinoamérica (C IEPLAN), Santiago de Chile, p. 71; Rotf i. Lflders (1993) "E l Estado Empresario en 
Chile • Las bases de su desarrollo hasta 1973, y  la privatización durante el Régimen Militar," in Daniel L. Wisecarver (ed.) 
E l M odelo Económico C hileno, (2nd. edition, first in 1992) Centro Internacional para el Desarrollo Económico (C IN D E ) 
&  IE-PUC, Santiago de Chile.

1 See Muñoz Gomá (1986); and Patricio Meller (1990) "Una perspectiva de largo plazo del desarrollo económico 
chileno, 1880-1990," in Magnus Blomstrom and Patricio Meller (coords.) Trayectorias Divergentes - Comparación de un 
Siglo  de D esarrollo Económ ico Latinoam ericano y  Escandinavo (Santiago de Chile: Cieplan-Hachette).
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internal demand for domestically manufactured goods, the government imposed price 

controls on food and agriculture, and granted subsidies for food imports.

This strategy required an expansion o f the role o f the state in the economy and the 

enlargement of the scope of its administrative and entrepreneurial prerogatives and 

capacities, allowing it to intervene in markets, control prices and foreign trade, manage 

sectoral policies, subsidies and credit, and create and operate new agencies and enterprises. 

Therefore, this strategy of economic development not only involved an expansion o f  the size 

and economic importance o f the public sector in the national economy but also meant an 

important enlargement o f the discretionary authority o f the government and public officials 

on economic policy.3 4 In Frederic Deyo's terms, the model o f  economic development 

explicitly adopted and pursued by Chile since 1939 was a “sta te-led* rather than a "state- 

induced strategy.”* In fact, the role o f  the public sector within the economy was not limited 

to the provision of public works, services, and investment in infrastructure, and the granting 

o f  subsidies and access to credit to the private sector, but it also performed a direct 

entrepreneurial role, creating public enterprises and nationalizing others, becoming directly 

involved in steel, coal, cement and cellulose production, the generation of electrical power, 

the oil-industry, the production o f sugar, medicines, chemicals, and electrical appliances, the 

exploitation o f fishery and forestry, etc.5

The 1950-1970 period covers four presidential terms: (1) 1946-1952, Gabriel 

González Videla (a member of the centrist, pragmatic, and non-confessional Radical Party 

and supported first by a center-left and later by a center-right coalition o f parties); (2) 1952- 

1958, Carlos Ibáñez del Campo (an ex-general who headed an authoritarian government in 

the late 1920s, independent, supported by a populist mix o f parties* fractions and a public 

opinion movement attracted by an ‘apolitical* and anti-corruption drive); (3) 1958-1964, 

Jorge Alessandri Rodriguez (industrial entrepreneur, former Finance Minister, independent-

3 See Muñoz Gomá (1986).

4 Frederic C. Deyo (ed.) (1987) The P olitico! Econom y o f  the New Asian Industrialism , Cornell University Press, 
Ithaca, p. 17 (‘Introduction*)- See Section 3.4.2 in Chapter Three, which deals with the stale-centric approach to 
development.

5 See Carlos Alvarez VouIIieme (1993) "La  Corporación de Fomento de la Producción y  la Transformación de la 
Industria Manufacturera Chilena," in CEP A L  (EC LA C ) Las Transformaciones d e  la  Producción en Chile: Cuatro 
Ensayos de Interpretación (Santiago de Chile: ECLAC).
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liberal, supported by an array of right-wing, pro-business independent sectors, then by a 

center-right party coalition, and lately by the parties of the right); and, finally, 1964-1970, 

Eduardo Frei Montalva (leader o f the Christian Democrats, supported by his party only, 

despite being elected by absolute majority thanks to the votes of the right). The period under 

analysis in this chapter ends in September o f  1970, when Salvador Allende, the candidate o f 

a coalition headed by the Socialist and the Communist Parties, won the presidential 

elections by a narrow relative majority (36.5% of the vote, against 34.9% obtained by the 

candidate o f the right).6

Despite the differences in the political and ideological orientation and economic 

interests represented by the governments o f  the period, and the shifts in the composition o f 

congress, the strategy o f import-substituting-industrialization (ISI) with an active 

entrepreneurial and developmental role performed by the state was shared and maintained 

by all political parties and government coalitions, ranging from Communists to Right-wing 

Conservatives.7 Towards the end o f  the period, the unfulfilled expectations that had been 

placed on this strategy, as evidenced by a poor economic record and permanent economic 

instability, contributed to increasing redistributive conflicts and political polarization*

This chapter describes and characterizes the economic policies and institutional 

arrangements prevailing in Chile during the 1950-1970 period in order to compare them 

w ith those of the period 1975-1995, treated in the next chapter. In particular, the analysis 

focuses on the characteristics o f state involvement in the economy, the structure o f the 

polity, the patterns o f  economic policy-making, the nature o f the incentives and 

opportunities they generated for the action of economic agents, and the effects on 

macroeconomic stability, investment, and entrepreneurship. The analysis shows that

6 On Chile’s political and party evolution, see Arturo Valenzuela ( 1994) "Party Politics and the C risis of 
Presidential ism in Chile: A  Proposal for a Parliamentary Form of Government." in Juan J. Linz and Arturo Valenzuela 
(eds.) The Failure o f  Presidential Democracy, Vol. 2: The Case o f Latin Am erica (Baltimore: The John Hopkins 
University Press); Alan Angelí ( 1993) Chile de A lessandri a Pinochet: En busca de la  utopia , Santiago de Chile: Editorial 
Andrés Bello; Arturo Valenzuela (1978) The Breakdown o f  Democratic Regimes - C hile, Baltimore: The John Hopkins 
University Press; Simon Collier and William F. Sater ( 1996) A History o f  Chile. /808-1994, New York: Cambridge 
University Press.

7 See Muñoz Gomá (1986), p. 231.

*  See Valenzuela (1978); Muñoz Gomá (1986); Jorge Marshall Rivera (1984) "Economics of Stagnation • Analysis o f 
the Chilean Experience 1914-1970," unpublished Ph.D. Thesis, Harvard University, M ay 1984; and Andrés Velasco 
(1994) "The State and Economic Policy: Chile 1952-92," in Barry P. Bosworth, RQdiger Dombusch and Raúl Labán (eds.) 
The Chilean Economy - P olicy Lessons and Challenges (Washington, DC: The Brookings Institution)..
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economic policy during the period was characterized by high instability, particularism, 

short-tennism, discriminatory treatment for different economic sectors, activities and social 

groups, and increasing uncertainty regarding government policy and property rights. 

Moreover, the analysis reveals that the government and the polity enjoyed a large degree of 

Horizontal-0A on economic policy. The low economic growth observed (see Chapter 

Two) was accompanied by low investment, slow capital accumulation, macroeconomic 

instability, recurrent balance-of-payment difficulties and chronic fiscal deficits.*

The first section o f the chapter characterizes the strategy o f  economic development 

embraced by the state during the period providing the historical background o f its adoption 

and implementation and the main patterns o f  macroeconomic performance. The second 

section characterizes the institutional and political setting prevailing during the period and 

highlights some key features o f the political game. The third section describes and analyzes 

the main economic policies followed and their effects on state finances, macroeconomic 

stability, and the incentives for entrepreneurship, investment, rent-seeking, influence and 

distributive struggles.

5.2. The “E s t a d o  D e s a r r o l u s t a  y  E m p r e s a r i o 99 and the  ISI Strategy

“From being an agent which set the institutional framework and defined certain general 
policies, die state shifted to perform a direct role in the promotion of development and to 
participate in entrepreneurial activity.”
-----  Oscar Muñoz Gomá (1986) Chile y  su Industrialización: Pasado, Crisis y
Opciones, CTEPLAN, Santiago de Chile, p. 104,

During the 1950-1970 period, the Chilean economy was characterized by closure, 

protectionism and an expansion in the size and role o f the state in the economy as the result 

o f a strategy o f economic development aimed at promoting industrialization as the way to

* For a general overview see Marshall Rivera (1984); Muñoz Gomá (1986); Meller (1990); Alejandro Jadresic (1993) 
"L a  Transformación de la Producción, el Crecimiento y  la Competitividad Internacional en la Experiencia Chilena," in 
CEP A L  (EC LA C ) Las Transform aciones de la  Producción en Chile: Cuatro Ensayos de Interpretación (Santiago de 
Chile: Economic Commission for Latin America and The Caribbean, Serie Estudios e Informes de la CEPAL, No. 84); 
and Velasco (1994). For a more detailed analyses of the Chilean economy and state policies during the 1950-1970 period, 
see Ricardo Ffrench-Davis (1973) Políticas Económ icas en Chile 1952-1970, Santiago de Chile: CEPLAN, Ediciones
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achieve accelerated and self-reliant economic growth, following a model known as Estado 

desarrollista y  empresario.,0 In fact, during the 1950-1970 period the State expanded very 

fast, Chile becoming the country in which the public sector attained an economic role larger 

than in any other Latin American country, with the sole exception of Cuba." The state 

directly assumed the function of promoting economic development through a set of policies 

which saw industrialization as the solution to the economic and social problems o f the 

country. In order to promote industrialization, the state made use of explicit and implicit 

subsidies for industrial development, the imposition o f restrictions on foreign trade to 

discourage imports o f manufactures, the creation of specialized development agencies, and 

the formation o f public and mixed enterprises in areas considered to be ‘strategic’.* 10 11 12 This 

process was accompanied by policies aimed at redistributing income and ownership and at 

providing social and welfare services in favor of the middle and working classes.13 Finally, 

this strategy was accompanied by expansive fiscal and monetary policies justified as a 

means to stimulate aggregate demand and employment.14 *

It was expected that this strategy would lead to accelerated economic development, 

reducing the instability and vulnerability o f  the domestic economy attributed to external 

factors and changes in the international economy, stimulating production, employment and

Nueva Universidad; and Markos J. Mamalakis (1976) The Growth and Structure o f  the Chilean Economy; From  
Independence to Allende, New Haven and London: Yale University Press.

10 Muñoz Gomé (1986), p. 71; LOders (1993) "E l Estado Empresario en Chile - Las bases de su desarrollo hasta 1973, 
y  la privatización durante el Régimen Militar," in Wisecarver(ed.) (1993) E l M odelo Económico Chileno.

11 See Arturo Valenzuela (1976) "Political Constraints to the Establishment of Socialism in Chile," in Arturo 
Valenzuela and J. Samuel Valenzuela (eds.) Chile: Politics A nd Society (New Brunswick, New Jersey: Transaction Books, 
Rutgers University), p. 16; Valenzuela (1978), p. 13; Sergio Bitar (1986) Chile - Experim ent in Democracy, Philadelphia: 
Institute for the Study of Human Issues, p. 8; Karen L. Remmer (1989a) "Neopatrimonialism: The Politics of M ilitary 
Rule in Chile, 1973-1987," Comparative P olitics, January 1989, p. 149.

12 See Muñoz Gomá (1986); Mariana Aylwin, Carlos Bascuñán, Sofía Conea, Cristián Gazmuri, Sol Serrano, & 
Matías Tagle (1990) Chile en e l Siglo XX, Editorial Planeta (3a. ed., 1994), Santiago de Chile; Mario Marcel &  Jaime 
Andrés Crispi (1991) "Administración estatal y  finanzas públicas: la transformación del Estado en Chile," Cuadernos del 
CLAEH , (Revísta Uruguaya de Ciencias Sociales) No. 58-59: 99-114; and Velasco (1994).

13 See José Pablo Arellano (1985) Politicos sociales y  desarrollo - C hile 1924-1984, Santiago de Chile: Corporación 
de Investigaciones Económicas para Latinoamérica (C IEPLAN); Muñoz Gomá (1986); Mario Marcel &  Alberto Arenas 
(1991) Reformas a la  Seguridad Social en C hile, Washington DC: Banco Inter-americano de Desarrollo.

14 See Markos J. Mamalakis (1976) The Growth and Structure o f  the Chilean Economy: From Independence to
A llende, New Haven and London: Yale University Press.
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the expansion of the internal demand, and making it possible to improve the distribution of 

the national income.15

The public sector experienced a notable expansion, becoming actively involved in 

production and the allocation of investment and credit. In addition, the state acquired direct 

control over prices, wages and salaries, foreign currency, banking credit and interest rates. 

The regulations for the labor market were increased, and the state intervened directly in 

collective bargaining and industrial relations. There was an expansion of social and welfare 

programs and policies aimed at redistributing income in favor o f  the middle and the working 

classes. Property rights and entrepreneurship o f  both foreign and domestic economic agents 

were subject of several limitations and regulations. Oscar Muñoz (1986) has used the label 

‘state capitalism’ to typify the essential character o f the Chilean economy during the 

period.14

5.2.1. Historical Background: The O rigins of the IS I  Strategy and the Adoption of the

‘Estado Desarrollista y  Em presario9 M odel

Although the origins of a more active role o f the state in the economy can be traced 

back to the late-1920s and 1930s, it was not until 1939, linked to the electoral triumph o f  the 

Frente Popular in the presidential elections o f October 1938, that the state explicitly 

adopted an active entrepreneurial and developmentalist role aimed at fostering 

industrialization and self-reliant economic growth via import-substitution.* 17 The adoption o f 

such a strategy was the result o f a combination o f economic and political developments 

which took place during the 1930s: the dramatic negative impact o f the Great Depression

See Marshall Rivera (1984); Muñoz Gomá (1986); Meller (1990); Jadresie (1993); and Andrés Solimano (1996) 
"Economic Growth under Alternative Development Strategies: Latin America from the 1940s to the 1990s," in Andrés 
Solimano (ed.) R oad M aps to  Prosperity - Essays on Growth and D evelopment, ?: University o f Michigan Press 
(forthcoming).

14 Oscar Muñoz Gomá (1986) Chile y  su  Industrialización  - Pasado, Crisis y  O pciones, Santiago: Corporación de 
Investigaciones Económicas para Latinoamérica (C IEPLAN ), p. 231. See also Mamatakis (1976), p. 253.

17 See Gabriel Palma (1984) "From an Export-led to an Import-Substituting Economy. Chile 1914-39," in Rosemary 
Thorp (ed.) Latin Am erica in  The 1930s - The Role o f  th e  Periphery in World C risis (Hong Kong: S t  Antony* s/The 
MacMillan Press); Ricardo Ffrench-Davis &  Oscar Muñoz G. (1990) "Desarrollo Económico, Inestabilidad y  
Desequilibrios Políticos en Chile: 1950-89," Colección E studios CIEPLAN, No. 28, Junio 1990: 121-156.
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and the crisis o f  the natural nitrate industry on Chile’s exports, imports, employment, state 

finances, consumption; the protectionist stance adopted by the industrialized countries 

during the 1930s; the growing political organization and electoral strength o f the urban 

middle and working classes, represented by center-left and left-wing parties; the influence o f 

nationalist, corporatist, anti-imperialist, and socialist ideologies, fostered by the Great 

Depression; the economic recovery experienced during the mid-1930s led by the 

manufacturing sector and the stimulating effects of ‘heterodox’ fiscal policies adopted as 

exceptional measures to deal with the emergency; and the international spreading of ideas 

favorable to a more active role of the government and public expenditures in the expansion 

o f aggregate demand, the generation o f  employment and industrial stimulation.18 19

As one Chilean historian has concisely put it,

“The 1930’s crisis in Chile meant not only a collapse of the export model and 
the generalized questioning o f the liberal principles, but also it brought great 
prestige to statist and interventionist economic conceptions, the socialist views 
and the idea o f planning.”1*

Indeed, by the late 1930s there was a broad consensus in the country that self-reliant 

economic growth needed a deliberated effort to foster industrialization, reducing the 

vulnerability o f  the Chilean economy to external shocks and sudden changes in the world

18 Sce P.T. Ellsworth (1945) Chile: An Economy in Transition, Wcstport, New York; Aníbal Pinto Santa Cruz (1958) 
C hile, Un Caso de D esarrollo Frustrado, Santiago: Editorial Universitaria, (2nd. edirion in 1962); Aníbal Pinto (1964) 
C hile: Una Economía D ifícil, Fondo de Cultura Económica, México; Osvaldo Sunkel (1965) “Change and Frustration in 
Chile," in Claudio Veli2 (ed.) O bstacles lo Change in Latín America, Oxford University Press, London; Jorge Tapia- 
Videla (1977) "The Chilean Presidency in a Developmental Perspective," Journal o f  Interamerican Studies and W orld 
A ffa irs, Vol. 19, No. 4, November 1977, p. 454.; Tomás Moulián (1982) "Desarrollo Político y Estado de Compromiso • 
Desajustes y  Crisis Estatal en Chile," Colección Estudios CIEPLAN, No. 8, Julio 1982: 105-158; Gabriel Palma (1984) 
"From  an Export-led to an Import-Substituting Economy: Chile 1914-39," in Rosemary Thorp (ed.) Latín America in The 
I9 3 0 s - The Role o f  tke  Periphery in World Crisis, St. Anthony’s/The MacMillan Press, Hong Kong; Marshall Rivera 
(1984); Gabriel Palma (1985) "Extemal Disequilibrium and Interna! Industrializaron: Chile, 1914-1935," in Christopher 
Abel and Colin Lewis (eds.) Latín America, Economic Imperialism  and the State: The P olitical Economy o f  the E xtem al 
C onnection from  Independence to  the Present, The Athlone Press, London; Muñoz Gomá (1986); Aylw in et al. (1990) 
C hile en e l Siglo X X , Editorial Planeta (5a. ed., 1994), Santiago de Chile; Meller (1990) "Una perspectiva de largo plazo 
del desarrollo económico chileno, 1880-1990"; Paul Drake (1992) Socialism o y  Populism o, Chile 1936-1973, Serie 
Monografías Históricas 6-1992, Instituto de Historia, Universidad Católica de Valparaíso, Valparaíso; Femando Silva V. 
(1993) “Un Contrapunto de Medio Siglo: Democracia Liberal y  Estatismo Burocrático, 1924-1970," in Sergio Villalobos 
e t a l. (1993) H istoria de C hile, Editorial Universitaria (fírst edition in 1974), Santiago de Chile; LQders (1993); and Carlos 
Alvarez Voullieme (1993) "La  Corporación de Fomento de la Producción y la Transformación de la Industria 
Manufacturera Chilena,” in C EP A L  (EC LA C ) Las Transformaciones de la  Producción en Chile: Cuatro E nsayos de  
Interpretación (Santiago de Chile: Economic Commission for Latín America and The Caribbean, Serie Estudios e 
Informes de la C EPAL, No. 84).

19 René Millar C. (1992) “Comentario," in Matías Tagle D. (ed.) La C risis de la D em ocracia en Chile - Antecedentes y  
C ausas, Santiago de Chile: Editorial Andrés Bello (IH-PUC/CERQ, p. 284.

2 1 1



The institutional bases o f C hile’s  economic 'miracle* — Chapter V

economy and enabling it to generate new and more dynamic sources o f employment, an 

effort which demanded a more active role o f  the state through fiscal, monetary, credit, 

investment and foreign-trade policy.10

However, whilst the center-left parties representing middle and working class groups 

were in favor of an increase in the size and functions o f  the public sector, greater welfare 

programs, and a direct involvement o f the state in production, employment, economic 

regulation (price, wages, exchange controls) and central planning, the center-right parties 

and private business sectors were asking for greater support and protection of domestic 

producers, easier access to financial credit, and public investment in  infrastructure works.20 21 22

Of particular importance for the adoption and consolidation o f the import- 

substituting-industrialization strategy cum state d irig ism i1 was the 1938 electoral triumph 

o f the Frente Popular, as well as the following successive governments of the Radical Party, 

which governed in different shifting coalitions until 1952.23 In the presidential elections of 

1938, the candidate o f the Frente Popular—a center-left coalition presided over by the 

moderate, progressive, and non-confessional Radical Party, and joined by the left-wing 

Socialist and Communist parties and the organized labor movement—won a narrow 

majority o f votes against the candidate o f  the right-wing alliance of the traditional 

Conservador and Liberal parties,24 which had governed the country for the previous century,

20 See Marshall Rivera (1984), pp. 15-43; Muñoz Gomé (1986); Alvarez Voullieme (1993); and Simon Collier and 
W illiam  F. Sater (1996) A H istory o f  Chile, 1808-1994, New  York: Cambridge University Press, p. 264,

21 See Ignacio Muñoz Delaunoy (1991) H istoria d el Poder: L a Sociedad N acional d e  Agricultura D urante e l Periodo 
d e l Frente Popular, Fundación Mario Góngora, Serie Avances No. 1, Santiago de Otile; and Alvarez Voullieme (1993).

22 See Oscar Muñoz Gomá (1993) "Hacia el Estado Regulador," in Oscar Muñoz G., (ed.) Después de las 
Privatizaciones: H acia e l Estado Regulador, Corporación de Investigaciones Económicas para Latinoamérica, C IEPLAN , 
Santiago de Chile; and Solimano (1996).

23 On the Frente Popular, see Paul Drake (1992) Socialism o y  Populism o, C hile 1936-1973, Serie Monografías 
Históricas 6-1992, Instituto de Historia, Universidad Católica de Valparaiso, Valparaíso. See, also, Ignacio Muñoz 
Delaunoy (1991) H istoria d e l Poder: La Sociedad N acional d e  A gricultura D urante e l Periodo del Frente Popular, 
Fundación Mario Góngora, Serie Avances No. 1, Santiago de Chile; and Collier and Sater (1996) A H istory o f  Chile, 
¡808-1994, New York: Cambridge University Press, pp. 226-251. On the electoral support of the different presidential 
candidates, political parties and coalitions, and the statistics o f the composition of the Congress, see Arturo Valenzuela 
(1994) "Party Politics and the Crisis of Presidentialism in Chile: A  Proposal for a Parliamentary Form of Government," in 
Juan J. Linz and Arturo Valenzuela (eds.) The Failure o f  P residential Democracy, Vol. 2: The Case o f  Latin America 
(Baltimore: The John Hopkins University Press): 91-150.

24 In the elections held on October 24th, 1938, Pedro Aguirre Cerda, member o f the Radical Party and presidential 
candidate of the Popular F ront, obtained 50-1% o f the votes against Gustavo Ross Santa Maria, member of the Libera] 
Party and supported by Liberals and Conservatives, who obtained 49.2 percent of the votes, with a difference between 
them of about 4,111 votes out o f a total of 443,992 votes. Source: Arturo Valenzuela (1994) "Party Politics and the Crisis 
o f Presidentialism in Chile: A  Proposal for a Parliamentary Form of Government,” in Juan J. Linz and Arturo Valenzuela

2 1 2



The institutional bases o f Chile’s economic ’miracle' —  Chapter V

and which retained their majority in the Congress.25 With the triumph of the Frente Popular 

and the successive governments o f the Radical Party,26 the trend toward a more inward- 

oriented, import-substituting industrial expansion, and to a more active role of the state in 

the economy became an explicit and deliberate strategy, officially adopted and pursued by 

the state.27 At the same time, since that moment organized private-interest groups acquired 

increasing formal representation in the public sector, actively participating in the 

formulation and implementation o f state policies.2*

According to the government of the Frente Popular and its Radical successors, an 

increase in the industrial capacity of the country would be impossible without a 

comprehensive, planned , coordinated effort aimed at promoting the expansion o f domestic 

production and employment. It was therefore necessary to stimulate import-substituting 

industries through the use of trade restrictions on imported manufactures— sheltering 

domestic production and ‘infant industries’ from competition from abroad, the provision o f 

government subsidies, favorable access to foreign currency, tax benefits, and ‘soft’ credit 

lines for the creation o f new industries and to acquire capital goods and imported 

technology. On the other hand, it was necessary to face the problems o f the balance o f 

payments, low savings, the insufficient growth of agricultural production, the small size o f 

the domestic market, and the shortage o f technical and professional education. Finally, 

industrialization needed a massive investment program in areas such as electrical power, * 36 37

(eds.) The Failure o f  P residential Democracy, Vol. 2: The Case o f Latin Am erica (Baltimore: The John Hopkins 
University Press), p. 117.

25 See Collier and Sater (1996), pp. 226-243. See also Tapia-Videla (1977), p. 461. When the President of the P opular 
F ro n t took office, his coalition had the support of 39.0% of the members of the Chamber of Deputies (57/146) and 37.8% 
o f the Senate (17/45). Source: Arturo Valenzuela (1994), Ibid., p. 123.

36 The Radical Party governed from 1938 until 1952, with three Presidents, and with the support of shifting coalitions 
among a ll political parties during each tenure, including Communists, Socialists, Falangists, Liberals, and Conservatives. 
See Valenzuela (1994).

37 On the adoption o f the I SI strategy with state entrepreneurship, see Muñoz Gomá (1986) Chile y  su 
Industrialización - Pasado, C risis y  O pciones, Corporación de Investigaciones Económicas para Latinoamérica 
(C IEPLA N ), Santiago de Chile (particularly Chapters IV  and V); Meller (1990), pp. 65-73; and LOders (1993). On the 
significance of Frente Popular government, see Drake (1992); and Muñoz Delaunoy (1991). On the origins of the trend 
toward a more inward-oriented economic strategy and toward a more active economic role o f the state, see Gabriel Palma 
(1984) "From an Export-led to an Import-Substituting Economy: Chile 1914-39* in Rosemary Thorp (ed.) Latin Am erica  
in  The /9 3 0 s - The R ole o f  the Periphery in World C risis, S t  Anthony’s/The MacMillan Press, Hong Kong; Marshall 
Rivera (1984); Gabriel Palma (1985) "External Disequilibrium and internal Industrialization: Chile, 1914-1935,” in 
Christopher Abel and Colin Lewis (eds.) Latin America, Economic Imperialism and th e  State; The P olitical Econom y o f  
th e  E xternal Connection from  Independence to the P resent, The Athlone Press, London; and Oscar Muñoz Gomá (1986).
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steel production, oil, fertilizers, etc. In order to overcome all these problems, it was thought 

necessary to implement a global long-term strategy, to be assumed, supported, and directed 

by the state.* 29

As was mentioned before, while by the late 1930s there was a relatively wide 

consensus favoring a more active role o f the state in the economy, this consensus did not 

extend to how the ISI strategy was to be carried out in practice nor to how active should be 

the role played by the state.30 For the Frente Popular and the center-left parties, 

industrialization was tied to state planning and a more direct role o f  the public sector in 

productive activities, the expansion o f internal demand, employment, social welfare and 

more equal income redistribution,31 while for business associations and the conservative- 

liberal political opposition, the role o f the state was that o f  providing support for the 

development o f domestic private enterprises, directly intervening only in extreme cases of 

activities which the private sector was unable to cany out by itself. This was to happen on a 

temporary basis, only providing an initial spurt and then leaving the development o f  such 

activities to private hands, and without compromising fiscal and monetary discipline or 

increasing taxation.32

The conflict between those two views crystallized around the issue of the creation of 

CORFO, an institution which was to play a central role in the expansion o f  the 

entrepreneurial and developmentalist state strategy for industrialization. The Corporación 

de Fomento de la Producción or CORFO (Corporation o f Production Promotion or Chilean 

Development Corporation) was proposed by the Frente Popular as an agency placed at the

See Constantine C. Menges (1966) “Public Policy and Organized Business in Chile: A  Preliminary A n a lysis" 
Journal o f  International A ffa irs, Vol. XX , No. 2; and Muñoz Delaunoy (1991).

29 Aylw in e t a t  (1990), p. 167; and Alvarez Voullieme (1993). See also Meller (1990) "Una perspectiva de largo 
plazo del desarrollo económico chileno, 1880-1990," 65-73.

30 See Menges (1966); and Muñoz Delaunoy (1991). See also Aylw in e ta l. (1990), pp. 164-178.
31

See Jorge Tapia-Videla (1977) "The Chilean Presidency in a Developmental Perspective," Journal o f  Interam erican 
Studies and W orld A ffairs, Vol. 19, No. 4, November 1977.

32 See Menges (1966); Tapia-Videla (1977), pp. 461-462; Muñoz Gomá (1986); M uñoz Delaunoy (1991). See also 
Aylw in et a t (1990), p. 166; and Patricio Meller (1990), p. 72.
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highest level o f the government that would bear the responsibility o f coordinating the 

process o f productive modernization and industrial development.33

Even though the creation of an advisory ‘National Economy Council’ of 

representatives o f  both the private and the public sectors had been repeatedly demanded by 

business organizations— “to protect the interest of the productive sector within the 

committees of the National Congress”—, most of them resisted, together with the 

Conservative and the Liberal parties, the prospect of a direct state involvement in 

production competing with private firms and the enlargement of state activity and taxation.34 

This adverse stance towards the so-called Estado desarrollista y  empresario was grounded 

on the private entrepreneurs* fears o f unfair competition coming from public enterprises, the 

increase in the tax burden, the government’s voiced intentions to favor workers 

unionization, extending it towards the countryside, and to redistribute land to rural poor, as 

well as on the traditional ideological and political aversion of conservatives and liberals to 

the enlargement o f state activity.35 * Yet, some business sectors, particularly the 

manufacturing and industrial producers represented by the Sociedad de Fomento Fabril 

(SOFOFA, Society for Industrial Development) who by that time were acquiring increasing 

influence at the expense o f agricultural producers and landowners in the representation o f 

organized business interests, viewed the government proposal with more sympathy, since it 

could provide them with easy credit, subsidies and other forms o f support.34

The approbation o f the government initiative by Congress, where the Frente Popular 

coalition was in a minority, was unexpectedly ‘helped* by an earthquake that devastated the 

southern town o f Chilian in January 1939, in the worst catastrophe suffered by Chile since 

1906. Presented as a measure to deal with the emergency and to promote the reconstruction

33 Aylw in et al. (1990), pp. 165*169.

34 See Muñoz Gomá (19S6), p. 79-80; Aylw in et al. (1990), pp. 166-167; Muñoz Delaunoy (1991); and A lvarez. 
Voullieme (1993).

35 See Menges (1966); Muñoz Delaunoy (1991). See also Aylwin et al. (1990), p. 166.

34 For the existence of “two rights", one ‘political1 and another ‘economic1, whose attitudes to the Frente P opular 
differed regarding the increased influence of industrialists over landowners in the representation of organized business 
interests, see Muñoz Delaunoy (1991), pp. 4-6. See also Aylw in et al. (1990), pp. 148-150; and Alvarez Voullieme 
(1993), pp. 91-101. See also Muñoz Gomá (1986), pp. 78-80.
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tasks,37 the CORFO Law was finally approved in the Congress by a very narrow margin (29 

April 1939), with the following conditions imposed by the opposition: (a) the Board of 

Directors o f the new entity and its agencies should formally include the representatives of 

the business sectoral associations beside the state representatives, and (b) CORFO’s 

activities should be financed through external credits and returns from taxes on the foreign- 

own ed copper mining activity and not through tax increases*3*

As Oscar Muñoz has stressed,

“the distinctiveness o f the CORFO project was that it assigned explicit 
entrepreneurial roles to the State, something qualitatively new at that date. 
Functions which no other State agency had ever had before, were assigned to 
the Corporation, such as the design o f a national productive plan and the 
consequent mobilization and allocation o f financial resources. This implied, on 
the one hand, to grant to the State a coordinating function o f the interests o f 
the different productive sectors, and, on the other hand, to assign it an explicit 
entrepreneurial and financial function by making possible the realization o f 
direct investment in activities other than the traditional public works. This 
meant that the Popular Front intended to institutionalize the State as economic 
agent endowed with characteristics that had been until that time exclusive 
prerogatives o f  the individual entrepreneur.”39

Since that moment, the state experienced a continuous expansion in its roles, 

activities and prerogatives in the national economy, and representatives of business 

associations and other organized interests groups acquired a increasing influence within the 

policy and decision-making boards and bureaus o f the public sector.40 With the expansion of 

the state, political parties also acquired a greater influence over state policies, policy-making 

and public expenditure.

Jorge Tapia-Videla—one o f  the leading Chilean legislative experts and twice 

minister during the Allende government—has asserted that the idea that the state was to be 

responsible for the larger questions o f development, tying together industrialization and

37 Indeed, it was officially named “Corporación de Reconstrucción y Fomento”. See Muñoz Gomá (1986), p. 77.

38 See Aylw in et a l (1990), pp. 164-167; Meller (1990), p. 72; Muñoz Delaunoy (1991); and Alvarez Voullieme 
(1993), pp. 91-93. See also M uñoz Gomá (1986), pp. 75-80; and Collier and Sater (1996) A H istory o f  Chile, 1808-1994, 
New York: Cambridge University Press, pp. 240-243.

39 Muñoz Gomá (1986), p. 78. See also MamaJalds (1976), pp. 293-296.

40 See Constantine C. M enges (1966) "Public Policy and Organized Business in Chile: A  Preliminary Analysis," 
Journal o f  International A ffa irs, Vol. X X , No. 2:343-365.
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planned economic development, provided a rationale for the expansion o f the state 

apparatus.41 There were important potential beneficiaries for such a pattern.42 As some 

authors have asserted, under the Frente Popular *s government, a non-written, implicit social 

and political agreement among most economic and political players regarding the new role 

o f the state, known as the “Estado de Compromise!” (the “compromise state”) was forged, 

which—it has been argued—would have made it possible to preserve the rules of the 

democratic game, with political pluralism and intense electoral competition among political 

parties.43 This ‘agreement’ gave to the state a large interventionist role in the economy,44 

guaranteeing protectionism, low-cost credit, and oligopolistic conditions for industrialists, 

and formal participation for their representatives on the main policy and decision-making 

boards of the public sector. The urban middle and working class, particularly those with 

greater organizational and collective action capacities, obtained labor regulations, 

mandatory readjustments, and social security and welfare programs. The middle class 

obtained jobs and opportunities for social mobility thanks to the large increase in 

employment in the state apparatus and its agencies as well as by the expansion of higher 

education financed by the state. Finally, landowners and latifundistas were granted access to 

subsidized credit as well as the state’s implicit commitment to block peasants* unionization 

and land-reform into the country-side.45 46 The main actors under the ISI model and the policy 

regime embodying it were to be, apart from politicians, public officials, industrial 

entrepreneurs, and trade-union leaders.44 This policy regime and the Estado de Compromiso

41 Tapia-Videta (1977) "The Chilean Presidency in a Developmental Perspective," pp. 461-462.

42 See Muñoz Delaunoy (1991).

43 See Tomás Moulián (1982) "Desarrollo Político y Estado de Compromiso • Desajustes y Crisis Estatal en Chile," 
Colección Estudios CIE PLAN, No. 8, Julio 1982: 105-158. See also Muñoz Gomá (1986); Alejandro Foxley (1985) Para  
Una Democracia Estable - Econom ía y  Política, Santiago de Chile: C IEPLAN , pp. 27-32; and Oscar Muñoz G. &. Héctor 
E. Schamis (1992) "Las Transformaciones del Estado en Chile y la Privatización," in Vial, Joaquín (comp.) ¿Adonde va 
Am erica Latina? - Balance de las Reformas Económicas, Corporación de Investigaciones Económicas para Latinoamérica 
(C IEPLAN ), Santiago de Chile, pp. 280-284.

44 See Muñoz Gomá (1993) "Hacia el Estado Regulador,", pp. 19-23.

45 See Moulián (1982); Muñoz Gomá (1986); Meller (1990), p. 72; Muñoz G. &. Schamis (1992) "Las 
Transformaciones del Estado en Chile y la Privatización,", pp. 280-284; and Collier and Sater (1996) A H istory o f  Chile, 
1808-1994,, pp. 240-243.

46 Muñoz Delaunoy (1991), p. 52.
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have been seen as a ‘triple alliance’ between the state and the growing state-dependent 

middle-class, domestic industrial capitalists, and organized industrial labor.47

According to Tapia-Videla, “The Popular Front combination, while espousing 

national policies o f development, at the same time favored middle class groups over lower 

classes. Most of the reforms advanced by the coalition were primarily in the area of social 

welfare benefits, wage and salary guarantees, and price controls. The major beneficiaries of 

these programs in the end were middle class groups...”4* In fact, during this period the term 

‘the poor* was understood as ‘the workers’ or ‘the people’ (le l pueblo’), and, in practice, 

‘the workers’ and ‘the people* were all those who worked as employees in either the state or 

private sectors. A mixture o f Marxist, populist, anti-imperialist, and ‘Keynesian’ ideas 

became the main ideological discourse o f the country,49 particularly among the technocrats, 

policy-experts and managers of the new created development promotion agencies and 

progressive intellectuals.50 Nevertheless, as Pizarro and Mufioz-Delaunoy have emphasized, 

many of the policies and projects o f  the Popular Front were highly favorable for the 

dominant economic class, and in particular, for the industrial ‘bourgeoisie’, who in practice 

adopted the Estado Empresario and the ISI strategy as theirs, and supported its expansion 

despite their anti-statist ideological discourse.51

47 See Moulián (1982); and Muñoz Gomá (1986).

40 Tapia-Videla (1977), p. 461. See also Mamalakis (1976), who asserts that “A ll Chilean presidents added to the 
expansion of the welfare state through a complex system of spectacularly rising transfer payments and subsidies. (...) The 
redistributive impact was very limited before 1970 because the Chilean welfare state remained predominantly directed by 
and for the middle classes." (p. 119)

49 See Alvarez Voullieme (1993), p. 92.
50

It is not accidental that the headquarters of the U N ’s  Economic Commission for Latin America (E C LA C  or 
CEPAL), created during the late-1940s under die intellectual leadership o f the Argentinean economist Raúl Prebisch, were 
located in Chile, where the E C LA C ’s ideas were to exert its greatest influence among public policy makers until 1973. See 
David Lehmann (1990) D em ocracy and Development in  Latin  Am erica - Econom ics, P olitics and Religion in  th e  Post- 
W ar Period, Cambridge, U K ; Polity Press.

51 See Crisòstomo Pizarro (1978) "Políticas Públicas y  Grupos de Presión en Chile, 1965-1970: Un Análisis 
Exploratorio," Estudios C IEP LA N , No. 26, Agosto 1978, Santiago de Chile, pp. 29-30; Muñoz Gomá (1986), pp. 71-93, 
203-211 ; and Muñoz Dclaunoy (1991), pp. 56-60.
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5.2.2. The Rise of the “Developmentalist and Entrepreneurial State”

“CORFO was given the promethean task of bringing to Chile the secret fire that the 
industrial demigods of the developed nations had so successfully guarded in achieving 
self-propelled growth. If successful, the agency, seen as an expression of the power o f 
the people united by the state, would herald that elusive goal of self-sustained growth, 
prosperity, and balance-of-payment equilibrium.”
------Markos J. Mamalakis (1976) The Growth and Structure o f the Chilean Economy:
From Independence to Allende, New Haven and London: Yale University Press, p. 293.

Since its creation in April 1939, CORFO earned out active industrial promotion and 

direct investment activities in the areas o f electric power, petroleum, steel, and agro

industry, provided subsidies and credit lines for industries, and technical assistance for 

agriculture.51 The Empresa Nacional de Electricidad S.A., ENDESA (National Electricity 

Enterprise) that built and operated hydraulic and thermoelectric power plants was created in 

1944, as a part of a “Plan for National Electrification” that aimed to provide the low-cost 

power that was needed to sustain the process of industrial development. Since 1942, the 

Chilean state invested large amounts of resources in the search for and exploitation o f 

petroleum deposits, transferring these activities to and centralizing them in the Empresa 

Nacional del Petróleo, ENAP (National Petroleum Enterprise), created in 1950. Such 

activity was aimed at reducing the dependency on foreign producers in order to save foreign 

currency, and to avoid the negative effects o f international price fluctuations. The Compañía 

de Acero del Pacifico, CAP (Pacific’s Steel Company), a mixed public-private limited 

company, created on state initiative and with public financial support was inaugurated in 

1946. In the agro-industrial sector, CORFO carried out studies for the production of sugar 

from beet-root since 1945, creating in 1952 the Industria Azucarera Nacional S.A.t IANS A 

(National Sugar Industry Inc. Company).52 53 Since 1940 there was also a national plan for

52 For an history of CO RFO ’s development from its creation until the 1990s, see Carlos Alvarez Voullieme (1993) "La  • 
Corporación de Fomento de la Producción y  la Transformación de la Industria Manufacturera Chilena,* in C E P A L  
(EC LA C ) Las Transformaciones de la Producción en Chile: Cuatro Ensayos de Interpretación (Santiago de Chile: 
E C L A Q .

53 See Mamalakis (1976); Marshall Rivera (1984), pp. 39-40; Mufloz GomA (1986); Aylwin et al. (1990), pp. 167- 
172; Alvarez Voullieme (1993) "La  Corporación de Fomento de la Producción y la Transformación de la Industria 
Manufacturera Chilena," pp. 93-98; and Collier and Sater (1996).
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agriculture mechanization, importing tractors and combine harvester machines.54 There was 

also public support for fruit-growing, the import o f high quality livestock, and industrial 

promotion for hemp and oleaginous production.55 During the 1940s, the state consolidated 

its influence in the credit market, organizing credit institutions and enlarging the regulations 

o f their operations.5* Special credit lines were created for industry and agriculture, 

administered by new state banks.57 * Through these loans, CORFO supported the 

establishment o f companies for the production o f  copper and metal manufactures, wire, 

electrical goods, motors, radios, automobile tires, cement, chemicals and textiles.55

In all these state agencies and activities, the representatives o f business groups, 

professional associations (‘gremios ' in Spanish, guilds), and (in some of them) organized 

labor acquired a formal participation, contributing decisively to shaping public policy. 

Moreover, through their links with CORFO or due to the nature of their activity, 

representatives of organized interest groups gained influence within the decision-making 

process o f sectoral ministries and the many autonomous and semi-autonomous bureaus 

connected to the planning and social development activities, in what was characterized by 

Menges (1966) as a quasi-corporatist pattern o f  private-interests access to state policy (see 

Section 5.3.3 below).59

World War II strengthened the adoption and institutionalization o f the ISI strategy 

through the forced reduction in imports and the accumulation o f foreign currency. The 

scarcity o f imported manufactures provoked by the war inspired the campaign in favor of 

industrialization to substitute imports (which was only partially affected by the shortage of

54
See Lüdcrs (1993) "E l Estado Empresario en Chile - Las bases de su desarrollo hasta 1973, y la privatización 

durante el Régimen Militar."

55 See Aylw in et a l (1990), pp. 167-172.

56 See Mamalakis (1976); Muñoz Gomá (1986), pp. 61-93; Aylw in et al. (1990), pp. 164-178; LQders (1993).

57 See Aylw in et a l (1990), p. 171.
51

See Carlos Alvarez VouUieme (1993) "La  Corporación de Fomento de la Producción y la Transformación de la 
Industria Manufacturera Chilena"; Collier and Sater (1996), pp. 268-269.

59 See Menges (1966). See also Pizarro (1978); Arturo Valenzuela and Alexander W ílde (1979) "Presidential Politics 
and the Decline of the Chilean Congress," in Joel Smith and Lloyd D. Musotf (eds.) Legislaturas irt Development; 
D ynam ics o f Change in N ew  and Oíd States (Durham, North Carolina: Duke University Press); W illiam E. Dugan & 
Alfredo Rehren (1990) "Impacto del Régimen Político en la Intermediación de Intereses: Instituciones Públicas y  Grupos 
Empresariales en Chile,” P olítica, No. 22/23, Revista del Instituto de Ciencia Política de la Universidad de Chile, 
Santiago, Junio 1990: 117-136; and José Miguel Sánchez and Ricardo Paredes (1994) "Grupos Económicos y Desarrollo: 
E l Caso de Chile," (Santiago de Chile: ILADES/Georgetown University, Serie Investigación, 1-80, Agosto 1994).
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foreign capital goods).60 The index of industrial production rose by more than 25 percent 

during the period 1938-1941, providing to the supporters of the ISI strategy evidence in its 

favor.

On the other hand, the war increased the demand for Chile’s mining products 

(particularly copper, operated by American companies), favoring the accumulation o f 

foreign currency, which in turn served to finance expansive expenditures in industrial 

promotion, construction, housing, and public works programs.61

Foreign-owned copper mining was heavily taxed, constituting the most important 

single source o f revenue, representing an average contribution of around 20 percent of total 

revenue.62 The fact that it was foreign-owned meant it could be taxed without antagonizing 

local economic interest groups.63 In 1939 the taxes imposed on the foreign-owned copper- 

m ining companies were raised to 33%, and continued to increase over the years, together 

with the threat o f expropriation.64 During the war, the government imposed still higher 

levies on the American copper mining companies, capturing 65% of the profits.

“Since the Moneda (the name of Chile's government palace] still required the 
copper companies to buy their dollars at an artificially high [exchange] rate, its 
income increased dramatically.”65

During and after the war, the Chilean government progressively increased the 

conditions imposed on the American-owned copper-mining companies, raising taxation, 

obtaining in 1951, along with an increase in the price paid by the companies to the Chilean 

state (US 27.5 cents per pound), also the right to market by itself 20% of all copper mined in 

Chile at the prevailing world market price (54.5 cents per pound).

’The following year, the government decided unilaterally to purchase the 
entire output o f  the copper mines at the price fixed (...) and then sell the red

60 Drake (1992), p. 191.

61 See Muñoz Gomá (1986); and Collier and Sater (1996), pp. 268*269.

62 Ricardo Ffrench-Davis (1973) Políticas Económicas cn Chile 1952-1970, Santiago de Chile: CEPLAN, Ediciones 
Nueva Universidad, p. 157.

63 Collier and Sater (1996), p. 268.

64 On the increasing taxation o f die foreign-owned copper mining activity, see Collier and Sater (1996) A H istory o f  
C hile. 1808-1994, New York: Cambridge University Press, pp. 268-269,277-278,281-282,315, and 334-337.

65 Collier and Sater (1996), p. 268.
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metal directly to buyers. Under this arrangement Chile would reap any 
windfall profits generated by the war.”66 * * * 70

Yet, as Collier and Sater comment, instead o f diversifying the economy or 

expanding the county’s infrastructure, the Moneda spent more than two-thirds of the tax 

revenue to finance general expenditure or to subsidize imports.*7

The expansionist policies were also financed through foreign loans, made available 

by the United States during and after the war,** and, when resources were insufficient to 

meet the increasing demand for public expenditure, governments resorted to monetary 

expansion (for the consequences derived from this expansionist pattern on the state finances 

and macroeconomic stability during the post-war period, see Section 5.4.2 below).**

The adoption o f  the state-led import-substitution-industrialization strategy was 

accompanied by an increase in the regulation o f  foreign trade, establishing which products 

could enter or exit the country. Import tariffs were raised and their structure and levels 

diversified, heavily taxing imports o f  manufactured consumer goods (see Section 5.4.1 

below),™ These measures, originally adopted on a temporary basis to deal with the 

instability o f the international economy during the 1930s and then during the W.W.II, 

became a permanent policy within the ISI strategy.71 The aim o f these measures was 

threefold. First, to reduce the trade deficit by controlling the exit o f  foreign currency for the 

purchase o f imported goods. Second, to protect import-substituting industries from foreign 

competition, thus favoring—it was expected— employment. And third, to make it possible 

to increase the revenue needed to sustain the expansionist state policies through export- 

import taxes rather than relying on income tax increases (politically more costly). In this 

way, these measures could satisfy broad economic and political interests, being supported 

by most organized sectors.

** Collier and Sater (1996), p. 269.

*7 Collier and Sater (1996), p. 269.

** Drake (1992), pp. 191-192. See also Mufloz Gom i (1986).

** See Collier and Sater (1996), pp. 264-285.

70 See Ffrench-Davis (1973), pp. 67-71.

71 See Meller (1990), pp. 65-73. See also Jadresic (1993).
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It is worth noting that, despite the fact that CORFO’s technocrats saw export as a 

promising activity, export promotion was never seriously considered among the priorities of 

either the new strategy or o f CORFO’s tasks and budget72 73 This permanent bias against 

export activities was to have important consequences for the balance of payments 

throughout the period, due to the recurrent shortage o f foreign currency arising from the 

need for imported capital goods for the industrialization effort and expenditure in importing 

food and other essential goods, a problem that was termed “external strangulation” 

(‘ estrangulamiento extern o’),13

Also, during the 1940s, a system of price controls was implemented, particularly for 

agricultural production. This measure, demanded by low and middle class consumers, was 

oriented to counteract the trend o f rising agriculture prices,74 which constituted a particularly 

serious problem for the industrializing strategy. Due to the importance of food in the 

structure of consumption o f industrial workers and the major part o f the urban population, 

an increase in agricultural prices generated popular unrest and upward pressures on 

industrial wages, thus increasing production costs in the manufacturing sector. In addition, 

an increase in the cost o f  food threatened the prospects for enlarging the domestic market for 

nationally-produced manufactured goods. Therefore, the industrialization strategy required 

keeping agriculture prices low.75 76 The main instruments used by the different governments 

was to impose price controls on agricultural production, the establishment o f limits and 

barriers for agricultural exports (quotas, taxes, and prohibitions), and the provision o f  

subsidies for imported food.74

2 Marshall Rivera (1984), p. 39. See also Patricio Meller (1993) "Economía Política de la Apertura Comercial 
Chilena,” CEPAL, Serie Reformas de la Política Pública No. 5., Santiago de Chile. On CO RFO ’s devclopmental views, 
see Carlos Alvanez Voullieme (1993) "La Corporación de Fomento de la Producción y la Transformación de la Industria 
Manufacturera Chilena*.

73 Muñoz (1986), p. 133.

74 See Muñoz Delaunoy (1991) H istoria del Poder: La Sociedad Nacional de A gricultura Durante e l Periodo d el 
F rente Popular, Fundación Mario Góngora, Serie Avances N a  1, Santiago de Chile, pp. 35-39.

75 See Mamalakis (1976); and Muñoz Delaunoy (1991), pp. 36-37.

76 See Albert O. Hirschman (1963) “Inflanon in Chile,” in Joum eys Toward Progress - Studies o f  Economía P olicy- 
M aJdng in Latín Am erica, New York: The Twentieth Century Fund (rcprinted in 1993 by Westview Press, Boulder), pp. 
159-223. See also Rodrigo Mujica Arteaga (1993) "La  Modernización Agrícola entre 1974 y  1987,” in Daniel L. 
Wísecarver (ed.) E l M odelo Económico Chileno (2nd. edition, first in 1992); (Santiago: Centro Internacional para el 
Desarrollo Económico, C ÍN DE, &  IE-PUC); and René M illar C. (1992) “Comentario,” in Matías Tagle D. (ed.) La C risis 
de la Democracia en Chile - Antecedentes y  Causas, Santiago de Chile: Editorial Andrés Bello (IH -PUC/CERQ, p. 285.
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The "government activities oriented towards promoting economic development, 

redistributing income, and expanding the scope o f various kinds o f  social services increased 

very rapidly.77 78 Among the later, social security was one o f  the fastest growing items, 

increasing from less than 7 percent of total public expenditure in 1940 to 14.4% in 1961,71 

and 42.3% in 1972.

Highlighting the notable role played by the state in Chile during the 1950s and 

1960s, Valenzuela wrote in 1978:

“Even before the election o f Salvador Allende to the presidency, the state 
played a greater role in the nation*s economy that it did in any economy of any 
other Latin American country with the exception o f Cuba. By the end of the 
1960s direct public investments represented well over 50 percent o f all the 
gross investments, and the state controlled over 50 percent of all credit. 
Furthermore, the government accounted for 14 percent o f  the GNP and 13 
percent o f the economically active population. A  state agency, the 
Corporación de Fomento de la Producción (CORFO), owned shares in eighty 
of the country’s most important enterprises and institutions, and majority 
shares in thirty-nine of the same. Most private groups and institutions were 
closely regulated by the state and relied on its favorable dispensations. Not 
only did it chart the course for economic growth and control prices, it also ran 
the major social security program and had a dominant role in collective 
bargaining.”79

Oscar Muñoz (1986) has observed that “the progressive intervention o f the State in 

the economy not only [meant] a greater control over the economic resources through the 

public sphere,... but it also happens that the boundaries between the public and the private 

economic sectors begins to become more fuzzy, and the disequilibriums in one sector 

become more easily in disequilibriums of the rest o f  the system.”80

Muñoz has characterized the expansion o f the interventionist role o f  the state by 

reference to two central traits:

77 Sunkcl (1965) "Change and Frustraron in Chile," p. 124. See also Mamalakis (1976), pp. 118-119; and José Pablo 
Arellano (1985) P olíticas socia les y  desarrollo - Chile ¡924-1984, Santiago: Corporación de Investigaciones Económicas 
para Latinoamérica (C IEPLAN )-

78 Sunkel (1965), p. 124.
79

Arturo Valenzuela (1978) The Breakdown o f  D em ocratic Regimes - C hile, Baltimore: The John Hopkins University 
Press, p. 13, on the basis o f the figures contained in the P lan de ia Economía Nacional: Antecedentes sobre el D esarrollo 
Chileno, 1960-70, Santiago de Chile: Oñcina de Planificación Nacional, O DEPLAN , 1971. See also Mamalakis (1976), 
pp. 293-318.
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“the first central trait of state activity is the long-term trend of public 
expenditures to grow faster than the rest of the economy (or the national 
product), and to assume a role of greater relevance in the working of the whole 
economic and social system. A second trait of the state interventionism in 
Chile was short-term fiscal instability...*’*1

These two trends were carried to their extremes during the 1970-73 period under the 

government o f the Unidad Popular ( ‘popular unity’), ending in both economic and political 

breakdown.**

5 .23 . Macroeconomic Perform ance 1950-1970

As has been analyzed in detail in Chapter Two, the 1950-70 period was 

characterized by a very slow and unstable growth of production, despite the strategy aimed 

at fostering rapid and self-sustained economic growth. Between 1950 and 1970, GDP per 

inhabitant grew at an average rate o f  1.8% per year, experiencing a total cumulative increase 

o f only 36.4 percent during the period, the slowest among the six largest Latin American 

economies (see C hapter Two).

Production for export, apart from copper, tended to stagnate. The share o f non- 

copper exports in GDP fell from the 6.8% in 1951, to an average o f 3.0% in 1965-70 (see 

Section 5.4.1.).

The performance regarding the expansion of employment was rather poor.*3 During 

1950-1970, employment grew at an average rate of around 2%  per year.*4 Agriculture * 41 * 43

*° Muñoz Gomá (1986), p. 228.

41 Muñoz Gomá (1986), p. 224.

12 See Mamalakis (1976); Valenzuela (1978); Moulián (1982); Bitar (1986); Felipe Larrain and Patricio Mellcr (1991) 
T h e  Socialist-Populist Chilean Experience: 1970-1973,” in RQdiger Dombusch and Sebastián Edwards (eds.) The 
Macroeconomics o f  Populism in Latin America (Chicago: The University of Chicago Press); and Simon Collier and 
W illiam F. Sater (1996) A History o f Chile, 1808-1994, New York: Cambridge University Press, pp. 330*358. See also 
Jeffrey D. Sachs (1989) "Social Conflict and Populist Policies in Latin America," N B E R  Working Paper No. 2897, March 
1989, Cambridge, M A ; Rfldiger Dombusch and Sebastián Edwards (1989) "Macroeconomic Populism in Latin America,” 
N B E R  Working Paper No. 2986, M ay 1989, Cambridge, M A.

43 See Muñoz Gomá (1986) Chile y  su Industrialización: Pasado, Crisis y  Opciones, C IEPLAN, Santiago de Chile, 
pp. 149-150.

84 See Muñoz Gomá (1986), pp. 149-150; and Solimano (1996).
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employment stagnated and the ratio of industrial employment to urban non-industrial 

employment (building, public services, commerce, transportation, and other services) fell.15 

However, even so, Chilean manufacturing employment grew at a slower rate (2.7% per 

year) than in the rest o f Latin America (3.4% per year).“

During this period, the country also experienced low savings and investment rates, 

cyclical shortages o f food, recurrent balance-of-payment difficulties and chronic inflation.*7

Indeed, already during the early 1950s, after ten years of intense state involvement in 

the economy, the entrepreneurial zeal o f the Estado desarrollista y  empresario began to give 

way to a growing concern with short-term macroeconomic difficulties, stagnation, and 

mounting redistributive issues.

In the remainder of this section, I describe the behavior o f  investment and inflation 

during the period.

5.2.3.1. In vestment and productivity

One o f the main stylized facts characterizing the Chilean economy during the 1950- 

1970 period was the slow growth o f  capital accumulation and investment, a feature noted by 

several economists who attempted to understand the causes of the country’s poor economic 

performance.“  According to the British economist Nicholas Kaldor, as well as a large 

number o f Chilean economists after him and until very recent times, the main cause o f * **

15 Muñoz Gomá (1986), p. 150.

**  Muñoz Gomá (1986), p. ISO.

87 See Nicholas Kaldor (1956) "Economic Problems o f Chile," (study prepared for the Economic Commission for 
Latín America (EC LA ) in 19S6, (mimeo), reprínted in Kaldor’s (1980) Essays on Economic Policy II (London: 
Duckworth); Jorge Ahumada C. (1958) En Vez de la Miseria, Santiago de Chile: Editorial del Pacífico (9th cditíon, 1973); 
Pinto (1958); Hirschman (1963); Pinto (1964); Sunkel (1965); Hugo &  Pablo Trivelli O. (1978) "E l Crecimiento 
Económico Chileno," in Roberto Zahler, Ernesto Tironi, et aL (eds.) Chile 1940/1975 - Treinta y  Cinco Años de 
Discontinuidad Económica (Santiago de Otile: Instituto Chileno de Estudios Humanísticos, ICHEH); and Marshal) Rivera 
(1984).

“  See Kaldor (1956), pp. 250,266; Mamalakis (1976), pp. 358-359; Trivelli &  Trivelli (1978), pp. 248-249, and 278- 
279; Marshal] Rivera (1984); Muñoz Gomá (1986), pp. 142-143; Andró A. Hofman (1993) "Chile 's Economic 
Performance in the 20th Century, a Comparativo Perspective," Estudios de Economía, Depto. Economía, Universidad de 
Chile, Vol. 20, Special issue: 107-140; and Solimano (1996).
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Chile’s low investment was “the high propensity to consume o f  the capitalist class"** or, in 

other words, their “low propensity" to save and invest*0

Whatever the causes, the fact is that the share o f Gross Fixed Capital Formation in 

GDP (also called Gross Fixed Capital Investment) averaged 14.8% o f  GDP during the 1950- 

1970 period, which is low if  compared with the five other Latin American countries 

included in the group o f  countries used in Chapter Two to asses the relative growth 

performance o f the Chilean economy. Indeed, according to the figures provided by Trivelli 

& Trivelli (1978) for the annual share o f Gross Fixed Capital Investment in GDP in several 

economies during 1960-70, Chile ranks as the country with the lowest level o f investment 

relative to its GDP (see Table 5.1),

Table 5.1—  Average Share of Gross Fixed Capital Investment in 
GDP in 6 Latin American Economies, 1960-1970 (in %).

COUNTRIES ' ' ' 1 9 6 0 - 7 0 ^
Chile Ï5.5
Argentina 18.9
Brazil 16.4
Colombia 17.8
Mexico 18.2
Venezuela 19.2
Average 17.7

Source: Hugo &  Pablo Trivd li O. (1978) "E l Crecimiento Económico Chileno," in 
Zahler, Tironi, el a¡ (eds.) Chite ¡940/1975 - Treinta y  Cinco Años de 
Discontinuidad Económica (Santiago Chile: ICHEH), p. 263 (Tabte 2), on the basis 
o fU N  Yearbook o f National Account Statistics, i 973, Vol. II.

The share o f Gross Fixed Capital Formation (GFCF) in GDP during the 1950-70 

period experienced an average annual variation or annual growth o f  0.6 percent, a rate that 

became negative during the 1960s (-0.2% per year). According to national accounts data, 

while real GDP grew at an average rate o f  4.2% per year between 1961 and 1970, GFCF in 

real terms increased at an average rate of 3% per year only (see Table 5.2 and C hart 5.1).*1 * 90 91

69
See Nicholas Kaldor (1956) "Economic Problems of Chile," (study prepared for the Economic Commission for 

Latin America (EC LA ) in 1956, (mimeo), reprinted in Kaldor's (1980.) Essays on Economic Policy II  (London: 
Duckworth).

90 See, for example, Pinto (1958), p. 145; Mufioz Gomfi (1986), pp. 143-144. See also J. Gabriel Palma and Mario 
Marcel (1989) "Kaldor on the ’discreet charm' o f the Chilean bourgeoisie,” in Tony Lawson, J.G. Palma and John Sender 
(eds.) Kaldor's Political Economy (London: Academic Press Limited).

91 Note that the average share of G FC I for Chile for the period 1960-70 o f Table 5.1 does not coincide with dial o f the 
Table 5.2 since the figures used by Trivelli &  Trivelli (1978) for the countiy comparison do not include decimals.
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Chart 5.1— Gross Fixed Investment or Capital Formation, 1950-1970 (% of GDP).

Ì ? I Ì I 1 I I I |  Ì I Ì I Ì 1 I I I 1 ?
Year

Sources: Trivelli &  Trivelli (1978) and IM F ’s International F inancial S ta tistics Yearbook. Sec Table 5.2 above.

Table 5.2— Investment, 1950-1970.

: ■ YEAR
GroiM i l i^ C a p i ta l ;  
Formation (% o f  GDP)

■Annual Variation

1950 13.9
1951 15.2 9.4
1952 14.9 -2.0
1953 14.0 -6.0
1954 14.0 0.0
1955 15.7 12.1
1956 14.7 -6.4
1957 15.2 3.4
1958 14.2 -6.6
1959 13.0 -8.5
1960 15.5 19.2
1961 16.8 8.7
1962 15.4 -8.7
1963 16.1 4.4
1964 15.3 -4.8
1965 14.7 -3.6
1966 14.2 -3.5
1967 14.2 0.1
1968 14.7 3.5
1969 14.3 -3.0
1970 15.0 5.0

1950-70 14.8 0.6
1950-60 14.6 1.5
1960-70 15.1 -02

Sources: 1950-1960: Trivelli &  Trivelli (1978), p. 265 (Table 4, 
Column A). 1961-1970: IM F  International F inancial S ta tistics 
Yearbook 1996-9!.
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Econometric evidence o f growth accounting analyses has revealed that during the 

1950s and 1960s Chile not only invested less than other Latin American countries but also 

that ‘technological progress*, measured through the rate o f growth in Total Factor 

Productivity (TFP), expanded at a relatively slow pace, falling under the average.”  

Moreover, according to one recent study, the contribution o f TFPG to GDP growth in Chile 

was almost nil. Indeed, Lefort and Solimano (1994) have estimated that TFP during the 

period 1951-1973 grew at a very slow rate (0.18% per year). According to their analysis, the 

relative contribution o f  TFP growth to output growth (GDP) was also very little (5.2%), and 

most o f  the growth observed during this period was due to the growth in the factors 

inputs—that is, in Capital and Labor inputs, whose contributions were 71.4% and 23.2% 

respectively (see Table 5 J ) . ”

Table 5.3— The Sources of Growth in Chile, 1951-1973 
Contribution of the growth of Factors (Capital and Labor) and 
Total Factor Productivity (TFP) growth to GDP growth (in %).

1951-73 FACTORS * ‘Tech. Progress* v~  Oaten! *"**+■'
Labor Caoita! TFP " GDP Growth. '•

C ontribution (% ) 23.21 71.35 5.16 100.00
Total contribution 0.81 + 2 .4 9  + 0.18 3.49

Average annual growth (2 .0 0 ) (4 .5 7 ) (0 .18)

Source: Elaborated on the basis o f Fernando Lefort and Andris Solimano (1994) "Economic 
Growth after Market-Based Reform in Latin America: The Cases of Chile and Mexico,** mimeo 
(Washington DC: The World Bank). See also Solimano (1996) "Economic Growth under 
Alternative Development Strategies: Latin America from the 1940s to the 1990s," in Andris 
Solimano (ed.) Road Maps to Prosperity - Essays on Growth and Development, ?: University of 
Michigan Press (forthcoming).

Two other econometric analyses comparing growth performance and its sources in 

several Latin American countries have obtained significantly higher values for TFPG for 92 93

92
See Victor J. Elias (1992) Sources o f  Growth - A Study o f Seven Latin American Economies, San Francisco, 

California: International Center for Economic Growth, ICEG; and André A. Hofman (1993) "Chile's Economic 
Performance in the 20th Century, a Comparative Perspective," Estudios de Economía, Depto. Economía, Universidad de 
Chile, Vol. 20, Special issue: 107-140.

93 See Femando Lefort and Andrés Solimano (1994) "Economic Growth after Market-Based Reform in Latin 
America: The Cases of Chile and Mexico," mimeo (Washington DC: The World Bank). See also Andrés Solimano (1996) 
"Econom ic Growth under Alternative Development Strategies: Latin America from die 1940s to the 1990s," in Andrés 
Solimano (ed.) Road Maps to Prosperity -  Essays on Growth and Development, 7: University o f Michigan Press 
(forthcoming).
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Chile than those of Lefort and Solimano (around 1% per year).94 Still, these studies coincide 

in asserting that Chile’s TFPG during the period was lower than the Latin American average 

(see Table 5.4).

Table 5.4—  Comparison of GDP G rowth and  Sources o f  Growth for Chile and 
___________Two Samples of Latin Am erican economies, 1950-1970(73)_______

growth ratés (m.%) v , ,

Growth
According to Ellas (1992)*
1950-70 Chile 4.3 3.3 1.0

6 LA . countries 5 J 4.1 1.3

According to Hofman (1993)**
1950-73 Chile 3.4 2.3 1.0

7 LA. countries 5.8 4.3 1.5
Sources: Elaborated from Victor J. Elias (1992) Sources o f  Growth - A Study o f  Seven Latin American Economies, San 
Francisco, California: International CenteT for Economic Growth, ICEG; and Andre A. Hofman (1993) "Chile's Economic 
Performance in the 20th Century, a Comparative Perspective," Estudios de Econom ia, Depto. Economia, Universidad de 
Chile, Voi. 20, Special issue: 107-140.
Notes: (*) Elias’ work includes data for Argentina, Brazil, Chile, Colombia, Mexico, Peru, and Venezuela, t have 
excluded the data for Peru from the calculations in order to consider only the countries that have been used already in this 
research for comparative analysis. (••) Hofman’s work includes data for Argentina, Brazil, Chile, Colombia, Ecuador, 
Mexico, and Venezuela. However, conversely to Elias, he presents only aggregate figures for the Latin American sample, 
making impossible to exclude Ecuador from the calculations.

As will be described in C hapter Six, both Chile’s low investment effort and the 

slow growth in TFP observed during the 1950-1970 period do contrast sharply with the 

performance shown by these variables during the 1975-1995 period, when Gross Fixed 

Capital Formation has averaged 18.3% o f GDP, experiencing an average variation o f+2.3% 

per year. By the same token, TFPG has experienced comparatively fast growth rates, 

particularly during 1976-81 and the post-1984 years, coinciding with the sub-periods in 

which Chile’s per capita GDP has grown at remarkably fast rates (see C hapter Six).

5.2.3.2. Inflation

The period 1950-1970 was characterized by high price instability.95 According to 

most students o f the Chilean economy, chronic inflation was the main stylized fact

94 Sec Elias (1992); and Hofinan (1993).

95 Marshall Rivera (1984); and Ffrench-Davis &  Muñoz G. (1990).
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characterizing its evolution during the postwar decades,94 a phenomena that attracted the 

attention o f both domestic and foreign economists, causing acute polemics (see Section 

S.4.2.4, below).96 97

During the 1952-70 period, consumer prices increased at an average annual rate o f 

33% according the Consumer Price Index (CPI), experiencing in nine of these nineteen 

years annual inflation rates higher than 30% in December-December terms (see C hart 5.2, 

and T ab le  6.39 at the end o f next chapter), with high volatility in the monthly rates.

C h a rt 5.2—  Average Annual Inflation Rates (CPI, December to December), 1952-70,

Average Annual Increase In Consumer Prices (dec-dec)

90

BO

i l

at o  ^  N n  *
n  «i in «  in n  «  in  «  0  «

n « M 0 K B 0 es s s s s s s *
Year

S o u rce: Ricardo Ffrench-Davis (1973) Políticas Económicas en Chile ¡952-1970, Santiago de Chile: CEPLAN, Ediciones 
Nueva Universidad, p. 246 (Chart No. 32, Column 4).

High and volatile inflation had an immediate negative impact on economic behavior, 

shortening the time-horizon used by economic agents for their decisions on consumption, 

saving and investment, since it threatened the purchasing power o f  wages, salaries, pension 

and savings, and made difficult the estimation o f costs and returns o f  productive activities

96
"The presence and development of an inflationary process of considerable persistence and intensity constitute, no 

doubt, one o f the dominant traits o f the economic evolution o f the period... For many, actually, it has mean die main trait, 
which left other characteristic elements behind.’* Pinto (1958), p. 125.

97 See Marshall Rivera (1984); and Ffrench-Davis &  Muftoz G. (1990), p. 123. See also the classics studies by 
Nicholas Kaldor (1956) MEconomic Problems of Chile”; and Albert O. Hirschman (1963) "Inflation in Chile".
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and investments. Rates o f inflation such as those experienced by Chile are immediately 

visible to citizens, and Chileans daily were concerned with the change experienced in the 

level o f prices and the exchange rate o f  the national currency to the dollar.9*

As Hirschman observed, inflation also has an important socio-political effect since it 

is perceived as man-made calamity, leading thus to the search for a ‘culprit* and to 

recriminations among social groups, fostering redistributive conflict98 99

The fact that prices, wages, and interest rates were controlled and fixed by the 

government on a selective basis (in our terminology, using horizontal DA), contributed to 

foster distributive struggles, since those sectors and activities whose prices or wages were 

prevented from adjusting, or whose increases were lower than the granted to others sectors 

and activities, perceived such differential treatments as arbitrary discriminatory political 

measures against them.

In Section S.4.2.4. below I shall discuss the contrasting explanations given during 

the period for the recurrent inflationary pressures affecting the Chilean economy as well as 

the approaches and policies adopted by the government o f  the period to deal with it.

5.2.4. Concluding Rem arks

To conclude the characterization of the performance of the Chilean economy during 

the period, it must be stressed that, by the end o f  the period, most social, economic and 

political groups shared the conviction that the Chilean economy was experiencing 

stagnation, and that the ISI strategy and the *Estado desarrollista y  empresario* model had 

been unable to meet the expectations of faster economic and social development.100 As 

Edwards & Edwards assert:

98 Sec Hirschman (1963)-
99 Hirschman (1963), p. 162. On the effects of inflation and its relations with IS I  state-led policies, see Anne O. 

Krueger (1993) P olitical Econom y o f  Policy Reform  in D eveloping Countries, Cambridge, Massachusetts: The M IT  Press, 
pp. 13-22.

100 See Valenzuela (1978); and Collier and Sater (1996), pp. 311-329.

232



The institutional bases o f Chile’s economic 'miracle’ —  Chapter V

“towards the end o f the 1960s it appeared that the performance of the Chilean 
economy had not improved in relation to the previous twenty years. Moreover, 
the economy was still plagued with regulations and controls—including very 
high level of taxes to international trade—that greatly hampered any efforts to 
develop an efficient and rapidly growing economy. In 1970 all three 
presidential candidates pointed out that the Chilean economy was in crisis.”101

All sectors thought that a change was necessary. However, there was large 

disagreement on both the causes of, and solutions to, the crisis. While a reduced number o f 

economists argued in favor o f decisive economic and trade liberalization, more room for the 

working of market mechanisms and competition, the end o f both private and public 

monopolies, and a drastic reduction o f  the bureaucratic controls and discretionary 

interventions o f  the state in the economy, the majority was in favor o f either enlarging the 

role o f the state in the economy along with a greater ‘socialization of the means o f 

production’, adopting a definite “anti-capitalist” development model (the political Left and 

the Center, represented, respectively, by Socialists and Communists and by the Christian 

Democrats, as well as other smaller center-left wing parties), or to continuing with the ISI 

model but imposing ‘social order*, rationalizing the intervention o f the state, reducing the 

influence of political parties, party politics and trade unions, liberalizing the labor market 

and wages, and strengthening the protection of private property and private initiative, 

nevertheless maintaining an active role for the state in investment, the provision o f  

subsidies, protection and favorable credit for the private sector, and policies oriented 

towards expanding internal demand (the political Right and entrepreneurial groups, 

represented by the Partido Nacional, a merger between the erstwhile Conservador and the 

Liberal parties).102

Before turning to a detailed description and analysis o f the main economic policies 

pursued by the Estado desarrollista y  empresario, let us characterize the institutional and 

political setting prevailing in Chile during the period 1950-70.

101 Sebastián Edwards and Alejandra Cox Edwards (1991) Monetarism and  Liberalisation - The Chilean Experim ent 
(w ith a  new afterword), Chicago: The University of Chicago Press (first edition in 1987), pp. 5-6. In the book appears 
1970$ instead of 1960s; surely it is misprinted, since by the context and the whole sense o f the phrase the authors are 
clearly talking about the state o f the Chilean economy before die election of Salvador Allende as president

102 See Muñoz Gomá (1986), p. 231.
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5.3. T he Institutional and P olitical  Setting

“To explain comprehensively the failure of the governmental [economic] policies it 
should be necessary to consider institutional factors such as the uneasy relationship 
between the President and the Congress, the periodicity and sequence of the elections, the 
system according which it was possible to elect presidents with only a minority of votes, 
etc.”
----- Alan Angelí (1993) Chile de Alessandri a Pinochet: En busca de la utopia,
Santiago: Editorial Andrés Bello, p. 90.

During this period, Chile’s institutional setting was characterized by a fairly stable 

political and legal constitutional framework (at least by Latin-American standards), which, 

however, encouraged intense electoral and influence competition among political parties and 

socio-economic groups. Gaining control o f  the state, its agencies and policies, was the 

central objective of the disputes among them.103 This framework—rooted in the Constitution 

enacted in 1925, which ruled uninterruptedly from 1932 until 1973— could be defined as a 

strong centralized state within a pluralistic democratic system, with the president elected by 

direct popular vote, and a bicameral Congress whose members were elected according to 

proportional representation rules, and with a very pluralist and competitive multi-party 

system in which no party held more than 25% of the vote.104 105 The political game among 

parties was also characterized by a combination o f a highly ideological stance in the central 

national political arena and a more pragmatic, patron-client pattern o f electoral co-optation 

at the sub-national and local level, based on a system o f individualistic transactions with 

particularistic ends, and with a vast array o f brokerage activities connecting both the 

national and the sub-national political arenas.103

See Arturo Valenzuela (1978) The Breakdown o f  D em ocratic Regim es - C hile, Baltimore: The John Hopkins 
University Press; and Arturo Valenzuela and Alexander W ilde (1979) "Presidential Politics and die Decline of the Chilean 
Congress,” in Joel Smith and Lloyd D. M usolf (eds.) Legislatures in Development: D ynam ics o f  Change in New an d  O ld  
States (Durham, North Carolina: Duke University Press).

104
See Valenzuela (1978); Arturo Valenzuela (1994) "Party Politics and the Crisis o f Presidcntialism in Chile: A  

Proposal for a Parliamentary Form o f Government," in Juan J. Linz and Arturo Valenzuela (eds.) The F ailure o f  
P residential Democracy, Vol. 2: The Case o f  Latin  Am erica (Baltimore: The John Hopkins University Press).

105
See Arturo Valenzuela (1977) P olitical Brokers in  Chile: Local G overnm ent in a Centralized P olity, Duke 

University Press, Durham, NC; and Valenzuela (1978).
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5.3.1. The Political Setting

By 1950, Chile had a highly institutionalized and structured political system, 

characterized by a presidential form of government and a pluralist and highly competitive 

multi-party system. Political competition was characterized by the presence of a diversity o f 

well-organized political parties, with strong and distinctive ideological stances and social 

cleavages.

One of the distinctive features o f Chile’s party system was that it permeated the 

whole country, its institutions, organizations, and activities. Some sociologists have seen 

Chile’s political parties as the ‘vertebral column* of the country’s social structure, the 

channel though which all social groups became integrated into the public arena.106 As the 

state’s influence on the economy expanded, it became the single focus for collective action 

with the party system becoming the privileged channel to access to the decisional 

structures.107 108

According to Arturo Valenzuela, one o f the leading students of Chilean politics, 

“Chile’s party system was everywhere, not only determining the political recruitment 

process for important national posts but also structuring contests in such diverse institutions 

as government agencies, professional and industrial unions, neighborhood organizations, 

and even local high schools.”10* Similarly, Alan Angell (1993) asserts:

“The party organizations impregnated all levels o f political life, from the 
remote municipality to the National Congress. Unions o f all kind enjoyed 
close links, sometimes traditional, with political parties: the workers with the 
Socialist and Communist parties; the professionals and white-collars 
employees with the Radicals and the Christian Democrats. Political parties 
competed for the support o f employers and landowners associations, of

106
See Norbert Lechner, José Joaquin Brunner, &  Angel Flisfisch (I9SS) Porfido y  Democratici, Santiago de Chile: 

FLACSO . For a discussion, see Angel (1993), pp. 27*35.

107 Alberto Cuevas (1987) " I partiti e il sistema politico,” in A. Cuevas (ed.) Autoritarism o e Democrazia in C ile 
(Roma: Edizioni Lavoro), p. 23.

108 Arturo Valenzuela (1978) The Breakdown o f D emocratic Regimes - Chile, The John Hopkins University Press, 
Baltimore, p. xiii.
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universitaiy students movements, o f  neighborhood councils and even o f 
football clubs.**109

However, as Valenzuela asserts, by the mid-twentieth century the main characteristic 

o f Chile's political system was a marked polarization , arising from certain features of the 

institutional arena, “including winner-take-all elections”, which contributed to the 

generation o f centrifugal tendencies.110

“Conflict and confrontation were mediated by a web o f  institutions and 
through the verdict of an electoral system which defined the power capabilities 
of political groups.”111 112

According to the Constitution o f 1925, which replaced the so-called ‘Parliamentary 

Republic* o f the beginning o f the century— identified with high cabinet instability, weak 

government, policy immobilism, particularism, “irresponsibility” and corruption—, the 

main authority of the state was to be concentrated in the figure of President of the 

Republic.111 The President was to be elected by direct vote (Art. 63 o f the 1925 

Constitution). The President is the head o f  the state and nominates the Ministers, Sub- 

secretaries, Ambassadors, the Head o f  Public Services, and appoints the Intendentes (the 

main political administrative authority) o f  the 25 provinces, the Governors o f  the 

departments o f each province, and the Alcaldes (Mayors) o f  those communes and cities of 

more than one hundred thousand inhabitants “and in others that may be designated by 

law.*’113 The presidential term lasted six years with no possibility o f reelection for the 

ensuing term (Art. 62).

Nevertheless, one of the main weakness o f Chile’s political system through the 

century were the increasing conflicts between the Executive and the Legislature.114 Such 

conflict was based in some characteristics o f  the institutional, constitutional, and electoral

109 Angel) (1993), p. 28.

110 Valenzuela (1978), p. xiii.

111 Valenzuela (1978), p. xiii.

112 See Valenzuela and W ilde (1979,194-196.

113 See Chapters IV , V, VH1, and IX  of the "Constitution o f the Republic o f Chile, 1925,” in Amos J. Peaslee (1970) 
C onstitutions o f  N ations - Vol. IV  - The Am ericas (The Hague, Netherlands: Martinus Nijhoff; pp. 244-273. English 
translation; version as amended in 1943,1957, and 1967).

114 See Valenzuela and W ilde (1979), 196-204. See also Tapia-Videla (1977); Pizarro (1978); and Valenzuela (1978).
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system, which determined that, despite the formal authority granted by the Constitution to 

the Executive, governments were typically weak when confronted with the Congress, 

political parties and the array o f  conflicting particular interests which exerted increasing 

pressure on the state, its finances and policies."5 In fact, the very same Constitution and the 

electoral rules contained several features which hindered the capacity of the state and 

Executives to adopt, implement and sustain over time general, long-term public policies in a 

coherent fashion, and to control public finances—matching together expenditures and 

revenues—and the rapid expansion o f state activities. Such institutional features contributed 

also to the introduction and spread o f  persistent patterns o f  political clientelism  and 

patronage within the political system and the whole state apparatus.11*

One important characteristic o f the institutional setting which helps to explain the 

weakness o f the government vis-à-vis the Congress and political parties was that, despite the 

large prerogatives granted to the President, the Constitution hindered the possibility o f 

electing strong executives, since it allowed a candidate to become President o f the Republic 

relying only on a relative majority. Furthermore, the Constitution gave to the Congress final 

authority to decide among the two candidates who obtained the largest relative majorities 

(Arts. 64 and 65),115 116 117 118 which was made worse by the fact that presidential and congressional 

elections took place at different dates.

All this constrained potential presidents, lacking an absolute majority, to negotiate 

their programs in order to get the necessary support from other political parties and 

legislators for being confirmed in the Joint Congress session, held fifty  days after the 

popular elections.111 The power invested in Congress to elect the president in those cases 

when all candidates failed to secure an absolute majority determined that “in a practical

115 Sec Tapia-Videla (1977).

116 On the clientelistic features characterizing Chile 's politics and public policy-making, see Arturo Valenzuela (1976) 
"Political Constraints to die Establishment o f Socialism in Chile," in Valenzuela and Valenzuela (eds.) Chile: P olitics A nd  
Society  (New Brunswick, New Jersey: Transaction Books, Rutgers University); Tapia-Videla (1977); Valenzuela (1977); 
Pizano (1978); Valenzuela (1978); Valenzuela and Wilde (1979); Foxley (1985), pp. 81-82; Dugan & Rehren (1990); 
Raúl Atria N. (1992) "Comentario," in Matías Tagle D. (ed.) La Crisis de la D em ocracia en Chile • Antecedentes y  
C ausas, Santiago de Chile: Editorial Andrés Bello (IH-PUC/CERC), pp. 229-238; and Angelí (1993), pp. 27-35.

117
A rt 64 o f the Constitution dictated that if no candidate obtains more than half of the votes validly cast, the Joint 

Congress must decide in secret voting among the two candidates who obtained the highest number of votes.

118 See Arts. 64 and 65 o f the Constitution o f  the Republic o f  O tile, ¡925.
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sense, the president so elected was forced to accept some degree o f  dependency on parties in 

congress supporting his election. Such a dependency, in all cases, was a costly one—either 

affecting critical policy issues and/or the control o f public bureaucracy.”11’

In addition, the Constitution imposed the existence o f  a system o f proportional 

representation in the elections to the Congress (Art. 25),* 120 encouraging party fragmentation 

and congressional instability.121 As a consequence, there was a tendency towards fragmented 

political parties, none of which was able to elect a  president on its own, or capture a 

majority in Congress.122

Between 1937 and 1973, the number o f  political parties oscillated between nine and 

twenty, and no single party ever obtained more than 25 or 30 percent o f the votes in either 

congressional or municipal elections.123 By the same token, no single party ever held a 

majority o f the seats in either the Senate or the Chamber.124 Finally, the fact that the 

Constitution established that Presidents could not be reelected for the ensuing term also 

contributed to high instability in the coalition behind the government, and even in the 

support given by the President’s own party to his government.125 On this weakness o f the 

president and the government arising from the electoral rules, Valenzuela and Wilde have 

asserted that,

“Since 1932 successful presidential candidates generally have come from 
center parties supported by groups o f  the left or the right. I f  coalition failed to 
crystallize before the election, no candidate could receive an absolute majority 
o f  the vote. Coalitions then had to be put together in Congress to select the 
president from the two front runners. Presidents, in turn, faced a legislature

Tapia-Vidcla (1977), p. 460.

120 “In elections o f Deputies and Senators a method shall be used, that, in practice, will result in giving an effective 
proportionality in representation to opinions and to political parties.” A rt 25 of the C onstitution o f  th e  Republic o f  Chile, 
1925.

121 Tapia-Videla (1977), p. 460.

122 Valenzuela and W ilde (1979), p. 197.

123 See Valenzuela (1976), p. 10. The sole exception was the Christian Democrat Party which received a 42.3% of die 
votes in the Congressional elections of 1965, to fall to 2 9 %  during the next two ones (1969 and 1973). For the percentage 
o f the vote received by Chilean political parties in the congressional elections during the period 1937-1973, see 
Valenzuela (1978), p. 35, Table No. 10.

124 Valenzuela and W ilde (1979), p. 197.

125 See Valenzuela (1978); and Gonzalo Vial C. (1992) "L a  Crisis de la Democracia," in Matías Tagle D. (ed.) La 
C risis de la  D em ocracia en C hile - Antecedentes y  C ausas, Santiago de Chile: Editorial Andrés Bello (TH-PUC/CERC) 
pp. 272-280.
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with a multiplicity of parties. Quite frequently the coalition of parties 
responsible for the election o f the president would disintegrate soon after (in 
large measure because the president could not succeed himself). Parties rapidly 
realized that they could maximize their future presidential prospects by 
dissociating themselves from incumbents, who were seldom able to deliver on 
their campaign promises.”126

Therefore, as several students have noted, the Constitution of 1925, “while 

enhancing presidential power, did not in any way affect or diminish the role o f the political 

parties.... this role was if  anything strengthened in the years...”127 In fact, although formally 

presidentialist, the Constitution allowed Congress and political parties to shape public 

expenditures, taxes, and other issues with important economic effects. In practice, political 

parties, legislators and coalitions in Congress were able to influence the creation of public 

employment, new public agencies and programs or to abolish old ones; to reduce or modify 

the budget; to influence readjustments, increases and reductions in wages and salaries o f the 

employees of the public administration and the different agencies o f the public sector; to 

appoint representatives to the executive boards and councils o f the Central Bank and 

CORFO (the autonomous public agency controlling the state-owned enterprises and the 

programs of development promotion of sectoral productive activities); to impose taxes or 

grant tax-exemptions, and to grant pensions, and social security benefits for some groups or 

categories of workers, activities, or persons.12*

As has been explained clearly by Baldez and Carey (1996), although the Constitution 

formally prohibited Congress from increasing the executive’s annual budget law proposal,129

“given the fragmentation o f the Chilean party system, which denies presidents 
partisan majorities in the legislature, president were forced to trade budgetary 
concessions for individual votes on their legislative agenda. Moreover, 
although the executive had formal agenda control over its own legislative 
initiative, this did not include absolute gatekeeping authority over spending

126 Valenzuela and Wilde (1979), p. 197.

127 Collier and Saler (1996), p. 213. See also Valenzuela (1976); Tapia*Videla(1977); and Valenzuela (1978).

128 Valenzuela has highlighted the fact that the Congress “could create new programs, abolish old ones, and reduce or 
modify budget The legislature was instrumental in the creation of the complex and unwieldy social security system, and 
until the constitutional reforms o f 1970 it was the key arena for negotiation on the all-important question of salary 
readjustment" Arturo Valenzuela (1978) 77ie Breakdown o f  Democratic Regimes - C hile, Baltimore: The John Hopkins 
University Press, p  17.

129
A rt 45 of the Constitution o f 1925.
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bills. Legislators could introduce private bills, distinct from the annual budget, 
that required public expenditures for individuals and groups. Throughout the 
years that the Constitution was in place, approximately half o f all laws passed 
established such particularistic benefits.”130

All this made it difficult for the Executive to control public expenditure and the 

expansion o f public agencies, which constituted key sources for negotiating and obtaining 

the necessary political support from the parties o f the coalition, granting them— in exchange 

for such support— employment, the control o f public agencies, key posts in public 

enterprises and agencies, and all sorts o f special particularistic and discriminatory benefits 

for the electoral clienteles o f the parties o f the coalition and their leaders and local 

brokers.I31 This system of political appointments, popularly known as *cuoteo’ (political 

‘quota* system), meant that a very large number of posts and agencies, within the public 

sector were allocated according to the relative electoral contribution of each party or party- 

faction to the government.132

Referring to some effects o f the constitutional rules concerning the autonomy o f the 

executive, Tapia-Videla (1977) wrote:

“The constitutional regime established in 1925 had some important features 
that reinforced the potential for conflict between the executive and congress.
The separation o f  dates o f  presidential and congressional elections, for 
example, required the president to w in two elections before he could exercise 
power if  he planned to introduce substantial reforms. He not only had to win 
office for himself, but his party (coalition) also had to win the separately held 
congressional elections that followed (sometimes by several years) his victory.
If  his party (coalition) lost, he had to deal with several parties in order to gain 
and/or retain a supporting block within congress. This necessity led the 
president into a pattern o f  shifting alliances with profound influence on 
programmatic (policy) orientation.**133

130
Lisa Baldez and John M . Carey (1996) "Pinochet's Constitution and Executive Agenda Control: Budgetmaking in 

Chile," (mimeo), p. 7.

131 See Valenzuela and W ilde (1979), p. 201.

133 See Valenzuela (1976); Tapia-Videla (1977); Valenzuela (1977); Valenzuela (1978); and Valenzuela and Wilde
(1979).

133 Tapia-Videla (1977), p. 459.
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In the same vein, Valenzuela (1976) wrote:

“Since presidential elections did not coincide with congressional elections and 
coalitions that were formed for the presidential race usually disintegrated by 
the time of congressional contests, Chilean executives often found themselves 
confronted with a Congress which would cooperate only in exchange for 
important concessions. Often these concessions included a willingness to 
accommodate demands for especial favors and benefits for groups or even 
individuals who depended on the legislators* brokerage abilities and may have 
had some control over his or her political future. A chief executive found, then, 
that he not only had to deal with the many ideological and programmatic 
stands o f political parties to get his programs approved by Congress, but that 
he also had to accommodate a host o f  particular demands.'*134

O f the five presidents elected during the 1946-1970 period (including Salvador 

Allende), only one obtained an absolute majority (Eduardo Frei M., in 1964) (see Table 

5.5). However, this exception was due to a last-minute rush from the parties on the right in 

order to prevent a victory o f the candidate o f the Marxist left, and it was not accompanied by 

any programmatic agreement, support or coalition, since the Christian Democrats attempted 

to rule as a single party,135 facing a strong opposition in Congress from both the right and the 

left.136

The following table (Table 5.5) shows the share o f votes and support obtained by 

each President in the elections and in the Congress.

134 Arturo Valenzuela (1976) "Political Constraints to the Establishment o f Socialism in Chile,", pp. 16-17.

135 “In particular, Frei’s success in 1964 was due to strong support o f the right and was not the result o f the emergence 
o f a new majority force in Chilean politics. In  office, the Christian Democrat government ignored the ‘coalition* nature of 
the election, and attempted to rule, for the first time in modem Chilean history as a single party [partido unico)." 
Valenzuela and Wilde (1979), p. 20S.

134 See Valenzuela (1978); Angell (1993); Valenzuela (1994); and Collier and Sater (1996).
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Table 5.5—  Presidential Elections and Executives’ Electoral and 
_____________ Congressional Support, 1946-1970,_____________

E lec t io n  Y t a r : —  " I 1 948 1952 1958 1964 1970 ”
W in n e r :  | G o n iá / e z  Vldet* Ib i  r te i A ¡• » se n d rt Fret A / /end#
N u m b e r  of C a n d i d a t e s : 4 4 5 3 3
V o te s  of th e : 1st 40.1 46.8 31 .2 55.6 36.5

2nd 29.7 27.6 2 8 .S 38.6 34.9
3rd 27.2 19.9 20.5 4.9 27.8
4 th 2.5 5.4 15.4
Sth 3.3

Plura li ty  T y p e : M inoritarv M inoritary M inoritary M a lo r l ta ry M inoritarv
S u p p o r t  In Senators 27 6 23 4 13
C o n g r e s s % eo.o 13.3 51.1 8.9 26.9

w h en
e le c te d Deputies 89 20 59 23 55

% 80.5 13.6 4 0 . f 15.6 J7 .4

Average ■ 60.3 13.5 45.6 12.3 33.2
N um ber * 116 26 82 27 68

S u p p o r t  In S ena to rs 32 11 26 13 . . . .
C o n g r e s s % 71.1 24.4 57.8 28.9 . . . .

a f te r
e le c te d Deputies 66 49 84 82

\ 44.9 33.3 57.1 55.6 . . . .

Average ■ 58.0 28.9 57.5 42.3
N um ber * 98 60 110 95

S u p p o r t  In Sena to rs 17 4 13 13 . . . .
C o n g r e s s % 37,6 6.9 28.9 26.9 . . . .

a t  th e  en d  o f
th e  te rm Deputies 26 13 45 55 . . . .

% 17.7 6.8 30.6 37.4 . . . .

Average * 27.7 8.9 29.8 33.2
N u m ber ■ 43 17 58 68 •WWW

Source: Elaborated on die basis of the data presented by Arturo Valenzuela (1994) "Party Politics and the 
Crisis o f Presidentialism in Chile: A  Proposal for a Parliamentary Form o f Government," in Juan J. Linz and 
Arturo Valenzuela (eds.) The F ailure o f  P residential Democracy, V oi 2: The Case o f  Latin America 
(Baltimore: The John Hopkins University Press), pp. 117-118,123-125.
Notes: The support in Congress ‘when elected* corresponds to the support held by the incoming President 
among the current legislature in charge, elected a long time before the presidential elections (more than six 
months). On die other hand, die support in Congress ‘after the election* corresponds to the outcomes of the 
Congressional elections taking place between one and three years a fter the presidential election. Finally, the 
support in Congress ‘at the end of the term* corresponds to the outcomes o f the Congressional elections held 
during the last yeaifs) of a presidential term, before the next presidential elections. Keep in mind that the 
Presidential and Congressional elections always took place on differed  dates. The number o f seats at the 
Senate and the Chamber of Deputies were 45 and 147 respectively.

All presidents except González Videla had a minority in Congress by the time they 

were elected. Presidents were able to increase such support in the Congressional elections 

held during the middle o f their terms, according to their capacity to build up a broad political 

coalition (through programmatic concessions and the distribution o f  posts within the state 

apparatus), and/or gaining enough popular voting support for his party during the period 

following the presidential elections. However, in all cases Presidents lost most political
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support by the end o f their tenure, as reflected by the results o f the Congressional elections 

held during the last part o f their presidential terms.

The figures presented in Table 5.5 shows that no government was able to rely on 

majoritary support from the beginning to the end of their period in office. González Videla 

was able to obtain a majority only by radically shifting the coalition supporting his 

government—and the programmatic content o f  his administration— from the left to the 

right.137

Valenzuela has indicated another feature o f the Constitution affecting the room for 

maneuver of incoming executives that contributed to enlarging over time the number o f 

public agencies and the duplication o f tasks and attributions, thus further overburdening the 

public treasury. Since every incoming government found itself limited to either eliminating 

or reducing the personnel, budget, and programs o f the autonomous public agencies created 

by the former administrations, incoming presidents tended to create their own ones.

“Such entities determined much o f their own budgets and controlled their own 
hiring practices, even though they were nominally under one of the 14 
government ministries. Forty percent o f all public employees in Chile work for 
the more than 50 autonomous bureaus. They generally provide the bulk of 
economic and social services in areas such as agriculture, housing, social 
security and economic development While they willingly accepted any 
administration efforts to increase their jurisdiction and functions, they strongly 
resisted attempts to decrease them or to change, in any dramatic way, the 
nature o f  programming and the style o f  action. (...) A president by law could 
not remove civil servants in order to replace them with a new cadre more 
congenial to his policy objectives. (...) New presidents were thus forced to 
create new agencies to carry out their programs. Often a new agency would 
duplicate the tasks o f an older one, further complicating the problem of 
coordination. And the more agencies, the more competition for the limited 
government budget.”131

To sum up, the political setting, while favoring a pluralist representation o f all 

political groups, hindered the capacity o f electing strong Executives. As a consequence,

1 7 González Videla was elected with the votes of the left, and in particular with the support of the communists, who 
occupied an important part o f his first cabinet. He soon shifted towards a right wing coalition, totally modifying his 
program and outlawing the Communist Party, initiating a political persecution against its leaden and legislators, including 
the poet Pablo Neruda.
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government "did not have the authority to carry out its program in a coherent way and/or to 

introduce significant reforms in public policy and to govern the state apparatus with 

autonomy from political parties, organized interests groups, and short-term electoral and 

party-support considerations, because its authority and governing capacity depended at all 

times on the capacity of the president to gain support among several political parties and 

legislators. In order to gain or maintain such support, the executive was thus forced to accept 

many concessions and to share its authority with political parties which, in turn, used it to 

increase their electoral support, fostering political clientelism and making public policy 

increasingly particularistic.

5.3.2. Political Competition and Clientelism

"No group could preserve their income without being in constant political activity.”
-----  Alan Angel! (1993) Chile de Alessandri a Pinochet: En busca de la utopia,
Santiago: Editorial Andres Bello, p. 89.

One conspicuous feature characterizing Chile’s politics during the period of the 1925 

Constitution was the prevalence o f particularistic and clientelistic transactions as a key part 

o f the parties* and politicians* search for electoral support.* 139 As Valenzuela has asserted:

“much of the Chilean style o f electoral campaigning depended on face-to-face 
contacts and the delivery o f  particularistic favors. In small constituencies, 
candidates related directly to the voters; in larger ones, they communicated 
through an array o f local brokers. This two-tier system, with a national 
ideological arena and a local electoral one, was bound together by vertical 
party networks of an essentially clientelistic nature. In exchange for votes, a 
congressman interceded with the bureaucracy to obtain necessary goods and 
services for individuals and communities. The existence o f  a local clientele 
system indicated that an enormous amount of the legislator’s effort and time 
had to be expended in performing small favors.**140

Arturo Valenzuela (1976) "Political Constraints to the Establishment of Socialism in Chile," in Arturo Valenzuela 
and J. Samuel Valenzuela (eds.) Chile: Politics A nd Society  (New Brunswick, New Jersey: Transaction Books, Rutgers 
University), p, 19.

139 See Arturo Valenzuela (1977) P olitical Brokers in  C hile: Local Government in  a  Centralized P olity, Durham, NO: 
Duke University Press; Valenzuela (1978); and Valenzuela and W ilde (1979).

140
Arturo Valenzuela (1976) "Political Constraints to the Establishment o f Socialism in Chile," p. 13.
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The progressive enlargement in the size, prerogatives, and economic importance o f 

the state became self-sustaining, representing both cause and effect of the competition 

among political parties for electoral support. The importance o f the state as a source o f 

employment, subsidies, protection, welfare benefits, mandatory wage readjustments, price- 

controls, etc., caused parties to compete for its control in order to increase their electoral 

support by enlarging their clienteles. At the same time, political parties and their members 

spread through the whole state apparatus and tended to increase the prerogatives and 

activities of the state in order to increase their sources of political strength and their 

influence on public policies. As Oscar Muñoz has pointed out,

“Several analysts o f the Chilean political process have characterized parties as 
instruments for capturing clienteles. These provided electoral support, which 
ensure the access to the political power, in exchange for the compromise to 
obtain social and economic benefits which parties negotiate at the state level.
This phenomenon has been called ‘clientelistic mobilization* or ‘integration 
from above’, and it characterized the major part o f the political experience o f 
the period.”141

Valenzuela and Wilde (1979) have noted that “although the bureaucracy and the 

executive branch grew to the point where, in the 1960s, the public sector represented almost 

50 percent o f the Gross National Product, congressmen retained their traditional roles as the 

key brokers in the center for small favors. They continued to represent the demands of their 

geographically defined constituencies in the larger government process, both in making 

legislation and administering it.”142 According to these scholars,

“they spent over 50 percent o f their time in the late 1960s on matters such as 
obtaining public employment, school admission, or a pension (particularly 
from the complex and overburdened social security system) for individuals 
commended to them by local politicians and cronies. Sometimes these 
activities took the form o f  intervention with bureaucrats in an administrative 
agency, sometimes the form o f actual legislation. Private laws providing 
pensions and other dispensations for individuals were an important part of the 
legislative activity.”143

141 See Oscar Muñoz Gomá (1986) Chile y  su  Industrialización: Pasado, C risis y  Opciones, C IEPLAN , Santiago de 
Chile, p. 200.

142 Valenzuela and Wilde (1979), p. 200.

143 Valenzuela and W ilde (1979), pp. 200-201. "Elected officials from all groups and factions spent a major part of 
their waking moments obtaining pensions for widows, jobs for school teachers, higher salary increases for unions or trade
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The Congress, through individual legislators, was a crucial link between the local 

and the central, national political arena: “Acting as national brokers at the top o f networks of 

face-to-face relations, they attempted to extract vital resources for individual clients or 

groups of clients.”144 Congressmen were able to amend the budget law in order to allocate 

money to their own particular projects. “They could specify, for example, the particular 

roads upon which the Public Works ministry should spend a given item in its budget.”145 * 

Since presidents typically lacked majoritarian support even in one chamber o f Congress to 

curb these practices, they tended to ‘accept* many o f  such amendments as political 

necessity, which contributed to making public policy particularistic and incoherent.

On the other hand, congressmen also actively intervened with bureaucrats in the 

administration of the law and the allocation o f public resources. According to Valenzuela 

and Wilde, bureaucrats did not resist such interventions since congressmen had a important 

influence over the hiring and promotion o f civil servants.144 At the same time, bureaucrats 

also accepted or even welcomed such pressure and influence activities since in that way they 

could avoid having to make choices that would affect important organized interests. Hence, 

such interventions by politicians were seen as an effective representation o f demands.147 148

“Whether it was a particular business seeking tax relief, a  union organization 
seeking the establishment o f  a pension fund, a professional association after 
legal recognition, or a municipality after a new dam, political leaders and 
officials were continuously besieged by an overwhelming number o f petitions. 
Parties were without question the key networks for processing demands, often 
by channeling them up through different levels o f the party hierarchy. ... 
congressmen were the most important national brokers... ” ,4#

“the party structures which permeated the society were crucial linkage 
structures binding organizations and institutions at all levels to the political 
center. Local units of all parties were active within each level o f the

associations, bridges for local municipalities, and a host o f other favors either by acting directly or by serving as 
intermediaries before the complex and ubiquitous state bureaucracy.** Arturo Valenzuela (1978) The Breakdown o f  
D em ocratic Regim es - Chile, The John Hopkins University Press, Baltimore, p. 8.

144 Valenzuela and W ilde (1979), p. 204.

145 Valenzuela and W ilde (1979), p. 201.

144 See Valenzuela and W ilde (1979), p. 202.

147 See Valenzuela and W ilde (1979), pp. 201-203.

148 Arturo Valenzuela (1978) The Breakdown o f  D em ocratic Regimes - Chile, The John Hopkins University Press, 
Baltimore, p. 9.
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bureaucracy, each labor union, each student federation and each professional 
association, attempting to place its own members in leadership positions.
Often parties succeeded in capturing a particular public agency. Once an issue 
affecting the organization arose, the party structure—with its congressmen, 
contacts in the central bureaucracy and any connections that it may have had 
with the executive—could be instrumental in conveying the organizations’ 
demands to decision-makers. The party supported any action taken by the 
organization—such as work stoppage, strike or demonstration. Thus, the 
strategies of the different groups that form the basis o f the Chilean institutional 
arena were interwoven with the activities of national parties and followed 
closely the general political life of the nation.*’14’

‘This intertwining o f political parties with public and private institutions also 
influenced the extent of support which particular parties and the government 
received. Some organizations found it expedient to elect leadership cadres 
belonging to parties supporting the government, since they had greater 
potential for obtaining resources through regular channels.”149 150

Alejandro Foxley, a leading Chilean economist, Finance Minister during the first 

democratic government after the dictatorship and currently president of the Christian 

Democrat Party, has made a critical assessment of the role played by clientelism in party 

competition and the effects that this pattern had on maximizing demands on the state. He 

wrote:

“Through this clientelistic relationship, parties became the receptors of 
demands, transmitting them toward the State. Due to the game was that of 
enlarging the each party’s own clienteles against those o f the others and within 
a tierce partisan competitive struggle, after passing through the filter o f the 
parties the demands re-emerged amplified. Politics took place simultaneously 
at two almost independent levels: an ideological level, in which each party had 
a rather abstract discourse, holistic [totalizante] and markedly utopian; and at a 
more quotidian level, as a dissonant chorus which voiced the specific demands 
o f  a multitude o f  social and economic groups and organizations which were 
pressing for obtaining maximal benefits from the political apparatus and 
ultimately from the State. In this way politics became a vehicle to satisfy the 
disparate consumptions, ever augmenting, that each group was demanding 
through its organization.”151

149 Valenzuela (1976), pp. 21-22.

150 Valenzuela (1976), p. 22.

151 Alejandro Foxley (1985) Para una Democracia Estable - Economia y  P olitico, C IEPLAN , Santiago, pp. 81-82 
(m y translation).
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Raúl Atria has related this pattern to the large attributions and the vast set of 

agencies and public entities of diverse nature in the context o f  a centralized state which 

regulated most areas o f economic and social life,151 * determining therefore that “all the 

• demands o f the system were converging disorderly to the system’s decision center...”153

“During many years that State functioned as a dispenser relatively efficient o f 
guarantees and privileges for groups that successfully demanded in favor o f 
their interests, in the measure that they were part o f  a winning political alliance 
that acceded to the Government o r that they attached themselves to a party 
able to interpreting and representing them in the system.”154

“finally, everything has to be solved by the State. There is no policy, no 
aspiration, no social demand within the political system o f  those years that not 
meant attempting to achieve some initiative coming from the State.”155

In fact, the prevalent ideologies o f  the period favored statism. Pilar Vergara asserts

that,

“This statism [estatismo] was linked to the assertion o f  the need o f social 
changes. In these conceptions, the changes that seemed indispensable to 
promote implied an inevitable reinforcement of the signification o f the state in 
social and economic life. The economic reforms that were postulated meant to 
impose regulations over the economic initiative o f particulars through price 
controls, legal fixation o f  wages and salaries, controls over credit aimed to 
allow a relatively more ‘egalitarian’ circulation o f  it within the society, etc. A 
policy o f social reforms meant also to reinforce the influence of the state in 
education, strengthening the presence o f the state in health care, in social 
security, etc.”154

Highlighting the relationships between the notion that the state was responsible for 

the larger questions o f  development—tying together industrialization to planned economic 

development—and the preeminence acquired by political patronage and state clientelism 

that accompanied the implementation of the ISI strategy, Tapia-Videla has asserted that this 

notion “provided a rationale justifying the expansion o f  state apparatus that, in fact, was

See Raúl Atría N. (1992) “Comentario," in Matías Tagle D. (ed.) La C risis de la  Democracia en C hile -
Antecedentes y  Causas, Santiago de Chile: Editorial Andrés Bello (IH-PUC/CERC), pp. 234-237.

153 Atria (1992), p. 237.

154 Atria (1992), p. 237.

155 Atria (1992), pp. 234-235.
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marginally concerned with the production of goods, and/or services. The expanded 

bureaucracy was essentially used for three closely related purposes: political patronage as a 

prop for the regime in power, and as a channel for upward social mobility by the stale- 

dependent middle sectors.”117

As Tomás Moulián has pointed out, for the left, but also for the political center, “the 

spontaneous response to the problems of development... was to increase the capacity o f 

control o f the State over the economy.”151

This was possible since the Constitution granted an ambiguous and, hence, large 

authority to the state to intervene on property rights in the name o f “the general interests o f 

the state.”154 * * 157 * 159 Moreover, after the amendment of the Constitution in 1967, the state acquired 

large prerogatives to expropriate property through administrative decision and to restrict 

ownership rights in the name of the “social function” of property, which “includes whatever 

may be required by the general interests o f the State, public benefits and health, a better 

utilization o f the productive sources and energies in the service of the community, a raising 

o f the living conditions o f the people as a whole.”160 This ambiguity, embedded in the 

Constitution since its creation, made it possible to modify and introduce restrictions on 

property rights, encouraging proposals from the part of political parties and Congressional 

majorities representing popular and/or nationalistic sectors for expropriatory measures by 

the state based on economic, political and/or redistributive claims, thus generating

154 Pilar Vergara (1985) Auge y  Caída del Neo!ibera!ismo en Chile, Facultad Latinoamericana de Ciencias Sociales
(FLACSO ), Santiago de Chile, p. 23.

157 Tapia-Videta (1977), pp. 461-462.

150 Tomás Moulián (1983) Democracia y  Socialismo en Chile, Ediciones FLACSO, Santiago. Quoted by Foxley 
(1985), p. 103.

1 C A
See A rt 10, No. 10, in Constitución Política de la República de Chile, (edition of 1953).

160
A rt 10, No. 10 of the Constitution of 1925 was amended in 1967, when four new paragraphs were introduced. 

Some o f them were the followings: “The law shall prescribe the manner in which property is to be acquired, used, enjoyed, 
and disposed of and the limitations and obligations thereon which ensure its social function and render it accessible to all. 
The social function o f property includes whatever may be required by the general interests of the State, public benefits and 
health, a better utilization o f the productive sources and energies in the service of the community, a raising of the living 
conditions of the people as a whole.** “Whenever the interest of the national community so demands, the law may reserve 
to the State exclusive domain over natural resources, production goods, or others, declared to be of preeminent importance 
to the economic, social or cultural life of the country. It shall seek, likewise, a suitable distribution of property and the 
establishment of family ‘homesteads’.** These precepts allowed large room for governments to confiscate private property. 
Against such expropriatory measures, the Constitution allowed individuals to claim before the Courts only the amount and 
form o f payment of the compensation to be paid, but not to contest the expropriation in itself.
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uncertainty regarding private ownership.161 Indeed, the struggles over property rights 

became a key feature o f  Chile's political competition, particularly during the 1960s and until 

the military coup d 'eta t o f 1973.162 As Markos Mamalakis, one o f the senior students of the 

Chilean economy, has asserted:

“According to one historically and politically very relevant school o f thought, 
almost everything plaguing Chile, included unbalanced and distorted industrial 
development, had its origins in private ownership o f the means of production, 
especially land, capital, and mineral resources."163

The introduction o f the notion o f  ‘the social function o f property' provided 

governments with an easy justification for expropriatory measures. This explains, for 

example, why the Unidad Popular and the Allende's government thought that it would be 

possible to cany out an economic transformation toward socialism within the framework of 

the Constitution.

5.33 . The “Developmentalist and Entrepreneurial State” and the Representation of 

Private Interests

Another important institutional feature which accompanied the implementation of 

the ISI strategy with an entrepreneurial and developmental role performed by the state was 

the direct representation granted to private interest groups in the policy-making process. 

This fact, highlighted by some early investigations o f the patterns o f  interest representation 

in Chile but long ignored by traditional political scientists, has become increasingly 

recognized and studied in recent times.164

161 Sec Mamalakis (1976), pp. 138-139.

162 See Valenzuela (1978); and Foxley (1985), pp. 254-255.

163 Mamalakis (1976), p. 169.
164

See Constantine C. Menges (1966) "Public Policy and Organized Business in Chile: A  Preliminary Analysis," 
Journal o f  International A ffa irs, Voi. XX , No. 2: 343-365; Arturo Valenzuela (1976) "Political Constraints to the 
Establishment o f Socialism  in Chile," in Arturo Valenzuela and J. Samuel Valenzuela (eds.) Chile: P olities A n d  Society 
(New Brunswick, New Jersey: Transaction Books, Rutgers University); Arturo Valenzuela (1977) P olitical Brokers in 
C hile: Local G overnm ent in  a Centralized Polity, Durham, NC: Duke University Press; Crisòstomo Pizarro (1978) 
"Políticas Públicas y  Grupos de Presión en Chile, 1965-1970: Un Análisis Exploratorio," Estudios C IEPLA N , No. 26, 
Agosto 1978, Santiago de Chile; William E. Dugan &  Alfredo Rehren (1990) "Impacto del Régimen Político en la 
Intermediación de Intereses: Instituciones Públicas y Grupos Empresariales en C h ile " P olítica, No. 22/23, Revista del
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In the political ‘compromise* that made possible the creation of CORFO and the 

adoption of the ISI strategy, private interest-groups acquired formal participation within 

several boards and bureaus of policy and decision-making o f the public sector. The 

representatives o f the peak sectoral business associations acquired a formal, institutional 

recognition within the state as the organized expression o f the private interests prevailing in 

Chilean society, obtaining voice and vote on the main sectoral policy boards o f the new 

created agencies, along with the representatives of the government, the parliament, state 

officials and technicians, professional guilds, and, sometimes, organized labor.1“

This trend towards ‘social corporatism*166 has its origins in the mid-1930s, with the 

creation o f the Confederación de la Producción y  del Comercio (CPC) [Confederation o f  

Production and Commerce], the increased organization and political influence o f popular 

sectors and the parties representing them, and the increased role played by the Chilean state 

in determining economic direction during the aftermath o f the crisis provoked by the Great 

Depression and the transition from the former export-led growth model to an inward

looking industrialization and state-led capitalism strategy.“ 7

At the same time as urban middle and working classes were gaining an organized 

political presence and collective-action capabilities for exerting pressure on the state, 

business groups also engaged in new organizational strategies for the representation of their 

interests.1“  The Confederación de la Producción y  del Comercio (CPC) was bom in 1933 as 

a “super** peak association to congregate most business sectoral-interest groups and their 

peak associations: the Sociedad Nacional de Agricultura (SNA) [National Society o f  

Agriculture], the Sociedad de Fomento Fabril (SOFOFA) [Society for Industrial 

Development], the Sociedad Nacional de Minería (SONAMI) [National Mining Society], 

the Cámara Central de Comercio (CCC) [Central Chamber o f Commerce], along with other * 166 167

Instituto de Ciencia Política de la Universidad de Chile, Santiago, Junio 1990: 117-136. See also Muñoz Gomá (1986), pp. 
203-220; and Muñoz Delaunoy (1991).

See Constantine C. Menges (1966) "Public Policy and Organized Business in Chile: A  Preliminary Analysis," 
Journal o f  International A ffairs, Vol. XX , No. 2: 343-365.

166
Tapia-Videla (1977), p. 454; Paul Drake (1978) “Corporatism and Functionalism in Modem Chilean Politics,” 

Journal o f  Latin American Studies, 10, May 1978; and Muñoz Delaunoy (1991), pp. 7,20, and 48.

167 See Paul Drake (1992) Socialism o y  Populismo. C hile 1936-1973, Serie Monografías Históricas 6-1992, Instituto 
de Historia, Universidad Católica de Valparaiso, Valparaíso, pp. 190-194; Muñoz Delaunoy (1991).

*“  See Muñoz Delaunoy (1991).
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regional interest groups which wanted to participate directly in  the government decision

making process.169 According to its Statute, one o f the main purposes o f the CPC, reiterated 

by each o f the four affiliated associations, is: ‘T o  assure that national legislation proceeds in 

accordance with the just interests o f commerce and production.” 170

One o f the main methods utilized by interest groups in order to participate in 

government decision-making in Chile was to gain access to key positions within the state 

apparatus.171 In fact, during the government o f  the Frente Popular in the late 1930s, 

organized sectoral interest groups sought and obtained institutionalized participation at 

several levels of state decision-making: their representatives joined the boards, directorates 

and councils o f the Central Bank, CORFO, public enterprises, the commissions in charge of 

setting prices, wages, and import tariffs, the Banco del Estado, and other agencies, at all 

levels, national, regional, and local (see Table 5.6). They also occupied key positions within 

sectoral ministries and agencies as representatives o f sectoral interest associations. Some 

ministerial post were usually filled with leaders o f sectoral interest organizations (i.e., 

agriculture, housing, public works).172

For the Frente Popular government, the aim o f state action was to rationalize the aid 

for private entrepreneurs in all sectors o f the economy, especially industry and construction, 

so as to accelerate growth and generate new and more dynamic sources o f  employment. 

Rather than reducing the influence o f  particular capitalist groups on the public decision- and 

policy-making process, the center-left government increased the participation of 

representatives o f  private business groups on the boards o f the new state enterprises and 

development agencies at the same time as it increased state involvement in the economy

169
Cf. W illiam  E. Dugan &  Alfredo Rehren (1990) "Impacto del Régimen Politico en la Intermediación de Intereses: 

Instituciones Públicas y  Grupos Empresariales en Chile," P olitica, No. 22/23, Revista del Instituto de Ciencia Politica de 
la Universidad de Chile, Santiago, Junio 1990, p. 118; Paul Drake (1992) Socialism o y  Populism o, Chile 1936-1973, Serie 
MonograOas Históricas 6-1992, Instituto de Historia, Universidad Católica de Valparaíso, Valparaíso, p. 166. Dugan & 
Rehren refer also to Paul Drake (1978) “Corporatism and Functionalism in Modem Chilean Politics,” Journal of Latin 
American Studies, 10, M ay 1978.

170 Confederación de la Producción y el Comercio (CPC) (1938) E statutos, Imprenta A. Palma G., Santiago, p. 14. 
(Cited in Constantine C. Menges (1966) “Public Policy and Organized Business in Chile: A  Preliminary Analysis,” 
Journal o f  International A ffa irs, Vol. X X , No. 2, p. 343.)

171 Dugan &  Rehren (1990) "Impacto del Régimen Político en la Intermediación de Intereses: Instituciones Públicas y  
Grupos Empresariales en Chile," p. 118. See also, Muñoz Delaunoy (1991), who identifies the 1930s as the period of 
formation of modem pressure groups in Chile.

172 cf. Muñoz Delaunoy (1991). See, also, Muñoz Gomá (1986), pp. 203-211.
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(acting as a planner, banker, investor, entrepreneur, employer, and mediator in labor-capital 

negotiations). The relative weakening in the capacity of the traditional parties of the right to 

represent and defend effectively the interests of business groups within a increasingly mass 

politics, where the parties representing middle and working class demands were acquiring a 

growing electoral support, causing them to resort to pressure-group activities,173 and the 

influence acquired by anti-imperialist and nationalist ideas and the ‘anti-fascist’ drive which 

forged the idea of a ‘popular front* among the center-left parties conceived as a broad 

national alliance between labor, middle classes, and the “national industrial bourgeoisie** in 

favor o f a national independent inward-oriented development, created a favorable 

environment for corporatist attempts at ‘class-cooperation* organized by the state.174

One key feature o f the incorporation and representation of private interests into the 

state was its particularism . l7S  Since public policy was increasingly carried out in a sectoral, 

particularistic way, with differentiated policies for specific sectors and activities (rather than 

through general, global, universalistic policies), so the representation of business and 

private groups was also o f  a particularistic, sectoral character, rather than multisectoral. In 

fact, although the CPC embraced representatives from each of the four main sectoral groups, 

the representation o f business interests in the state was mainly carried out through the 

formal incorporation o f sectoral representatives in policy-making boards and administrative 

agencies, instead of by the general representatives of the CPC as such.17* This participation 

was in the guise o f ‘representatives* of their associations, and not on an individual basis.177

As Menges has evidenced, each of the four sectoral peak associations had a decisive 

vote in two main types o f  government organizations:

“First, they all were voting members of several *scmi-autonomous* key 
financial policy institutions, such as the Banco Central (monetary policy), the 
Banco del Estado (credit, subsidies) and the Corporación de Fomento

173 Muñoz Delaunoy (1991).

174 See Muñoz Delaunoy (1991). See also Tapia-Videla (1977), p. 454; and Drake (1992).

175 See Mamalakis (1976); Valenzuela (1977); Muñoz Gomá (1986). See also Ricardo Ffrcnch-Davis (1973) Politicos 
E conóm icas en Chile 1952-1970, Santiago de Chile: CEPLAN, Ediciones Nueva Universidad.

176
Cf. Menges (1966) “Public Policy and Organized Business in Chile: A Preliminary Analysis,” pp. 348-349 and 

357-363.

177 See Muñoz Delaunoy (1991).
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[CORFO] (Development Corporation, government investment). And second, 
each peak association usually voted on the boards o f the many specialized 
government committees concerned with its particular economic sector.”17* 
(emphasized in the original)

Muñoz-Delaunoy (1991) found that, by the 1940s, representatives o f the main 

business association enjoyed permanent membership as directors in more than 40 public and 

semi-public agencies, which were concerned with public policy issues in areas such as 

monetary management, credit and savings, prices, foreign trade and import tariffs, customs, 

housing, popular food-supply programs, energy, roads and rail ways, labor and trade-union 

regulation, statistical data-collection, sectoral productive promotion programs, etc.17* 

According to Menges:

“The exact nature o f  the membership patterns o f the representatives o f 
business associations is well illustrated by the case o f  the SFF [SOFOFA].
This organization in 1964 listed a total o f 43 representatives to ‘other public 
and private institutions4 o f  whom 26 were voting members o f government 
policy-making boards and 8 were voting members on government advisory 
councils.”1*0

According to Pizarro (1978), by 1965 the SOFOFA had formal representation on the 

policy-making boards o f public institutions such as the Directory Central Bank, the 

CORFO’s Board, the Board o f the State Bank, the Customs General Council (Junta General 

de Aduanas), the Central Mixed Commission o f Wages (Comisión Central M ixta de 

Sueldos), the board o f  the state-run social security system (Consejo del Servicio de Seguro 

Social), the Labor Court, and the board o f the National Health Service (Consejo del Servicio 

Nacional de Salud).1**

This pattern o f  policy-making and interest representation by sector had an important 

effect on the interest-groups’ collective action. Menges reports that, in contrast with one o f 

the common findings o f  research on business groups, which have pointed out that peak 

associations are either inactive or that their activity and unity is restricted to acrars-class- 178 * 180 181

178 Menges (1966), p. 349.
ITO

Muñoz Delaunoy (1991), pp. 25-27.

180 Menges (1966), p. 349.

181 Crisòstomo Pizarra (1978) "Políticas Públicas y  Grupos de Presión en Chile, 1965-1970: Un Análisis 
Exploratorio," Estudios C1EPLAN, No. 26, Agosto 1978, Santiago de Chile, pp. 29-30.
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lines redistributive issues (wages, hours legislation, etc*)» Chile’s peak associations were 

actively engaged in competitive political activity regarding public policy involving inter

sector distributive issues.141 According to Menges* field-work on Chile’s interest groups 

during the period 1958-66, each economic sector interest-group (and its peak association) 

was competing against all others to influence public policy in its favor SNA vs. CCC, SNA 

w ith CCC vs. SOFOFA, SOFOFA vs. SNA and so forth.10 In practice, two substantive 

issues provide the most frequent focus of conflict: (a) import-export trade policy and (b) 

government investment policy.1“

By contrast, i f  the inter-sector distributive struggle was a characteristic of the 

interest-groups collective action, at intra-sector level, however, the degree of distributive 

conflict was substantially lower, because “apparently the formal structure of business 

association voting membership in government policy-making agencies is conducive to 

cooperation among business associations.... few of the specialized groups and none of the 

regional groups are likely to muster the same prestige or have the same informal access as 

the peak association leadership.”145 In other words, the structure of interest representation 

w ithin the state apparatus was intra-sector encompassing but not i/i/cr-sector 

encompassing.182 183 184 185 186 *

Thus, the very same formal structure adopted by this quasi-corporatist sectoral 

interest representation within the state reinforced particularism and prevented the formation 

o f  a more all-encompassing, coherent public policy, based on a notion of general 

interest—as opposed to particular or sectoral interests, even if only business interest were 

considered.

As Oscar Muñoz has pointed out, “there is a relatively large agreement to 

characterize the entrepreneurial sector as a state clientele. This refers to its access and

182 Menges (1966), p. 361. See also Juan Gabriel Valdés (1995) Pinochet's Economists: 7%« Chicago School in C hile, 
Cambridge, UK: Cambridge University Press, pp. 221-224.

183 Menges (1966), p. 361.

184 On the struggles among sectoral interest groups, see Menges (1966), pp. 360-363.

185 Menges (1966), p. 362. See Valdés (1995), pp. 221-222.

186 On the effects of the relative degree of encompassingness of interest group representation, see the classical
treatment by Mancur Olson (1965) The Logic o f  Collective Action - Public Goods and the Theory o f Groups, Cambridge, 
Massachusetts: Harvard University Press.
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influence capacity over the public powers, due to both their social and political connections 

and, also, by their attitude of dependency.”117

However, business groups were not the only organized interests pressing for state 

protection and support.1“  There were also middle class professional associations, trade 

unions of workers and salaried employees o f the private and public sector, small artisans and 

rural producers, and organizations o f the inhabitants of quarters o f  urban middle-lower and 

lower class {pobladores) demanding attention and solutions from the state to their 

reivindicaciones (“just or legitimate demands”).1”  Indeed, the 1950-1970 period was 

characterized by a constant pattern of clientelistic co-optation or incorporation o f new 

organized groups into the state and the politico-electoral struggle.* 189 190 Political parties were 

the main vehicles which performed such function, as a by-product o f the highly competitive 

electoral struggle induced by the electoral and political system and the significance acquired 

by the state in most economic decisions.191

C hart 5.6 shows the composition o f  the Directorates o f three main public economic- 

policy boards: The Central Bank (monetary policy; foreign trade, import tariffs, quotas, 

licenses and permissions; banking credit, interests rates; and exchange rates), the State Bank 

(credit lines for productive activities), and CORFO (public enterprises, productive 

promotion programs and sectoral agencies, credit and subsidies for productive activities).

As may be seen, representatives o f  private groups (private banks, industrial 

entrepreneurs, agricultural producers and landowners, mining entrepreneurs, commerce and 

retail sellers, engineers, employees, and labor) represented 39.2% o f the members o f the 

Boards o f these three institutions (20 members of a total o f  51). In addition, they 

participated in the election of the representatives o f each institution to the boards o f the 

others. Of these 51 posts, the President o f  the Republic appointed directly 10 out o f  a total

107 Oscar Muñoz Gomé (1986) Chile y  su Industrialización: Pasado, C risis y  O pciones, C IEPLAN , Santiago de Chile, 
p. 204. See also pp. 227-231.

1M On the multiplication o f interest groups demanding state favors, thus pressing up fiscal expenditures, see Muñoz 
Gomá (1986), pp. 198-231. See also Pizano (1978).

189
On the "reivindicaciónism on in the Chilean politics, see Valenzuela (1978), pp. 18 and 115n.

190 See Tapia-Videla (1977), p. 454.

191 See Valenzuela (1977); Valenzuela (1978); Valenzuela (1994).
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of 51 members (less than 20% of the total), and the Congress 8 (15.7%). Note that this 

pattern was continued from this top-level downwards across the entire sectoral, provincial 

and local level o f the state apparatus.1”

* "able 5.6—  Representation of Private Interests within Pnblic Policy Boards.
Voting Representation of Organized Business on Major 

Economic Policy Boards in Chile: 1958-1964

POLICY BOARDS GOVERNMENT
REPRESENTATION n.

ECONOMIC INTEREST 
GROUPS n.

“SEMI-INDEPENDENT
AGENCIES"

Central Bank President 2 SNA-SOFOFA 1
CCC 1

Senate 2 Private Banks 3
Workers 1

Chamber of Deputies 2 Private Shareholders 1
Tota l* 6 Total * 7 Total ■ 0

Banco del Estado President 5 SNA 1 Central Bank 1
(State Bank) SOFOFA 1

CCC 1 State Bank 1
SONAMI 1
Retail Sellers CORTO 1

Association 1
Salaried Employees 1
Labor 1

Tota l■ 5 Total ■ 7 Total ■ 3

CORTO President 3 SNA 1 Central Bank 1
SOFOFA 1

Senate 2 SONAMI 1 Agricultural Colonization
CCC 1 Bank 1

Chamber of Deputies 2 Institute of Engineers 1 State Bank and
Labor 1 others 8

Total ■ 7 Toil/« 6 Total * 10

Source: Constantine C. Mcnges (1966) “Public Policy and Organized Business in Chile: A Preliminary Analysis,“ 
Journal o f  International A ffairst Vol. XX, No. 2, p. 351.
A bbreviations.

SNA, Sociedad N acional de Agricultura (agriculture entrepreneurs and landowners);
SOFOFA, Sociedad de Fom ento Fabril (industria! and manufacture entrepreneurs);
SO N A M I, Sociedad N acional de Minería (national mining entrepreneurs);
CCC, Cámara C entroide Comercio (commercial businessman and entrepreneurs).

m  See Menges (1966); Valenzuela (1977); Valenzuela (1978); Drake (1992); and Dugan & Retiren (1990).
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By 1973 Arturo Valenzuela, referring to this presence o f  representatives o f private 

particular interests within the state, wrote:

“Another fundamental characteristic o f  the Chilean institutional arena is that 
the highly organized private and public sectors o f  society are in many ways 
closely intertwined. Access by private institutions to public agencies charged 
with regulating them is highly formalized and key areas o f the economy are 
dominated by essentially ‘private’ governments. The boards o f many 
government agencies include one-third representation from private interests, 
one-third from technical groups and one-third from the government. According 
to one study, [Valenzuela refers to Menges (1966)] in the period from 1958 to 
1964 the four largest business organizations had voting membership in all 
major financial and policy institutions including the central bank, die state 
bank and CORFO. Each business group had voting power on the key 
government bureau relevant to their particular economic sector.”1”

In fact, before him Constantine Menges, one o f  the first student o f the structure of 

private interest representation in Chile’s public policy, noted in 1966:

“Describing the close and continuous relationships o f  Italian business 
associations with government ministries, Joseph LaPalombara gave the name 
quasi-corporatism  to the situation o f  ‘built-in access to critical points in the 
administrative decision-making process.* This phrase seems even more 
appropriate to Chile, where he built-in and legitimate access offered to private 
economic associations includes not only membership on advisory committees 
(as in Italy), but also voting membership on a large assortment o f important 
policy-making government boards. Such direct institutional access to policy
making is a  surprisingly little known and relatively unexplored fact o f the 
Chilean political scene.”1*4

Over time, center left governments attempted to counterbalance the power o f 

business groups by incorporating to such boards representatives o f  middle and working 

classes. However, as Valenzuela (1978) noted, the unintended effect o f such a strategy was 

to reinforce and perpetuate the trend toward an increasing penetration of private interests, 

with their demands and short-term considerations, into the state, so making public policy 

and policy-making increasingly particularistic, incoherent, and ungovernable, and * 194

l”  Valenzuela (1976), p. 20. See also Valenzuela (1978), p. 16.

194 Menges (1966), pp. 348-349.
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transforming the state apparatus in the center of redistributive struggles among particular 

interest groups.195

“Broadening the base of representation brought new groups into positions of 
greater authority, thus diminishing the monopoly held by dominant economic 
interests over the policy process. This was a significant transformation. 
However, by incorporating new groups into the traditional bargaining process, 
the process itself was perpetuated. Since the system was intended to satisfy 
short-term demands and particular interests, its continuation made it more 
difficult to implement long-term strategies aimed at a fundamental 
restructuring o f society.”196

Since the government and its agencies regulated most economic activities, prices, 

wages and salaries, pensions, import tariffs, credit, etc.— so affecting directly with each of 

its administrative decisions the relative economic opportunities o f individuals, groups, and 

firms— , private interests o f all kind strove intensely for access to the public policy-making 

process and to influence policy and state activities, expenditures, an decisions in their favor 

or to neutralize those unfavorable ones, thus contributing to making public policy more and 

more particularistic and contentious.197 198 By the same token, this fact also determined that 

increasingly broader areas of economic life were to be regulated by the state. Rather than 

reducing state controls and intervention, the redistributive escalation reinforced further the 

trend toward piecemeal regulation according to particularistic and short-term criteria, 

demands and pressures arising from particular interest groups.19*

Therefore, the increasing roles and prerogatives of the state in the economy 

increased both the stakes involved in the control of state policy-making and the incentives 

for investing in political influence, raising the predominance o f politics in the shaping o f the 

relative opportunities for capturing economic gains. As Oscar Muñoz has pointed out,

“The state become the center for the struggles for income redistribution, and it 
was exacerbated due to in the measure the industrialization was going on the

195 See Valenzuela (1978); Marshall Rivera (1984); Foxley (1985).

196 Valenzuela (1976), pp. 20-21.
•  A «

“Since the government and its agencies regulate both salary and price increases, the battle over reajustes was 
fought in the public arena.” Valenzuela (1976), p. 24. See also Pizano (1978).

198 See Jadiesic (1993).
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social structure become more complex and pressure groups increased their 
strength.”1”

Finally, the analysis carried out here suggests that both the character o f public policy 

and the patterns o f  policy-making, according to their relative bias toward particularism or 

universalism, may have played an important active role in shaping the structure adopted by 

collective action and the forms o f interest representation. This deviates from the traditional 

view prevailing among political scientists that sees public policy as a passive outcome of 

interests group struggles and politics. The particular policies and economic strategies 

adopted by the state at time 1, even if  they were a mere reflection or result o f  the prevailing 

interests o f  those sectors with greater economic or political power, may determine by itself 

at time 2 the forms adopted by collective action and interest representation. In particular, the 

degree o f encompassingness of public policy may be thus not only an effect of greater or 

lesser encompassing forms of interest representation, but it may also be a cause of greater or 

lesser encompassing forms of collective action. Thus, the adoption of an economic strategy 

based on sectoral, diversified polices and on particularistic forms of policy-making which 

endow public officials with horizontal discretionary authority may foster in turn 

particularistic forms o f  influence activities and political exchange.

According to Oscar Muñoz, an effect o f the increasing protagonistic role o f the state 

in capital accumulation and in the mediation o f  social conflict was the generation o f  a trend 

to increase public expenditure and fiscal disequilibrium, which become part o f the structure 

o f the economy.* 100 Public expenditure, as share o f the GDP, increased from 12.2% in 1950 

to 19.1% in 1970.101 Public employment reached 14% o f  the labor force in 1970, having 

grow from 7% in 1940.101

*”  Muñoz Gomá (1986), pp. 210-211.

100 See M uñoz Gomá (1986), p. 220.

101 See Table 634  at the end of the next chapter. 

101 See Muñoz Gomá (1986), p. 221.

260



The institutional bases o f Chile's economic 'miracle' —  Chapter V

5 .4 . T h e  E c o n o m ic  P o l i c i e s  o f  t h e  “ D e v e l o p m e n t a l i s t  a n d  E n t r e p r e n e u r ia l  

S t a t e ”

‘The Chilean Governments have long ago lost any in n a te inhibitions against State 
interference in economic life, and pursued a policy of intervention with a multiplicity of 
detailed and complicated controls—such as quantitative import regulations, multiple 
exchange rates, credit controls, discriminatory tax concessions and so on—without any 
clear overall view of either the basic objectives which these instruments were intended to 
serve, or of any overall attempt to assess their efficacy in relation to such objectives.”
-----Nicholas Kaldor (1956) “Economic Problems of Chile," [study prepared for the
Economic Commission for Latin America (ECLA) in 1956 (mimeo)], and reprinted in 
Nicholas Kaldor’s (1980) Essays on Economic Policy U (London: Duckworth), pp. 234- 
235.

During the period 1950-1970, state economic policy was characterized by the 

consolidation o f  the inward-oriented, state-led, import-substituting- industrialization (ISI) 

strategy, conceived as the way to attain accelerated, sustained and self-reliant economic 

growth.103 Despite the differences in emphasis, during this period most political and 

economic actors saw the enlargement of the domestic industrial sector as the formula to 

develop the economy and bring about accelerated economic growth providing new sources 

o f  employment for the increasing population o f the urban centers,203 204 relying on an active 

state involvement, direct intervention in markets, and protectionism as the tools to induce 

domestic industrialization.205

Although during the 1950-1970 period the country was governed by four different 

administrations that differed sharply in their political and ideological orientations, base o f 

electoral support, diagnostics and policy prescriptions for the perceived ‘illness' o f the

203 See Patricio Mellcr (1990) "Una perspectiva de largo plazo del desarrollo económico chileno, 1880-1990,” pp. 65- 
67; Collier and Sater (1996), pp. 264-285.

2ft4
Meller (1990), p. 65. See also Pilar Vergara (1985) Auge y  Caída del Heoliberalismo en Chile, Facultad 

Latinoamericana de Ciencias Sociales (FLACSO ), Santiago de Chile; and Ffrench-Davis &  Muñoz G. (1990).

205 See Vergara (1985), pp. 22-23; Oscar Muñoz G om i (1986); Aylw in et al. (1990), p. 167; Oscar Muñoz Gomá 
(1993) "Hacia el Estado Regulador," in Oscar Muñoz G., (ed.) Después de las Privatizaciones: Hacia el Estado 
Regulador, Corporación de Investigaciones Económicas para Latinoamérica, C IEPLA N , Santiago de Chile; and Daniel L. 
Wisecarver (ed.) (1993) El Modelo Económico Chileno, Santiago de Chile: (2nd edition, first in 1992) Centro 
Internacional para el Desarrollo Económico (C IN D E) &  IE -PU G
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Chilean economy,2“  economic policy was characterized by a persistent trend towards an 

increasing, direct involvement o f the state in the economy, as part o f the ‘consensus’ o f the 

Estado desarrollista y  empresario strategy.* 207

As Collier and Sater (1996) assert referring to the last government of the period—the 

government o f the Christian Democrat Party o f the period 1964-1970—, “the entire PDC 

program can be seen as an extension and intensification o f  the state-interventionist tradition 

that had built up since the Ibanez regime o f  the 1920s. By 1969-70 the state was responsible 

for well over half o f  all industrial investment**2**

Oscar Muñoz (1986) has clearly emphasized the unquestioned role granted to the 

state by all the main political and ideological tendencies by 1970, despite the large 

differences among them and the marked ideological polarization:

“judging by the positions raised in the public debate that took place in the 
electoral campaign o f 1970, no ideological tendency questioned essentially the 
role o f the state that may have insinuated a reversion o f  that trend [to expand 
the intervention o f the state in the economy]. The different options were either 
in favor o f  deepening the state involvement to advance directly towards a 
socialist economy, in one version, or 'communitarian*, in other, or, from the 
other extreme, in terms o f a rationalization and modernization o f the state 
intervention understood without questioning or endangering the essential ‘state 
capitalism’ character of the Chilean economy.”209

The next sections describe state policies, grouping them under three broad headings:

(a) foreign trade, (b) fiscal and monetary policies, and (c) prices, wages and social security 

policies.

For a detailed analysis of the policies o f the 1950-1970 period, see Ricardo Ffrench-Davis (1973) Politicos 
Económicas en Chile 1952-1970, Santiago de Chile: C EPLA N , Ediciones Nueva Universidad; Maricos J. Mamalakis 
(1976) The Growth and Structure o f the Chilean Economy: From Independence to Allende, London: Yale University 
Press. See also Simon Collier and William F. Sater (1996) A History o f  Chile, 1808-1994, New York: Cambridge 
University Press, pp. 264-285, and 311-320.

207 Muñoz Gomá (1986), p. 71; and LQders (1993) "E l Estado Empresario en Chile - Las bases de su desarrollo hasta 
1973, y la privatización durante el Régimen Militar.”

200 Simon Collier and W illiam  F. Sater (1996) A H istory o f  Chile, 1808-1994, New Yoric: Cambridge University Press 
p. 318.

209 Oscar Muñoz Gomá (1986) Chile y  su Industrialización - Pasado, Crisis y  Opciones, Santiago: Corporación de 
Investigaciones Económicas para Latinoamérica (C1EPLAN), p. 231.
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5.4.1. Foreign Trade Policy

In the late 1930s and early 1940s Chile’s foreign trade became increasingly distorted 
through the indiscriminatory imposition of tariffs, import quotas, and all sort of 
regulations and controls. Initially, as in the great majority of Latin American countries, 
these trade restrictions were a fundamental element of an import substitution strategy 
aimed at encouraging industrialization through the development of infant industries. 
With time, however, the tariff structure more and more reflected benefits obtained by 
different pressure groups. By the late 1960s high and variable tariffs had become a 
permanent feature of die Chilean economy. In fact, Chile's protective structure had 
become one of the most distortive in the developing countries. Things worsened during 
the Unidad Popular...**
-----  Sebastián Edwards and Alejandra Cox Edwards (1991) Monetarism and
Liberalization • The Chilean Experiment fwith a new afterword)t Chicago: The 
University of Chicago Press (first edition in 1987), p. 110.

The different governments o f  the period conducted foreign trade policy in a very 

discretionary fashion which varied across sectors and over time, albeit within a general 

framework of high protection for domestic industry.210 As a consequence, foreign trade 

policy was characterized by permanent instability and constant changes in the rules o f the 

game for exporters and importers. The various restrictions on foreign trade operations 

responded mainly to short-time fiscal considerations and recurrent balance of payment crises 

rather than to a coherent policy strategy.211 They included multiple exchange rates, highly 

differentiated tariffs, a variety of taxes and levies for different kinds of imported goods, 

outright prohibitions, quotas, import/export licenses, previous deposits for imports, special 

authorizations, exceptions and special regimes, implicit and explicit subsidies, and special 

regulations for foreign investments and related capital movements.212

210 For a detailed analysis, see Ffrench-Davis (1973) P oliticos Económicas en C hile 1952-1970t Santiago de Chile: 
C EPLAN , Ediciones Nueva Universidad (Chapter Four, pp. 67-116). See also Mufioz Gomá (1986), pp. 95-123; and 
Meller (1990), pp. 65-73.

211 “After 1945, foreign trade policy was used principally as response to short-term crises, in an environment o f rigid 
exchange rates and increasing inflation. The high level of protection, given indiscriminately to industry, was noticeably 
inflexible against going downwards; its level was only altered by the periodical strengthening o f the restrictions in front o f 
continuous balance o f payments crises which, at least partially, subsisted after the overcoming of each difficulty.** Ffrench- 
Davis (1973), p. 68. See also Trivelli &  Trivelli (1978), pp. 252-253.

212 Metier (1990), p. 68. See also Ffrench-Davis (1973); and Mufioz Gomá (1986).
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Within the ISI strategy, import taxes, tariffs and exchange rates discriminated in 

favor of the industrial manufacturing sector at the expense of agriculture and mining,113 that 

is, those sectors that had been the engines o f  economic expansion under the former model.114 

As a consequence, industry and manufacturing activities enjoyed low tariffs and taxes or 

even subsidies for imported intermediate inputs and capital goods, while at the same time 

they were protected from external competition through high tariffs, quantitative and non

tariff barriers on imported manufactured consumer goods.* 214 215 By the same token, during most 

o f the period a multiple exchange rate scheme was in place, and the real exchange rates for 

fulfilling the needs o f the domestic manufacturing industry tended to be permanently 

overvalued,21* resulting in an structure o f internal relative prices that encouraged imports 

and discouraged exports.217 The fact that tariffs and trade restrictions were higher for 

‘sumptuary’ and ‘non-essential’ goods rather than for essential consumption and capital 

goods encouraged the production o f the former. This also contributed to lowering the 

production o f basic consumption goods and food, determining that the country had to devote 

increasingly more foreign currency to importing them from abroad. The domestic 

production o f these goods was also being discouraged by price controls and other 

disincentives arising as undesired effects from the discretionary and discriminatory policies 

o f the government in favor of industrialization and for satisfying the consumption and 

social-welfare demands o f organized middle and working class groups.

Organized industrial producers and other private interest groups participated actively 

in shaping foreign trade policy. Since 1956, the rules on foreign trade were set by the 

Comisión de Cambios Internacionales, (COCAIN, International Exchange Commission), in

1 See Patricio Mellcr (1993) “Economía Política de la Apertura Comercial Chilena,** CEPAL, Serie Reformas de la 
Política Pública No. 5 Santiago de Chile; and Femando Ossa S. (1993) “Políticas de Fomento al Sector Exportador 
Chileno,” in Daniel L. Wisecarver (ed.) El Modelo Económico Chileno, (2nd. edition), Santiago de Chile: C INDE-PU C.

214 See Mamalakis (1976) The Crowth and Structure o f  the Chilean Economy: From Independence to Allende, 
London: Yale University Press; Muñoz Gom¿ (1986), p. 111; and Muñoz Delaunoy (1991), p. 53.

215 On the bias against expoits characterizing Chile’s trade policy, see Bela Balassa (1985) “Policy Experimcnts in 
Chile, 1973-83," in B.Balassa (1985) Change and Challenge in the World Economy, London: MacMillan, p. 158. See also 
Vittorio Corbo &  J. M iguel Sánchez (1992) "Ajuste de Empresas del Sector Industrial en Chile Durante 1974-1982,” 
Colección Estudios CIEPLAN, No. 35, pp. 125-139.

21* The ‘real exchange-rate’ is the nomina) exchange rate corrected for infernal and externa! inílation.

217 Trivelli &  Trivelli (1978), p. 253; Muñoz Gom i (1986), pp. 111, 116; Marshall Rivera (1984), pp. 43-44; and 
Femando Ossa S. (1993) “Políticas de Fomento al Sector Exportador Chileno," in Daniel L. Wisecarver (ed.) E l Modelo 
Económico Chileno, (2nd. edition), Santiago de Chile: C IN DE-PU C .
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which the representatives o f private economic interests had a predominant influence.211 

Some years later (March 1960), it was incorporated into the Central Bank,* 219 whose policies 

were also shaped in great measure by private interests (see Section 5 3 3  above).220

During the period 1956*58, and following the conclusions o f an international 

advisory mission, quantitative restrictions were replaced by price restrictions, such as 

multiple exchange rates and deposits for imports.221 222 During the first half of its term, the 

Alessandri administration (1958-1964) attempted a gradual liberalization of foreign trade, 

progressively reducing the number and level o f restrictions, introducing a single and fixed 

nominal exchange rate for all international transactions and lowering the deposits required 

for imports.223 During one and a half years, Chile experienced a freedom of trade greater 

than in any other period after 1929.223 Still, in 1961 the tax for imports (additional tax) 

oscillated between 125% for sumptuary goods, 95% for non-essential goods, and 1.6% for 

those cataloged as essentials.224 However, the current account of the balance o f payments 

experienced a growing deficit, amounting to 30% of the value of exports by the end of 1961, 

with a fall in foreign exchange reserves provoked by the rapid increase in imports and a 

relative stagnation of exports along with an expansion in government consumption which 

increased the fiscal deficit.225 In December o f that year, faced with the exhaustion of foreign 

currency reserves, the government suspended exchange operations for three weeks, 

reintroduced the deposits for imports only one month after they had been suppressed, and 

provisionally required a previous deposit equivalent to 10,000% o f  their value for all 

requests for purchases abroad. Thus, after three years of attempted trade liberalization, Chile

211 Ffrench-Davis (1973), p. 76n.

219 Ffrench-Davis (1973), p. 89.

220 See Constantine C. Menges (1966) "Public Policy and Organized Business in Chile: A  Preliminary Analysis,” 
Journal o f  International Affairs, Vol. XX , No. 2: 343-365; Ffrench-Davis (1973), pp. 119, 133/i; and Roberto Zahler 
(1978) "La  Inflación Chilena,” in Roberto Zahler, Ernesto Tironi et al (eds.) Chile ¡940/1975 - Treinta y  Cinco Años de 
Discontinuidad Económica (Santiago de Chile: Instituto Chileno de Estudios Humanísticos (ICHEH)), pp. 59-60,

221 Ffrench-Davis (1973), p. 81.

222 Ffrench-Davis (1973), pp. 82-96.

223 Ffrench-Davis (1973), p. 89.

224 Estimations by the Central Bank as reported by Ffrench-Davis (1973), p. 87, note 60.

225 See Ffrench-Davis (1973), pp. 88-89.
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ended up with greater restrictions than in the past, with numerous prohibitions for imports 

and a proliferation o f bureaucratic controls.226

During the rest of the period the rules regarding foreign trade experienced 

continuous instability, maintaining a complex structure o f  differentiated tariffs and prior 

deposits with a rather high effective protection for domestic industry.227 * By 1967, the rate of 

effective protection averaged 177%, with a minimum o f -23 and a maximum o f 1,140 

percent,122 despite the proposals announced by the Christian Democrat government (1964- 

1970) to lower protectionism. By 1970, the average tariff on the private sector’s imports was 

166%, while the public sector was exempted.229 These tariffs were accompanied by 

important non-tariff barriers such as the requirement o f a  previous ninety-day non-interest- 

bearing deposit, o f an amount at the discretion of the Central Bank; a list o f  items whose 

import was prohibited; requirement of approval by the Central Bank for all imports; 

exemptions in favor o f some enterprises, persons, sectors, geographical areas, etc.; and a 

multiple exchange-rate scheme, with an overvalued domestic currency for most internal 

activities.230

According to Oscar Muhoz, in those years in which protection was lowest (1961 and 

1970), at least a half o f  the industrial sector had nominal tariffs equal or higher than 100%, 

whilst the rest oscillated between a range o f 50 and 100 percent. “However, the effective 

protection was still higher.” In fact, industrial activity was actually doubly protected since it

226 Ffrench-Davis (1973), pp. 90-96.

It is not surprising that during the trade liberalization attempt o f the early 1960s, exports did not increase fast 
enough as to match the growth experienced by imports. After two decades o f protectionism and continuous instability in 
foreign trade policy, export activities could hardly develop quickly. On the other hand, to be successful, a trade 
liberalization strategy requires that economic agents perceive that such a strategy w ill be maintained through time. 
Otherwise, they w ill fail to react to the new incentive structure and carry out the necessary investments. Such expectations 
depend both on the degree o f overall macroeconomic stability and the credibility o f the government's economic-policy 
commitments (current and fu ture  governments). Both factors conspired against the trade liberalization attempt See 
Femando Ossa S. (1993) “Politicas de Fomento al Sector Exportador Chileno," in Daniel L. Wisecarver (ed.) E l Modelo 
Económico Chileno, (2nd. edition), Santiago de Chile: C INDE-PUC. Finally, agricultural production— one o f die 
activities which could have potentially become the fastest growing export sector— was facing increasing uncertainty, 
arising from the mounting pressure for land-reform since the 1950s, which resulted in the enactment of an Agrarian 
Reform  Law by the Congress in August 1962 (Law 15.020).

222 See Vittorio Corbo &  J. M iguel Sánchez (1992) "Ajuste de Empresas del Sector Industrial en Chile Durante 1974- 
19S2," Colección Estudios CJEPLANt No. 35, p. 136 (Table No. 5).

229 Ffrench-Davis (1973). See pp. 96-116.

Trivelli &  Trivelli (1978), p. 253; Patricio Meller (1992) "La  Apertura Comercial Chilena: Lecciones de Política," 
Colección Estudios CIEPLAN, No. 35, p. 11.
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benefited not only from the tariffs protecting the final products but also from the lower 

tariffs granted to imported inputs.231 232 Table 5.8 shows a comparison o f the anti-export bias 

for manufacturing in several developing countries during the 1960s, according to an index 

calculated by Bela Balassa. It reveals the rather higher anti-export bias shown by Latin 

American countries relative to the rest, with Chile being the country with the highest bias 

against manufacturing exports.

Table 5.8—  Protectionism and Anti-export 
Bias for Manufacturing.

__ ...
C ountries

“gris
Argentins (1969) 241
Brazil (1966) 
Œ ÎetÏ96ÏY

122

Colombia (1969) 42
Mexico (1960) 87

Israël (1968) 63

Malaysia (1960) 25
Philippines (1965) 228

Korea (1968) 10
Singapore (1967) 6
Taiwan (1969) 26

Source.* Bela Balassa (1985) Change and Challenge in the 
World Economy, London: Macmillan, p. 27 (Table 2.1).

To sum up, during the 1950-70 period, both quantitative or non-tariff barriers 

(prohibitions, quotas, import licenses, bureaucratic procedures, customs rights and 

prohibitive  import deposits) experienced significant changes over time, reflecting a 

continuous policy instability faced by foreign trade policy,231 within an overall pattern o f 

closure and protectionism.233 The pressures for obtaining import-franchises tended to 

increase the number o f exceptional regimes and tariff exemptions that the authorities

231 See Oscar Muñoz Gomá (1986) Chile y  su Industrialización: Pasado, Crisis y  Opciones, C IEPLAN , Santiago de 
Chile, p. 110.

232 Substantial policy changes regarding quantitative and non-tariff barriers took place in 1952, 1956, 1957, 1959, 
1962, 1962, and 1965. See Ffrench-Davis (1973), pp. 294-295, who also provides a description of these policy changes. 
See also Marshall Rivera (1984), pp. 43-46; and Jadnesic (1993).

233 See Ffrench-Davis (1973), p. 115; Muñoz Gomá (1986), pp. 110-111; Ossa (1993); Jadresic(1993).
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established in a discretionary way. Therefore, despite the very high nominal tariffs, the 

revenue coming from import levies tended to be rather low, reflecting the distorted tariff 

structure.234 Hence, the very same discretionary and discriminatory character o f the foreign 

trade policy prevented it from contributing to macro-economic and/or fiscal stability.

It is interesting to note that Ricardo Ffrench-Davis (a leading Chilean economist who 

was Head o f the Research Department o f  the Central Bank during the Christian Democrat 

administration o f 1964-1970), in his very detailed analysis o f  the foreign-trade policies 

applied by the different governments and ministerial cabinets during the 1952-1970 period, 

makes some comments which reflect very well the approach and the kind of conflicting 

objectives pursued by the state in the design and management o f  foreign trade restrictions. 

He described what he considered a big improvement in the ‘rationalization’ of the tariff 

structure by the end o f  the 1960s, as follows:

“All the tariffs were fixed with great cautiousness, in such a way that, in case 
of an eventual error, these had more probabilities to maintain a protection even 
more excessive rather than the contrary.”235

Moreover, according to Ffrench-Davis, the objectives pursued were:

“to fix tariffs rates ‘low enough’ as to convince internal producers that now 
they should face external competition and to improve their productivity, and 
‘high enough* as to avoid bankruptcies and unemployment.”236

By that time, most economists and state policy-makers did not realize the 

contradictory character o f  the two objectives and the perverse incentives generated by them. 

If  external competition does not threaten domestic producers with the prospect of going out 

o f business—since they know that government does not want bankruptcies and 

unemployment, why should they invest in improving their productivity or efficiency if  they 

instead can rely on state protection in the form o f  tariff increases? The very same discretion 

held by the government to modify tariffs in order to avoid domestic bankruptcies and 

unemployment is inconsistent with the trade liberalization commitment as a device to

234 Fernando Ossa S. (1993) “Políticas de Fomento al Sector Exportador Chileno," in Daniel L. Wisccarver (ed.) El 
M odelo Económ ico Chileno, (2nd. edition), Santiago de Chile: C INDE-PU C, p. 373.

235 Ffrench-Davis (1973), p. 112.

236 Ffrench-Davis (1973). pp. 112-113.
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encourage productivity improvements among domestic producers. In brief, the government 

commitment to a trade liberalization policy is not credible.

Today there is relatively wide agreement among scholars regarding the fact that the 

protectionist policies applied by the governments of the period had a negative effect on the 

performance o f Chilean industry since they reduced competition and therefore the stimuli 

for efficiency improvements and innovation, favoring an oligopolistic market structure, and 

preventing the attainment of international competitiveness for national production.237 

Protectionism encouraged indiscriminate import substitution, favoring an extremely 

extensive product diversification and discouraging instead a more intensive production 

profile for the domestic industry and the gains arising from greater productive 

specialization.238 The possibilities of obtaining protection from foreign competition 

encouraged substitutive production of consumer goods o f any kind, including those for 

which the domestic industry had no potential comparative advantage to produce them at 

‘reasonable’ cost—given the reduced scale o f the internal demand and the foreign currency 

required for acquiring the production technology, inputs and/or machinery to produce it 

internally—but which, however, could yield high profits since the government either 

imposed prohibitive tariffs for its import from abroad or they simply were included in the 

list o f prohibited import items.239 The result was that domestic consumers had to pay 

relatively higher prices for industrial products o f a relatively lower quality.140

“By the late 1960s a Chilean-made stove cost nearly three times as much as a 
foreign import, a refrigerator more than six times as much. Industrial goods 
were equally expensive: during the same period a locally made electric motor * 230

See Vittorio Corbo & Patricio Meller (1978) “Antecedentes empíricos de los sectores externo e industrial chilenos: 
1950-1970," Apuntes CIEPLAN  No. 10, Santiago; Marshall Rivera (1984); Mufloz Gomá (1986), pp. 95-167; Meller 
(1990), p. 69; Meller (1990), pp. 69-70; Vittorio Corbo &  J. Miguel Sánchez (1992) "Ajuste de Empresas del Sector 
Industrial en Chile Durante 1974-1982,” Colección Estudios CIEPLAN, No. 35: 125-152; Jadresic (1993); Alvaro Díaz 
(1995) "La  Industria Chilena entre 1970-1994: de la sustitición de importaciones a la segunda fase exportadora," Comisión 
Económica para América Latina y  el Caribe (CEPAL), Santiago de Chile; Solimano (1996) "Economíc Growth under - 
Altemative Development Strategies: Latín America from the 1940s to the 1990s."

230 See Muñoz Gomá (1986), p. 136; Alvaro Díaz (1995). Other factois also contributed to the low specialization (see 
Section S.4.2.2 below).

239 See Meller (1990), pp. 69-70; and Jadresic (1993).

240 Meller (1990), p. 70.
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cost 300 percent more and an abrasive wheel 170 percent more than their 
foreign-made equivalents/’241

Furthermore, since the state favored the import o f  machinery, equipment and inputs, 

production tended to be capital-intensive, limiting the growth o f  employment.242 Thus, the 

very same fact of the ‘indiscriminately’ discriminatory diversified tariff structure and state 

supportive policies for import substitution encouraged a  very inefficient import substitution 

industry which consumed rather than saved foreign currency and scarcely contributed to 

increasing productivity and employment.243 An empirical study by Corbo and Meller found 

robust evidence that industries that enjoyed lower levels o f protection generated more jobs 

per unit o f capital invested than those with higher levels o f protection.244 This may be 

explained by the fact that the industries with lesser protection are obliged to be more 

economical, whether they are placed in the export sector or compete with imports. This 

pushes them to utilize labor, which was abundant, more intensively.245 *

In addition, these negative effects o f  protectionism were further reinforced by the 

frequent changes, discriminatory treatments, particularism and incoherence that 

accompanied foreign trade as well as other economic policies during the period.244 The 

continuous changes in foreign trade policy as well as the multitude o f special regimes and 

exemptions247 created uncertainty and fueled speculation, shortages of goods, sudden 

changes in relative prices, and kept revenues from tariffs low.24*

Meller wrote:

241 Collier and Sater (1996) A H istory o f  Chile, 1808-1994, New York: Cambridge University Press, pp. 271-272.
l i t

See M uñoz Gomá (1986), pp. 117-118, and 138; Solimano (1996); and Collier and. Sater (1996), pp. 272-273.

According to Muñoz, during 19S0-1970 industrial employment in Chite grew at an average rate o f 2.7% per year, 
whilst in Latin America it expanded at a 3.4% per year. See Muñoz Gomá (1986), pp. 150-151. See also Dominique 
Hachette de la Fresnaye (1993) "E l Sector Industrial Chileno y la Apertura Comercial: 1974-1987," in Daniel L. 
Wisecarver (ed.) E l M odelo Económico Chileno (2nd. edition, first in 1992); (Santiago: Centro Internacional para el 
Desarrollo Económico, C IN D E , &  IE-PUC).

244
Vittorio Corbo &  Patricio Meller (1978) “Antecedentes empíricos de los sectores externo e industrial chilenos: 

1950-1970," Apuntes CIEPLAN  No. 10, Santiago.

245 See Corbo &  Meller (1978); and Muñoz Gomá (1986), pp. 162-163.
244

See Muñoz Gomá (1986), pp. 110-112. See also Ffrench-Davis (1973), pp. 71, 74, 79, 82,95-98; Pizairo (1978); 
and Jadresic (1993).

247 Meller (1990), p. 69-70; Meller (1992), p. 11. See also Muñoz Gomá (1986), pp. 11M 12.

244 Ffrench-Davis (1973), pp. 68-69; Jorge Marshall Rivera (1984), pp. 41-42.
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“The evolution o f the restrictions in foreign trade policy is a clear example of 
the increasing bureaucratization o f the Chilean economy, which led to a 
complex web o f  regulations, extreme instability of the government decisions, 
arbitrariness and incentives for corruption.”14’

Finally, the trade policies applied by the different governments and the 

encouragement given to production oriented to the domestic market resulted in a stagnation 

o f production for export—apart from copper-mining. The contribution of non-copper 

exports to the generation o f the domestic product fell, from 6.8% o f GDP in 1951, to an 

average of 3.0% in 1965-70. During the whole 1951-70 period, it averaged a 3.6% share o f  

GDP (see C hart 5.3). The following chart shows the evolution o f copper and non-copper 

exports during the period, in terms o f  their share in GDP.

C h art 5.3—  Evolution o f Copper and Non-Copper Exports (shares in GDP, in %). 

Share  of Copper and Non-Copper Exports In GOP, 1951-70

16.0
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■  Non-Copper Exports/GDP

o a a o o
'Year”

Source: IM F ’s International F inancial Statistics (various issues). See Table 6.18 in Chapter Six.

During the period, exports were on average around 12.1 percent o f GDP, with copper 

constituting the main export product by far, with a share o f  around 70% of total exports.

Meller (1990), p. 69.
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The result o f the strategy oriented to reduce the vulnerability o f the Chilean economy 

to the ‘external sector’ was to transform Chile from an economy which had traditionally 

relied on foreign trade activities based on a reduced basket o f primary goods, to a mono

exporter economy, whose foreign currency requirements depended mostly on the fate o f  the 

price o f copper on the international market.

Oscar Muñoz has pointed out that this created a  paradox: the import substitution 

model reproduced new forms of external vulnerability, the problem that ISI was aimed to 

overcome. But with the aggravating effect that, in contrast to what happened in the primary- 

export model, in this industrialization model the vulnerability becomes more endogenous to 

the productive system, because the external instability now also affects the stability o f  the 

levels of both industrial production and employment.2”

Faced with this increased external vulnerability, rather than opening up the economy 

and stimulating production for export and export diversification , the main efforts were 

addressed, in practice, towards reducing imports, increasing exchange controls, deepening 

import substitution and self-reliance, and, finally, towards nationalizing or expropriating the 

foreign-owned copper mines.* 251

5.4.2. Fiscal and Monetary Policy

M... do matter how much revenue the state received, it managed to spend even more, with 
inevitable inflationary consequences.”
----- Simon Collier and William F. Sater (1996) A History o f Chile, 1808-1994, New
York: Cambridge University Press, pp. 274-275.

The 1950-1970 period was characterized by continuous public deficits. Such deficits 

were related to a rapid increase in public expenditures,252 faster than the expansion o f

Oscar M uñoz Gomá (1986) Chile y  su Industrialización: Pasado, C risis y  O pciones, C IEPLAN , Santiago de Chile,
p. 138.

251 See Collier and Sater (1996), Chapt 11.

252 The expenditure made by the central government agencies as distinct from those of private individuals, 
organizations, and firms.
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production, rather than to a reduction in revenues.253 Due to the predominance o f ideas 

which saw expansive public spending as a tool for economic stimulation; the increasing 

pressures for new programs, employment, expenditures, and subsidies; and the lack o f 

institutional mechanisms imposing constraints on the discretion of politicians and public 

officials in deciding expenditures beyond revenue, public expenditure experienced a rapid 

increase, which was not matched by an equivalent increase in revenues. The result was 

permanent budget deficits. Since these deficits were frequently covered through credits from 

the Central Bank financed by increasing the quantity o f  money, the lax fiscal and monetary 

policy was the direct cause o f  the high price instability that characterized the Chilean 

economy during the period.254

5.4.2.1. Public Expenditure

Between 1950 and 1970, central government expenditures grew in real terms at an 

average rate of 6.6% per year, while production (total GDP) grew at a rate o f only 3.9% per 

year. While in 1950 central government expenditures represented 12.2% of GDP, it 

represented 19.1% in 1970 (see Table 6.39 at the end o f next chapter). The growth in public 

expenditure was particularly fast during the 1958-62 period, during the pro-business 

government of President Jorge Alessandri, when government expenditure increased its share 

in GDP from around 14% to more than 21% in only five years (see C hart 5.4)

Government consumption experienced a continuous expansion, growing in real 

terms at an average rate of 6.1% per year during the period 1950-70 (see Table 6.39 at the 

end o f next chapter), expanding its share in GDP at an annual average rate o f  2.1%, 

increasing from the 8.9% of GDP it represented in 1950, to 12.8% in 1970 (see C h art 5.5). 

This expansion accelerated during the 1960s, when it increased at an annual average rate o f

253 Sec Ffrench-Davis (1973), pp. 153-185. See also Mamalakis (1976), p. 117-119.

254 See Hirschman (1963); Trivelli &  Trivelli (1978), pp. 254-256; Roberto Zahler (1978) "La Inflación Chilena,” in 
Zahler, Tironi et a i (eds.) Chile 1940/1975 - Treinta y  Cinco Años de D iscontinuidad Económica (Santiago: Instituto 
Chileno de Estudios Humanísticos (ICHEH)); and Marshall Rivera (1984).
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2.6% (during the 1950s government consumption expanded it share in GDP at an average 

rate of 1.7% per year)“ 5

C hart 5.4—  Public Expenditure as share o f GDP, 1950-70.__________________________

u ) » ) i A i A i i ) i a i a i A i n « o $ t t o » 0 0 « B h .

Y tir

Source: IM F, International Financial Statistics Yearbook (various issues). See Table 6.39 at the end o f next chapter.

C hart 5.5— Government Consum ption as Share of GDP, 1950-70»
Evolution of Government Consumption as share of GDPt 1950-70
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Source: IM F, International Financial Statistics Yearbook (various issues). 255

255 The figures refer to annual rates o f variation o f the share of government consumption in G DP of each year, at 
cunent prices, calculated from the National Accounts figures contained in the IM F ’s International F inancial Statistics 
(various issues).
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By 1952, about 80% of public expenditure [gasto fiscal) was directed towards 

current expenditures, whose main single item was wages and social security contributions 

(54%), followed by subsidies for goods and services (i.e., private public transport services) 

and contributions to cover the operational deficits of state owned enterprises, such as 

railways and public transport (11%). The remaining 20% of public expenditures was 

devoted to investment, divided in two parts: one half was devoted to investment directly 

undertaken by the state (mostly public works), and the other half to indirect investment 

(capital supply for CORFO and other institutions of the same kind, engaged in the support 

o f domestic production and industries).15*

Mamalakis (1976) has noted that,

“All Chilean presidents added to the expansion of the welfare state through a 
complex system of spectacularly rising transfer payments and subsidies. 
Transfers rose cyclically from 1.4 percent in 1940 to 10 percent in 1959, 7.3 
percent in 1995, and 13.2 percent of GDP in 1970, and subsidies increased 
from 0.5 to 3.5 percent in 1965.”257

According to figures by Arellano (1985), during the period 1955-1970, central 

government expenditure in social and welfare programs (including education, social 

security, public health, social assistance and unemployment benefits, and housing) increased 

at an average compound growth rate of 11.2% per year in real terms, calculated in constant 

prices of 1981, increasing its share in GDP from 6% in 1955 to 10.5% in 1970.15* 

Nevertheless, according to the same source, if the social expenditures of the decentralized 

public agencies are also included, the real share of state expenditure in social programs 

shows an increase from 14.9% of GDP in 1955 to 19.9% in 1970, with an average 

compound growth rate o f 9.2% per year in real terms, twice the pace of growth of real GDP 

(see Table 5.9). * 159

256
Ricardo Ffrench-Davis (1973) Políticas Económicas en Chile 1952-1970, Santiago de Chile: CEPLAN, Ediciones 

Nueva Universidad, p. 154.

157 Mamalakís (1976), p. 119.

159 José Pablo Arellano (1985) Políticas sociales y  desarrollo * Chite 1924-1984, Santiago de Chile: C IEPLAN , pp. 
30 and 33 (Tables 1 &2).

275



The institutional bases o f Chile's economic ‘miracle* —  Chapter V

Table 5.9—  Public Expenditure In Social and Welfare Programs.
PUBLIC SOCIAL

Central G overment A ll Public Sector
5 of 1981 
(Billions)

Share of GDP
(%)

8 of 1981 
(Billions)

Share of GDP 
(%)

1955 22.2 6.0 55.1 14.9

1970 109.3 10.5 206.9 19.9

Average annual compound 
growth rate 1955-1970 11.2 9.2

Source: José Pablo Arellano (1985) P olíticas sociales y  desarrollo - C hile 1924-J984, Santiago 
de Chile: Corporación de Investigaciones Económicas para Latinoamérica (C IEPLAN ), pp. 31 
and 33.

By the same token, during this period the state became the most dynamic source of 

new employment.159 According to Arellano (1985), the 73,000 public employees in central 

government in 1950 had increased to 147,500 in 1970,260 that is, growing at an annual 

average compound growth rate o f  3.5% per year, twice the pace o f growth of the active 

population (see Table 5.10).M1 * 250

Table 5.10—  Central Government Employment 1940-1970.
Central Annual Average Active Annual Average

Government Compound Growth Population Compound Growth
Year Enrmlovees (in ftj (thousands) FâfriJinJàl
1940 47,700 1,812
1945 62,300 5.49 1,947 1.45

1950 73,600 3.39 2,093 1.46

1955 80,400 1.78 2,283 1.75

1960 91,200 2.55 2,494 1.78

1965 116,300 4.98 2,721 1.76

1970 147.500 4.87 2,932 1.50

1950-70 3.54 1.70

Source: Arellano (1985), p. 34, Chart No. 4.

259
On the state as a source o f employment and social mobility for die middle classes, see Andrés Velasco (1994) T he  

State and Economic Policy: Chile 1952-92,” in Barry P. Bosworth, RQdiger Dombusch and Raúl Labán (eds.) The Chilean 
Econom y - P olicy Lessons an d  Challenges (Washington, DC: The Brookings Institution).

250
See José Pablo Arellano (1985) P oliticos sociales y  desarrollo - C hile ¡924-1984, Santiago de Chile: Corporación 

de Investigaciones Económicas para Latinoamérica (C IEPLAN ), p. 34, Table 4. According to Sunkel, die number o f state 
employees in 1940 was 72,000, already in 1955 this had increased to 116,000. According to Sunkel, these data 
underestimate the real increase, “since they refer to central government administration only, while it is precisely the 
autonomous public agencies and services, as well as the state enterprises, which have expanded most strikingly.” See 
Sunkel (1965), p. 124.

M l According to a study carried out for Velásquez, employment in the public sector between 1940 and 1970 grew at 
an average rate o f 3.8% per year, three times higher than die rate of growth of the labor force. Mario Velásquez (1990) 
“Evolución del empleo publico en Chile,” in E l empleo público  fren te  a  la  crisis, Geneva: International Institute o f Labor 
Studies. Cited by Marcel &  Crispí (1991), p. lOOn.
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According to other sources, the number of public employees increased from 196,000 

persons in 1960 to a maximum estimated at 308,000 in 1973.242 Note that these figures 

exclude the personnel for defense and that of the numerous autonomous and semi- 

autonomous public sector and state-owned-enterprises, which also experienced a rapid 

expansion, particularly during the 1960s.243 According to Valenzuela, by the late 1960s forty 

percent of all public employees were working for the more than 50 semiautonomous 

bureaus.* 244 245 246 Moreover, by 1969 the state was the country’s largest employer.265

5.4.2.2. Public Revenue and Taxation

The collection o f  revenue increased, thus augmenting the tax pressure,264 but did not 

match the rapid growth experienced by public expenditure. In fact, during the 1950s and 

1960s, there was a rather constant gap between expenditure and revenues, constituting 

permanent fiscal deficits (see C hart 5.6).247 248

During the 1953-70 period the public deficit averaged 10.5% of expenditure, 

corresponding to around 1.8% o f GDP (note that these figures refer only to the central 

government, thus underestimating the deficit o f the overall public sector). O f the eighteen 

years o f this period, in just a single one did the public sector experience a budget surplus 

(see C hart 5.7, and Table 6.39 at the end o f  next chapter).24*

262 Sebastián Edwards and Alejandra Cox Edwards (1991) Monetarism and Liberalisation - The Chilean Experim ent 
(w ith a  new afterword), Chicago: The University of Chicago Press (first edition in 1987), pp. 145*146.

263
Some sources have estimated the to ta l number o f employees in the whole public sector by 1973 at between 

600,000 and 900,000. See Mario Marcel &  Jaime Andrés Crispí (1991) "Administración estatal y finanzas públicas: la 
transformación del Estado en Chite,* Cuadernos del C LASH , (Revista Uruguaya de Ciencias Sociales) No. 58*59, p- 107; 
and Angelo Codevilla (1993) "Is  Pinochet the Model?," Foreign Aftairs, Vol. 72, No. 5, November/December, p. 129.

244 Valenzuela (1976), p. 19.

245 Collier and Sater (1996), p. 273.

246 See Mamalakis (1976). p. 113.

247 See Ffrench-Davis (1973), pp. 161-162, 166,170-171, 174-185.

248 IM F 's  International Financial Statistics (various issues). The calculations are based on annual data figures, at 
current prices of each year.
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Chart 5.6—  Public Expenditure and Revenue as % of GDP.

25.0

■  Expanditure/GDP (in % )  

■ R e v e n u e / G D P  {in % )

Government Expenditure and Revenue as %  of GDP, 1953*1970.

n  «  ir> «  K tos s s s x s
Yur

Source: IM F ’s International Financial Statistics (various issues). See Appendix B, Table B7.

Chart 5.7—  Public Sector Balance, 1953-1970 (deficit/snrplns as % of Expenditures)

Public Deficit a s %  o f Expenditures, 1953*70.
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Source: IM F ’s In ternational Financial Statistics (several issues). See Table 6.39 at the end of next chapter.

The tax system consisted of real estate taxes; personal and corporate income taxes

(impuesto a la renta); a progressive tax for personal income (impuesto global 

complementario); a tax on profit remittances, taxes on legal procedures, forms, documents

2 7 8
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and stamps; taxes on services; taxes on production; taxes on customs; and import tariffs. In 

some periods, taxes on ‘excessive profits’ firms were imposed.2**

By 1952, the revenue generated by taxes was approximately 94.8 percent o f  total 

revenue. The main source was income tax (36.1% of the total tax revenue), however more 

than 50 percent o f which came from the income taxes paid by the foreign-owned copper 

mining companies (19.2% of the total tax revenue). The second most important source o f 

tax revenue were levies on imports (20.1% o f the total), followed by taxes on production 

and sales (18%), bureaucratic and legal operations, stamps, and services (11.6%), and 

property (9%).269 270 However, already in that year the tax revenue only covered the 85% of 

current expenditure.

In 1954 several taxes were increased by 30%, and a tax on transactions (iimpuesto a 

la compraventa, sale/purchase tax) was introduced.271 The particular characteristics o f this 

tax would have some important institutional effects on the patterns of economic and 

productive organization adopted by the private sector during the rest of the period (see 

below).

Faced with a permanent shortage o f revenue, rather than attempting to reduce 

expenditures or adopt an austerity program, governments recurred to borrowing, money 

creation, and various tax increases, also imposing higher levies on foreign-owned copper 

mining activity.272 Additionally, the public sector incurred recurrent delays in its payments 

to the private sector,273 making the state an unreliable although inevitable client.

According to figures by Ffrench-Davis (1973), during the period 1952-1970 the 

average share of tax revenue in total expenditures was 78.1 percent, 15.7% o f which was 

coming from taxes on copper mining activity. That is, the revenue arising from the levies on 

the copper mining activity corresponded on the average to 12.3% o f total public

269 See Ffrench-Davis (1973), pp. 154-157.

270 See Ffrench-Davis (1973), p. 157, Table No. 17.

271 Ffrench-Davis (1973), p. 159.

272 See Hirschman ( 1956); Zahler ( 1978); and Collier and Sater (1996), pp. 264-285,311 -320.

273 See Ffrench-Davis (1973), pp. 162,166.
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expenditures during the period (and 15.7% o f the tax revenue), whilst all other tax revenue 

covered about 65.8% o f expenditures.274 275 276

Despite the fact that taxes were increased over time, increasing their share within 

government total revenue during the 1960s, they remained however insufficient to cover 

expenditures. Apart from the fact that public expenditures tended to expand at very fast rates 

and that the tax system lacked an adequate indexation mechanism against accumulated 

inflation when taxes were collected with a delay o f almost a year, one o f the main factors 

that eroded the returns from tax collection was the large number o f  tax exemptions, special 

regimes and favorable tax treatments granted to some sectors, activities, groups, and 

geographical areas.279 In fact, many students have noted that the large number of 

exemptions, exceptions, and special discriminatory treatments, made the general tax-regime 

the exception rather than the rule, thus undermining its capacity to finance the budget.274 

When describing the recurrent incoherence in taxation policy, French-Davis has stressed the 

fact that while some taxes were raised to increase revenue in order to compensate for fiscal 

deficits, at the same time tax exemptions for some regions, activities, or sectors were 

introduced, thus practically nullifying the effects of the reforms on revenue collection.277

Taxes constituted a permanent focus o f redistributive struggles and pressure 

activities between economic and political sectors. When a tax increase was finally passed by 

the Congress, there were always particular sectors, economic activities, groups, regions, or 

individuals which obtained exemptions or special treatment, as part o f the political 

agreement that made possible the approval o f the new taxes. The discriminatory conditions 

established in the tax-laws introduced over time for obtaining special treatments encouraged 

those sectors not benefited by it to attempt either to match the requisites for entering into the

274 Ffrench-Davis (1973), p. 329, Table No. 67. M y  calculations.
275

For a description o f the increases and changes experimented with by the different tax regimes during the 1952- 
1970 period, see Ffirench-Davis (1973), pp. 153-185. See also Mamalakis (1976), pp. 113-117.

276
See Mamalakis (1976), pp. 113-117; and Ricardo Carciofi, Oscar Cetrángolo &  Guillem » Barris (1993) 

"Reformas Tributarias en 01116," in R  Carciofi, O. Cetrángolo &. G. Barris Reform as Tributarias en Am erica Latina 
(Santiago de Chile: CEPAL, Serie Reformas de Política Pública No. 9), pp. 124-125.

277 See Ffrench-Davis (1973), pp. 159,161-162,166, 170-171,174-185.
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special regime or to strive for some compensatory benefits in their favor.171 At the same 

time, due to the growing complexity o f the tax code, the control o f  tax evasion was difficult 

(and costly). The perceived arbitrariness o f  the discriminatory treatments granted to different 

sectors and activities, contributed to lowering the legitimacy o f the tax structure and the 

public confidence in its fairness, thus softening the social condemnation for tax evasion. As 

result, the actual returns on the new taxes and tax-increases were lower than expected.27’ 

Thus additional taxes and tax increases were imposed, increasing the tax burden, particularly 

o f those groups and activities with lesser organizational and collective-action capabilities to 

repel or avoid the new levies.

To make things worse, government policy regarding tax evasion experienced the 

classical time inconsistency problems described as text-book examples in the literature on 

fiscal opportunism, discretionary policy-making, and (non)credible commitments.210 On the 

one hand, the state announced prosecution and punishment for tax-evaders; on the other 

hand, in face o f short-term fiscal constraints and the need for revenue, either the government 

or the legislature, attempted to increase tax-collection by suspending penalties, fines and 

accumulated interests in favor o f tax-evaders who regularized their tax obligations. 

Typically, such condonements are introduced as “once-off” measures.“ 1 Commenting on 

such behavior on the part o f Chile’s governments, Ffrench-Davis wrote:

“The successive condonements, in practice, were a prize given to bad tax
payers and it weakened the citizens' tax morale, encouraging evasion and 
delay. (...) The aim [of the condonements] was to capture new resources. It * 279

271 See, for example, Menges’ account o f the way in which the government prepared the legislation draft of the 1962 
tax reform. The government nominated a committee composed of IS  lawyers from public agencies, 2 engineers, 2 
accountants, and 15 lawyers from the business associations (SNA, SOFOFA, SO N A M I, CCC). Constantine C. Menges 
(1966) "Public Policy and Organized Business in Chile: A  Preliminary Analysis," Journal o f  International A ffairs, Voi. 
X X , No. 2, pp. 352-353.

279
Ricardo Carciofi, Oscar Cetràngolo &  Guillermo Banis (1993) "Reformas Tributarias en Chile," in R. Carciofi, O. 

Cetràngolo &. G. Banis Reform as Tributarias en Am érica Latina (Santiago de Chile: CEPAL, Serie Reformas de Politica 
Pública No. 9), pp. 124-125.

See N. Gregory Mankiw (1990) "A  Quick Refresher Course in Macroeconomics," Journal o f  Economic L iterature, 
Voi. 28, December, p. 1651.

29i
Mankiw cites the following case as a typical example of the tim e inconsistency and non-credible com m itm ent 

problems arising from government policy discretionary power ”... the government may announce that it will prosecute all 
tax evaders vigorously; but once the taxes have been evaded, the government may be tempted to declare a 'tax amnesty’ to 
collect some extra revenue. (...) ...rational agents understand the incentive for the government to renege, and this 
expectation affects their behavior.... the solution is to take away government’s discretionary power by binding it to a fixed 
policy rule.” N. Gregory Mankiw (1990) "A  Quick Refresher Course in Macroeconomics,” Journal o f  Econom ic 
Literature, Voi. 28, December, p. 1651.
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was attained in one sense; the condoning of penalties does encourage some 
tax-payers to  bring up to date their tax-form and tax payments; but, at the same 
time, other tax-payers, demoralized by this practice, reduce their tax 
commitment, judging as not credible the [government’s] promises that never 
again there will be condonements.”2”

Thus, due to the permanent fiscal deficit and the state’s expansive spending 

behavior, and to the fact that both the government and the Congress had discretion to 

declare a ‘tax amnesty’, rational economic agents, knowing that, could anticipate that 

governments’ commitments against tax-evasion were not-credible, and, therefore, tax 

evasion was not effectively discouraged. The only way of escaping this dilemma, making 

government commitment against tax evasion credible, would have involved eliminating 

budget deficits and/or disabling the discretion held by politicians to declare such tax- 

amnesties. Since neither o f these measures were adopted, tax evasion and the delay in tax- 

payments offered relatively low-risk opportunities for making some economic gains. In an 

economy characterized by annual inflation rates o f around 30 percent, the temporary 

suspension o f  fines and accumulated interests in order to gather delayed tax payments 

constituted a free or low-interest credit from the state. The cost o f  such ‘credit*, however, is 

paid by those citizens who do not (or who cannot) evade taxes. Since tax-evasion reduces 

the collection o f tax revenue due to the reduction o f the tax-base (the proportion o f  tax

payers relative to the total population), the tax pressure on them tends to increase over time. 

As time goes on, this phenomenon becomes a vicious circle: more taxes more evasion -> 

lesser-revenue -> more taxes, etc.

Finally, it is important to mention a peculiar feature o f  the tax system used during 

the period that contributed, as an unintended effect, to hamper the performance o f the 

Chilean economy over time due to the incentives it generated on the forms of economic 

organization. In fact, the impuesto a la compraventa (sale/purchase tax or ‘tax on 

transactions’), which became the main source of tax revenue from 1955— in that year it 

contributed 20% to tax revenue, surpassing the contribution o f the levies imposed on copper 

mining activity— was structured as a ‘cascade’ tax, imposing a levy on the value o f  every 243

292 Ffirench-Davis (1973), p. 182.

243 Ffirench-Davis (1973), pp. 159-160.
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successive economic transaction (the sale/purchase o f goods or services). The amount o f 

this levy increased constantly over time, starting at 3% when it was introduced in 1954, and 

increasing at a general rate o f 8% by 1970, experiencing—as did most policies o f  the 

period—variations over time across sectors, activities, goods, and geographical regions. In 

fact, already in 1954 when it was first introduced, whilst the general levy was 3%, those 

goods considered ‘sumptuary* had a 10% levy.2*4

Because every sale or economic transaction was taxed, it constituted a powerful 

institutional constraint on firms* choice o f  production strategies, encouraging vertical 

integration and thus discouraging a greater division o f labor and specialization.2*5 The so- 

called ‘cascade effect* implies that the greater the number of economic transactions 

involved in firm’s productive processes, the more taxes had to be paid, and, hence, the 

higher the production costs faced by the firm. This contributed to the generation and 

maintenance o f a highly vertically-integrated and oligopolistic industrial structure, leaving 

little room for small- and medium-size enterprises, hindering the rise o f new firms, and thus 

reducing competition.2** Under these conditions, the best strategy for a firm was to attempt 

to satisfy most o f its needs for inputs, processes, and administrative and commercial 

services, within the firm. Vertical integration in this case was not a matter o f efficiency or 

economies o f scale, but rather one o f the economies o f processes and transaction-costs 

arising from the tax system. It was an outcome determined not so much by a relative lack o f 

potential or actual reliable external providers, but rather it emerged from the need o f 

avoiding the levies imposed on transactions. These costs imposed on firms by the structure 

o f  the tax system constituted a genuine “transaction-cost**, limiting the opportunities for a 

greater productive specialization o f Chile's industrial structure and that o f  the services 

attached to production, imposing barriers to the entrance o f  new firms into the market, 

preventing the enlargement of the number o f  firms, the diversification in the size o f  the 284 285 286

284 Ffrench-Davis (1973), p. 159.

285 Sce Alvaro Bardón M ,  Camilo Carrasco A. &  Alvaro Vial G. (1985) Una década de cambios económ icos -  La  
experiencia chilena 1973-1983, Santiago de Chile: Editorial Andrés Bello, pp. 30, 149; Ricardo Carciofi, Oscar 
Cetràngolo & Guillermo Barris (1993) "Reformas Tributarias en Chile," in R. Carciofi, O. Cetràngolo &. G. Barris 
R eform as Tributarias en Am érica Latina (Santiago de Chile: CEPAL, Serie Reformas de Política Pública No. 9).

286 See Marshall Rivera (1984), pp. 10,42-43. See also Bardón, Canasco &  Vial (1985), pp. 30, 149; Meller (1990), 
pp. 67-70; Jadresic (1993); Alvaro Díaz (1995) "La Industria Chilena entre 1970-1994: de la sustitición de importaciones a  
la segunda fase exportadora,” Comisión Económica para América Latina y  el Caribe (CEPAL), Santiago.
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enterprises acting in each sector, and the degree o f specialization, thus hampering the 

attainment o f a more competitive, flexible, diversified, and efficient productive structure.

5.4.2.3. M onetary and Credit Policy

Monetary policy was an appendix o f fiscal and credit policy, serving as an 

instrument to overcome the constraints imposed by the shortage o f  tax revenue on 

government expenditure to support CORFO activities, and to provide cheap credit to 

domestic firms and landowners.287 It was guided by short-term criteria and submitted to the 

discretion o f the Executive and to the influence of organized private interests represented on 

the Board o f the Central Bank.

As has already been mentioned, the gap between government expenditure and 

revenue, was usually financed though borrowing from the Central Bank, which refinanced 

itself through increases in the quantity o f money. Thus, rather than contributing to price 

stability, monetary policy was one o f the main direct sources o f the high and volatile 

inflation that characterized the period (see Section 5.2JL2 above).

Indeed, monetary policy was very expansive.288 * 290 Zahler has estimated that during the 

1940-1970 period, money expanded at an average rate o f  about 30.9 percent per year, while 

real total GDP grew at only 4% per year.2”  According to the data provided by Ffrench- 

Davis for the 1952-1970 period, the different monetary aggregates grew at an average 

compound rate o f between 37.9 and 40.1 percent per year between 1952 and 1970.2,0

This fast growth in the quantity o f money resulted from two related factors. On the 

one hand, governments resorted to credits from the Central Bank to pay wage readjustments 

and bonuses for public employees and to cover the budget deficits o f both the central

287 See Zahler (1978), pp. 59-60; Ffrench-Davis (1973), p. 138«; Mamalakis (1976), pp. 102-112; and Trivelli 8k 
Trivelli (1978), pp. 253-256.

288 See Ffrench-Davis (1973), pp. 117-152.

See Roberto Zahler (1978) "La  Inflación Chilena,” in Roberto Zahler, Ernesto Tironi et al (cds.) C hile 1940/1975 - 
Treinta y  Cinco Años de D iscontinuidad Económica (Santiago de Chile: Instituto Chileno de Estudios Humanísticos 
(ICHEH)), p. 35.

290 See Ffrench-Davis (1973), pp. 317,319-320. The only single year in which the rate of growth of money supply fell 
below 20%  was 1961, and tire single years in which it experienced particularly fast increases (annual growth rates higher 
than 50%  or even 60% ) were 1954-56,1964-65, and 1970.
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government and the semi-autonomous development agencies and public enterprises, which 

were re-financed through money creation.” 1 Ffrench-Davis has explained this in the 

following terms:

“Although it was claimed that monetary policy should contribute both to price 
stability as well as to full employment, a higher priority was given to the latter.
When the policy goals such as those regarding wage-increases were not 
attained, the money supply was increased by a quantity greater than initially 
programmed, in recognition of the greater cost pressures, in order to avoid a 
worsening o f structural unemployment Of course, the consequences of the 
failure to achieve the several programmed goals were inflation rates higher 
that those planned.*’1”

On the other hand, one of the main channels used by the state to provide incentives 

for entrepreneurs to invest and to ‘compensate’ them for the rise in labor costs that resulted 

from the mandatory wage and salary readjustments, labor regulations, and the growing 

contributions for social security and welfare programs (see Section 5.4 .3.2 below), was the 

provision o f ‘cheap* bank credit, which was provided at very low, and often negative, real 

interest rates.* 191 * 193 As Muñoz asserts,

“the price o f capital turned out to be permanently undervalued, both through 
the negative real interest rates, especially the long-term ones, as well as 
through the low tarifflevies for capital-goods imports.”194

According to Mamalakis, “a major de facto tool of monetary policy since the 

beginning o f the inflationary process in 1939 was the administration of a system of subsidies 

by extending credits at low, zero, or negative real interest rates. The primary beneficiary was 

industry.**195

The Central Bank, whose Board of Directors was dominated by the representatives 

o f  the larger private business groups, the private banking system, and organized labor (see 

Section 5.3.3 above), played a major role in such an outcome, through its credit and

241
See Ffrench-Davis (1973), pp. 120-122; and Roberto Zahler (1978), pp. 59-61.

191 Ffrench-Davis (1973), p. 152.

See Ffrench-Davis (1973), pp. 118-119, and 300-304; Trivelli A  Trivelli (1978), pp. 253-254; Muñoz C om i
(1986), p. 117; and Marshall Rivera (1984), p. 43.

194 Muñoz Gomá (1986), p. 117.

195 Mamalakis (1976), p. 109.
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rediscount policy.296 Any attempt to increase the costs o f credit, so as to attract private 

savings (traditionally low due to low interests rates and the lack o f mechanisms to 

compensate for inflation), faced strong opposition from those who were threatened by such a 

measure.

The next table presents the real cost o f credit calculated by Ffrench-Davis (1973) for 

several years of the period:

Table 5.11—  Real Cost of Banking C redit

1952 -6.0
1955 -32.9
1958 0.3
1964 -18.0
1970 4.9

Source: Ricardo Ffrench-Davis (1973) P oliticos
Económicas en C hile 1952-1970, Santiago de Chile: 
CEPLAN, Ediciones Nueva Universidad, p. 303 (Table 56.)

According to Valdes Prieto (1993), the period 1940-73 can be characterized as one 

o f ‘financial repression*.297 * Interest rates were permanently under state control, and no 

government ever attempted to free them.29*

5.4.2.4. ‘Anti-Inflationary*Policy

“The country’s political leadership, therefore, faced a predicament: it was unable to 
stabilize the economy without offending business, agriculture, or urban labor. Successive 
Congresses and presidents solved the problem by doing little or nothing. The result., was 
something perilously close to chaos."
----- Simon Collier and William F. Sater (1996) A History o f Chile. 1808-1994. New
York: Cambridge University Press, pp. 279-280.

As was described in Section 5 .23.2, the 1950s and 1960s were characterized by 

continuous price instability with high and volatile inflation rates. In fact, since the early

Sec Ffrench-Davis (1973), p. 119,120; Zahler (1978) "La Inflación Chilena," pp. 59-60. See also Menges (1966); 
and Dugan &  Retiren (1990).

297
Salvador Valdés Prieto (1993) "Ajuste Estructural en el Mercado de Capitales: La Evidencia Chilena,” in Daniel L. 

Wisecarver (ed.) E l M odelo Económico Chileno (2nd. edition, first in 1992); (Santiago: Centro Internacional para el 
Desarrollo Económico, C IN D E , &  IE-PU Q , p. 412.

See Salvador Valdés Prieto (1993) "Ajuste Estructural en el Mercado de Capitales: La Evidencia Chilena,” in 
Daniel L. Wisecarver (ed.) E l Modelo Económico C hileno (2nd. edition, first in 1992); (Santiago: Centro Internacional 
para el Desarrollo Económico, C INDE, &  EE-PUC).
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1950s, the entrepreneurial zeal o f the governments was progressively replaced by growing 

concern with short-term macroeconomic difficulties and growing distributive conflicts 

among organized interest-groups over their share of the national income and the distribution 

o f the costs and benefits o f the implementation of the ISI strategy.299 300

Indeed, the implementation o f  the ISI strategy was accompanied by permanent 

macroeconomic instability, expressed in recurrent balance-of-payment difficulties, fiscal 

deficits, and chronic inflation (see Table 6.39 at the end o f next chapter, columns 5, 6, and 

?) mo j j j e most notorious pressing manifestation o f the economic problems faced by the

ISI policy regime was the persistency o f relatively high price instability or inflation rates.301 

What was originally thought to be a transitory sickness, revealed instead to be a long-lasting 

illness which affected the Chilean economy for almost four decades.302 During this period, 

all governments, without exception, found themselves engaged mainly in dealing with short

term problems associated to inflation and macro-economic instability, in an environment o f 

growing socio-political conflict about who was to blame for, and how to solve the economic 

problems faced by the country.

Year after year, governments had to face the same two problems: (1) how to satisfy 

pressures for wage-increases and for public expenditures fostered by inflation as well as 

multiple demands coming from organized interest-groups from both outside and inside the 

public sector for measures in their favor (subsidies, price controls, tariffs, etc.);303 and (2) to 

“overcome” the periodical balance-of-payment difficulties and fiscal deficits.304

Although all four governments o f the period won the elections on a platform that 

promised to fight inflation, their failure in doing so brought most politicians and political

299 Sec Hirschman (1963), pp. 159-223; Valenzuela (1978); Marshall Rivera (1984); Meller (1990); Ffrench-Davis &  
M uñoz G. (1990).

300 See Hirschman (1963); Marshall Rivera (1984); Ffrench-Davis &  Muñoz G. (1990); and Velasco (1994).

301 See Ffrench-Davis &  Muñoz G. (1990), p. 123; and Marshall Rivera (1984).

See Ffrench-Davis (1973); Kaldor (1956); and Hirschman (1963), pp. 159-223. See also Nicholas Kaldor (1971) 
"The Role of Industrialization in Latin American Inflations," in N. Kaldor (1978) F urther Essays on Applied Econom ies 
(London: Duckworth).

cf. Ffrench-Davis (1973); Valenzuela (1978); Pizairo (1978); Valenzuela and Wilde (1979); Marshall Rivera 
(1984); Foxley (1985); and Collier and Sater (1996), pp. 264-285, and 311-320.
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scientists to believe that it was a ‘structural* phenomenon, “the price paid for economic and 

social progress”, and, therefore, that it was necessary ‘to live w ith it*.304 305 In his analysis of the 

inflationary pressures characterizing the Chilean economy, Albert Hirschman noted that:

“The idea that inflation was the price paid for rapid growth was widely 
entertained... As a result, more than one Minister o f Finance hesitated to take 
anti-inflationary action for fear o f braking economic development.”306

There were two main explanations given to inflation and macro-economic instability, 

both which shaped the policies o f  the different governments. According to the first view, 

inflation was a result o f  the expansive fiscal and monetary policies pursued by the state in 

the implementation o f  the ISI strategy and the price-controls imposed on agriculture. 

According to the second view—predominant among economists, policy-makers, and 

politicians by that time—inflation originated both from the slow productivity growth of the 

agricultural sector (related to the land tenure system), which generated shortages o f food and 

upward pressures on prices and wages, and from the instability coming from the ‘external 

sector*.307 * 309 According to this view, a more restrictive fiscal and monetary policy would only 

impede industrialization, preventing the expansion o f demand and the growth of 

employment.

In fact, since the 1940s, agricultural production found it increasing difficult to satisfy 

the demand for food coming from the growing urban centers, putting upward pressures on 

agriculture prices.30* Since the ISI strategy required ‘cheap food* in order to keep industrial 

wages and salaries under control while allowing the internal demand for manufactured 

goods to expand, the government o f the period reacted by imposing price-controls on 

agricultural production and by prohibiting exports. Farmers and landowners, seen as the 

‘enemies’ o f industrialization, progress and development,30* found themselves politically

304
Sec Ffrench-Davis (1973). Sec also Jorge Ahumada C. (1938) En V a  de la  M iseria, Santiago de Chile: Editorial 

del Pacifico (9th édition, 1973); Pinto (1958); Hirschman (1963), pp. 159-223; Pinto (1964); Sunkel (1965); Valenzuela 
(1978); Foxley (1985).

305 See Hirschman (1963), pp. 185, and 187-188; Collier and Sater (1996).

306 Hirschman (1963), p. 188.

307 Sec Marshal Rivera (1984).

See Nicholas Kaldor (1956) “Economie Problems of Chile," pp. 267-274; Mamalalcis (1976); and Mufioz (1986),
p. 119.

309 See R. M illar C. (1992), pp. 285-286.
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and ideologically isolated, and were unable to resist discriminatory measures against 

them.310

Because of the importance of the issue o f agriculture stagnation in the debate about 

the causes o f  inflation and macroeconomic instability, as well as its connections with the 

state's policies and the politics o f the period, I discus it in some detail in the next section.

5.4.2.4.1. The stagnation o f agriculture and inflation

The causes o f  the persistent upward pressure in food prices has been the object o f 

dispute among scholars. According to one view, identified with the so-called Latin 

American 'Structuralist' school o f  thinking on development,311 the supply o f agricultural 

produce tended to decline due to the land-tenure system (the latifundio), which—it was 

argued—prevented improvements in the productivity o f the agricultural sector which were 

needed to match the demand arising from the growing urban population. This was the case 

for the following reasons: landowners {latifundistas) might not respond to demand and price  

incentives since they may be “prestige—rather than profit—maximizers’*;312 low land taxes 

might not force the landowners to improve the use of their property; the unequal distribution 

o f land-ownership might prevent a more efficient and intensive use of land by allowing 

more people to work on it; and the “consequent incapacity o f the entrepreneurial-and-owner 

group who controls a good part o f the agricultural surface to make a full use o f this 

primordial resource."313

310 See Muiioz Delaunoy (1991), pp. 34-39. See also J. Ahumada C. (1958) En Vez de la  Miseria, Santiago de Chile: 
Editorial del Pacffico (9th edition, 1973); Mamalakis (1976).

311 On the Latin American 'structuralist' approach, see Leopoldo Solis (1988) "Raul Prebisch at E C LA  - Years of 
Creative Intellectual Effort," Occasional Papers No. 10, International Center for Economic Growth, San Francisco, CA ; 
Nora Lustig (1991) "From Structuralism to Neostructuralism: The Search for a Heterodox Paradigm," in Patricio Meller 
(ed.) The Latin American D evelopm ent D ebate: Neostructuralism , Neomonetarism, a n d  Adjustm ent Processes (Boulder, 
Colorado: Westview Press: 27-42); Vittorio Corbo (1992) "Development Strategies and Policies in Latin America,” 
Occasional Papers No. 22, International Center for Economic Growth, IC S  Press, San Francisco, California.

312 On the structuralist’s idea that the most relevant economic agents do not respond to price incentives, see Nora 
Lustig (1991) "From Structuralism to Neostructuralism: The Search for a Heterodox Paradigm," in Patricio Meller (ed.) 
The Latin American D evelopm ent Debate: N eostrvcturalism , Neomonetarism, a n d  Adjustm ent Processes (Boulder, 
Colorado: Westview Press: 27-42); and also Mamalakis (1976), pp. 136-137.

313 See, for example, Pinto (1958), pp. 161-168. For a critical account and discussion o f these ideas, see Hirschman 
(1963), p. 213.
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According to an alternative view, the low growth o f agricultural production had its 

origins instead in the negative effects o f some state policies aimed at favoring 

industrialization: the overvalued exchange rate, the price controls on food imposed since the 

1930s, the quotas and prohibitions imposed for agriculture exports, and the government 

subsidies for imported food.314 All this contributed to reducing the competitiveness of 

agricultural exports. Thus, according to Mamalakis, agriculture was a neglected sector in the 

economic policy adopted by the state, which discriminated against it, attempting to extract a 

surplus from the agriculture sector in favor o f the nonagricultural population.315 * 317 * 319 Moreover, 

according to Mamalakis and other scholars, the development o f  the agricultural sector was 

hampered by the increasing threats to landowners property rights,314 encouraged by the large 

discretion granted by the Constitution o f  1925 to the state in this respect.311

“Political, social, and economic pressures for changes in the land ownership 
patterns increased almost exponentially between 1930 and 1972.”31*

Indeed, Chilean agriculture, despite its archaic technology and productive 

organization, was traditionally a profitable activity until the Great Depression, satisfying 

both the internal demand and producing for export. Moreover, during the period 1910-1930, 

agricultural production grew faster than the population, reaching an average growth rate of 

about 3% per year.3”  With the benefit o f hindsight, it is not surprising thus that the price

See Jorge Ahumada C. (1958) En Vez de la M iseria, Santiago de Chile: Editorial del Pacifico (9th edition, 1973); 
Hirschman (1963); Mamalakis (1976); René Millar C. (1992) “Comentario,” in Matías Tagle D. (ed.) La C risis de la 
Democracia en Chile - A ntecedentes y  Causas, Santiago de Chile: Editorial Andrés Bello (IH-PUCVCERC), p. 285; Muftoz 
Delaunoy (1991); and Rodrigo Mujica Arteaga (1993) "La  Modernización Agrícola entre 1974 y  1987," in Daniel L. 
Wisecarver (ed.) E l M odelo Económico Chileno (2nd. edition, first in 1992) Santiago de Chile: Centro Internacional para 
el Desarrollo Económico, C IN D E  &  IE-PUC.

315 See Markos Mamalakis (1965) wAgriculture: The Neglected Sector,” in M. Mamalakis and C. Reynolds, Essays on 
The Chilean Economy (Homewood, III.: R.D.Irwin), pp. 117-148; and Markos J. Mamalakis (1976) The Growth and 
Structure o f  the Chilean Economy: From Independence to A llende, New Haven and London: Yale University Press, pp. 
136-143,346-348.

3,4 See Jorge Ahumada C. (1958) En Vez de la M iseria, Santiago de Chile: Editorial del Pacífico (9th edition, 1973); 
Mamalakis (1976); and Rodrigo Mujica Arteaga (1993) "La  Modernización Agrícola entre 1974 y  1987," in Daniel L. 
Wisecarver (ed.) E l M odelo Económico Chileno (2nd. edition, first in 1992) Santiago de Chile: Centro Internacional para 
el Desarrollo Económico, C IN D E, & IE-PUC.

317 On the large prerogatives granted in the Constitution to the state on property rights, see Section 53.2. It must be 
noted that Art. 10, No. 14 o f the Constitution stated: "The State shall favor the suitable partition  of estates and the creation 
of family holdings." (Italics added)

31* Mamalakis (1976), p. 138.
319

See Marto Ballesteros (1965) “Desarrollo agrícola chileno 1910-1955,” C uadernos de Economía (Santiago), No. 5, 
p. 13. Cited by René M illa r C. (1992) "Comentario," in Matías Tagle D. (ed.) La C risis de la  Democracia en Chile - 
Antecedentes y  Causas, Santiago de Chile: Editorial Andrés Bello (IH-PUC/CERC), pp. 285-286. Se also Mamalakis
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controls (introduced in the 1930s as a measure to protect the consumption o f the low and 

middle-income groups o f the urban centers), the administrative restrictions for agriculture 

exports, the overvalued currency adopted in order to favor manufacturing for the domestic 

market, and the increasing threats on property rights determined, as an unintended effect, 

that production and investment in the agricultural sector were discouraged. This generated 

food shortages, thus further increasing the upward-pressure on agriculture prices. As prices 

were kept artificially low by the state responding to political considerations,320 a vicious 

circle developed. Rather than throwing out price controls, governments typically intensified 

them and provided subsidies for food imports, which further reinforced the stagnation o f  the 

domestic agriculture. As a predictable result, inflation was not only reinforced by the 

shortage of food but also by the pressures created on the balance o f  payments and the fiscal 

deficit arising from both the subsidies for food-imports and the reduction o f agriculture 

exports.321

Table 5.12—  Im ports o f agriculture goods, 1947-54. 
Im ports o f agriculture goods for which in ternal ; ,

. production exists fihUSS millionsV L
1947 29.2
1948 27.4
1949 18.4
1950 17.0
1951 55.6
1952 61.2
1953 45.8
1954 54.6

Source; Anibal Pinto Santa-Cruz ( 195 8), p. 156.

Table 5.12 shows the expansion experienced by agriculture imports during the 1947- 

54 period. The figures correspond only to imports of those types o f  agricultural goods which 

were also produced domestically.

(1976), pp. 346-348. See also Rodrigo Mujica Arteaga (1993) "La  Modernización Agrícola entre 1974 y  1987,” in Daniel 
L. Wisccarver (ed.) E l M odelo Económico Chileno (2nd. edition, fust in 1992); (Santiago: Centro Internacional para el 
Desarrollo Económico, C IN D E , &  IE-PUQ;.

320 According to a study cited by the Chilean historian Ren¿ Millar, during the period 1938-1961 the relationship 
between agricultural and industrial prices was adverse for die former by about 13% on average. See René M illar C. (1992) 
“Comentario,” in Matías Tagle D. (ed.) La C risis de la  Democracia en O tile  - Antecedentes y  Causas, Santiago de Chile: 
Editorial Andrés Bello (IH -PUO CERC), p. 283. M illar refers to the study by Jeannine Swift (1971) Agrarian Reform  in
C hile, Lexington, Mass.: D.GHeath, p. 23.
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Mamalakis has argued, against the structuralist claim, that there is ample evidence 

that Chilean fanners were sensitive to market signals and incentives affecting production of 

individual products,311 * refuting thus the hypothesis that Chilean fanners may have been 

unresponsive to market signals and incentives because o f  the land tenure system.313 In 

particular, Mamalakis cites the study by Behrman (1970) which found robust econometric 

evidence that agriculture was “responding to long run product and factor market conditions 

in profit maximizing ways, especially in comparison to the other sectors o f the Chilean 

economy.”314 * * * * 319

According to the evidence gathered by Mamalakis, the reduced agricultural 

production resulted in great measure from the increasing threats on property rights and other 

negative incentives faced by agricultural producers since the 1930s, arising from the state 

policies in favor o f  industry and the urban population and from the political redistributive 

struggles regarding ownership rights that accompanied such processes.325 In his words,

“Especially after 1930, agriculture was unable to perform some o f the 
traditional growth functions because o f negative incentives, such as price 
controls, deteriorating terms o f trade, subsidized imports, inadequate extension 
work, and land reform. Each and all o f these factors furthered its neglect and 
suppression. The ill-conceived attempt by the nonagricultural population to 
extract a surplus through these instruments became doubly counterproductive. 
Agricultural living standards fell in relative and sometimes even in absolute 
terms, and transferable surpluses shrank. Even though agricultural investment 
had a higher social rate o f  return, it was the less necessary and less socially 
profitable investment in industry that materialized.

311 See Jorge Ahumada C. Jorge (1958) En Vez d e  la  M iseria, Santiago de Chile: Editorial del Pacífico (9th edition, 
1973).

321 Mamalakis (1976), pp. 136-143. Mamalakis refers to the following studies: James O. Bray (1962) "Demand, and 
the Supply o f Food in Chile,** Journal o f  Farm Econom ics, Vol. 44, No. 4: 1005-1020; Markos Mamalakis (1965) 
"Agriculture: The Neglected Sector,” in M . Mamalakis and C. Reynolds, Essays on The Chilean Econom y (Homewood, 
111.: R.D.Irwin); Jere R. Behrman (1970) "Aggregative Market Responses in Developing Agriculture: The Postwar Chilean 
Experience,” Discussion Paper No. 165, Department o f Economics, University of Philadelphia; and Jeannine Swift (1971) 
Agrarian Reform  in C hile, Lexington, Mass.: D .GHeath, pp. 23-32.

313 Mamalakis (1976), p. 137. See also the Mamalakis (1965) "Agriculture: The Neglected Sector,” in M . Mamalakis
and C. Reynolds (1965) E ssays on V ie Chilean Econom y (Homewood, 111.: R-D.Irwin), pp. 117-148, and 198.

324
Jere R. Behrman (1970) "Aggregative Market Responses in Developing Agriculture: The Postwar Chilean

Experience,” Discussion Paper No. 165, Department o f Economics, University o f Philadelphia, p. 12. Cited by Mamalakis
(1976), p. 137.

319 "Political, social, and economic pressures for changes in the land ownership patterns increased almost 
exponentially between 1930 and 1972. The promulgation o f the Constitution of 1925, which severely restricted private 
ownership rights, permitted the formation in 1928 o f the self-financing Caja de Colonización Agrícola (Agricultural 
Cblonization Bank)....” Mamalakis (1976), pp. 138-139.
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‘Terhaps the most damaging, i f  the least noticed, factor during 1930-73 was 
the * latifundio psychosis.* Almost all Chile’s real ills, and many imaginary 
ones as well, were attributed to the land tenure structure. Excessive 
preoccupation with the notion that Chile was a latifundio society, based on, 
oriented toward, and dominated by agriculture, diverted attention away from 
the requisite positive price and capital formation policies. Thus this allegedly 
rural-agricultural economy was led to the debacle in which it imports more 
than half its food requirements.**3“

Therefore, the slow growth o f  agricultural production seems to have been a 

consequence o f the government’s discriminatory measures in favor o f industry and urban 

consumers: the neglect o f the agricultural sector within the ISI strategy adopted by the state, 

the attempts to redistribute wealth from agriculture to the industrial sector, and the 

increasing threats to land ownership.327

5 A .2.4.2. The "entrepreneurial and developmental state " and inflation

"T he  Radical Governm ents soon discovered that foreign borrow ing and the tax on copper 
were not sufficient to meet the cost o f both the industrialization program and the norm al 
(and now  expanding) operation o f the state. The M oneda spent the copper levies to meet 
its general expenses (including those o f C O R FO ) or to subsidize imports such as food or 
fuels. In  theory, no doubt, higher taxes levied on the wealthy might have been used to 
fund the government and the income from copper to develop the economy. This was seen 
as either too dangerous politically or sim ply not feasible. Rather than increase taxation or 
impose an austerity program, the Radicals, like their predecessors, found a happy w ay 
out: inflation. (...) T h is became a pattern: no matter how  m uch revenue the state received, 
it managed to spend even more, with inevitable inflationary consequences.*4
------ Sim on Collier and W illiam  F. Sater (1996) A H is to ry  o f  C hile, ¡8 0 8 -1 9 9 4 , New
York: Cam bridge University Press, pp. 274-275.

Beyond the issue o f the causes o f agriculture stagnation, the fact is that since the 

early 1940s, two-digit inflation rates became a permanent feature o f the Chilean economy, 

coinciding with the implementation of the state-led ISI strategy.

In his penetrating analysis o f Chile’s inflation, Hirschman (1963) associated the 

persistence o f  inflationary pressures with several cames related to the increasing state 

intervention that accompanied the implementation of the ISI strategy: Fiscal deficits, the * 337

326 Mamalakis (1976), p. 348.

337 See Mamalakis (1976); and Muiloz Delaunoy (1991). On the role o f some norms contained in the Constitution of 
1925 which weakened property rights, see Section 5J.2 above.
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monetization o f balance of payment surpluses, massive wage and salary increases in excess 

not only o f productivity gains but often also o f price increases, bank credit expansion, war- 

induced international price booms, and Central Bank credit to state-sponsored development 

agencies.3“

In fact, the implementation o f the ISI strategy was accompanied by the conviction 

among Center-Left parties and intellectuals that orthodox financial and monetary policies 

were weapons o f  the oligarchy in its attempt to freeze an unfair distribution of the national 

income or to enforce an even more unfair one.

“... the government and the parties o f  the Right declared proudly that the 
budget is balanced, that there is no lack o f money in the Treasury and that all 
accounts are settled. This manner o f looking at the national economy 
exclusively from the fiscal point o f  view reveals the incapacity and lack o f 
social outlook o f the upper class and its governments.”32’

Hirschman cites this comment, contained in the popular book El Drama Politico de 

Chile (“Chile’s Political Drama”), as an expression o f the widespread mood o f social 

discontent among the middle and working classes and intellectuals against the Liberal- 

Conservative coalition that governed the country during the 1932-1938 period, which, 

despite the recovery o f the economy and falling unemployment, did not eliminate other 

social problems.

It is revealing that the presidential candidate o f the right-wing parties defeated by the 

Popular Front in the elections o f 1938 was the Finance Minister o f the former government, 

whose economic policies had been successful in eliminating unemployment and in 

promoting manufacturing and construction activity in the aftermath of the Great Depression.

Since 1939, with the accession o f  the Popular Front to government, public 

expenditure experienced a sustained expansion.* 329 330 The underconsumption hypothesis, now 

supported by Keynesian arguments, gained in influence and provided a justification for

3M Hirschman (1963) "Inflation in Chile," p. 183.
329

Oscar Bermudez M . (1947) E l D ram a P olitico de C hile, Editorial Tegualda, Santiago, p. 39. Quoted Hirschman 
(1963), p. 182.

330
According to the figures presented by Trivelli &  Trivelli (1978), during the period 1940-1970 Fiscal expenditures 

grew at an average rate o f 6.5%  per year. See Hugo &  Pablo Trivelli O. (1978) "E l Crecimiento Económico Chileno," in
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expansionist policies. As Hirschman reports, Pedro Aguirre Cerda—the Radical Party- 

member and elected President o f  the Republic by the Frente Popular—held that the best 

way to increase production was to increase effective demand through wage and salary 

increases. Even after two years o f rapid inflation, Aguirre Cerda maintained:

“As war is restricting our exports... our production finds its principal market 
right here at home and it has found it thanks to the enlarged purchasing power 
which the Government has helped to create through higher wages and salaries 
to the middle and working classes who are the consumers par excellence since 
they are unable to save.”331 332

Hirschman comments on the origins o f the inflationary syndrome in the following

way:

“Apart from this reasoning [he refers to the underconsumption and Keynesian 
arguments], Chile’s left-of-center policy-makers o f the forties were confident, 
because o f their own dirigiste inclinations and under the influence o f 
demonstrations from abroad, that the modem state possessed powerful devices 
such as price stops, subsidies and foreign exchange allocations which would 
make it a simple matter to control any inflationary tendencies that might 
appear. These instruments were indeed used profusely throughout the forties; 
and while price controls and particularly subsidies and exchange controls had 
important effects on the allocation o f  resources and the distribution of income, 
their effectiveness in restraining the rise of the general price level soon turned 
out to be extremely limited. This experience led at first to attempt at perfecting 
the controls rather than to the decision to abandon them altogether... (...) 
Reliance on price controls and the like gave support to the idea that the fight 
against inflation was largely a problem of enforcing the law against 
speculators and profiteers.”333

There is a rather broad consensus among scholars today that the main source o f  

inflation during the period was related to the incapacity shown by the state and the 

governments of the period to control the expansion of public expenditure and/or at the same 

time to find the resources to finance it, thus generating large public deficits that were

Roberto Zahler, Ernesto Tïroni , et al. (eds.) Chile 1940/1975 - Treinta y  Cinco Años de Discontinuidad Económica 
(Santiago de Chile: Instituto Chileno de Estudios Humanísticos, ICHEH), p. 275.

331 Mensaje Presidencial 1941, Santiago, p. 8. Quoted by Hirschman (1963), pp. 184-185.

332 Hirschman (1963), p. 185.
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financed through credits from the Central Bank and increases in the money supply. 333 As 

Zahler recognized,

"... this has been eased because the Central Bank has lacked of enough 
autonomy to regulate the money supply. Its subordination both to the Finance 
Ministry and, at least until 1965, to the representatives o f the national 
entrepreneurial class, determined that the emission o f  money became a mere 
appendix o f the fiscal policy and public expenditure and the pressures of 
powerful private group.*’3”

Due to the lack of institutional arrangements imposing 'budget constraint* and the 

prevalence of ideas favorable to expansive policies, the different governments o f the period 

were unable to resist the different kind o f  pressures on the budget. There was a continuous 

trend to authorize expenditures without the appropriate funding to cover them, and to 

approve the annual budget ignoring some important programmed expenditure.335 Since the 

government did not face any obstacle to borrowing from the Central Bank, whose Directory 

Board limited itself to approving the proposals o f the Executive,336 these deficits were 

financed through monetary emissions rather than by attempting to reduce expenditure or 

improve tax collection, both of which were politically more costly. In fact, during the 1940- 

1970 period money expanded at an annual average rate o f 30.9 percent, while real GDP 

grew at only 4% per year.337 This figure increased to 40% per year during the 1950-1970 

period (see Section 5,23.2).

The stabilization programs attempted by each administration—which seem to have 

been motivated more by the government's need o f obtaining access to external credit than

333 "The basic reason which has obliged the public sector to recur to emissions o f the Central Bank lies on the chronic 
disequilibrium between its revenues and expenditures. The later has shown a strong inflexibility in the downward 
direction." Roberto Zahler (1978) "La Inflación Chilena," p. 60. See also Trivelli &  Trivelli (1978), pp. 253-256; Foxley 
(1985), pp. 235-236; Edwards and Edwards (1991), p. 5; Velasco (1994); and Collier and Sater (1996).

334 Zahler (1978), pp. 59-60.

335 See for example Ricardo Ffrench-Davis (1973) P olíticas Económ icas en C hile ¡952-1970, Santiago de Chile: 
CEPLAN , Ediciones Nueva Universidad, pp. 24,161-163,171,177-178,180.

336 Ffrench-Davis (1973), p. 138«.

337 Zahler (1978) "L a  Inflación Chilena," p. 35.
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by a genuine anti-inflationary commitment33*—invariably included some combination o f the 

following measures, depending on the particular ideological bias o f the proponents:33’

(a) fiscal discipline;

(b) reduction o f public expenditures or limit its expansion;

(c) improvement of the collection o f tax revenue;

(d) simplification and reduction o f the size of the public sector,

(e) limitation on the expansionist policies o f the Central Bank regarding credit, 
increasing the real interest rate;

(f) elimination o f the practices o f ‘automatic’ readjustment mechanisms for wages, 
salaries, and pensions, as well as the periodic readjustments introduced by law;

(g) elimination o f price controls;

(h) suppression of subsidies (or, at least, rationalize it);

(i) increase in the tariffs charged by public utilities;

(j) allowance o f greater external competition;

(k) discouragement of monopolies;

(l) reduction in the restrictions on foreign trade;

(m) rationalization o f the social security system, eliminating the discriminatory and 
unequal treatments given to different groups o f workers.

The fate o f such measures was dismal, at best. Most o f  them were never approved, 

by either the government or Congress.344 Moreover, all attempts to freeze or reduce 

expenditures and government consumption clashed with organized interest groups, both 

outside and inside o f the public sector, and within the veTy same governing party or 

coalition.338 * 340 341 As a result, the last three governments o f the period ended up their terms with 

annual inflation rates higher than 30 percent (see C hart 5.2, and Table 6.39 at the end o f 

C hap ter Six).

338 Sec Ffrench-Davis (1973).

On the stabilization programs and the measures proposed to stop inflation, see Ffrench-Davis (1973), pp. 23-64, 
and 163-166.

340 See Hirschman (1963); and Ffrench-Davis (1973).

341 For a very detailed account of these attempts and their fate, see Ffrench-Davis (1973). See also A.O. Hirschman 
(1963); Zahler(1978). See also Collier and Sater (1996) A History o f Chile, ¡808-1994, New York: Cambridge University 
Press, pp. 264-285.
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Paradoxically, in the short run governments also faced some perverse incentives 

which conspired against the reduction o f  inflation. Indeed, inflation provided governments 

with a source o f  revenue under the form o f ‘inflation-tax’, which had the peculiar 

‘advantage’ that it did not require the approval o f Congress.142 * According to Zahler, during 

the 1950-1970 period, governments benefited from ‘extra revenue’ of this form by an 

amount o f  around 2.5% of GDP per year on average, equivalent to around 10-15% of 

government expenditure. Mamalakis provide an estimation o f  the government revenue 

derived from the issue o f new money as equivalent to 1.6% o f  GDP.341

Furthermore, the last government o f the period under analysis—the Christian 

Democrat administration—did not even include price stability among its priorities, arguing 

that stabilization would be attained along the process o f structural reforms aimed at 

simultaneously redistributing income and ownership and fostering growth.144 The 

government introduced annual mandatory wage and salary increases equivalent to 100% of 

the inflation of the former year, with some groups of workers receiving almost twice o f this 

amount (agriculture workers),145 This measures had the unintended but predictable effect 

that during the period 1965-1970 demands for wage readjustments adopted such criteria as 

the minimum base for strive for further increases. Politically important groups o f organized 

workers and employees succeed in their attempts for obtaining wage-increases largely 

beyond past inflation, thus increasing further inflationary pressures (see Section 5.43.2 

below).144

To sum up, ‘anti-inflationary* policy, in practice, consisted mostly of short-term 

measures, price-controls, wage readjustments, currency devaluation, credit controls, and 

other measures against either inflation or its effects, in a  combination that had the perverse 

effect o f maintaining or even reinforcing the inflationary pressures. The very fact that 

economic agents knew the kind o f  measures that the authorities used to deal with inflation 

(as well as the fiscal, electoral and political constraint faced by elected officials), contributed

142 See Zahler (1978), p. 59.

141 See Mamalakis (1976), p. 115.

144 See Ffrench-Davis (1973), p. 55.

145 Ffrench-Davis (1973), p. 58.
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to keeping inflationary expectations high, encouraging, on the one hand, price increases and 

demands for wage freezing, and, on the other hand, demands for price controls and for 

readjustments in wages and social security benefits. This created or reinforced an escalation 

of distributive struggles among political and socio-economic groups concerning the 

distribution o f the costs arising from the poor performance and recurrent instability o f the 

national economy. The state was the center o f such struggles, and all groups directed their 

demands towards the state,* 347 attempting to capture it in their favor (see Section 53.2). As 

Valenzuela points out:

“Although private organizations played a very important role in Chilean 
politics, the key to the institutional arena was the structurally differentiated 
public sector in which fundamental decisions were made. This is true not only 
because o f the sector’s size, but because most private groups and institutions 
relied on the state for favorable dispensation.”34*

“Since the government and its agencies regulate both salary and price 
increases, the battle over reajustes [wage readjustments] was fought in the 
public arena.”349

5.43 . Prices, Wages, and Social Security Policy

During the period under consideration, the state intervened actively in setting prices, 

wages, interest rates and social security contributions and benefits. In fact, the state made a 

massive use o f price controls on goods and services; fixed the interest rates for credits; 

introduced minimum wages and salaries, decided mandatory wage and salary readjustments, 

decided increases in pensions and social security benefits; and decreed increases in the 

mandatory contributions to be paid by employers and employees to finance it.

344 See Ffrench-Davis (1973), pp. 60-62; and Pizarro (1978).

347 See Atria (1992), p.237.

344 Valenzuela (1976), p. 13.

349 Valenzuela (1976), p. 24.
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5.4.3.1. Priées and  Interest Rate Policy

Food and agricultural goods, utilities, transport, fuel, rents for housing, and some 

basic consumer goods were subject to price controls. Such measures, which had been used 

during the aftermath of the Great Depression on a temporary basis to deal with the massive 

unemployment and the impoverishment o f middle and working class groups that followed 

the deep crisis faced by the Chilean economy,3”  became a permanent policy, being justified 

both as a way to favor the consumption o f  low-income groups, protecting them from the 

inflation in prices, and to curb the recurrent inflationary pressures affecting the Chilean 

economy (see Section 5.2.3.2).350 351 352 Less explicitly, the controls imposed on agricultural prices 

were also used as a measure aimed at extracting a surplus from the agricultural sector in 

favor o f the population o f the urban centers,351 and to curb the upward wage pressures that 

threatened to push up costs in the industrial sector and to decrease the domestic demand for 

their manufactures.

The controls imposed on interest rates were justified as a measure aimed at favoring 

investment. As has already been shown in Section 5 .4 .2J, real interests for credit were 

permanently kept at low or even negative rates. This policy, however, discouraged private 

saving and encouraged the use o f credit for speculative activities and for acquiring real 

estate and capital goods.353 The latter effect had a negative impact on employment, since it 

encouraged capital-intensive production, thus substituting labor with machinery.354

t

350
The Great Depression had a dramatic effect on the Chilean economy. M ost scholars have stressed the fact that, 

according to a report made by the League o f Nations, Chile was the country most negatively affected by the world 
economic recession. See Paul T. Ellsworth (1945) C hile: An Economy in Transition, New York: Macmillan; C EPAL 
(1956) “Antecedentes sobre cl Desarrollo de la Economía Chilena,** in Estudio Económ ico de Am érica Latina 1949, 
Santiago de Chile: Editorial del Pacifico; Pinto (1958); Palma (1984); Palma (1985), pp. 327-328; and Muñoz Gomá 
(1986).

351 See Kaldor (1956); and Hirschman (1963). f

352 Mamalakis (1976), p. 348.

353 Trivelli &  Trivelli (1978), pp. 253-254. See also Mamalakis (1976).

354 See Muñoz (1986), p. 117.
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5.4.3.2. Wages a«*/ Social Security Policy

5.4.3.2.1. Wages and Salaries

The reduction in the real purchasing power of wages, salaries and pensions due to 

inflation threatened the popularity o f the government in office and created strong pressures 

for readjustments, expressed through mass mobilization, strikes, and other forms o f 

organized protest. The state imposed minimum wages and salaries and mandatory 

readjustments while prices were frozen. The mandatory minimum wages and salaries 

differed in their levels according to the kind of workers and employees involved, and 

differed across industry and agriculture, and across the twenty-five provinces o f the country.

Various organized groups and categories of workers obtained mandatory automatic 

readjustments in wages, salaries and social security and pension benefits, and others were to 

be legislated every year by Congress. Private and public employees in particular enjoyed 

significant wage readjustments and special bonuses, justified as measures oriented towards 

compensating for the losses in their purchasing power due to inflation.355 In some cases, 

these readjustments constituted considerable real increases in their wages, even over and 

above the increase in the ‘cost o f living*.356

As in many other areas, Chilean labor legislation and state policy was characterized 

by the discriminatory treatment o f different categories o f workers and employees regarding 

salaries, wages, social security benefits, norms for retirement, unionization and collective 

bargaining rights, and other social guarantees, privileges, and entitlements,357 Regarding 

wages and salaries, a first distinction was between *empleados’ and *obreros* (‘employees’ 

and ‘workers’), according to the predominance of either intellectual or physical effort in the 

fulfillment o f  their duties. Another distinction was between industrial and agricultural 

workers; mining workers and banking employees obtained a special status. Finally, public

355 See Ffrench-Davis (1973), pp. 196-197.
354

Ibid., p. 196. See also Muñoz Gomá (1986) Chile y  su Industrialización -  Pasado, Crisis y  Opciones, Santiago de 
Chile: Corporación de Investigaciones Económicas para Latinoamérica (C IEPLAN ), p. 194; and Collier and Sater (1996) 
A History o f Chile. 1808-1994, New York: Cambridge University Press, pp. 274-276.

357 See Ffrench-Davis (1973), pp. 187-220.
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employees also enjoyed a differentiated treatment with respect to the private sector and even 

among themselves.

Since 1937, the white-collar employees or o f the private sector {empleados 

particulares) enjoyed a minimum wage {Sueldo Vital). In 1953, the government introduced 

a legal minimum wage for agricultural workers {salario minimo agricola). A minimum 

wage for industrial blue-collars was enacted in 1956 ( salario minimo industrial). The 

amount o f each of these minimum wages, their readjustment, and their indexation 

mechanisms differed from each other and were determined by government.3“  Some 

categories o f workers— according to fiscal constraints and political circumstances o f the 

moment— enjoyed ‘automatic annual readjustments*, while others were to be legislated 

every year by the Congress, according to inflation and the level o f political and labor 

pressure.

The state was particularly generous with its own employees, without concern for the 

effects that these measures would have on public finances. A  good example of the kind o f 

approach taken by the state to its wage policy is provided by Ffrench-Davis: In 1953, with 

the intention of ‘avoiding the periodical disturbances created by the readjustment laws’, 

automatic wage readjustments were introduced for the employees o f the public sector. Such 

readjustments were to be associated with the increase in the ‘cost o f living* o f  the past year, 

to be determined by the Central Bank. However, while the wage readjustment was to be 

automatic, the financing o f such remuneration increases had to be approved in each case by 

the Congress. Foreseeing that financing would be omitted in practice, or that it could be 

approved with delay and in an insufficient quantity, it was established from the beginning 

that the budgetary item regarding wages and salaries was to be an ‘open item* {'item  

excedióle*),3“  that is, a recognition that it was to be unfunded, a deficit to be financed 

through credits o f  the Central Bank. A few years later, this measure revealed to be non- 

sustainable and it was revoked. However, during the whole period, public employees 

obtained, either from the government or Congress, wages readjustments and benefits, * 359

3“  See Juan Eduardo Coeymans and Ya ir Mundlack (1993) Sectoral Growth in Chile: /962-82, Washington EC: 
International Food Policy Research Institute, pp. 135-143.

359 Ibid., p. 196.
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unrelated with the availability o f public revenue to finance them.360 During the 1960s, at 

least 30% of the some 2,200 strikes registered in the public sector were demanding wage 

readjustments.361

Also, some categories o f employees and workers of the private sector also obtained 

mandatory automatic readjustments and bonuses on the charge o f the employer, depending 

on their organizational capacities to pressure, their relative number, and their political 

importance. Sometimes these readjustments were considerably higher than the increase in 

the level of prices and unrelated to productivity.362

According to the figures provided by Ffrench-Davis, during the period 1960-1970 

the General Index o f Wages and Salaries calculated by the Instituto Nacional de Estadísticas 

(INE) registered an annual average variation o f +5% in real terms,363 while the variation o f 

real per capita GDP during the same period was 2.2%. These figures suggest that during this 

period wages and salaries grew at a faster pace than production. Oscar Muñoz has pointed 

out that:

“There has been a historical trend toward real wage increases with relative 
independence from the trend o f productivity and even from the market labor 
conditions. This explains the fact, generally observed, that even in the face o f 
unemployment real wages continued to grow.”364

The next chart shows the evolution o f the index of wages and salaries during the 

period 1960-1970 in real terms, that is, subtracting inflation (C hart 5.8). Despite price 

controls, the increases in wages and salaries affected both production costs and demand, 

lowering production, creating shortages o f goods, and generating upward pressures on 

prices. Therefore, the measures adopted by the state to preserve the purchasing power o f 

wages and salaries from inflation contributed, through both the mechanism o f  expectations 

and the budget constraint faced by firms, to reinforce the inflationary pressures on the 

economy, with a negative effect on private savings and productive investment, and

360 See Crisóstomo Pizairo (1978) "Políticas Públicas y  Grupos de Presión en Chile, 1965-1970: Un Análisis 
Exploratorio,” Estudios C IEPLA N , No. 26, Agosto 1978, Santiago de Chile.

361 Pizarra (1978), p. 22.

362 See Muñoz Gomá (1986), p. 194.

363 Ffrench-Davis (1973), p. 345, Chart 75, column 7.
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encouraged the engagement in collective action and political pressure activities by particular 

interest groups in order to preserve or enlarge their share o f the national income. 

Furthermore, state policies regarding wages, salaries, and social security benefits for its 

employees also contributed to enlarging the public deficit, thus reinforcing the problems of 

the balance of payments and macroeconomic instability.

Chart 5.8—  Wage and Salary Readjustments, 1960-70. 
______________________ (R ea l Increases)____________________

Index of Wagas and Salaries: R n f Annual tncTM M t, 1960*1970
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Source: Ffirench-Davis (1973) P oliticos Económicas en C hile 1952-1970, 
Santiago de Chile: CEPLAN , Ediciones Nueva Universidad, p. 345 (Table No. 
75, Column 7).

The following Table shows the difficulty faced by the Christian Democrat 

administration to contain wage and salary demands beyond what had been originally 

programmed:

Table 5.13— Wage and Salary Readjustments, 1965-67.
(% respect to the former year)_____________

:Y ear

^Sector
___,

~ programmed Workers ̂ ■SwfeËi
1965 38.4 47.3 43.0 43.0
1966 25.9 38.1 40.0 37.0
1967 17.0 36.3 28.0 26.0

Source: Ffrench-Davis (1973), p. 60, Table 10. Note: ‘Organized Workers* include 
organized workers of the public and private sectors. The following two columns refer 
only to the organized groups within each sector.

364 Muñoz Gomá (1986), p. 194.
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Finally, due to the fact that both price and wage increases were decided by the state 

and the polity—rather than by the market and/or bargaining among labor and 

capital—without any regard for the economic conditions faced by individual firms, 

industrial relations became extremely politicized and alien to the control and actual 

relationships between employers and employees at the firm-level.

5.4.3.2.2. Social Security Policy

Social security policy consisted basically o f the enactment o f mandatory 

contributions on the part of employees and employers to different funds or lC ajas\ 

according to the groups and categories o f  workers involved (i.e., empleados públicos, 

empleados particulares, obreros, empleados o f the banking sector, etc.) and with different 

categories within each,365 in order to provide pensions and other social security and welfare 

benefits to their members, widows and relatives. The state also contributed to the pensions 

and benefits received by the retirees and beneficiaries o f each Caja and category o f workers. 

The amount o f such contribution differed according to the category of workers belonging 

each Caja.

One o f the main features of the system was that benefits were unrelated to 

contributions.366 In exchange for contributions, workers received an entitlement for obtaining 

a number o f benefits for them and their relatives and a pension for retirement. This system 

was termed as ‘of solidarity* and/or *reparto* {pay-as-you-go): active workers financed with 

their contributions the pensions and social security benefits received by the retired and other 

beneficiaries (handicapped workers, widows and other relatives).

365 E.g., empleados públicos (public employees), empleados particulares (employees of the prívate sector or white- 
collars). obreros (workers or blue-collars), empleados bancarios (employees o f the banking sector), etc., and with 
different categories within each. See Hernán Cheyre V. (1988) La Previsión en Chile Ayer y  Hoy. Impacto de una 
Reforma, Santiago de Chile: Centro de Estudios Públicos; Luis Larrain (1993) "Social Securíty Reform," in Crístián 
Larroulet V. (ed.) Prívate Solutions to Public Problems -  The Chilean Experience, (Santiago de Chile: Instituto Libertad y  
Desarrollo. First editíon in Spanish in 1991); and Mario Marcel & Alberto Arenas (1991) Reformas a la Seguridad Social 
en Chile, Washington DC: Banco Inter-americano de Desarrollo, pp- 2-12.

366 See Cheyre (1988); and Larrain (1993).
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Given that the funds were neither indexed to inflation nor did they bear interest, that 

the proportion o f  retired relative to active workers tended to increase over time,3*7 and the 

fact that the funds or contributions collected were used to provide credits to finance housing 

and other social and welfare benefits for the members belonging the respective Caja, the 

level of both contributions and benefits fluctuated greatly over time.367 368 The solvency of the 

funds was also affected by the fact that governments, facing a shortage of revenue, made use 

o f these resources in order to finance expenditures and new programs.

The level o f contributions and benefits also differed greatly between categories o f 

workers and Cajas. As for wages and salaries, there were multiple social security regimes, 

which entailed the discriminatory treatment o f  different classes o f  workers. Some employees 

(*empleados * or white-collars) could retire after 15 years o f service, others after 20, and still 

others after 35, whilst workers (‘obreros * or blue-collars) could only retire at an age o f 65 

years old. While some employees obtained by law a retirement pension benefit equivalent to 

87% o f the average wage or salary received during the last five years o f their active working 

life, others (the obreros) could only obtain a pension equivalent to 61% of their salary.369

The fact that benefits depended on complex and unclear variables, rules and 

procedures used to calculate the pensions,370 determined that they were difficult to monitor 

and unable to be subject to claims by citizens before the courts. Towards the end o f  the 

1960s, the social security system was composed by 35 Cajas and 150 different regimes, and 

regulated by more than 600 legal codes.371

The fact that contributions entered into a ‘common fund*, that benefits were 

unrelated to the contributions actually made, and that it was possible for the government to 

modify the level o f  both contributions and benefits, created wide room for opportunistic

367
The ratio between active workers and retired fell from 52.8:1 in 1945, to 3.6:1 in 1970. See Arellano (1985); and 

Marcel &  Arenas (1991), pp. 4-5. See also Luis Lanain (1993) “Social Security Reform,“ in Cristián Larroulet V. (ed.) 
P rivate Solutions to  P ublic Problem s, Santiago de Chile: Instituto Libertad y Desarrollo, p. 19, Table 3.

U |
See Cheyre (1988); Marcel &  Arenas (1991), pp. 6-9; Lanain (1993).

369 See Marcel &  Arenas (1991), pp. 2-12.

370 The leading student o f the Latin American social security regimes has defined the Chilean welfare system o f the 
period as a “bureaucratic labyrinth“. C. Mesa-Lago (1985) “El Desarrollo de la Seguridad Social en América Latina, 
E studios e Inform es de la  CEPAL% No. 43, Santiago de Chile, p. 102. Quoted by Marcel &  Arenas (1991), p. 12

371 Marcel &  Arenas (1991), p. 11.
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behavior and problems o f moral hazard and adverse selection for all the agents involved.372 

The fact that benefits were unrelated to contributions allowed discretionary and 

discriminatory treatments, and made it possible for some groups to obtain very favorable 

pension benefits at the expense o f  other citizens: active workers, employers, and tax-payers, 

since the system was financed by contributions coming from these three sources. Since no 

one could claim well-defined ownership rights over the funds or over the exact amount he or 

she had made, it was easy for the government to use such resources.

In addition, the social security system was one of the main sources for political 

patronage used by politicians to enlarge their clienteles.373 One o f the main activities of 

politicians during the period was the use o f their influence to obtain special pension benefits 

for their clienteles (for the institutional conditions which made this possible, see Section 

5.3).374 Tapia-Valenzuela and Valenzuela found that legislators carried out an active 

patronage activity, providing pension and retirement benefits for their clienteles, often 

without there been any relationship with the contributions made by them, thus reducing the 

ability of the system to finance the pensions of those who had contributed throughout their 

lives.375

372 The term ‘moral hazard’ refers to a kind o f ‘port-contractual’ opportunistic behavior arising when the actions 
required or desired under a given contract— in this case, the ‘contract’ between each individual contributor and the 
collective of contributors belonging a social security system— are not easily observable or measurable. Under such 
conditions, once the contract has been signed, individuals will face incentives to over-use benefits since this does not 
imply an increase in the amount of their contributions. B y  the same token, individuals w ill also face incentives to avoid  or 
reduce contributions since such behavior will not affect the level of benefits and pensions they will receive. ‘Adverse 
selection*, in turn, refers to a kind of ‘̂ «-contractual* opportunism that arises when a party, before entering into a 
contract, has private (unobservable) information regarding his or her condition or behavior which will entail extra-costs 
for the other party. In this case, it refers, for example, to the case of those individuals who know that they will not be able 
to contribute adequately, for whatever reason, and who select that social security regime which offers them the highest 
benefits and pension entitlements. These concepts might also be applied in principle to the (opportunistic) behavior of 
either the Cajas or the Government that attract or ‘capture* contributors and collect contributions on the basis o f promises 
regarding benefits and pensions whose adequate fulfillment will not be easy to monitor or be insisted upon by 
contributors, thus creating room for appropriations which may reduce the amount o f the benefits effectively received by 
the contributors. See M ilgrom  and Roberts (1992), pp. 129, 149-159, and 166-203; and Aarón Tomell and Andrés Velasco 
(1992) The  Tragedy o f the Commons and Economic Growth: Why Does Capital Flow from Poor to Rich Countries?," 
Journal o f  P olitical Economyt Vol. 100, No. 6:1208-1231.

373 See Cheyre (1988); and Marcel &  Arenas (1991). See also Charles Parrish and Jorge Tapia (1970) “Welfare Policy 
and Administration in Chile," Journal o f  Comparative Administration, 1, No. 4, February 1970.

374 See Valenzuela (1977), pp. 134-135, 138. See also Valenzuela (1978), pp. 8-9; and Valenzuela and Wilde (1979),
pp. 200-201.

375 See Jorge Tapia Valdés (1960) La Técnica Legislativa, Santiago de Chile; Editorial Jurídica, p. 237. Cited by 
Valenzuela (1977), p. 138.
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Valenzuela and Wilde (1979) report, according to a survey carried out by Tapia- 

Valenzuela, that during the 1940-1970 period around 50% o f all laws passed by the 

Congress were ‘private laws* o f a particularistic and clientelistic nature, related to ‘asuntos 

de gracia\ that is, matters related to pension and retirement benefits granted to particular 

groups or individuals. This proportion increased before each election.37*

The overall level o f benefits tended to increase over time, but with large disparities 

among workers, retired people, and other beneficiaries. These discriminatory and arbitrary 

increases in the benefits obtained by some groups, unrelated either to their contributions or 

to the effective availability o f funds, the use o f the funds for purposes other than pensions, 

government borrowing from such resources to finance expenditures, and the lack o f  

mechanisms to fight against inflation determined that this ‘solidarity system* involved large 

inequities between groups or generations o f  retirees, and many o f them found themselves 

with miserable pensions whilst others obtained generous benefits, unrelated to their effective 

contributions. As Parrish and Tapia noted:

“The erratic growth of the social security system has often resulted in the 
granting o f  new benefits and privileges without adequate provision to pay for 
them. Under pressure from clients and politicians the Cajas have been 
encouraged to use funds intended for capital investments purposes for current 
expenditures. In addition, poor investment policies and mismanagement have 
contributed to the depletion o f these funds. Interest payments, intended to 
provide the main financial support o f the system, have gradually diminished in 
importance as a budget source for the system... (...) Pensions are delayed, red 
tape multiplied and those not able to bring pressure on the bureaucracy are 
likely to spend long hours in line only to be turned away disappointed when 
they finally reach its head. Unless one is able to cut through the bureaucratic 
obstacles through some form of personal access, he is likely to have to comply 
with every minor provision o f the law which relates to his case. For some this 
process means years of waiting to collect a pension.**376 377

Therefore, the pensions and retirement benefits to be received by workers at the end 

o f their active lives were largely uncertain; they depended mostly on whether workers had 

access to politicians to handle their demands, ‘interceding’ before the bureaucracy.371 Such

376 See Valenzuela and W ilde (1979), pp. 200-201.
377

Charles Parrish and Jorge Tapia (1970) “Welfare Policy and Administration in Chile," Journal o f  Com parative 
Adm inistration, 1, No. 4, February 1970,455-476.

371 See Parrish and Tapia (1970); Valenzuela (1977); and Cheyre (1988).
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‘intermediation’ or brokerage obviously constituted a key source o f political exchange that 

allowed politicians to maximize their electoral support.

All this determined that contributions were seen by most workers and employers as a 

discriminatory and arbitrary tax on labor, discouraging contributions and encouraging 

attempts to reduce the taxable wage, exchanging it for informal extra-payments which 

increased the current cash wage and reduced the contributions to be paid to the social 

security system. By the same token, the system encouraged individuals and some groups of 

workers to avoid contributing during most of their active lives, to under-contribute, or to 

begin to contribute only when they were approaching the age or conditions for retirement, 

thereby attempting to declare a ‘high' taxable wage so as to obtain a high pension.

At the same time, all o f this determined that pension benefits were perceived as a 

‘gracia’ (a ‘grant* or favor) given or obtained from the state—with the intermediation of 

politicians—rather than merely the rightful return on the efforts made by workers 

throughout their working life.

The system was increasingly under-funded due to the fact that the number o f  retirees 

vis-à-vis contributors increased, that the level of benefits was not linked to effective 

contributions, that there was an absence of adequate mechanisms to secure the funds 

collected against inflation and to gain interests, and the fact that the level o f social security 

benefits introduced by law increased faster than the revenue coming from contributions, 

being especially generous for some favored categories o f  workers and employees.37’ 

Therefore, the mandatory contributions paid by employers and employees as a proportion o f 

the taxable wage and salary were increased over time by the government, thus reducing the 

workers’ net purchasing power and making labor increasingly expensive for entrepreneurs. 

The workers' attempts to countervail this loss o f purchasing power by engaging in direct 

political and party activity, pressing for new mandatory readjustments to be decreed by the 379

379
See Hernán Cheyre V. (1988, 1991) La Previsión en Chile Ayer y  Hoy. Impacto de una Reforma, Santiago de 

Chile: Centro de Estudios Públicos (CEP); and Lu is Lam ín (1993) “Social Security Refoim," in Cristián Larroulet V. 
(ed.) Prívate Solutions to  Public Problems, Santiago de Chile: Instituto Libertad y  Desarrollo.
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polity, contributed further to encouraging employers to replace labor with more capital- 

intensive techniques and processes.380

Indeed, as a whole, during the 1950-70 period the share o f the mandatory social 

security contributions over wages and salaries increased rapidly, with the employers' 

contribution supporting the greater part o f this increase, particularly in the case o f ‘workers’ 

(obreros), covered by the Servicio de Seguro Social (SSS, Social Security Service).381 In 

fact, whilst in 1952 the social security contributions for ‘workers' in the SSS were 

equivalent to 7.8% of the taxable salary (remuneración imponible)— the employer 

contributing 5.7% and the employee 2.1% (73.1% and 26.9% respectively), in 1970 such 

contributions were equivalent to 48.9% o f the taxable salary, with the employer contributing 

39.6% and the employee 9.3% (81.0% and 19.0% respectively) (see Table 5.14).

Table 5.14— Social Security Contributions as a  percentage o f the 
rem uneration of labor (‘workers* and ‘employees*), and relative share of
Employers and Labor in such contributions. The ‘L ab o r Tax*.____________

SO C IA L  SE C U R IT Y  CO N TR IBU T IO NS: AN N U A L  A V E R A G E S
Percentage« over taxable remuneration* (remuneración impontoh )

('obreros *) (’empleados T
Servicio de Seguro Social fworkers'l Caía de Empleados Particulares {‘employees^

YEAR Employer Employee Total Employer Employee Total
1952 5 7 2.1 7.8 33.8 8.0 41.6
1953 13.5 3.8 17.3 33.9 8.0 41.9
1954 24.2 6.0 30.2 34.0 6.0 42.0
1955 25.9 7.3 33.2 35.1 8.3 43.4
1956 25.8 7.3 33.1 36.1 9.3 45.4
1957 26.4 7.3 35.7 37.4 9.3 46.7
1958 32.6 7.6 40.2 39.3 10.3 49.6
1959 35.9 7.6 43.7 39.3 10.3 49.6
I960 37.1 7.6 44.9 39.4 10.3 49.7
1961 37.5 6.3 45.8 39.8 10.6 50.6
1962 37.5 6.3 45.6 39.6 10.6 50.6
1963 37.6 6.2 45.8 39.9 10.7 50.6
1964 38.1 6.8 46.9 40.9 11.7 52.6
1965 38.2 6.9 47.1 42.0 12.6 54.8
1966 38.2 6.9 47.1 42.0 12.8 54.8
1967 36.2 8.9 47.1 42.0 12.6 54.6
1966 38.8 6.8 47.8 43.3 13.4 56.7
1966 39.1 8.6 47.9 44.0 13.7 57.7
1970 39.6 9.3 48.9 45.0 14.3 59.3

Average Annue l
Growth Rate (%) 14.87 10.30 13.70 1.81 3.36 1.96

Source: Ricardo Ffrench-Davis (1973) Políticas Económicas en Chile 1952-1970, Santiago de Chite: 
CEPLAN , Ediciones Nueva Universidad, p. 342 (Table No. 43).

380
On the politicization  of union activity m Chile, see Valenzuela (1978). See also Alan Angell (1972) Politics and 

the Labour Movement in Chile, Oxford: Oxford University Press.

381 Marcel &  Arenas (1991), pp. 7-11.
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On the other hand, while in 1952 the social security contributions for ‘employees* in 

the Caja de Empleados Particulares (CEP) were equivalent to 41.8% of the taxable wage, 

divided between employers and employees to the tune o f  33.8% and 8.0% respectively 

(80.9% and 19.1% o f the total respectively), in 1970 they were equivalent to 59.2% o f the 

taxable wage, with the employers contributing 45% and the employees 14.3% (75.9% and 

24.1% of the total respectively) (see Table 5.14).

These figures reveal a rapid increase in the cost o f labor arising from mandatory 

social security contributions in the form o f a labor tax (Chart S^).3*2

C hart 5.9—Evolution of the ‘Labor Tax’ component of the Social Security system (or 
the additional cost of labor faced by employers arising from Social Security mandatory

Therefore, even if wages and salaries had remained constant, the costs due to 

expanding mandatory contributions would have made labor increasingly expensive, vis-fr-vis, 

machinery, thus encouraging the substitution o f labor-intensive for capital-intensive

3,2 Ffrcnch-Davis (1973), p. 194.
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production,383 thus inhibiting the expansion o f employment.3“  This was made worse by an 

annual ‘profit-sharing* bonus (*repartición de utilidades’) for the workers and employees of 

the private sector, imposed as a measure to redistribute wealth in favor o f labor, which 

further contributed to increasing the labor-cost faced by employers.

Therefore, social security became a true labor tax, hampering a more dynamic 

expansion o f employment and affecting negatively the structure o f firms* production costs. 

In the words o f Oscar Muñoz:

“the price o f  labor tended to increase above its social price due to the existence 
o f additional levies on the remuneration received by workers, coming from the 
mandatory contributions o f social security. This effect reinforced the trend 
towards utilizing capital intensive technologies arising from the under
valuation o f  the price o f  such factor.**385

Two other features o f labor policy penalized labor-intensive activities: the existence 

of severance payment and the Ley de Inamovilidad (“Unremovability Law”) o f 1966. Until 

1966 the employer had to give workers a severance payment amounting to one month’s 

wages for each year o f work in the case o f  termination of contract or when an agreement to 

continue with a worker’s services could not be reached. In 1966, the so-called 

“Unremovability Law** was enacted, which established that employers could not dismiss 

workers without a ‘justified cause*. “Labor Courts could ask for the reincorporation of the 

worker to the firm if  it considered that the layoff was not justified. If  the employer did not 

agree, he had to give a severance payment o f a minimum o f  one month’s wages per year o f 

work.’*3“

This effect was also reinforced by the subsidized cost of capital, originated from the ‘soft* credit lines granted by 
the government for some activities, the real negative interest rates for banking credit, and the subsidies granted to the 
import of capital goods for industry. See Sections M .2 .3  and 5-4J.1.

384 See Mufloz Gom& (1986), pp. 118,149-150; and Edwards and Edwards (1991), p. 151.

385 Mufloz (1986), p. 118.

3“  Juan Eduardo Coeymans and Yair Mundlack (1993) Sectoral Growth in  Chile: I962-82t Washington DC: 
International Food Policy Research Institute, p. 140.
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5.5. C o n c l u s io n s

As we have seen through the description and analysis carried out in this chapter, the 

policy regime underlying economic action in Chile during the period, its economic policies 

and institutions, was characterized by a granting to the state and the polity of a large 

discretionary authority on the economy. As a consequence, the state enjoyed vast 

prerogatives to intervene ‘horizontally’ in the economy,3*7 and politicians were able to use 

their influence on state policy in exchange for electoral or political support. Private 

agents—individuals, firms, organizations, and social and economic groups—were able to 

influence policies in their favor at the expense o f other groups, favoring organized particular 

interest-groups to the detriment o f consumers. As Oscar Muñoz asserts, “Protectionism 

means restricting imports relatively, making them more expensive, implying thus a loss o f 

real income and welfare for consumers. It also means losses in the quality of goods and 

technical inefficiencies due to the lower competitive pressures enjoyed by the protected 

producers.”3**

“Cosseted by tariffs and high exchange rates, industrialists did not need to fear 
foreign competition. Hence locally made consumer goods often proved more 
expensive than those produced either in the United State or (...) in other Latin 
American countries.”3*9

Public policy thus became characterized by particularism, instability, discriminatory 

treatments, complex regulations, and an overall lack o f coherence and continuity, generating 

uncertainty among economic agents, reducing the time horizon used for their decisions on 

production, saving and investment, and encouraging engagement in political and influence 

activities in order to win government protections, subsidies, and redistributive measures on 

productive activities.

There is growing agreement among students o f the Chilean economy that the policy 

regime prevailing during the period implied the institutionalization of many distortions that 

hampered the growth and efficiency o f production, the growth of employment, the

391 For the distinction between ‘vertical* and horizontal* discretionary authority see Chapter Four. 

*** Muñoz Gomá (1986), p. 103. See also Mamalakis (1976), pp. 168-173.
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allocation of resources, and the incentives for productive investment and entrepreneurship, 

favoring instead the reliance on the state, protectionism, political influence, redistributive 

measures, speculation, and rent-seeking.3”

According to Jorge Marshall Rivera (1984), “not only prices and market signals were 

distorted during this period, but also they were subject to continuous changes. This makes it 

difficult for producers and investors to plan their operations.**3’1

“These distortions in market signals and the instability o f the structure of 
incentives led to both an inefficient allocation o f resources and a reduction of 
private investment.*’3’2

In the same vein, Meller (1990) has asserted:

“The system of policies applied to promote the ISI [strategy] was not flexible 
in the face o f changing conditions (once granted, protection is very difficult to 
remove). This led to the configuration of a society motivated by the idea of 
obtaining easy gains, where returns depended more on [having] ‘an adequate 
connection* than on the development o f a productive entrepreneurial spirit.’*

“In addition, the distortion in prices and market signals generated a productive 
structure with a non-competitive oligopolistic industry, protected by high tariff 
barriers, in which the opportunity cost o f a [marginal] unit o f foreign currency 
saved by ISI activities was 2 to 4-times higher than the official exchange rate.**
393

Trivelli & Trivelli (1978) have pointed out that over time this made possible that it 

was often more profitable “to devote efforts to obtain protection, import quotas or to engage 

in speculative activities than to expand productive sectors.**3’4

Oscar Muñoz (1986) provides us with a reflection which reveals one o f  the main 

shortcomings contained in the whole logic underlying the ISI policy regime and the “Estado * 391 392 393

339 Collier and Safer (1996), p. 271. See also Mamalakis (1976), pp. 168-173.

3”  See Mamalakis (1976); Trivelli &  Trivelli (1978); Marshall Rivera (1984); Muñoz Gomá (1986); Meller (1990); 
de Castro (1992); Jadresic (1993); Velasco (1994); and Collier and Saier (1996). See also Alvaro D íaz (1995) "La  
Industria Chilena entre 1970-1994: de la sustitición de importaciones a la segunda fase exportadora," Comisión 
Económica para América Latina y el Caribe (CEPAL), Santiago de Chile.

391
Jorge Marshall Rivera (1984) "Economics o f Stagnation - Analysis o f the Chilean Experience 1914-1970," 

unpublished Ph.D. Thesis, Harvard University, M ay 1984, p. 43.

392 Marshall Rivera (1984), p. 45.

393 Metier (1990), pp. 69 and 70.
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desarrollista y  empresario" model, related with the failure o f the logic used by ‘social 

planners’ and government policy-makers to take into account the effects that discretion have 

on the expectations o f economic and political agents, and the room and kind of incentives 

that large discretionary authority creates for opportunistic behavior (see Chapter Four). 

Muñoz has made the following comment:

“the discretionary use o f  public expenditure to expand effective demand was 
not supposed to be irreversible. I f  the conditions recommended it, the opposite 
measures could be taken. However, this has not been the logic which has 
prevailed in the administration o f  the State... governments find themselves 
involved in a dynamic that led them to define policies according to the 
economic conjuncture and electoral cycles. This might be exacerbated if, 
additionally, party system structures prevail that push both electoral 
competition in an unregulated way and political clientelism through offering 
economic programs which go beyond what is possible. In this way, the State, 
as economic agent, lost that economic capacity o f discretion supposed by 
Keynes and it became involved in a relatively autonomous process. It is clear 
that the line o f lesser resistance in the face o f the demands of pressure groups 
is to expand public expenditure programs, relying alternatively on inflationary 
financing, borrowing, or on the increase of taxes.”394 395

As Jadresic (1993) has asserted:

“Inflation, the administrative decisions that modified arbitrarily and frequently 
the relative prices of goods, services and factors, the bureaucratic barriers 
imposed for the allocation of public credit or foreign currency, the preferential 
conditions granted to some films to import inputs, to pay taxes or to fix prices, 
all were factors that affected the efficiency and the volume of the investment 
process. The problem originated not so much from the fact that they were 
policies and legislation that implicitly favored some sectors over others (it is 
well known that there are no neutral policies) but principally because they 
were policies and laws that were unstable and modifiable. Realizing that the 
returns o f  a project depended more on the administrative decisions of the 
authorities than on its economic suitability, it turned out to be more important 
for entrepreneurs to put pressure on the state than to care for investing 
productively. The best project was that which would entail the lowest possible 
contribution o f one’s own capital— ideally it would all be a subsidized state 
loan—and the most preferential treatment that it was possible to obtain. But 
state credits were limited. The problem was a critical one for smaller firms that 
found access to the circles of political or economic power more difficult. As a 
result, entrepreneurs and the whole country spent too many resources on non

394 Trivelli &  Trivelli (1978), p. 253.

395 Muñoz Gomá(1986), p. 194.
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productive activities: procedures and formalities in ministries, in the Central 
Bank, commercial banks or custom offices, or paying the administrators who 
did the work. These expenditures contributed neither to consumption nor to 
productive investment.”396

According to Diaz (1995), in the face of the increasing inefficiency o f their firms, 

industrial entrepreneurs faced three obstacles to reorganize them: (a) the existence of a 

collective o f specialized workers who dominated work processes and were able to resist 

rationalizing attempts through their unions supported by the parties o f  the Left; (b) an 

institutional and regulatory setting which prevented enterprises from being submitted to the 

discipline o f competitive markets, and which favored instead compromise solutions via 

‘soft* credits, agreements with the government over price, and differentiated tariffs to favor 

the import o f  inputs and protect the markets for the products o f  the national industry; and (c) 

a managerial culture used to negotiating the protection o f their markets and oriented toward 

paternalistic forms o f intra-firm arrangements.397 *

On the other hand, the direct state involvement in production was characterized by a 

poor contribution to the overall efficiency o f the economy. As Mamalakis asserts:

*The most serious leakage as well as misallocation o f  resources occurred 
among state enterprises. Many o f them were monopolistic, and they became 
more and more numerous during 1930-1973. Between 1960 and 1962 more 
than two-thirds o f them had deficits. Loses for the state railroads, airlines, 
ports, mining, sugar, and transportation were especially high at a time when 
generated profits should have been reinvested in general development.”39*

In fact, as Muñoz has acknowledged, the management o f public enterprises was 

inconsistent with the objective o f increasing the investment rate o f  the economy and making 

the state an instrument to foster capital accumulation. In many cases public enterprises were 

considered to be a  social welfare service rather than a productive unit. On the other hand, 

that public enterprises were considered as devices to redistribute income led to set prices for

396 Jadiesic (1993), pp. 38-39.

397 Alvaro Díaz (1995) "La  Industria Chilena entre 1970-1994: de la sustitición de importaciones a la segunda fase 
exportadora,” Com isión Económica para América Latina y  el Caribe (CEPAL), Santiago de Chile, pp. 12-13.

393 Mamalakis (1976), p. 254.
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produced goods and services at a level below their production costs, thus creating fiscal 

deficits and preventing the state from playing a dynamic role in capital accumulation.” *

The Estado desarrollista y  empresario thus failed to fulfill the main purposes which 

had justified its adoption: it did not accelerate the pace of growth o f the Chilean economy, it 

did not reduce the ‘external vulnerability* o f the national economy, it did not substantially 

modify the unequal distribution o f wealth, nor did it encourage a greater investment and 

productive entrepreneurial effort or a dynamic expansion of employment. By the end o f the 

period, and in light o f  these failures and the perceived economic stagnation, all sectors were 

asking for a drastic change. However, notwithstanding the polarization among two main 

alternatives (a shift towards socialism or ‘communitarian* forms o f property and productive 

organization, on the one hand;* 400 and a strengthening o f state capitalism and private property 

and entrepreneurship, with a flexibilization of the labor market, on the other hand), such 

alternatives did not challenge both the notion that the enlargement o f the domestic 

manufacturing import-substituting sector constituted the key for development and the notion 

that the state had to play an active key role supporting this strategy, protecting national 

producers and providing differentiated treatments among economic sectors and activities. 

The only intellectual group which suggested a departure from the autarkic and state-led 

industrialization model in favor of a free-market open economy was a small number of 

relatively young foreign-trained economists, whose proposals were considered by both 

organized business groups and the political right as being too “liberal** to be taken 

seriously.401

” * “In the best case, the state does not obtain the necessary returns or profitability for the use of a public capital. In the 
worst case, it is not possible even to finance the variable costs of production, which oblige the state to destine funds o f the 
fiscal budget to cover the deficit incurred by the public enterprise. In both cases, this enterprise does not contribute neither 
to recover the capital utilized nor to the generation of a fund which allows to expand its capacity or to carry out public 
investments in other areas. Such effects contradict the objective that the state perform a dynamic role in capital 
accumulation, leaving aside the fact that the eventual redistributive effects are very uncertain.” Muñoz Coma (1986), pp. 
114-115.

400 See Angelí (1993), who asserts: “By the mid-1960s, the two main parties had strong utopian elements and 
programs that offered a complete transformation o f the Chilean society whose key for the change shall be the complete 
shift of property relationships, and that saw compromise as betrayal and politics as polarization.” ( p. 34.)

401 For a detailed account of the conflicting relationships between the so-called ‘Chicago Boys* and both 
entrepreneurial groups and the team that worked in the economic program of the Right during the late 1960s, see Juan 
Gabriel Valdés (1995) Pinochet's Economists: The Chicago School in  Chile, Cambridge, UK: Cambridge University 
Press, pp. 219-240. See also Guillermo Campero (1984) Los Gremios Em presariales en e l Periodo 1970-1983: 
comportamiento sociopolitico y  orientaciones ideológicas, Santiago de Chite: 1LET; and Pilar Vergara (1985) A uge y  
Caída del N eoliberalism o en O tile, Santiago de Chile: Facultad Latinoamericana de Ciencias Sociales (FLACSO ).
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6 Chapter S ix  — ECONOMIC POLICY & INSTITUTIONS IN 

CHILE (1975-95)

M[T]he ensemble of neo-liberal ideas that evolved in Chile after 1975 had no antecedent 
in the nation’s public life. As is well known, these concepts represented a radical brake 
with the ideas of social change and distributive justice that had won a huge electoral 
majority in 1970. But, more importantly, they also differed from die ideology that had 
characterized Chilean capitalist classes and traditional rightwing sectors up until the 
Allende period. Indeed, such ideas bad never appeared in the economic development 
programs presented by political parties, nor in die proposals of the main conservative 
economists during the thirty years prior to the Unidad Popular government They 
definitely did not represent military ponderings on the economy...”
----- Juan Gabriel Valdes (1995) Pinochet’s Economists: The Chicago School in Chile,
Cambridge UK: Cambridge University Press, p. 13.

6.1, I n t r o d u c t io n

In September 11th o f 1973, in an environment o f  growing social mobilization, 

political polarization, economic crisis, and institutional decomposition,1 the military 

overthrew President Salvador Allende and his left-wing populist government o f the Unidad 

Popular coalition,2 closed the Congress, suspended political rights, and banned political 

parties. Between 1973 and 1989, the country was ruled by an authoritarian rightist 

government presided over by General Augusto Pinochet, the head o f the Army. Chilean

For detailed descriptions and analyses of the political, economic and institutional crisis that exploded during the 
Unidad Popular government, see Arturo Valenzuela (1978) The Breakdown o f  Democratic Regimes - C hile, Baltimore: 
The John Hopkins University Press; Tomás Moulián (1982) "Desarrollo Político y  Estado de Compromiso - Desajustes y  
Crisis Estatal en Chile," Colección Estudios CIEPLAN, No. 8, Julio 1982: 105-158; Sergio Bitar (1986) C hile, E xperim ent 
in Democracy, Philadelphia: Institute for the Study o f Human Issue; Arturo Valenzuela (1989) "Chile: Origins, 
Consolidation, and Breakdown of a Democratic Regime,” in Lany Diamond, Juan J. Linz, and Seymour Martin Lipset 
(eds.) Democracy in D eveloping Countries - Latin Am erica (Boulder, Colorado: Lynne Rienner); Felipe Larrain and 
Patricio Metier (1991) "The Socialist-Populist Chilean Experience: 1970-1973," in RQdiger Dombusch and Sebastián 
Edwards (eds.) The M acroeconomics o f  Populism  in Latin America (Chicago: The University of Chicago Press) [first 
published in Spanish: "L a  Experiencia Socialista-Populista Chilena: La Unidad Popular, 1970-1973," Colección E studios 
CIEPLANy No. 30, December 1990: 151*196]; Paul Drake (1992) Socialism o y  Populismo, Chile 1936-1973, Valparaiso: 
Serie Monografías Históricas 6-1992, Instituto de Historia, Universidad Católica de Valparaíso; Atan Angelí (1993) C hile  
De A lessandri a P inochet: En Busca de la Utopia, Santiago de Chile: Editorial Andrés Bello. See also Simon Collier and 
William F. Sater (1996) A H istory o f  Chile, 1808-1994, New York: Cambridge University Press, pp. 330-358.

2 On the economic policies of the Unidad P opular government, see Bitar (1986); Jeffrey D. Sachs (1989) "Social 
Conflict and Populist Policies in Latin America," N B E R  Working Paper No. 2897, March 1989, Cambridge, M A ; RQdiger 
Dombusch and Sebastián Edwards (1989) "Macroeconomic Populism in Latin America,” N B E R  W orking Paper No. 
2986, M ay 1989, Cambridge, M A; Larrain and Meller (1991); Juan Andrés Fontaine (1993) "Transición Económica y  
Política en Chile: 1970-1990", Estudios Públicos, No. 50, Otoño 1993; Angelí (1993); Pablo Baraona U,, Martin Costabal 
LI. &  Alvaro Vial G. (1993) M il Dias, M il Por C iento - La Econom ía Chilena durante el Gobierno de A llende, Santiago 
de Chile: Universidad Finis Terrae; and Alvaro Bardón Muñoz (1993) Una experiencia económica fa llid a  - C rónicas 
económ icas (1971-1973) sobre e l Gobierno de la  U nidad Popular, Santiago de Chile: Universidad Finis Terrae.
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democracy, which had lasted uninterrupted for over forty years, ended abruptly, and was 

followed by almost seventeen years in which political rights were suspended, political 

opposition repressed, and human rights suffered continuous violations and limitations.3

During this period, a deep shift in the state’s economic policy and institutions 

surrounding economic activity and policy making was carried out, aimed at substituting the 

model of inward-oriented, state-led import substituting industrialization, for an outward- 

oriented model, based on free markets, free competition, reduced state intervention, private 

entrepreneurship, and openness to international trade and foreign competition.4 This policy 

shift was adopted as a way to overcome the traditional problems faced by the Chilean 

economy and to accelerate its pace o f growth. At the same time, it pursued clear political 

objectives: to modify the balance o f power between the state and individuals and between 

the public and the private sectors, and to reduce the power and influence of political parties 

and organized interest groups.5 This policy and institutional change, traditionally called 

‘monetarist’, ‘conservative’, or ‘neo-liberal experiment* by its critics, constituted a major 

break with the past,6 7 and—as I shall argue—was a case of a deep policy regime shift?

3 For an overview o f the politics of the entire period of the Pinochet dictatorship, see Angelí (1993); Arturo 
Valenzuela (1993) "Los militares en el poden la consolidación del poder unipersonal," in Paul W. Drake and Ivan Jaksic 
(eds.) E l D ifícil Camino H acia la Democracia en C hile 1982-1990 (Santiago de Chile: FLACSO); Eduardo Silva (1993a) 
"Capitalist Coalitions, the State, and Neoliberal Economic Restructuring: Chile, 1973-88," World Politics, Vol. 45, N.4, 
July 1993:526-559; and Fontaine (1993). See also Collier and Sater(1996),pp. 359-382.

4 See Alejandro Foxley (1983a) Latin American Experiments in Neo-Conservative Economics, Berkeley, California: 
University of California Press; Pilar Vergara (1985) Auge y  Caida del Neoliberalismo en Chile, Santiago de Chile: 
Facultad Latinoamericana de Ciencias Sociales, FLACSO ; Bardón, Carrasco &  Vial (1985); Edwards and Edwards 
(1991); Daniel L. Wisecarver (ed.) (1993) E l M odelo Económico Chileno, (2nd. edition) Santiago de Chile: C INDE-PU C; 
and Juan Andrés Fontaine (1993) "Transición Económica y Política en Chile: 1970-1990," p. 244.

5 See Fontaine (1993) “Transición Económica y Política en Chile: 1970-1990“.

6 See Juan Gabriel Valdés (1995) Pinochet's Econom ists: The Chicago School in Chile, Cambridge UK: Cambridge 
University Press, pp. 12-13.

7 It must be remembered that this thesis does not attempt to explain why this strategy was adopted. Among the huge 
literature and alternative explanatory attempts regarding the Pinochet regime's economic policy choice, see Moulián 
(1982); Foxley (1983a); Vergara (1985); Bardón, Carrasco & Vial (1985); Oscar Muñoz Gomá (1986) C hile y  su  
Industrialización - Pasado, Crisis y  Opciones, Santiago de Chile: Corporación de Investigaciones Económicas para 
Latinoamérica, C IEPLAN ; Philip O'Brien (1985) "Authoritarianism and the new orthodoxy: the political economy of the 
Chilean regime, 1973-1982," in Philip O 'Brien and Paul Cammack (eds.) (1985) G enerals in Retreat - The C risis o f  
M ilitary Rule in Latin Am erica, Manchester University Press: 144-183; Arturo Fontaine Aldunate (1988) Los Econom istas 
y  e l Presidente Pinochet, Santiago de Chile: Empresa Editora Zig-Zag; Karen L. Remmer (1989a) "Neopatrimonialism: 
The Politics o f Military Rule in Chile, 1973-1987," Comparative Politics, January 1989: 149-170; Karen L. Remmer 
(1989b) "State Change in Chile, 1973-1988," Studies in Comparative International Development, Vol. 24, No. 3: 5-29; 
Eduardo Silva (1993a) "Capitalist Coalitions, the State, and Neoliberal Economic Restructuring: Chile, 1973-88,” World 
P otitics, Vol. 45, N.4, July 1993: 526-559; Fontaine (1993); Angetl (1993); Alan Angelí and Benny Pollack (1995) "The 
Chilean Elections of 1993: from Polarisation to Consensus," in Bulletin o f  Latin Am erican Research, Vol. 14, No. 2: 1 OS- 
125; and Valdés (1995). A  more original and non-conventional view can be found in Rhoda Rabian (1994) "The Lessons
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In 1990, Chile returned to democracy after the Presidential and Congressional 

elections held in December 1989. In these elections, carried out according to the 

Constitution enacted by the Pinochet government and approved through a plebiscite in 

1980—which instituted a majority, binom ial electoral system*—the political opposition to 

the military regime obtained a large victory. The Christian Democrat Patricio Aylwin, the 

presidential candidate of the Concertaeión de Partidos p o r la Democracia * obtained the 

absolute majority of the votes o f the population (55.2%) in universal and direct elections.1*

Contrary to the early expectation o f political-economy analysts, both this 

government and the subsequent one— also led by the Concertaciôn and presided over by 

Eduardo Frei Ruiz-Tagle, the son o f the Christian Democrat President o f the period 1964- 

70—have preserved the economic model implemented during the Pinochet regime, though 

putting greater emphasis on anti-poverty and social welfare programs.11 * 8 9 10 11

of Chile: Economic Expertise. Social Learning, and the Consolidation of Market Reforms,” Paper presented at the 18th 
International Congress of the Latin American Studies Association (March 10-12.1994) in Atlanta, Georgia.

8 See Rhoda Rabkin (1996) "Redemocratization, Electoral Engineering, and Party Strategies in Chile, 1989-1995,”
Comparative P olitical Studies, Vol. 29, No. 3, June 1996: 335-356.

9
The Concertation of Parties for Democracy, a center-left coalition among the Christian Democrat Party (PDQ, The 

Socialist Party (PS), and the Party for Democracy (PPD), plus 14 other minor parties which constituted the opposition to 
the dictatorship, excluding the extreme-left (the Communist Party and the Movement of the Revolutionary Left, MIR), 
which however voted for the candidate o f the Concertaeión.

10 The other two presidential candidates, Hernán BGchi (former Pinochet’s young Finance Minister and candidate of 
the main parties of the right) and Francisco Javier Errázuriz (an independent center-right populist candidate) obtained 
29.4% and 15.4% o f the votes respectively. The Concertaeión obtained 60%  o f the seats in the Chamber of Deputies, and 
56.4% of the elected seats o f the Senate.

11 See Oscar M uñoz G. (ed.) (1993) D espués d e  las Privatizaciones: H acia e l Estado Regulador, Santiago de Chile: 
Corporación de Investigaciones Económicas para Latinoamérica (C IEPLAN ); Alan Angelí (1993c) "What Remains of 
Pinochet’s Chile?," Occasional Papers, Institute o f Latin American Studies, University of London, London; Alan Angelí 
(1993b) "The Transition to Democracy in Chile: A  Model or an Exceptional Case?," Parliam entary A ffairs, Vol. 46, No. 
4, October 1993: 563-578; RQdiger Dombusch and Sebastián Edwards (1994) "Exchange Rate Policy and Trade 
Strategy," in Barry P. Bosworth, RQdiger Dombusch and Raúl Labán (eds.) The Chilean Economy - P olicy Lessons and 
Challenges (Washington, DC: The Brookings Institution), pp. 94-95; Rhoda Rabkin (1994) "The Lessons of Chile: 
Economic Expertise, Social Learning, and the Consolidation o f Market Reforms," Paper presented at the 18th 
International Congress o f the Latin American Studies Association (March 10-12, 1994, in Atlanta, Georgia); Andrés 
Velasco (1994) "The State and Economic Policy: Chile 1952-92," in Bosworth, Dombusch and Labán (eds.) The Chilean 
Economy - P olicy Lessons and  Challenges (Washington, DC: The Brookings Institution); Ricardo Ffrench-Davis & Raúl 
Labán (1995) "Desempeño y Logros Macroeconómicos en Chile," in C. Pizarro, D. Raczynski &  J. Vial (eds.) Políticas 
Económ icas y  Sociales en e l Chile D em ocrático (Santiago: C IEPLAN/UN ICEF); Sebastián Edwards (1995) Crisis and 
Reform  in Latín Am erica - From D espair to H ope, New York: Oxford University Press for the World Bank; Manuel 
Marfan (1995) "Chile: Progress and New Challenges,” in David Tumham, Cobn Foy and Guillermo Larrain (eds.) Social 
Tensions, Job  Creation, and Economic P olicy in L atin  Am erica (Paris: O ECD); Juan Gabriel Valdés (1995) Pinochet's 
Econom ists: The C hicago School in C hile, Cambridge, UK: Cambridge University Press, pp. 253-280; Angelí and Pollack 
(1995); Eduardo Silva (1996) "The Business-State Nexus in Chile's Economic Transformation, 1975-1994,” Comparative 
P olitics, Vol. 28, No. 3, April 1996: 299-320; and Carlos Huneeus (1997) “Los Cambios Institucionales al Sistema 
Económico Durante la Transición a la Democracia en Chile,” (mimeo) Santiago de Chile.
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6.2. T h e  E c o n o m y  in  1973.

In 1973, when the military seized power, the country was experiencing monthly 

inflation amounting to about 29%, arriving at an annual inflation rate of 605.1%. The deficit 

of the central government amounted to more than 21% of expenditure, equivalent to about 

7.3% of GDP (see Table 6.1), while the public sector as a whole—that is, including public 

enterprises— experienced a deficit estimated to have been about 53% of the budget12 

(oscillating between 24.7 and 30.5% of GDP, depending on the sources),13 73% of which 

was financed by money issued by the Central Bank.14 Indeed, in 1973 the quantity o f money 

increased by 413%. The country was experiencing an acute shortage of goods, reflected in 

long queues for purchasing anything that was being sold, many consumer goods were 

rationed, and black markets flourished for most goods. During 1973, industrial and 

agriculture production experienced a fall o f  7.7% and 10.3% respectively.15

Table 6.1— Economic Indicators, 1973-1976.
0 ) (2) (3) («> (5) (6) (7) (8) (9) (10)

Government Government Government Total Per capita Per capita

Expenditure A n n u a l Expenditure Consum ption Publie Sector Public Sector In nation G O P G O P G O P *
{share of GNP) Ver. Real Growth Reel Growth Baienee Belence (dec-dee) (annual ver.) (annuel ver.) (annuel ver.)

Y E A R 1%) <%> <%> (V (%  Expenditures) (%  of GOP) (%  ver) (% ) _(%> _<% >
1*73 3 4 .a •21.1 *7.3 «05.9 *5.6 •7,1 •7.2

1974 33.1 *5.0 *4.0 20.9 • 16.3 •5.4 369.2 1.0 *0.7 *0.7
1975 34.3 3.8 -9.6 •13.2 0.4 0.1 343.3 -12.9 •14.4 • 14.4
1979 30.1 ■ 1 2 . 2 -9.1 •7.7 4 5 1.4 197.9 3 5 1.8 2.0

Sources: Calculated on the basis of figures from the International Monetary Fund, Government Finance S ta tistics 
Yearbook (issues 1977 to 1995), and the IM F ’s International Financial Statistics Yearbook (various issues). For a detailed 
explanation of the data and sources, see Table 6J9  at the end of this chapter.

In 1973, most economic activities were directly controlled by the state. During the 

three years o f  the Popular Unity government, more than 507 firms and industries were either 

taken-over {'estatizadas') or ‘intervened* by the state, or the public sector had acquired the

12 Universidad de Chile (1973) Comentarios sobre la Situación Económica, Departamento de Economía, Sede 
Occidente, Universidad de Chile, Segundo Semestre, 1973, pp. 67 and 73. Quoted in Bardón, Carrasco & Vial (1985), p. 
37.

13 The first figure is provided by Corbo & Fischer (1994) on the basis of Central Bank data series, whilst the second 
has been calculated by Larrain & Meller (1991). See Vittorio Corbo and Stanley Fischer (1994) "Lessons From the 
Chilean Stabilization and Recovery,” in Bosworth, Dombusch and Labin (eds.) The Chilean Economy - Policy Lessons 
and Challenges (Washington, DC: The Brookings Institution), pp. 33; and Felipe Lanain and Patricio Meller (1991) T h e  
Socialist-Populist Chilean Experience: 1970-1973," in Dombusch and Edwards (eds.) The M acroeconomics o f  Populism  
in Latin America (Chicago: The University o f Chicago Press), pp. 208-209,211.

14 Larrain and Meller (1991), p. 200.

15 See Larrain and Meller (1991), p. 200.
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largest portion in its equity capital through CORFO. By September 1973, between 259 and 

325 firms had been intervened directly by the state, without any legal transfer o f  ownership 

or monetary compensation to owners.16 Overall, from the 68 enterprises owned or controlled 

by the state in 1970, this number had soared to 596 in 1973.17 * 19 More than 1,700 land- 

holdings had been expropriated, most o f  them under the incitement o f extreme-left groups, 

beyond the precepts contained in both the Agrarian Reform Law and the presidential 

program and policy compromises made by Allende.1*

By 1971, the foreign banking sector had been nationalized and, by the end of that 

year, state control over the domestic private banking system was almost total, when CORFO 

acquired in less than one year the major participation in 14 private commercial banks and 

about 30% participation in five other banking institutions.”  The Finance Minister of the 

Unidad Popular government proudly announced in November 1971 :

“The nationalization o f  the banking system is practically completed. The state 
now controls sixteen banks which together provide ninety percent o f  all 
credit.... This process o f  nationalization has signified that the links between 
financial and industrial monopoly capital have been broken.”20

By 1973, o f the 17 commercial banks in existence, 14 were in the public sector, and 

only three remained under private administration. Overall, 85% of Chile’s financial sector 

was in the hands o f the state.21

The procedures used for seizing banks, industries, firms, services, farms and land 

included the generation by the government o f an ‘offer to purchase* (poder comprador) for 

stocks, offering very attractive prices to private holders;22 the direct takeover o f firms by 

workers, popular organizations and trade unions led by state and leftists activists, the 

government then immediately intervening thereafter and allocating them to the ‘area o f

16 See Larrain and Metier (1991), p. 190. For a detail of the firms intervened, see Dominique Hachette &  Rolf LQders 
(1992) La Privatización en Chile, Chile: Centro Internacional pan el Desarrollo Económico, pp. 264-272.

17 See Hachette &  Lflders (1992), pp. 16-17.

** Collier and Sater (1996), pp. 337-340. See also Valenzuela (1978).

19 Larrain and Meller (1991), p. 187. See pp. 187-188 for a description o f the mechanism used by the state for the 
takeover o f the domestic private banking sector.

20 Quoted by Larrain and Meller (1991), p. 187.

21 Larrain and Meller (1991), p. 188.
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social property* under the pretext that they were badly managed by their private owners or 

that there were “labor problems that prevented normal operation’*; and the refusal of price 

increases on the part o f  DIRINCO—the state agency empowered to approve price increases 

for goods and services —while at the same time wages were experiencing rapid increases, 

thus jeopardizing the financial health o f firms and constraining entrepreneurs to sell.“

By 1973 the state controlled 85% o f the mining sector, 40% of industry, 100% of 

utilities, 70% o f transport, 70% of communications, and 85% of the financial sector. 

Overall, the public sector exerted direct control over 39% of the country’s output, excluding 

agriculture.22 * 24

In addition, prices for almost all goods and services were controlled by the state, and 

kept notably below their ‘market-value* (market-clearing level) in order to both increasing 

the consumption power o f the low and middle classes and at the same time to contain the 

strong inflationary pressures that had been mounting very fast since 1971.25 26 In fact, wages 

and salaries experienced a high increase as a part of the government policy of stimulating 

demand.16 During 1971, wages and salaries experienced an average increase amounting to 

between 22.327 * 29 and 55 percent.2* Government expenditure grew by 48.7% in real terms, 

amounting to 26.1% o f GDP, and government consumption expanded by 30%. The budget 

deficit increased from 14.9% o f expenditure in 1970 to 30.2% in 1971, equivalent to 7.9% 

o f the GDP of that year (see Table 6.39 at the end of this chapter). The consolidated 

nonfinancial public sector—that is, the central government plus the decentralized public 

sector, including the state-run social security system and the state enterprises—increased its 

deficit from 6.7% o f  GDP in 1970 to 15.3% in 1971.*’ In 1972 central government 

expenditures continued to expand, with a real growth of 58.4%, representing 41.8% of GDP,

22 This was especially true in the case o f the takeover of the banking system. See Larrain and Meller (1991), p. 187.

22 See Larrain and Meller (1991). pp. 184-194.

24 Hachette &  LOdcrs (1992), pp. 16-18. See also Larrain and Meller (1991). pp. 189-191.

25 See Larrain and Metier (1991, pp. 198-211.

26 See Bitar (1986); and Larrain and Meller (1991).

27 Larrain and Meller (1991), p. 195.

U  Collier and Sater (1996), p. 344.

29 Larrain and Meller (1991), p. 198.
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that is doubling the level it had in 1970. The public deficit amounted to 30.6% of 

expenditures in 1972 (12.8% o f GDP), 60% of it being financed by money issued by the 

Central Bank, with an increase in the total quantity o f  money o f about 173 percent Inflation 

was out of control, with consumer prices experiencing a rapid increase amounting to 

260.5%. Production was almost paralyzed, and GDP dropped by 1.2% (-2.9% in per capita 

terms). In 1973 the economy was in a state o f total chaos, with inflation galloping, acute 

shortages o f essential goods, black markets expanding through the whole economy with a 

price differential between the official and the black market estimated at between five to ten 

times, state centralized direct control over wholesale trade, distribution and rationing,34 huge 

imports o f food, falling real wages, an almost complete depletion o f foreign reserves, a drop 

in investment (-11.2% in 1972 and -7.6 in  1973), and production paralyzed by strikes, take

overs, bankruptcy, lack of supplies or spares, and the expectation o f expropriation. Domestic 

production dropped by 5.6% (-7.1% in per capita terms), and government consumption fell 

by about 22.7%, in the wake o f a fall in revenue o f 11.7% in 1972-73. As a result, in 1973 

the central government deficit reached 21.1% o f public expenditures, representing a deficit 

o f 7.3% o f GDP (see Table 6.1). Moreover, the consolidated public-sector deficit soared 

from 6.7% of GDP in 1970 to 30.5% in 1973.30 31 Such deficits were covered by money issued 

by the Central Bank, which increased the quantity o f money by 413% in 1973. The annual 

rate of inflation o f  consumer prices that year reached the impressive figure of 605.9% (see 

Table 6.1). The most commonly used official exchange-rates were, respectively, 25,46, and 

85 Escudos to the dollar, whilst in the black market the rate o f exchange was about 3,000 

Escudos by dollar.32 These figures reveal the magnitude o f the distortions being faced by the 

economy and the kind of expectations prevailing among economic agents. "By mid-1973, 

the economy was, in fact, close to collapse.**33

30
On the state takeover o f distribution and the introduction o f a ‘basket of goods’ to be determined in its composition 

and price by state agencies according to “the real requirements per family”, and the sharp increase in demand that followed 
such announcements, encouraging hoarding and further worsening the shortage o f goods, see Lanain and Meller (1991),
pp. 204-205.

31 See Larrain and Meller (1991), pp. 206-211.

32 Bardón, Carrasco &  V ial (1985) Una década de cam bios económ icos - La experiencia chilena 1973-1983, Santiago 
de Chile: Editorial Andrés Bello, p. 36.

33 Collier and Sater (1996), p. 346.
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The Congressional elections o f  March 1973 had not solved the political crisis, 

“[t]hey merely illustrated further how polarized the country was and how equally divided 

the contending forces were.”34 In fact, the Popular Unity coalition received 43.9% of the 

votes, and the opposition, unified in the CODE (Democratic Confederation), a 54.2%.35 *

The Allende government was facing the opposition o f all other powers of the state 

(the Congress, the Supreme Court, and the General Comptrollership Office) which had 

successively declared that the government was acting illegally, outside of the Constitution.34 

Allende had attempted to resist opposition by appointing military officials to ministerial 

positions. By August 1973 the economic crisis and unpopularity o f the government, within 

an environment o f  increasing political polarization, determined that the military withdrew 

from government responsibilities. The extreme-left, including the Socialist Party, the 

President’s own party, was calling for a total seizure of power and a radical revolution to 

impose socialism, labeling President Allende a “bourgeois reformist”. Allende found 

himself almost alone, being only supported by the Communist Party. The country was in 

stalemate.37 *

The streets had become the main arena for political confrontation. A well-organized 

movement against socialism, defending property rights and against seizures of firms and 

private ownership by the state had replaced political parties in the political initiative against 

the Unidad Popular government, organizing and mobilizing a widespread opposition in the 

face of the calls o f  the Left for a radical turn to socialism.3*

The words o f  the president o f  the traditionally moderate and center-left Christian 

Democrat Party, the main party o f the opposition, reveal the degree of political polarization 

already attained by the political conflict in Chile in April 1973:

34 Valenzuela (1978), pp. 85-86.

35 See Valenzuela (1978), pp. 8 I-110.

34 See Valenzuela (1978), pp. 81-110; and Collier and Sater (1996), pp. 342-343,356

37 See Valenzuela (1978).

3* See Valenzuela (1978).
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The government has declared war on Chilean Democracy. War is War. We 
w ill know how to respond39

The country was divided into two factions preparing themselves for a violent 

confrontation.40 Political institutions had disappeared. The military were the only ‘national’ 

institution remaining. The Left had supposed the military would remain ‘neutral’. They were 

wrong.41

6.3. T he Early  Economic Policy  a n d  Policy M easures of the M ilitary

Governm ent, 1973-1975.

The military sized power without having any specific economic policy prescriptions 

to deal with the large imbalances affecting the national economy, nor a long-run economic 

program.42 The armed forces instinctively were rather nationalistic-minded and attracted by 

corporatist ideas, inclined in favor o f state intervention and economic regulation in order to 

favor domestic industry and production, and to retain control over ‘strategic’ sectors of the 

economy.43 After all, the main support for the new government came from the industrial and 

agricultural capitalists, the ‘petty-bourgeoisie’, and all sorts o f gremios ( ‘guilds’) o f 

organized commerce dealers, shop-keepers, truckers and transport entrepreneurs, middle-

39 Quoted by Valenzuela (1978), p. 91.

40 See Angelí (1993), pp. 93-96.

41 A s Valenzuela asserts: “The assumptions o f the revolutionary Left were two-fold. In the first place, they were 
convinced that the working class, given the proper direction, was ready to join in a militant challenge which might involve 
armed class struggle. And secondly, they assumed that during the first period of the Popular Unity government, the 
‘reactionary forces* were divided and the military was neutral, so that a massive and rapid effort to mobilize the working 
class would find little resistance.** Valenzuela (1978), p. 108. On the military and the crisis of Chilean democracy, see pp. 
81-82 and 98-110 in the same book.

42 See Sebastián Edwards and Alejandra Cox Edwards (1991) Monetarism and Liberalisation - The Chilean 
Experiment (with a new afterword), Chicago: The University of Chicago Press (first edition in 1987), pp. 9-11, 93*94; 
Barbara Stallings and Philip Brock (1993) T he  Political Economy o f Economic Adjustment: Chile, 1973-90,** in Robert 
H. Bates and Anne O. Krueger (eds.) Political & Economic Interactions in Economic Policy Reform - Evidence from  Eight 
Countries (Oxford, UK: Basil Blackwell: 78-122), p. 81; Juan Gabriel Valdes (1993) Pinochet's Economists: The Chicago 
School in Chile, Cambridge, UK: Cambridge University Press, pp. 16-18. See also Collier and Sater (1996), pp. 364-363.

43 See Alan Angelí (1993) Chile de Alessandri a Pinochet: En busca de la utopia, Santiago de Chile: Editorial Andrés 
Bello, pp. 96-98; and Juan Andrés Fontaine (1993) Transición Económica y  Política en Chile: 1970-1990," p. 246. On 
the different ideological conceptions within the military regimen, the best treatment can be found in Pilar Vergara (1983) 
A ugey Caida del Neolibercdismo en Chile, Santiago de Chite: Facultad Latinoamericana de Ciencias Sociales, FLACSO . 
On the conflicts between corporatist and liberal ideas and the role of the military in the Pinochet government, see Arturo
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class professionals, private sector employees and households, whose incomes, purchasing 

power, property rights and status were heavily imperiled during the Unidad Popular 

government, cither by the government policies or by the uncontrolled actions o f the 

extreme-left groups and mobilized popular sectors who, going far beyond Allende’s original 

program, were attempting a radical shift toward socialism and total 'popular control* of 

production and ownership.44

Most sectors supporting the military intervention expected a return to the traditional 

policies, guaranteeing however ‘order*, ‘social discipline’, a strict respect for private 

property rights, and producing a general de-politicization o f the country, however retaining 

for the state its established roles in support of industrialization, domestic production, and 

economic and social regulation.45 46 It is easy to hypothesize that this was also the prevailing 

view within the military.44 Also there was an important attempt to eliminate definitively 

from the country ‘the harmful and destructive role of political parties* and the conflict they 

‘artificially’ introduce into the ‘national soul* on the part of some guilds with the support of 

populist-minded sectors within the armed forces. They expected to create a functional 

interest representation movement supporting the regime and giving them direct and organic 

participation in state policy-making (industrial, labor, and wage policy).47

However, through informal contacts between the Navy and the groups opposing the 

Unidad Popular government (hereafter UP), the Armed Forces had access to an economic

Valenzuela (1993) “Los militares en el poder la consolidación del poder unipersonal" in Paul W. Drake & Ivan Jaksic
(eds.) (1993) E l D ifícil Camino Hacia la Democracia en Chile ¡982-1990, Santiago de Chile: FLACSO.

44 See Arturo Valenzuela (1976) "Political Constraints to the Establishment o f Socialism in Chile," in Arturo 
Valenzuela and J. Samuel Valenzuela (eds.) Chile: P olitics And Society (New Brunswick, New Jersey: Transaction Books, 
Rutgers University); and Arturo Valenzuela (1978) The Breakdown o f  Democratic Regim es - Chile, Baltimore: The John 
Hopkins University Press. On the important role and behavior of guilds in organizing the opposition to the Allende's 
government and then in the initial support to the dictatorship, die best detailed treatment can be found in Guillermo 
Campero (1984) Los G rem ios Empresariales en e l Periodo 1970-1983: com portamiento sociopolitico y  orientaciones 
ideológicas, Santiago de Chile: ILET.

45 “Most people might have expected that the military, used to hierarchical forms o f organization, would have favored 
a relatively centralized economy, in which planning played an important role. However, after a first year of indecision, the 
M ilitary Government opted in favor of a market economy, that is, for deregulation and privatization.” Dominique Hachette 
&  R o lf LOders (1992) La Privatización en Chile, Chile: Centro Internacional para cl Desarrollo Económico, p. 54.

46 See Vergara (1985); Fontaine Aldunate (1988); and J.G. Valdes (1995).

47 See Campero (1984), and Vergara (1985). Such 'fascist’ attempts, however, never gained sympathy in either 
Pinochet nor in the staff o f liberal or ‘neo-liberal* economic policy-makers who had an instinctive diffidence against 
organized interest-group activity in state policy-making and against populist proposals. Moreover, the main traditional 
industrial business associations also did not agree with the ideas of guilds replacing political parties. See Campero (1984), 
pp. 95-100,127-133; and Vergara (1985).
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program elaborated in the last months o f  1972 by a young generation o f economists linked 

to the two main parties o f the opposition, the National Party (the right-wing formation that 

unified the Liberal and Conservative parties by the late-1960s) and the Christian-Democrat 

Party.4* This alternative economic program or “Program of Economic 

Development”—popularly known as *El Ladrillo* ( ‘The Brick 0— , whose elaboration had 

been covertly promoted by the Navy since 1972 without the prior knowledge of their 

contributors, was intended to serve any government replacing the UP, and contained 

emergency, short-term, and mid-term measures.* 49 Apart from the fact o f being linked to the 

parties o f the opposition, what most (but not all) of the members o f  the team who elaborated 

*El Ladrillo* had in common were their post-graduate studies at the School o f Economics of 

the University o f  Chicago,50 the reason for which they became popularly known as “the 

Chicago-boys ” A distinguishing characteristic o f these economists was their critical view of 

the traditional economic thinking prevailing in Chile, a  mixture of Keynesianism, 

Structuralism, and Marxism, along with the influence o f  the CEPAUs ideas (the UN 

Economic Commission for Latin America, ECLAC, the think-tank o f the so-called Latin- 

American ‘Structuralist* school o f development thinking, whose headquarters are located in 

Santiago).

During the first days after the military coup, the Junta de Gobiemo carried out 

several consultations with prestigious economists and policy experts—including particularly 

some key figures o f  the former Christian Democrat administration51— whom it considered to 

be ‘technical experts* rather than politicians, in order to create a group o f  advisers for the 

design and implementation o f  the measures urgently needed to stabilize the national

44 See Fontaine Aldunate (1988); and Valdes (1995).

49 See Fontaine Aldunate (1988). pp. 18-20,28. See also Valdés (1995).
50

The team that elaborated *£/ Ladrillo ' was mainly composed o f Sergio de Castro (former dean o f the School of 
Economics of the Catholic University), Pablo Barahona (ex-director o f the same economics faculty), Em ilio Sanfiientes 
(Sociologist), Juan Villarzú, Alvaro Bardón, José Lu is Zábala, and Andrés Sanfiientes (all four economists from the 
Universidad de Chile and linked to the Christian-Democrat Party, having performed government duties during the F ici's 
administration), Sergio Undurraga (economist o f the Catholic University and Head o f the Research Department of the 
SOFOFA), and Manuel Cruzat (economist and businessman). See Fontaine Aldunate (1988); and Valdés (1995). The 
reason why ‘Chicago* was the main origin o f foreign-trained economists is due to the fact drat it constituted the main 
academic exchange program for economic studies abroad.

51 Regarding the military’s search for collaboration among die members o f die Christian-Democrat government, 
including key Ministers o f the Frei’s administration, see Fontaine Aldunate (1988), pp. 43,49-50; and Valdés (1995), p. 
17.
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economy (an ‘Economic Recovery Plan’).52 lEl Ladrillo' constituted the main guiding- 

framework, and during the first weeks the economists who contributed to its elaboration 

were called to serve as advisers of the military officials occupying the key ministerial 

positions. It has been suggested that one o f the main reasons that led the military to rely on 

these economists and their ideas on policy was its coherence and its more *a-politicalf, 

technical and scientific outlook, which was perceived by the military as ‘ideologically 

neutral’.52 53 Their universalism and their emphasis on the concept o f general interest o f  the 

whole society, as opposed to the particular, class or sectoral interests that were perceived to 

be behind the alternative economic-policy approaches, contributed to generating a strong 

sympathy on the part o f Pinochet and his officials towards these young economists and their 

ideas, which seemed to fit with the military distrust of traditional party politics, politicians, 

and their partisan struggles.54

6.3.1. ‘The Brick’

“The m ilitary pretended that their m ission was to restore both economic growth as well 
as political stability."
"... the Chilean m ilitary attempted to implement a m odel o f  development departing both 
from  M arxism  as well as from  the traditional policies based on the preferential attention 
to corporative and pressure group interests. The Chicago B oys and the neo-liberalism  
offered a plausible solution to this problem..."
-------Eduardo S ilva  (1993b) "L a  Política Económ ica del Regim en Chileno Durante la
Transición: Del Neo-liberalism o Radical al Neo-liberalism o Pragm ático'," in Paul W . 
D rake and Ivan Jaksic (eds.) E l D ifíc il C am ino H acia  la  D em ocracia  en  C hile J 9 8 2 -1 9 9 0  
(Santiago de Chile: F L A C SO ), pp. 194-195.

“£7 Ladrillo” contained a diagnosis o f the main problems faced by the economy, 

followed by general and sectoral policy-proposals to confront them.55 The Presentation,

52 See Fontaine A ldunate (1988); and V aldés (1995).

53 See A ngelí (1993), pp. 98-99; and  V alenzuela (1993) "Los m ilitares en  e l p o d en  la consolidación d e l poder 
unipersonal," in D rake an d  Jaksic (eds.) E l Difícil Camino Hacia la Democracia en O tile 1982-1990 (Santiago d e  Chile: 
FLA C SO ), pp. 131-133.

54 V alenzuela (1993), p. 131.

55 See Sergio de C astro  et al. (1992) 'El Ladrillo' - Bases de la Política Económica del Gobierno M ilitar Chileno, 
Santiago de Chile: C entro d e  Estudios Públicos, C E P  (edition o f  the original docum ents on econom ic policy orientations 
used  by  the m ilitary governm ent in 1973).

329



The institutional bases o f Chile’s economic ‘miracle' —  Chapter V1

added in September 1973, after the coup d ’état and before it was distributed among the new 

government military authorities, described it as “the result o f  long studies carried out by a 

group of distinguished economists o f high academic level, whose goal was to define a set of 

coherent and interrelated policies that would solve the acute economic crisis faced by the 

country, as well as proposing the basic elements o f a global economic policy that would 

make possible an accelerated economic development.”5*

The diagnosis o f the main problems o f the Chilean economy “during the last 30-40 

years” are defined in ‘The Brick* as: a low rate of economic growth, exaggerated statism 

and interventionism in most economic activities, excessive protection to induce import 

substitution, a shortage o f productive employment because o f high labor costs, high 

inflation, the backwardness o f  agriculture and, related to it, growing dependence on food 

imports, as well as the existence o f  extreme poverty in important segments of the 

population. In turn, such problems had provoked undesired effects such as: a bad allocation 

o f productive resources due to ill-designed monetary, industrial, wage, price, credit and tax 

policy; a limited development o f the external sector, with trade and exchange-rate policies 

which discourage exports, and an excessive reliance on copper, discouraging export- 

diversification; a low growth rate o f the productive resources and the lack o f  a financial 

market; unsuitable activity by powerful groups relying on state paternalism and barriers to 

competition which encouraged monopolies; fiscal deficits related to expansive state 

interventionism and political paternalism; permanent changes in state economic policy and 

uncertainty among economic agents; ill-use o f political power to decide investment, price 

and wages controls; and a deficit o f the food supply related to the excessive protectionism 

granted to industrial development.56 57

The main goals of the program were defined as:

(a) To obtain a rate o f economic growth both high and stable over time, within a 
true democratic regime that secures the full enjoyment o f citizens* rights for 
both majorities and minorities;

(b) To eradicate extreme poverty;

56
Sergio de Castro et a l  (1992) 'El Ladrillo '  - Bases de la Politica Econòmica del Gobierno M ilitar Chileno, Santiago 

de Chile: Centro de Estudios Públicos, p. 15 (“Presentación”). M y translation.

57 See de Castro et a l ( 1992), pp. 27-51.
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(c) To guarantee equal opportunities;

(d) To increase employment through true productive activities;

(e) To obtain price and policy stability;

(f) To minimize economic dependency; and,

(g) To carry out an effective decentralization of the economic system.5*

In turn, the main policy orientations suggested in ‘The Brick* to address these 

problems were:

(a) The opening up o f  the economy;

(b) The elimination o f monopolistic practices;

(c) The liberalization o f the price system;

(d) The reform of the tax system, making it more neutral, efficient, and equal;

(e) The formation o f a capital market;

(0  The erection of a new social security system;

(g) The normalization o f agricultural activity; and,

(h) The protection o f private property rights.58 59 60

The program emphasized the global, interconnected, and long-term character o f  the 

proposals, stressing the need that they be applied as a whole:

an application of the model here proposed that was merely partial could 
create serious distortions and could even cancel out the basic goals pursued.*160

The document emphasized that,

“monetary policy is not independent o f fiscal policy; exchange rate and foreign 
trade policies are indissolubly linked to the internal prices policy; the efficient 
allocation o f resources requires coordination between monetary, capital 
market, prices, tax, and foreign trade policies. To sum up, it is necessary that 
all the elements o f a program be duly harmonized, be compatible and that they 
not generate contradictions or antagonistic objectives.**61

58 See de Castro et a t  (1992), pp. 27-28.

59 de Castro et a t (1992), pp. 52-53.

60 de Castro et a t (1992), p. 17.

61 de Castro et a t (1992), p. 23.
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The document stressed the need for a radical change in the economic and 

institutional setting o f the country, to be carried out by an impartial government, endowed 

with authority, in order to attain a stable framework which would guarantee the permanence 

and efficacy o f the system."

However, the implementation o f  these ideas during the first two years o f  the military 

regime took place rather slowly, and most o f the fundamental changes proposed by the 

economists behind ‘The Brick’ found strong resistances among both entrepreneurial sectors, 

within the military and among their political advisers."

6.3.2. The First Policy Measures: Price Liberalization, Currency Devaluation,

Exchange-rate unification, and the restoration of Property Rights

During the first months o f  the military government the main policy objectives were 

to stabilize the economy, to lower inflation, to solve the acute shortages o f food and 

essential goods, to push back the generalized existence o f  black-markets, to resume 

production and to restart the operation o f the enterprises that had fallen into the hands of the 

state or that had been intervened or occupied {'tornados *) during the UP’s government,*4 

Union activity, collective bargaining, unions’ elections, and strike rights were suspended.*5 

Many union leaders connected with the Unidad Popular parties, as well as political activists 

and leaders of popular and left-wing organizations were persecuted, arrested, and hundreds 

o f them were killed or ‘disappeared* (desaparecidos).** * 63 64 65 66

"  See de Castro e t a l  (1992), p. 22.

63 See Campero (1984); Vergara(1985); Fontaine Aldunate (1988); and Silva (1993a).

64 See Bardón, Carrasco A. & Vial (1985), pp. 38-43; Fontaine Aldunate (1988), pp. 50-57, 62-70; Edwards and 
Edwards (1991), pp. 27-30.

65 On unions’ activity during the dictatorship, see Alan Angelí (1993a) "Sindicatos y  trabajadores en el Chile de los 
años 1980," in Drake and Jaksic (eds.) E l D ifícil Cam ino Hacia la D em ocracia en O tile  1982-1990 (Santiago de Chile: 
FLACSO ): 351-390.

66
According to the official report o f the so-called ‘Rettig Commission’, a special and non-partisan high-level 

commission appointed in 1990 by President Aylw in to investigate all cases o f human-rights abuses, crimes, and 
disappeared persons for political reasons committed during the 1973-1990 period, the number o f persons killed andfor 
disappeared during the authoritarian regime amounts to about 3,200 persons. See Comisión Verdad y Reconciliación 
(1991) Inform e, Santiago de Chile, and update of April 1997.
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The first emergency program included the devaluation o f the currency and the 

liberalization of most prices, in order to give more room to the operation of markets, to 

correct the sorry state o f public finances, to restore the operation o f paralyzed enterprises, to 

return expropriated property to its legal owners, and to normalize external relationships. 

Public enterprises and services were made to work again, by imposing strict work and labor 

discipline. At the same time, more far-reaching changes were announced, such as the 

strengthening of the private economic area, securing private ownership rights, the attainment 

o f balanced public finances, the gradual opening up o f the economy to international trade 

and finances, a revision o f the tax system and the numerous subsidies, and the 

implementation o f a new social policy focused on the eradication o f extreme poverty.47

6.3.2.1. Price Liberalization

One o f the first measures adopted by the military government was the liberalization 

o f most prices, that until September 1973 had been centrally fixed by government 

authorities. The fact that most prices had been kept artificially low by state controls, 

together with the increase in labor costs facing the demand increase due to the Allende’s 

expansive populist policies, produced widespread and serious shortages of goods, leading to 

rationing and long queues. Price controls had also encouraged black-market activities and 

hoarding, thus reinforcing such trends.68

Arturo Fontaine—a prominent journalist who was for several years the Chief Editor 

o f  El Mercurio, Chile’s conservative and most influential newspaper—narrates that during 

the first month o f  the military government, the Minister o f Economy (General Rolando 

González A.) was in favor o f maintaining price controls over essential goods, “according to 

the extended traditional consensus in the country that otherwise there would be abuses” . His 

appointed-civilian adviser—Sergio de Castro, the intellectual leader o f the ‘Chicago- 

Boys’— argued against such reasoning. The civilian economists advising the military argued 

that a complete liberalization o f  prices was the only way to overcome hoarding and the

47 See Foxley (1983a); and Bardón, Carrasco & Vial (1985), p. 38.
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shortage o f consumer goods. Fontaine Aldunate tells that when a few days later there came 

the moment to set the price for different kinds of cured-beef, and the Minister faced the visit 

o f the representatives o f the producers o f  this sector, the Minister asked de Castro to receive 

them, giving him freedom of action to negotiate the price increases. The lobbyists explained 

in detail their arguments and data in favor of price readjustments for their commodities. 

According to Fontaine’s account, they were shocked when de Castro announced to them that 

prices were to be liberalized. The story goes on to tells that the representatives returned two 

times during the rest o f the day and the day after with lowered price proposals, believing 

that this measure was just an attempt to force them to moderate their demands for price- 

increases.* 69 By that time it had become inconceivable that prices could be left to move free 

from government controls.

Despite the resistance among the military, General Pinochet and other high-ranking 

officials in the new government were convinced by their civilian economic advisers that the 

only way to normalize production and distribution, and to eliminate hoarding and black- 

market activity was to liberalize prices, allowing repressed inflation to emerge and prices to 

adjust to market conditions. In October 1973 more than 3,200 previously controlled prices 

were liberalized.70 The Decree-Law No. 522 o f October 15 o f 1973 introduced the 

liberalization o f  most prices for goods and services, with the exception o f 33 items which 

continued to be under the regime o f fixed prices and another 18 for which price changes had 

to be previously notified to the authorities.

From that moment, the old traditional practice o f price controls disappeared from the 

Chilean economy, and the few exceptions were progressively eliminated. In 1980 a Decree-

M Ricardo Ffrench-Davis (1982) "E l Experimento Monetarists en Chile: Una Síntesis Critica," Colección Estudios 
CIEPLAN, No. 9, December 1982, p. 14.

69 Fontaine Aldunate (1988), p. 47.
70

Fontaine Aldunate (1988), p. 41; Sebastián Edwards (1992) “Stabilization and Liberalization Policies for 
Economies in Transition: Latin American Lessons for Eastern Europe,” in Christopher Clague and Gordon Rausser (eds.) 
The Emergence o f M arket Economies in Eastern Europe, Basil Blackwell, Cambridge, Ma., p. 146.
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Law established that those goods and services which are under a free-price regime shall not 

be turned-back to the regime of either ‘ informed’ or controlled prices.71

63.2.2. Exchange-Rate Policy

Along with price liberalization, the two other important economic policy measures 

taken during the first weeks of the military government were a devaluation o f the national 

currency and a shift in exchange-rate policy.

During the last week of September 1973, while the most used official exchange rates 

varied between 25,46, and 85 Escudos to the dollar, the former being the official exchange- 

rate for most imports, the black market exchange-rate oscillated between 2,000 and 3,000 

Escudos to the dollar.72 In fact, the military government inherited a multiple exchange-rate 

system  with 8 different official exchange rates, with a range between the lowest and the 

highest of about 1,000%73 (25 and 1,300 Escudos per dollar respectively, according to 

Bardon et a/.).74 On September 30, the Directorate of the Central Bank adopted the 

agreement to replace the multiple exchange-rates with a single one, a banking dollar for 

exports and imports fixed at 280 Escudos. As a transitory measure, two other exchange-rates 

would be maintained (110 Escudos for copper operations, and 850 for tourists, the latter 

with a 53% tax levy for travelers abroad). The exchange-rate would be devaluated 

periodically at moderate variations in order to avoid a deterioration o f the real exchange-rate 

by the effect of inflation.75 It was also announced that the exchange-rate policy was intended 

to attain in the mid-term a single, unified parity, to be adjusted periodically according to the 

internal inflation minus the external one.74

1 Vittorio Corbo &  J. Miguel Sánchez (1992) "Ajuste de Empresas del Sector Industrial en Chile Durante 1974- 
1982," Colección E studios CIE PLAN, No. 35, p. 137. B y  1981, all controls on the price o f goods had disappeared and the 
former agencies responsible for policing price controls had been dissolved and dismantled.

72 See Bardón, Carrasco &  Vial (1985), p. 36; and Fontaine Aldunate (1988), pp. 52-53.

73 See Patricio Meller (1992) "La Apertura Comercial Chilena: Lecciones de Política," Colección Estudios CIEPLAN, 
No. 35, p. 11.

74 See Bardón, Carrasco &  Vial (1985), p. 39.

75 The ‘real exchange-rate* is the nominal exchange rate corrected for internal and external inflation.

74 See Bardón, Carrasco & Vial (1985), p. 39.
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The price liberalization, the devaluation o f the currency, and the adoption o f a single 

exchange-rate for most operations were officially announced by the Finance Minister, 

Admiral Lorenzo Gotuzzo, through a national broadcast about the state o f  the public 

finances {Exposición de la Hacienda Pública) in the middle o f  October 1973. The Minister 

warned the public that these measures were to result in generalized price increases, and that 

they would have a particularly negative affect on lower-income groups. In order to soften 

these effects, he announced compensatory measures such as the increase in, and equalization 

of family allowances, in this way terminating the discriminatory differences between 

empleados (‘employees’, or white-collars) and obreros ( ‘workers’, or blue-collars). Minister 

Gotuzzo also announced the introduction o f a unique wage scale for the employees of the 

public administration {Escala Unica Fiscal)y and the government objectives o f fighting 

poverty, to orient the country’s economy toward exports, and to encourage the development 

of activities with comparative advantages.

As expected, the price liberalization provoked a massive increase in prices, which 

together with the massive devaluation o f the domestic currency resulted in inflation 

amounting to around 88% per month during October 1973,77 being followed by monthly 

increases of 5.7 and 4.6 percent during November and December. The effective devaluation 

has been estimated as a change in the average parity o f between 6 and 9 times.79

6.3.2.3. Restoring Property Rights

In this period, most firms that had been intervened or taken over illegally during the 

Allende government and subsequently controlled by CORFO were returned to their 

legitimate owners (see Section 63.2.5 and Table 6.2 below). Other firms acquired by the 

state through the purchase of their shares were sold to private agents. Similarly, the land and 

farms illegally expropriated were returned to their former proprietors, and that expropriated 

under the Agrarian Reform Law since the early 1960s and which had been maintained by 

the state and allocated during the U P’s government to the so-called ‘area de Propiedad

Sce and Ricardo Ffrench-Davis (1982) "E l Experimento Monetarista en Chile: Una Síntesis Crítica," Colección 
Estudios CIEPLAN, No. 9, December 1982, p. 14.

7* Bardón, Carrasco & Vial (1985), p. 39.

336



The institutional bases o f Chile's economic ‘miracle * —  Chapter VI

Social* (social-property sector), was divided and distributed among the peasants who 

worked and lived in it, granting them subsidized prices and exclusive ownership titles. This 

process created the basis for a market for land, seen as a condition for the expansion o f 

productivity in the agricultural sector.”

On the other hand, the government initiated conversations with foreign creditors 

aimed at re-negotiating the foreign debt and compromises acquired, and engaged in 

negotiations with the foreign-owned companies (including the copper mining activity) 

which had been expropriated and nationalized during the previous years, in order to 

regularize the legal transference o f ownership and to agree upon the compensations to be 

paid for the losses suffered.

6.3.2.4. Early economic-policy debate within the military government

Economic policy during the first two years of the military government was 

characterized by measures aimed at overcoming the emergency and restoring equilibrium. 

Even though the new government adopted from the beginning a keen commitment to 

property rights, private entrepreneurship, a more free and open economy, and a less 

interventionist role for the state, there was a lack o f definition and vacillations regarding the 

long-term economic policy model or developmental strategy to be adopted.*0

The first measures adopted to stabilize the economy—price liberalization, 

devaluation o f the currency, and the unification of the exchange rate—provoked great 

concern among many economic and social groups and supporters of the government This 

trepidation was shared by important sectors within the military and some political advisers 

o f  the Junta, thus generating a debate that resulted in a  rather gradualist approach to anti-

See Dominique Hachctte &  Rolf LQders (1992) La Privatización en C hile, Chile: Centro Internacional para el 
Desarrollo Económico; and Eugenio Lahera P. (1993) "Mercado y Privatizaciones Durante el Autoritarismo en Chile," 
FLAC SO , Documento de Trabajo, Octubre 1993, Santiago.

*° See Vergara (1985), pp. 17,33-36,73; Dominique Hachette & Rolf LQders ( 1992) La Privatización en Chile, Chile: 
Centro Internacional para el Desarrollo Económico, p. 54; and Eduardo Silva (1993a) "Capitalist Coalitions, the State, and 
Neoliberal Economic Restructuring: Chile, 1973-88," World Politics, Vol. 45, N.4, July 1993, pp. 535-543. See also 
Ffrench-Davis (1982), p. 8; Fontaine Aldunate (1988); and Valdés (1995).
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inflationary policies and economic liberalization.11 This determined that a clear definition 

regarding the policy to be adopted towards state entrepreneurship, the support for 

industrialization, and the size and scope o f state involvement in the economy remained 

unsettled until 1975.“

In fact, in the beginning o f  October 1973, the Junta M ilitar de Gobierno called an 

urgent meeting o f  high-rank officials, Ministers, advisers, and the civilian economists to 

discuss the numerous objections raised against the economic policies being adopted by the 

government.“  According to the account provided by Fontaine Aldunate, some members of 

the Junta—the Heads of the Navy and the Air Force— supported by some political civilian 

advisers, claimed that the Ministers o f Finance and Economy, Admiral Gotuzzo and General 

González respectively, were being deceived and ill-advised by their civilian economists, 

provoking price increases that were affecting the popularity o f  the government.*4 They asked 

for more gradual policies and for a multiple exchange-rate system, arguing in favor o f three 

parities for the dollar: one for essential goods, another for most imports, and a third one for 

‘sumptuary* ones. The ‘Chicago-boys’ replied arguing that the worst danger was not the 

price-increases but the shortage o f  goods that was affecting the economy; without a realistic 

exchange-rate and free prices the country would not be able to overcome the current 

stagnation. Sergio de Castro, the intellectual leader o f  the civilian economists, stressed the 

need to fight the large distortions affecting the economy. Moreover, he argued that by 

adopting a multiple exchange-rate system, “if  today the rates were three, tomorrow there 

would be no reasons why they could not be four or twenty.” This would be to continue with * 83 84

11 See Edwards and Edwards (1991), pp. 27-29; and Luis Felipe Lagos (1993) "Estabilización en Chile 1975-1980," in 
Daniel Wisecarver (ed.) E l Modelo Económico Chileno (2nd. edition, first in 1992); (Santiago: Centro Internacional para 
el Desarrollo Económico, C INDE, & IE-PUC), p. 524-529.

“  See Vergara (1985), pp. 17,33-36,73; and Silva (1993a), pp. 535-543.

83 Fontaine Aldunate (1988), pp. 53-57. Fontaine reports that during October, in a practice which was to become 
habitual within the military government, General Pinochet met together with the high-rank officials involved in 
government activities and the civilian economists and advisen to confront their points of view and arguments regarding 
the policies and their effect on the economy. According to Fontaine, this was the only procedure available to Pinochet and 
the other members o f the Junta de Gobierno to know in detail the diagnosis o f the economy and to convince themselves 
about the best measures to be taken. According to him, these recurrent debates organized by Pinochet served to strengthen 
the influence of the 'Chicago-boys* within the government and the military due to the greater coherence and technical 
precision o f their arguments compared with those o f the more interventionist and statist voices. See Fontaine Aldunate 
(1988) Los Economistas y  el Presidente Pinochet, Santiago de Chile: Empresa Editora Zig-Zag, pp. 50-57, 69-70,77-78, 
73,89-95.

84 See Fontaine Aldunate (1988), pp. 53-57.
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the kind of policy-making style that had prevailed in the country until that time. What was 

necessary, de Castro argued, was a shift toward a truly new policy, an economic policy able 

to bring about stability and a development o f productive energies. A final decision was 

postponed and it was agreed first to consult the opinion o f a prestigious engineer, a 

recognized ‘wise man* o f the economics o f  Chile's entrepreneurial public sector (Raul Saez, 

former manager o f public enterprises who made his career at CORFO since its creation, ex- 

Finance Minister in one o f the cabinets o f the President Frei*s government, and who 

performed as executive vice-president o f  CORFO until the election of the Allende 

government).85 86 87 88 A few days latter there was a new meting at the Central Bank o f all 

economic authorities and advisers, including Saez and two other distinguished economists 

o f the Christian-Democrat Party (Carlos Massad and Jorge Cauas) who had held high 

policy-making positions within the Frei’s government and were currently working for the 

World Bank and the International Monetary Fund. The goal o f this meeting was to define 

the economic policy proposals to be submitted to the Junta de Gobiemo. Again the 

discussion was between those who argued in favor of rapid liberalization and those who 

were asking for gradualism or a return to the policies and orientations that had prevailed in 

the country before the UP government.*6 The experts invited tended to support the 

arguments in favor o f economic liberalization and opening. However, during the following 

two years the policy proposals o f the ‘Chicago-Boys’ were to be approached gradually, with 

the views favorable to a mixed economy prevailing, maintaining for the state an important 

active and direct role in investment and in the support of domestic production through 

industrial and fiscal policies and selective sectoral measures. These views were personified 

by Saez, who expressed his disagreement several times with a total economic 

liberalization.*7 Moreover, industrialization continued to be the priority o f economic 

policy.“

85 See Fontaine Aldunate (1988), pp. 53-57.

86 Fontaine Aldunate (1988), pp. 62-63; and Alvarez Voullieme (1993), p. 109.

87 See Fontaine Aldunate (1988), pp. 66,68,82,94.

88 Vergara (1985), p. 35. See, also, Junta Militar de Gobierno de Chile (1974) “Mensaje de la Junta sobre la labor del 
Gobiemo. Formulación de Propósitos para la labor de cono y largo plazo," published in E l M ercurio, Santiago, 10 March 
1974.
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In fact, in one o f its early policy statements, the Finance Minister declared that it was 

necessary:

to create, promote and stimulate with priority manufacturing industries of 
strategic character through the corresponding [state’s] agencies”*9

Referring to this lack o f a clear definition regarding policy during the initial phase 

(1973*1975) of the military government, Pilar Vergara asserts:

“Although it is true that the [new] economic ideology granted to the private 
sector a scope o f action o f an amplitude which had never been allowed in the 
previous decades, this did not mean that the initial conceptions o f  the market 
mechanisms should completely replace the State in the allocation o f resources 
and the distribution o f income, as the neoliberal conceptions which were to 
gain influence latter on would postulate. During this first phase, important 
responsibilities were still attributed to the state apparatus in economic life. (...)
In reality, within the economic program at that time there was not such a 
rigorous definition o f the scope o f  action that corresponded to the State and the 
market in economic process; or, what is maybe more certain, there was not an 
unique economic strategy within the official team.”89 90

And she emphasizes,

“By no way was it intended to displace industry as the leading sector o f the 
accumulation process. In other words, despite both the criticisms o f the 
economic policies of the past and the liberalizing reforms being implemented, 
there was no search for changes that would imply a sharp rupture with the 
development strategy based on substitutive industrialization, as happened latter 
on, when the neoliberal conceptions consolidated their influence on the 
conduct o f  the economy.”91 *

There were several attempts at corporatist forms o f  participation and interest 

representation within the state and in the policy-making process, in favor o f  a formal 

representation o f  those guilds who led the campaign against Allende’s government.91 In 

particular, the A ir Force, involved in the design o f a new labor, social security, and welfare

89
Ministerio de Hacienda (1973) Exposición sobre e l Estado de la H acienda P ública, 15 October 1973.

90 Vergara (1985), p. 33.

91 Vergara (1985), p. 36.

91 See Vergara (1985), pp. 44-69. See also Guillermo Campero (1984) L o s Gremios Em presariales en e l Periodo  
1970-1983: com portam iento sociopolíticoy orientaciones ideológicas, Santiago de Chile: ILET.

340



The institutional bases o f Chile’s economic *miracle * —  Chapter VI

policy,”  seemed the most active proponent o f such attempts, but the corporatist discourse 

permeated the whole official language during the first two years, attempting to harmonizing 

capital and labor interests under the arbitrage o f the state.*4

Until 1975 the “Chicago-Boys” performed merely as advisers, and ‘The Brick* 

remained as a general guiding policy framework towards gradual economic liberalization.”  

The state was still seen as an important economic agent in the support o f productive sectors 

and activities, through special subsidies, public investment, and selective sectoral policies, 

and in the harmonization of the conflicts o f  interests arising among sectors and social and 

economic groups. A more radical approach to economic and trade liberalization, economic 

opening, the retreat o f the state from direct productive entrepreneurship, cutting public 

expenditure and employment, and the abandonment of industrialization as an explicit 

objective to be supported by the state were only adopted in 1975, when the ‘Chicago-Boys* 

were appointed to direct ministerial positions with the implementation of a ‘shock-therapy* 

program, and the government adopted an explicit neo-liberal stance against corporatist 

tendencies.93 94 95 96

6.3.2.5. Other economic policy measures during the 1973-1975period

During 1974 more than 200 enterprises expropriated during the UP*s government 

were returned to their former owners,97 subject to prior agreement they would not demand 

compensation from the state for the damages suffered, and that they would not dismiss 

workers (see Table 6.2).

93
The Ministry o f Labor and Social Security, controlled by the A ir Force, elaborated several bills oriented in a 

corporatist fashion (the so-called 'Social Statute of the Firm* and other projects regarding worker participation in the firm, 
'equitable wages', 'profit sharing*, social security benefits, etc.), incorporating representatives of guilds and interest 
groups. They were never approved, however, and in 1975 were discarded. See Vergara (1985), pp. 46-55.

94 See Vergara (1985), pp. 44-55.

95 See Fontaine Aldunate (1988), pp. 103-115; and José P ii era E. (1990) La Revolución Laboral en C hile, Santiago de 
Chile: Zig-Zag (5 th edition, 1992), p. 17.

96 See Vergara (1985), pp. 33-36, 44, 46, 48, 73-84; Fontaine Aldunate (1988), pp. 103-105, also 87-101; Silva 
(1993a), pp. 535-543; Angelí (1993), pp. 96-99; and Juan Andrés Fontaine (1993) "Transición Económica y  Política en 
Chile: 1970-1990." p. 244.

97
See Rolf LQders (1993) "E l Estado Empresario en Chile • Las bases de su desarrollo hasta 1973, y  la privatización 

durante el Régimen Militar,** in Daniel L. Wisecarver (ed.) E l Modelo Económico C hileno, (2nd. edition) C INDE-PU C,
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Table 6.2—Privatization of ‘Intervened F irm s’.
: N uM

^Firm's returned tostockholders
Number o f " 

^ Tlrins Sold-.
1974 202 49
1975 39 28
1976 10 22
1977 6 7
1978 2 8
1979 — 8
1980 — 6
1981 — 3
1982 — _ 4 „ .

Total 259 135
Source: Sebastián Edwards and Alejandra Cox Edwards (1991) Monetarism and 
Liberalization ~ The Chilean Experiment (with a new afterword), Chicago: The 
University of Chicago Press (first edition in 1987), p. 97.

The same deal was made with the land illegally expropriated during the previous 

years. In the case o f the land that »had been expropriated according the Land Reform Law 

during the 1960s and maintained thereafter in the hands o f  the state, the new government 

sold it at a subsidized price to the peasants occupying it, granting them exclusive ownership

titles.

Most state agencies for distribution were dismantled, only some o f  those dedicated 

to wholesale distribution were maintained. A few years later, the government totally stopped 

such activities.”  The military took control o f public enterprises imposing strict labor 

discipline and making public services and productive activities work again.”  The banking 

and financial system, almost entirely under state ownership in 1973, continued for some 

years to be controlled by the government, but since 1974 its operation was gradually 

liberalized. Credit started to be regulated through minimum reserve requirements (‘encaje*) 

rather than by detailed monthly quantitative controls over each bank.* 99 100 The ‘selective* 

controls on credit and the state controls on the interest rates for credits contracted by

Chile, pp. 134, and 151. See also Dominique Hachette &  Rolf Lflders (1992) La Privatización en O tile , Centro 
Internacional para el Desarrollo Económico, Chile; and Alvarez Voullieme (1993).

99 Bardón, Carrasco &  V ial (1985), p. 40.

”  Fontaine Aldunate (1988), p. 49.

100 Bardón, Carrasco &  V ial (1985), p. 40.
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individuals were eliminated101 and the creation of financial institutions different than banks 

was authorized (“Sociedades Financieras**) which were to operate with free interest rates.1” 

Banks were allowed to use a time horizon larger than one year for its operations in 

readjustable terms. The government introduced Treasury Notes and initiated the elaboration 

of new legislation aimed at creating a capital market and to transfer bank ownership to 

private agents.103

Restrictions on foreign trade were gradually reduced. The authorities eliminated 

some prohibitions affecting the transport of certain goods, the plantation of vineyards, and 

the trade of meat. The government announced a program of gradual tariff reduction over 

three years,104 reducing the average tariff rate in 1974 from 105% to 75%, and lowering the 

maximum tariff from 750% to 160% (see Section 6.4.2. below). At the same time, 

quantitative limits for import/export items, import quotas, previous authorizations and 

registers by bureaus other than the Central Bank were eliminated. Also eliminated was the 

monopoly o f the state regarding some items of foreign trade. The government also 

announced a reduction of the number of items included in the list of more than 2,000 

headings that required until then a prior deposit of 10,000%, and the revision of some export 

prohibitions.

Several studies aimed at modernizing the public sector and the management of state 

finances were initiated, in particular, the design of a tax reform aimed at both improving the 

collection o f tax revenue and at the same time at reducing the distortions that the former tax 

system imposed on firms and the discriminations and incentives for evasion induced by it 

(see C hapter Five, Section S.4.2.2.). Studies for a reform of the social security system were 

also initiated— a task attempted by the three former governments. The social security system 

contained many inefficiencies, discriminations, and injustices, and was experiencing an

The institutional bases of Chile's economic 'miracle * — Chapter M

See Salvador Valdés Prieto (1993) "Ajuste Estructural en el Mercado de Capitales: La Evidencia Chilena," in 
Daniel L. Wisecarvcr (ed.) E l M odelo Económico Chileno (2nd. edition, first in 1992); (Samugo: Centro Internacional 
para el Desarrollo Económico, C INDE, &  IE-PUC),

102 For a detail of the process of financial liberalization, see Valdes Prieto (1993), 413*420.

103 Bardón, Canasco &  Vial (1985), p. 40.

104 See Bardón, Carrasco &  Vial (1985), p 41.
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increasing shortage o f funds, and demanding increases in contributions from active workers, 

employers and the public budget.

The public sector experienced a reduction in personnel from the 308,000 employees 

it had in 1973 to 214,000 at the end o f  1974, that is, in only one year more than 94,000 

persons lost their jobs in state agencies.1®3 Most o f the fired employees worked in 

development promotion agencies closely linked to the programs of the Unidad Popular 

government, and the new authorities found a large number o f these jobs as being 

unproductive, constituting a form of hidden unemployment. Public employees known for 

their leftist ideas or by their critical stance towards the new authorities were also laid off.

A single wage-scale for the public sector replaced the more than two hundred 

different systems prevailing at that time.105 106

Finally, the legal distinctions between obreros y  empleados (‘workers’ and 

‘employees’, or blue- and white-collars) and the special and discriminatory treatments 

enjoyed by some groups of workers were eliminated, unifying social and welfare benefits 

and family allowances. A single minimum wage was introduced in 1974, replacing the 

former system o f multiple minimum wages to be fixed by government that had been in place 

since the mid-1950s (see Section 5.43.2.1. in C hapter Five).

6.3.2.6. Econom ic perform ance during 1973-1975 and the *radical*policy-shift

The deficit o f  the central government, amounting in 1973 to 21.1% of total 

expenditures and 7.3% o f GDP, still represented 16.3% of public expenditures and about 

5.6% o f  GDP in 1974 (see Table 6.1). In fact, although in 1974 central government’s 

current expenditure was reduced by 15.4%, total expenditure experienced only a small 

reduction in real terms (4%), while total revenue experienced an insignificant increase 

(0.7%), related to a fall in tax revenue o f  15.2% in real terms (see Tables 6.2 and 6.3). The 

public deficit was caused mostly by a rapid increase in capital investment, which soared by 

35.9% in real terms (see Table 63). Inflation, though a half o f that experienced in 1973,

105 See Bard6n, Carrasco & Vial (1985), p. 121.

106 Barddn, Carrasco &  Vial (1985), p. 39.
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was still very high (370%), and domestic production only experienced a slight improvement 

(GDP grew in 1% in 1974), but it was insufficient to match the growth of population thus 

determining that real per capita GDP fell in 0.7% (see Table 6.1).

Table 6.3— Governm ent Revenue and Expenditure, 1972-1976.
CHILE: CENTRAL GOVERNMENT REVENUE & EXPENDITURE. 1972-1994.

Real annual variations (In % ) Share of G D P  (In %)
REVENUE EXPENDITURE PUBLIC SECTOR BALANCE*

Real annual var. (in % ) Rea l annual variations (in % ) Share  of G O P  (in % )

T O TA L Tea T O T A L  Current Capital TO TAL T O TA L R E A L *  P U B L IC

YEAR R E V E N U E Ravtnue E X P E N D IT U R E  Expenditures Expenditures R E V E N U E EX P E N O fT U R E  D Ë ftC tT /S U R P L U S

1872 — — —  —  — 30.3 41.6 •12 .0
1873 -11.3 -10.4 •21.4 -22.5 -16.0 26.4 34.8 • 7 .3

1974 0.7 -15.2 -4.0 -15.4 35.9 28.3 33.1 •5 .4
1975 8.1 10.1 -9.6 4.6 -41.6 35.2 34.3 0 .1
1976 -6.1 -5.7 •6.1 -3.0 -33.6 31.9 30.1 1.4

* ■  Th« figures of (he column 'R e e l Public Detieit/Surplus* do not corresponds to the Simpl« different e between Total Revenues

and Expenditures since It includes Grsnts Received end Lending m inus Repayments, which ere not show in this Table.

Sources: Calculated on the basis of figures from the International Monetary Fund, Government Finance Statistics 
Yearbook (issues 1977 to 1995), and the IM F 's  International Financial Statistics Yearbook (various issues).

Indeed, the first year of the military regime was characterized by an expansion in 

government consumption (growing by 20.9% in real terms in 1974), related to (a) the effort 

to restore production in the enterprises o f  the public sector and in those intervened during 

Allende’s government, (b) a considerable increase in Defense expenditures during the first 

year of the dictatorship (which increased from 3.7% of GDP in 1973 to 4.8% in 1974),107 108 

and (c) diverse pressures from within the government and the sectors supporting it for 

increasing public expenditure in order to stimulate a rapid recovery o f the economy.10* An 

external factor which contributed to making things worse was the dramatic drop in the 

international price o f copper caused by the world recession following the rise in the price o f 

oil since October 1973. In fact, copper prices experienced a fall o f  about 40 percent (the 

average international price o f copper in 1974 was 93.23 US Cents by pound, falling in 1975 

to 56.10 US Cents), and the revenue coming from copper exports (67% of the value o f total 

exports) experienced a reduction from US$1,654 millions in 1974 to US$890 millions in 

1975. Total export revenue diminished from US$2,481 millions in 1974 to US$1,552

107 In 1974, Defense expenditures attained the highest share in terms of C DF observed by that item during the whole 
military regime. In fact, since that peak the share o f Defense expenditures in GDP fell to 2.2% of GDP at the end o f the 
dictatorship, with an average share of 3.6%  o f G DP  during the 1974-1989 period. However, it always represented a 
considerable component o f total expenditures, amounting in the average to 11.9% o f government expenditure during the 
1974-89 period (see Tables 6.4, 6.5 and 6.6).

108 See Fontaine Aldunate (1988), p. 69.
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millions in 1975. All the forecasts regarding expenditure and revenues had been based on a 

relatively high price o f  copper, and expansive expenditure programs had been already 

initiated. Therefore, during the first months o f 1975 the government was facing a severe 

balance o f payment crisis and divergent opinions among the civilian advisers regarding the 

short, mid, and long-term economic-policy to be adopted to deal with the crisis and to 

stabilize the economy in a sustained, long-term fashion. Inflation grew rapidly, threatening 

the popularity o f  the government and the legitimacy o f the policies aimed to liberalize the 

economy and foster sustained growth. The gradualist anti-inflationary approach was seen as 

not yielding the expected results for the achievement o f a satisfactory macro-economic 

stability.109

During the first days o f  April 1975, when General Pinochet had already seized the 

central command o f  the government (during mid-1974 he had obtained the nomination by 

the Junta de Gobierno as ‘President o f  the Republic’), the ‘technicians’ were asked to 

design an ‘emergency program* aimed at stopping and bringing down inflation as a first 

priority (“Programa de Recuperación Económica”).110 * A new cabinet was formed, endowed 

with the task o f preparing the emergency plan to be submitted to the government, increasing 

the number of civilians in the cabinet. Sergio de Castro was appointed as Minister for the 

Economy; Raúl Sáez, until that time Minister of ‘Economic Coordination’ and a declared 

dissident o f the radical liberationist ideas, was removed. The Minister of Finance, Jorge 

Cauas,1,1 was endowed with large prerogatives to introduce expenditure cuts in the public 

sector, to remove public employees, and to control and to direct the entire economic activity 

o f  the state (Decree-Law No. 966, 10 April 1975).m The Organic Law 18,899 o f 1975

1 See Edwards and Edwards(1991), pp. 27-35; and Luis Felipe Lagos (1993) "Estabilización en Chile 1975-1980" 
in Daniel Wisecarver (ed.) E l Modelo Económico C hileno (2nd. edition, fust in 1992); (Santiago: Centro Internacional 
para et Desarrollo Económico, C INDE, &  1E-PUC), p. 527-529.

110 See Fontaine Aldunale (1988), pp. 87-102.

n i A  Christian Democrat civil engineer, with a Masters degree in Economics from the University o f Columbia, who 
performed several functions as economic adviser during President Frei’s government, being appointed in 1968 as vice- 
president o f the Central Bank. In 1971 he was nominated Head of the Institute o f Economics o f the Catholic University o f 
Santiago. In 1972 he left the country to assume a post in the Department of Studies o f the World Bank in Washington. In  
April of 1974, and after many pleas on the part o f the military government he decided to come back to his former post in 
the Central Bank. Two months latter, Cauas was appointed by General Pinochet as Finance Minister. Before assuming his 
post, Cauas sent a letter to Patricio Aylw in (President o f the Christian Democrat Party), with a copy to Pinochet and ex- 
President Frei, announcing his formal separation from the party. See Arturo Fontaine Aldunate (1988) Los Econom istas y  
el Presidente Pinochet, Santiago: Zig-Zag, pp. 79-81, and 83.

. 112 Fontaine Aldunate (198 8), p. 92.
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specified the exclusive control o f the executive branch over how the data on which revenue 

estimations were based were to be collected. From that moment, General Pinochet had 

complete control o f economic policy within the government, and all the key economists and 

policy-advisers depended directly on him, thus obtaining the necessary autonomy to carry 

out their policy proposals without ‘interference’ from other sectors from within the 

government.113 These economists, known as the ‘Chicago-Boys’, held that the Chilean 

economy needed a structural change, a totally new economic policy model, able to bring 

about accelerated and sustained growth, overcoming the model of state-led growth which 

had prevailed in the country since the late-1930s, opening up the economy to international 

competition, reducing the role of the state and shifting it from promoting industrialization 

towards the enforcement of ‘neutral* policies and general rules for most economic sectors 

and activities, granting more room to private initiative, and expanding the role o f markets 

and competition mechanisms in the allocation o f resources.114 115 In other words, it was 

necessary to implement the policy proposals contained in “The Brick**.

In an attempt to explain the ascendancy acquired by the ‘Chicago-Boys’ on Pinochet 

and within the military authorities, Valenzuela asserts:

“The economic team succeed over their rivals because they were able to make 
a very good impression on Pinochet and his officials with the coherence and 
the impeccable logic o f their economic models and by the emphasis they 
placed on the concept o f general interest of the whole society. This 
universalism contrasted with both the Marxist tradition as well as the ‘granting 
o f particularistic favors’ [prebendal, in the Spanish original] policies of the 
traditional political clientelism and the ‘demagogic* populism. This approach 
fitted very well with the perspective the military had o f their own task, which 
was to find solutions that benefited the nation as a whole, rather than to the 
ubiquitous and unlimited particular-interests that from the beginning were 
pressing with their demands to the new military government authorities.**,,s

113 Fontaine Aldunate(1988), pp. 94-95; Edwards and Edwards (1991), pp. 93*95.

1,4 See Barbara Stallings and Philip Brock (1993) T he  Political Economy of Economic Adjustment: Chile, 1973-90," 
p. 81-87; and Collier and Sater (1996), pp. 364-365.

115 Arturo Valenzuela (1993) "Los militares en el poder la consolidación del poder unipersonal," in Paul W . Drake 
and Ivan Jaksic (eds.) E l D ifícil Camino Hacia la Democracia en Chile 1982-1990 (Santiago de Chile: FLACSO ), p. 131. 
See also pp. 132-133. See also Juan AndrÓs Fontaine (1993) Transición Económica y Política en Chile: 1970-1990," pp. 
244-247.
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6.4. T h e  S h if t  T o w a r d s  a  N e w  P o l i c y  R e g i m e : 1975 a n d  a f t e r w a r d s .

“It toot more than two years for the Pinochet government to decide to abandon statism or 
developmentalism once and for all, and to embrace neo-liberalism."
----- Arturo Valenzuela (1993) "Los militares en el poder: la consolidación del poder
unipersonal," in Paul W. Drake and Iván Jaksic (eds.) El Difícil Camino Hacia la 
Democracia en Chile 1982-1990 (Santiago: FLACSO), p. 62.

6.4.1. The ‘Shock Therapy9 Program and the Policy (and Institutional) Shift

In April 1975, the government launched the Programa de Recuperación Económica, 

also know as the ‘shock treatment’ package, aimed at stopping inflation, eliminating the 

public deficit and controlling the money supply.114 The main measures o f the program were 

(a) a drastic across-the-board reduction in the level of expenditure o f the public sector and 

state enterprises; (b) the elimination o f most state subsidies to the private sector, (c) an 

acceleration o f  the program o f  reducing the size o f the public sector, (d) a tight control o f 

the money supply; (e) a more accelerated trade liberalization, lowering tariffs, reducing 

tariff differentials; and (f) financial market deregulation, eliminating interest rates ceilings 

for credits, and easing the regulations for the movements o f financial capital.117 The tax 

reform carried out since mid-1974 which had introduced a Valued Added Tax (VAT) was 

strengthened. Most tax exceptions, exemptions, and special treatments and regimes were 

eliminated; public enterprises were obliged to pay taxes like private firms; the VAT was 

expanded to all classes o f goods; and a 10% temporary hike in income taxes was introduced. 

As a compensatory measure for the social costs that such policies were to produce for the 

low-income groups, the government introduced a 100% indexation for wages and salaries 

and launched a Programa de Empleo Mínimo or PEM (‘program o f minimum 

employment*), aimed at providing emergency, temporary jobs for unemployed workers and 

heads o f  families. It consisted o f a subsidy for the unemployed but requiring in exchange for *

See Edwards and Edwards (1991), pp. 30-35; and Luis Felipe Lagos (1993) "Estabilización en Chile 1975-1980," 
in Daniel Wisecarver (ed.) E l M odelo Económ ico Chileno (2nd. edition, first in 1992); (Santiago: Centro Internacional 
para el Desarrollo Económico, C INDE, &  IE-PUC), p. 528-541.
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them to work during a small number o f hours (mostly menial public tasks, like raking leaves 

in public parks, cleaning and other relatively simple activities at the municipal level).111

The announcement o f these measures on April 24, 1975, through a national 

broadcast by the Finance Minister, Jorge Cauas, concluded by warning the public about the 

sacrifices implied by the program, saying that it would bring about a reduction of output and 

employment, but that there were no available alternatives to achieve definitively an 

equilibrated and healthy economy.117 * 119 In his discourse, Cauas observed:

“There is no such thing as economic miracles, but only the result o f work and
saving in the framework o f a coherent economic policy, and they usually come
after periods o f  huge sacrifices on the part o f population.”120

According to Valdes (1996), the main objectives o f Pinochet’s policy-makers were 

(a) to reduce the size o f the public sector; (b) to minimize the regulatory influence o f the 

government in the economy; and (c) to eliminate both the developmentalist role that the 

government had sought to perform in the economy and its direct involvement in 

production.121

In order to reduce the level o f  public spending, the government imposed a drastic 

across-the-board cut in expenditure that affected uniformly all programs and sectoral 

budgets already approved. It was announced that “these reductions will be carried out at any 

cost, including the dismissal o f any functionaries who may be unable to understand that the 

top priority of economic policy is to reduce inflation,”122

In addition, several subtle institutional changes took place during the implementation 

o f  the ‘shock therapy’ program, which were to produce far reaching effects on the Chilean 

economy and on the behavior of economic (and political) agents within and outside the 

public sector.

117 See Bardón, Carrasco &  Vial (198S), pp. 45-60; Fontaine Aldunate (1988), pp. 95-100; Ricardo Ffrench-Davis &  
Oscar Muñoz G. (1990) wDcsarrollo Económico, Inestabilidad y Desequilibrios Políticos en Chile: 1950-1989,** Colección 
Estudios CIEPLAN, No. 28, June 1990, pp. 138-143; Edwards and Edwards (1991), pp. 30-35.

110 See Edwards and Edwards (1991), p. 140.
t í a

See Bardón, Carrasco & Vial (1985), p. 48; and Fontaine Aldunate (1988), pp. 95-96.

120 Quoted in Bardón, Carrasco & Vial (1985), p. 48.

121 Juan Gabriel Valdés (1989) La Escuela de Chicago: Operación Chile, Grupo Editorial Zeta, Buenos Aires, p. 21.
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On May 2,1975, the Finance Minister, endowed with the authority delegated to him 

by Pinochet, instructed all Ministries, public services, agencies, and state enterprises to 

reduce all annual expenditures in domestic currency by 15 percent at a minimum, and those 

in foreign currency by a minimum of 25 percent. All demands for funds since that moment 

should be addressed directly through the respective Ministers to the Finance Ministry 

(Ministerio de Hacienda). All the staffing levels in the public sector were frozen.122 123 To avoid 

the traditional bargaining and attempts to obtain special concessions by the different public 

agencies from the executive, all budgets and decisions affecting expenditures, hiring of 

personnel, etc., were centralized and processed by technical bureaus. In fact, every 

expenditure and hiring decision was required to be authorized by the Finance Ministry and 

its Budget Office (Dirección de Presupuesto) and all investment projects o f the public sector 

required prior evaluation by the National Planning Office (Oficina de Planificación 

Nacional, ODEPLAN), a technical advisory agency created during the 1960s under the 

direct dependency o f the President.

The government constrained public enterprises to finance themselves, prohibiting 

from 1976 the use o f credits from the Central Bank to cover operational deficits. State 

enterprises and services were constrained to operate according to similar norms to those o f 

the private sector, eliminating their former privileges regarding taxes and import levy 

exemptions, and obliging them to make public their annual balance sheet. The managers of 

the state owned enterprises were forced to reduce costs drastically and to rationalize most 

processes and activities, reducing capital investments and personnel and suspending the 

undertaking of new projects.

Government consumption was reduced by 13.2% in real terms in 1975, and by 7.7% 

in 1976. The expenditures of the central government were reduced by 9.6% in 1975 and by 

9.1% in 1976, also in real terms (see T ab le  6.1). In particular, capital expenditures were 

reduced by 41.6% in real terms in 1975, and the expenditures in wages and salaries

122 Jorge Cauas (Finance Minister) in his public address announcing the "Economic Recovery Program” (April 1975.)

123 cf. Vittorio Corbo and Stanley Fischer (1994) "Lessons From the Chilean Stabilization and Recovery," in Barry P. 
Bosworth, Rüdiger Dornbusch and Raul Labän (eds.) The Chilean Econom y - Policy Lessons and Challenges 
(Washington, DC: The Brookings Institution), p. 45.
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diminished-in 3.1%. In 1976, capital expenditures experienced a new reduction of about 

33.6%, and current expenditures were reduced by 3% (see Table 63).

In terms o f expenditures by function, one o f the items which experienced a major 

reduction through 1975 and 1976 was expenditure in subsidies, services, and transferences 

to the private sector, comprised under the item ‘Economic Affairs & Services’. This item, 

which amounted to 8.1% of GDP in 1974, experienced a drastic reduction in 1975, falling to 

5.1% of GDP, and reducing its participation in total expenditures from 24.5% in 1974 to 

15% in 1975. In 1976 it fell again, representing that year 4.4% of GDP and 14.6% of total 

expenditures (see Tables 6.4 and 6.5). The other item that experienced a significant 

reduction, and which also had a direct impact on the level o f activity of the private sector, 

was ‘Housing’, reducing its participation in public expenditures from 8.5% in 1974 to 5.9% 

in 1975 and to 4.7% in 1976 (a fall in its share in GDP from 2.8% in 1974, to 2% in 1975 

and to 1.4% in 1976). Finally, the expenditures in ‘Defense*, which had experienced a 

remarkable increase in 1973 and 1974, tended to fall in 1975 and 1976. The next page 

presents three tables containing the evolution of public expenditures by function during the 

years 1973-1976,

T ab le  6.4— G overnm ent E xpend itu res by F unction  (% o f  GDP).*
C E N T R A L  G O V E R N M E N T  EX P E N D IT U R E  B Y  FU N CT IO N  <% of G DP)

Y E A R  T 1972 1973 1974 1975 1976
1. General Public Services 6.4 5.8 3.4 4.2 4.0
2. Defense 2.6 3.7 4.6 4.6 3.9
3. Public Order & Safety — — — — —
4. Education 6.0 4.4 4.1 4.1 4.1
5. Health 3.4 2.6 2.5 2.4 2.1
6. Social Security & Welfare 12.8 6.6 6.4 8.2 7.6

6.1 Social Security 12.8 3.1 6.3 8.2 7.5
7. H ousing & Commun. Amenities 3.8 3.1 2.8 2.0 1.4
8. Recreation. Culture & Relig.Affairs 0.0 0.2 0.2 0.1 0.1
9. to 13. Economic Affairs & Services 6.4 8 . 0 8.1 5.1 4.4
14. Other Expenditures 0.4 0.3 0.8 3.5 2.5
15. Lending m inus Repaym ents — — — — —

T O T A L  E X P E N D IT U R E S  (% o f G D P ) 41.8 34.8 33.1 34.3 30.1

Sources: Calculated on the basis o f figures from the International Monetary Fund, 
Government Finance Statistics Yearbook (issues 1977 to 1995), and IM F ’s International 
Financial Statistics Yearbook (various issues). See Appendix C, C9.
(*): Share calculated according to current internal prices o f each year.
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T able 6.5— G o v ern m en t E xpend itu re  b y  F u n ctio n  (sh a re  in T o ta l  E xpenditure).
C EN T R A L G O V ER N M EN T  EXPEN D IT U R E  B Y  FU N CT IO N  

Share in Total Expenditures (in % ) and Annual Variations fin% )
Share in Total Expenditure (in % ) Annual Vanations (in % )

YEAR 1972 1973 1974 1975 1976 1972 1973 1974 1975 1976
1. Genera) Public Services 15.3 16.5 10.3 12.3 13.1 — 8.1 -37.8 19.5 6.8
2. Defense 6.1 10.5 14.5 13.4 13.1 — 71.9 37.7 -7.5 -2.4
3. Public Order & Safety
4. Education 14.3 12.8 12.5 12.1 13.7 -10.5 -2.0 -3.6 13.2
5. Health 8.2 8.0 7.4 7.0 6.9 — -1.8 -7.4 -5.6 -1.0
6. Social Security & Welfare 30.6 19.0 19.3 24.0 25.1 — -37.8 1.5 24.0 4.9

6.1 Social Security 30.6 8.8 19.1 23.8 24.9 — -71.3 118.1 24 2 4.7
7. Housing & Commun. Amenities 9.2 8.8 8.5 5.9 4.7 — *4.5 -2.6 -30.5 -21.4
8. Recreation. Culture & RefigAffairs 0.0 0.5 0.5 0.2 0.5 — — -8.2 •62.5 169.0
9. to 13. Economic Affairs & Services 15.3 23.1 24.5 15.0 14.6 — 50.6 6.1 •38.8 -2.4
14. Other Expenditures 1.0 0.8 2.5 10.2 8.3 — -26.3 227.9 312.1 -18.2
IS. Lending m inus Repayments 
TOTAL 100.0 100.0 100.0 100,0 100.0

Sources: See Table 6.4. See Appendix C , Table C l 2.

T able 6,6— G overnm ent E x p en d itu res  by F unction  (R eal change).**
C E N T R A L  G O V E R N M E N T  EX PEN D ITU RE BY FUNCTION 

REAL IN C R E A SE  (in % )_________________
YEAR 1973 1 9 7 4 1975 1970
1. G e n e ra l Public S e rv ices -15 .0 -4 0 .3 6.0 -3.0
2. D e fe n s e 35 .2 3 2 .2 -16.4 -1 1.4
3. P u b lic  O rder 6 S afe ty . . . — . . . —
4. E ducation -29 .6 -6 .0 -12.9 2.9
5. H ea lth -22 .7 -11 .1 -14.7 -10.1
6. S o c ia l Security  & W elf a re -51.1 •2 .6 12.0 -4.7

6.1 S o c ia l Security -77 .5 1 0 9 .3 12.2 -4.9
7. H o u s in g  & C om m un . A m enities •24 .9 -6 .5 -37.2 -28.6
8. R e c re a tio n , C ulture  6 R elig .A ffairs . . . -1 1 .9 •66.1 144.4
9. to 13. E conom ic A ffairs & S e rv ic e s 16.5 1 .6 -4 4.7 -11.3
14 . O th e r  E x pend itu res -42.1 2 1 4 .7 272-4 -25 .7
15 . L ending  m inus R e p a y m e n ts . . . — — —
TO TA L E X PE N D IT U R E S -21 .4 -4 .0 -9 8 -9.1

Sources: See Table 6.4. See Appendix C , Table C l I.
(**): The change has been calculated by converting all values to constant prices of 1990.

The tax refoim allowed the government significantly to increase revenue, thus 

fulfilling one key component o f  the stabilization program but also a measure aimed at 

obtaining other important long-term effects on the economy (see Section 6.4.3. below).

As a result o f  the *shock treatment* program, the ratio o f  public expenditures to GDP 

was reduced from circa 34% during the years 1973-1975, to 30.1% of GDP in 1976 (see 

Table 6.3). If grants and lending minus repayments are included in the calculations, it is 

possible to see that the increase in revenue attained in 1975 thanks to the tax reform—which 

increased from 28.3% o f GDP in 1974 to 35.1% in 1975— allowed the government to 

achieve by the end o f  that year the objective o f eliminating the public deficit, balancing the 

budget, and even to show a modest surplus (see Table 6.7).
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Table 6.7— Inflation, Fiscal Discipline, and Stabilization.

Year

(a)

Inflation
(Dec-Dec)

(b)

Government 
Revenue* 

(% of GDP)

(c)

Government 
Expenditure* 
(% of GDP)

(d)

Deficit (•) 
or Surplus 

(% of GDP)

(•>

Deficit (•) 
or Surplus 

(% of Expenditures)

(f)
Rate of 

Growth of M1 
(Dec-Dec)

(%>

(0)
Proportion of 
Total Credit 
Received by 
Gove rnment

1972 280.5 30.3 43.1 -12.8 -29.7 157 0.77
1973 805.9 28.4 35.8 -7.3 -20.5 317 0.88
1974 369.2 28.3 33.7 -5.4 -16.0 272 0 85
1*75 343.3
1979 197.9 31.9 30.5 1.4 4.5 194 0.75
1977 84.2 31.8 32.9 -1.1 -3.4 105 0.59
1979 37.2 32.3 32.4 -0.1 -0.3 67 0 40
1979 38.9 34.1 29.3 4.8 18.4 65 0.29
1980 31.2 34.1 28.7 5.4 18.8 57 0.10
1981 9.5 32.9 30.3 2.8 8.5 -6 0.02
1982 20.7 30.2 31.2 -1.0 -3.2 9 0.07
1983 23.1 27.7 30.4 •2 6 -8.6 27 0 09

(*): includes grants, and lending minus repayments.
Sources: (a): 1972*73 from Meller (1990); 1974-83 from Frcnch-Davis &  LabSn (1995), p. 52; (b)-(e) from IM F  (1996) 
International F inancial S ta tistics Yearbook 1996; and (fM g) from Edwards and Edwards (1991), p. 32.

The efforts to control the money supply resulted in a decline of the real quantity o f 

money (M l) by almost 20% in 1975. The reduction in the quantity of money continued 

during the subsequent years (see Table 6.7 and Chart 6.1).124

Notably, the government withstood the temptation o f using price controls or other 

forms of income policies as stabilization tools. Chile had a long experience with price 

controls, justified as a measure to control inflation but which, however, tended to aggravate 

inflationary pressures by merely repressing inflation. Pinochet’s policy-makers attributed 

inflation to the expansive fiscal and monetary policies which had prevailed in Chile since 

the late-193Os (see C hapter Five).125 Against these factors price controls could only have a 

short-term effect, aggravating the inflationary pressures embedded in the economy based on 

the expectations o f  mandatory wage increases, increasing fiscal deficit and mounting 

disequilibrium in the balance o f  payments, thus prompting a devaluation o f the currency. In 

fact, by 1974 the Finance Minister declared:

“A particularly inappropriate tool for restraining inflation... is price controls.
As long as the inflationary pressures generated by fiscal deficit and excessive 
monetary expansion are not eliminated, it is impossible to prevent price levels 
from increasing.”1“

124 See Lagos (1993) "Estabilización en Chile 1975-1980," p. 528-537.

125 See Edwards and Edwards (1991), pp. 27-35.

125 From the 1974 Minister of Finan ce Report Quoted from Edwards and Edwards (1991), p. 29.
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The ‘shock treatment* began to have an effect on inflation as early as 1975. The rate 

o f growth in consumer prices fell from 69% in the second quarter of 1975 to 26% in the 

fourth quarter o f that year.137 During 1976, the reduction o f  public expenditure and the 

-achievement o f a new and greater budget surplus was accompanied by a decline in the 

annual rate o f inflation from almost 350% in 1975 to less than 200% in 1976. During the 

following years, inflation continued to fall, attaining an annual rate of 9.5% in 1981 (see 

C hart 6.1).

C hart 6.1—The ‘M onetary Shock* and  Inflation (1972-1983).

Annual growth of the quantity of money (M1, Dec-Dec) and 
annual Inflation rates (CPI, Dec-Dec), 1972-1983.

Year

Source: Edwards and Edwards (1991), p. 32. See Table 6.7 above.

The shock-therapy program had an immediate negative effect on production, 

aggravating the crisis that was already affecting most activities due to the deterioration o f 

the terms o f trade linked to the international recession.111 The level o f economic activity 

experienced a fall o f 12.9% during 1975, resulting in a drop in per capita GDP o f about 117

117 Edwards and Edwards (1991), p. 34.

m  During the period 1975-79 the average real price o f copper, Chile 's main export, was 4 1 %  below its 1965-73 
average. Sebastián Edwards (1992) "Stabilization and Liberalization Policies for Economies in Transition: Latin American 
Lessons for Eastern Europe," in Christopher Gague and Gordon Rausser (eds.) The Emergence o f  M arket Econom ies in 
Eastern E urope (Cambridge, M A: Basil Blackwell: 129-159), p. 154.
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14.4%. Unemployment soared to almost 20% by September o f that year.1”  The acceleration 

o f the process o f trade liberalization, the reduction in the purchases of the public sector, the 

drastic cuts in state subsidies and transferences to the private sector, and the elimination o f 

most sectoral policies and protectionist measures affected heavily the overall level o f 

economic activity. Facing increasing internal and external competition and without the state 

subsidies, soft credits, tax reliefs, price controls, and other protectionist measures on which 

most activities had traditionally relied, particularly the domestic manufacturing industry, 

firms found themselves forced to promptly adapt in order to survive or else go bankrupt, as 

an increasing number o f enterprises did from 1975 (see Section 6.4.1. below). This was the 

beginning o f a major, deep structural change in the Chilean economy, the dramatic end o f an 

entire model of economic organization and of the roles played by the state and the public 

sector in the economy which had prevailed for almost forty years.130

In 1975, the government initiated a rapid liberalization o f the capital market which 

resulted in the elimination o f the quantitative and qualitative administrative controls on 

credit by the state, the complete liberalization of interest rates (from 1976), the privatization 

o f the banking system, and a generalized deregulation of the financial system.131

The new Foreign Investment Code approved in July 1974 and rewritten in 1976 

(Decree 600) notably reduced sectoral restrictions and other discriminatory measures for 

foreign investors. It determined (a) that foreign investors have to be treated in the same 

manner as domestic investors, the only exception being with regard to access to domestic 

credit; (b) the limits for profit remittances were eliminated; (c) favorable tax measures for 

foreign investors regarding profits were introduced; (d) a minimum period o f stay in the 

country was guaranteed to them, and (e) a stable exchange system was guaranteed.132

The principles of non discrimination and equal treatment among economic sectors, 

activities and agents were publicly endorsed by the authorities and a broad ideological

529 Edwards and Edwards (1991), p. 34.
13A

Fontaine Aldunate (1988), p. 100.

131 See Salvador Valdés Prieto (1993) "Ajuste Estructural en el Mercado de Capitales: La Evidencia Chilena,” in
Daniel L. Wisecarver (ed.) El Modelo Económico Chileno (2nd. edition, first in 1992); (Santiago: Centro Internacional 
para el Desarrollo Económico, CINDE, & IE-PU Q .
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campaign was initiated in favor o f private entrepreneurship, “consumers* rights** and 

‘freedom of choice* for individuals in the economic sphere. The government financed a TV 

campaign in favor o f the right o f consumers to choose products, calling on people to 

compare prices and quality before purchasing, and to boycott those shops and dealers who 

would not grant them the ‘freedom to choose* among products or who would cheat them. 

Milton Friedman’s book and the TV serial “Free to Choose*’ were vigorously promoted by 

the state-controlled media. “Economic freedom is a pre-condition for political freedom”, 

repeated the ideologues o f the regime.132 133

The prerogatives and regulations favoring professional guilds (gremios 

profesionales) and particular economic activities and services were reduced. The ‘national 

tariff schemes for professionals, the compulsory membership and the requirement o f 

licenses issued by the guilds for the exercise o f certain activities, and, in general, most entry 

restrictions, monopolistic practices, and other barriers to competition were eliminated.

The representation o f private business associations on the boards o f public agencies 

and policy-making bureaus such as CORFO, the Central Bank, and the Banco del Estado 

(State Bank), as well as other development promotion and economic regulatory agencies 

was ended (see Tables 6.8, 6.9, and 6.10).’34 In 1976, the Central Bank acquired total 

autonomy from private groups for the first time in its history.135 In the same year, it was 

forbidden by law to provide credits to the public sector, a principle that was incorporated 

into the Constitution enacted in 1980 (see below).13*

The following three tables summarize the changes in the composition o f the Boards 

o f  the Central Bank, the State Bank, and CORFO. They reveal the total elimination o f the

132 Dominique Hachette &  Rolf LQders (1992) L a Privatización en C hite, Chile: Centro Internacional para el 
Desarrollo Económico, p. 36.

133
On the ideological content of the military regime, see Vergara (1985); and Rachel A. Schurman (1994) "Chile’s 

New Entrepreneurs and the ’Economic Miracle1: Products of Culture, Ideology, or Policy?," University o f California, 
Berkeley, CA, (mimeo).

134
Alvarez Voullieme (1993) "La  Corporación de Fomento de la Producción y la Transformación de la Industria 

Manufacturera Chilena," p. 110.

135 Fontaine Aldunate (1988), p. 97.
134

“The Central Bank shall only carry out operations with financial institutions, either public or private ones. In  no 
way can it provide them its guarantee or acquire obligations or documents issued by the State, its agencies or enterprises. 
No public expenditure or loan can be financed through direct or indirect Central Bank credits.** A rt 98 o f the C onstitución 
Política de la  República d e Chile, ¡980.
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former formal representation of private interest groups on the main policy-making boards o f 

the public sector (see Section 53 3 ,  in Chapter Five)

Table 6.8— The Change in the Composition of the Board of the Central Bank.

Com position  of the Board of the Central Bank, 1958-71 & 1972-86 

1 9 5 8 -1 9 7 1  1972-1988
Representatives of the President 2 President of the Central Bank 1
Representatives of the Senate 2
Representatives of the Chamber of Deputies 2 Vice-President of the C.Bank 1
Private National and Foreign Banks 3
SNA - SOFOFA 1 C.Bank's General Manager 1
ccc 1
Labor 1
Shareholders 1

Total • 13 Total * 3

Sources: Constantine C. Menges (1966) "Public Policy and Organized Business in Chile: A Preliminary Analysis," 
Journal o f  International Affairs, Vol. XX , No. 2, p. 351; and William E. Dugan & Alfredo Rehren (1990) "Impacto 
del Régimen Político en la Intermediación de Intereses: Instituciones Púbticas y Grupos Empresariales en Chile," 
P olítica, No. 22/23, Instituto de Ciencia Política, Universidad de Chile, Santiago, Junio 1990, p. 122.

Table 6.9— Changes in the Composition of the Executive of Board CORFO.

Com position o f the Executive Board of CORFO: 1 9 5 8 - 6 4 ,  1 9 7 0 - 7 1 ,  &  1 9 8 0 - 8 7 .

1 $58-1964 1970-1971 1980-1987
Reps, of the President 3 Representatives of the Government 21 Minister of Economy 1

SN A 1 SN A 1 Viee-Presidenl ol C O R FO 1

SO F O F A 1 SO FO FA 1 Ministar of Finance 1

SO N A M I 1 SONAMI 1 Head of O DEPLAN 1

CCC 1 C C C 1 Rep of the President 1

- Association of Agriculture Ejçxxters 1 -

Institute of Engineers 1 Institute of Engineers 1 -

Labor 1 Cooperatives of milk and cattle producer« 1 -

Reps, of the Senate 2 Agriculture Association of the South (CAS) 1 -

Reps. Chamber of Deps. 2 Agriculture Association of the North 1 —

Central Bank 1 - -

Agriculture Colonization Bank t - -

State Bank and Others e - -

Total * 23 T o ta l* 30 Total ■ 5

Sources: Menges (1966), p. 351; and Dugan & Rehren (1990), p. 124.
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Table 6.10—The Change in the Composition o f the Board of the State 
Bank {Banco del Estado).____________________________________________

Com position of the Board of the State Bank, 1958-72 & 1978-87

1958-1972 1978-7987
Rep resentative s of the P re sid en t (a ) 

Centra l B ank  

C O R F O  

State  B a n k  (b)
S N A

S O F O F A

S O N A M I

C C C
A C D

Sa la ried  Em p loyee s ( "e m p le ad o s”) 
Labo r ("trabajadores*)

Rep re sen ta tive s of 

the President

Labor

Tota l 14 Tota l

(a) In 1971 and 1972, the representatives of the President were 7.
(b) The representation of the State Bank lasted at least until 1964.

Sources: Mcnges (1966), p. 351; and Dugan &  Rchren (1990), p. 123.

Both supporters and opponents, most economists, historians, and political scientists 

agree that the package of measures launched in 1975 constituted “the most drastic economic 

reconstruction yet seen in twentieth-century Chile.”137 As Pilar Vergara has asserted,

“It is, therefore, just with the policy o f April 1975 when there occurs the 
definitive rupture with the economic policy in force during the former four 
decades.”138

From that moment, the government endorsed a strong ideological commitment to a 

free-market economy; unconditioned opening to international trade; a reduced, ‘subsidiary’ 

role o f  the state; sectorally ‘neutral* policies, and the expansion of private initiative and 

market competition in all spheres o f  activities, including the provision o f  public and social 

services. The government bias against state intervention “implied that its economic action 

should be ‘neutral,’ ‘nondiscretional,’ and ‘impersonal,’ in the double sense o f  not favoring

137 Simon Collier and William F. Sater (1996) A  H istory o f  O tile, ¡808-1994, New York: Cambridge University 
Press, p. 365. See Ffrench-Davis (1982), p. 8n; Campero (1984), pp. 137-151; Vergara (1985), pp. 73-84; Fontaine 
Aldunate (1988); Edwards and Edwards (19991), pp. 38-35; Silva (1993a), p. 543; Angelí (1993), pp. 96-105; Stallings 
and Brock (1993), pp. 81-87; Juan Andrés Fontaine (1993), p. 244; Collier and Sater (1996), pp. 364-376; and Valdés 
(1995), pp. 12-13.

138 Vergara (1985), p. 77; see also pp. 73-84.
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any particular group or sector and not altering through intervention the price system 

determined by market forces.”139 In fact, as Stallings and Brock has pointed out:

“the technocratic beliefs o f the Chicago Boys can be summarized by two 
phrases: ‘rules rather than discretion* and ‘the subsidiary role of the state.* (...)
...one could not understand economic policy-making in Chile without an 
awareness o f  the importance to policy-makers of economic rules and the 
subsidiary role of the state.**140

The next section describes the main policies implemented by the Pinochet 

government from 1975.

6.4.2. Foreign T rad e  Policy

“Between 1974 and 1979 Chile was transformed from a highly closed economy, where 
international transactions were severely repressed, into an open economy whose foreign 
trade regime corresponded quite closely to the neoclassical ideal.“
-------Sebastián Edwards and Alejandra Cox Edwards (1991) Monetarism and Liberalization - The
Chilean Experiment (with a new afterword), Chicago: The University of Chicago Press (first 
edition in 1987), p. 109.

6.4.2.1. Trade Liberalization

From 1974, the Chilean economy experienced a complete reversal in the foreign 

trade policies that had prevailed during the former four decades, initiating a drastic reduction 

o f trade restrictions and protectionist barriers and opening up the internal market to the 

world economy.141

This process consisted not only o f a reduction of the general level of protection 

based on both tariff and non-tariff trade restrictions, but also reduced the considerable 

discrimination among sectors, goods and services. As has already been treated in C hapter

139 Roberto Zahler (1983) "Recent Southern Cone Liberalization Reforms and Stabilization Policies - The Chilean 
Case, 1974-1982," Journal o f  Interameriean Studies and World Affairs, Vol. 25, No. 4, November 1983, pp. 513-514.

140 Barbara Stallings and Philip Brock (1993) "The Political Economy of Economic Adjustment Chile, 1973-90," pp. 
82-83.

141 See Patricio Metier (1992) "La Apertura Comercial Chilena: Lecciones de Política," Colección Estudios CIEPLAN, 
No. 35: 9-54; Patricio Meller (1993) "Economía Política de la Apertura Comercial Chilena," CEPAL, Serie Reformas de 
Política Pública No. 5, Santiago.
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Five, Section 5.4.1, the Chilean economy was historically characterized by a highly 

protectionist and sectorally discriminatoiy trade policy,142 with a strong anti-export bias.143

In 1973, foreign trade was overwhelmed by  a multitude o f tariff and non-tariff 

restrictions, including a highly differentiated and discriminatory tariff structure.144 Tariffs 

ranged from a minimum of 0% for some items (exempted), to a maximum of 750% of the 

imports’ CIF value, with an average tariff rate o f 105% and a modal tariff o f 90% (see 

Table 6.11). Less than 4% of the imported items enjoyed rates lower than 25 percent, while 

50% o f the items had levies higher than 80 percent, and 8% were in the range between 220% 

and 750%.145 *

In addition to these tariff barriers, there was also a battery o f quantitative restrictions 

and non-tariff barriers. There was a list o f  300 prohibited import items. Fifty percent of all 

items required an authorization by the Central Bank, which had the discretion to concede or 

reject any import request. More than 60 percent of the items required a prior ninety-day non- 

interest-bearing deposit amounting to 10,000% o f the CIF value o f the imports.144 In actual 

practice this requirement was preclusive: the high amount o f  the deposit and the period of 

ninety-days without interests, made it prohibitive in an environment o f high inflation. The 

multiple exchange-rate system also contributed to introducing large discriminatory 

conditions for importers. Further, there were more than 290 exemptions and special regimes 

favoring certain activities, particular individuals, firms and regions (see Table 6.11).

>4Z For an international comparison, see Bela Balassa (1971) 77ie Structure o f  Protection in  D eveloping Countries, 
Baltimore: John Hopkins University Press. See also Bela Balassa (1985) “Policy Experiments in Chile, 1973-83," in 
B.BaIa5sa (1985) C hange and Challenge in  the W orld Economy, London: Macmillan, p. 158. See also Vittorio Corbo &  
Patricio Meller (1978) "Antecedentes empíricos de los sectores externo e industrial chilenos: 1950-1970," Apuntes 
CIEPLAN  No. 10, Santiago; and Vittorio Corbo &  J. M iguel Sánchez (1992) "Ajuste de Empresas del Sector Industrial en 
Chile Durante 1974-1982," Colección Estudios CIEPLAN, No. 35, pp. 125-139.

143 See Bela Balassa (1985) Change and C hallenge in the W orld Econom y, London: Macmillan, p. 27, where in an 
international comparison among 12 developing countries, including other four largest Latin American economies, Chile 
appears in 1961 as the country with the largest bias against manufacturing exports by far..

144 See Corbo &  Sánchez (1992).

145 See Meller (1992), pp. 12-13; and Femando Ossa S. (1993) "Políticas de Fomento al Sector Exportador Chileno," 
in Daniel L. Wisecarver (ed.) E l M odelo Económ ico C hileno, (2nd. edition), Santiago de Chile: C INDE-PU C, p. 373.

144 See Edwards and Edwards (1991), pp. 111-115; Meller (1992), pp. 11-13; and Meller (1993), pp. 11-13.
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Table 6.11— Restrictions on Foreign Trade

Nominal tariffs
- ' Before 1973 ‘J -  ’w

High and with high dispersion
1979

Uni forni

Average tariff 105%
(range min/max: 0 + 750%) 

(50% tariffs > 80%)
(4% tariffs <25%)

10%

Non-tariff barriers Previous deposit for 60% of 
imports, for an amount of 
10,000% of their value*

No

50% of imports require the prior 
authorization of the Central Bank

No

List of 300 prohibited import items No

290 exemptions and special regimes Few
(Armed Forces 
& free zones)

Exchange Rate Multiple
8 official exchange rates 
range min/max: 1,000%

Single

Source: Patricio  M cller (1993) “Econom ia Politica de la A perture C om ercial Chilena,” CEPAL, 
Sene Reform as de la Politica Pubtica No. 5 ., Santiago de Chile, p. 12.
(*): A  requirem ent for a ninety-day non-interest-bearing deposit am ounting to  between ten and one 
hundred tim es the C IF  import value.

In December 1973, the new government began to reduce trade restrictions, initiating 

a gradual process o f  tariff-lowering and narrowing the degree o f  discriminatory treatment 

among import-items and sectors.147 By 1979 the average tariff amounted to only 10% o f  the 

CIF value o f imports, down from 105% in 1973, and the tariff dispersion or differential 

between the minimum and the maximum tariff was reduced from a range o f 0%-750% to 

almost zero. In June o f  1979, the import tariff was unified at a single 10% levy across-the- 

board.14* Tables 6.12 shows the timing and the scope o f the tariff reduction. Table 6.13 

shows both the annual average tariff and the modal tariff.

147 See Roberto Z ahter (1983) "Recent Southern C one Liberalization Reform s and Stabilization Policies - T he C hilean 
Case, 1974-1982," Journal o f  Interamerican Studies and World Affairs, Vol. 25 , N o. 4 , Novem ber 1983, pp . 523-529; 
C orbo & Sánchez (1992), pp. 135-139; M eller (1993), pp. 11-13.

,4* Sebastián Edw ards (1992) “Stabilization and Liberalization Policies for Econom ies in Transition: Latin A m erican 
Lessons for Eastern E urope," in C hristopher C lague and Gordon R ausser (eds.) The Emergence o f  Market Economies in 
Eastern Europe, Basil B lackw ell, Cambridge, M a., p. 146. See also Edw ards and Edw ards (1991), pp . 109-117.
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Table 6.12— Nominal Tariffs 1973-1979
(percentage of ClF vaines)

Year
L. J 3 f, ■ -

I)ate;: •’ ■'
Average- 

Tariff ^
Maxlmnm

Tariff
1973 31 December 94 Over 500

1974 1 March 90 200
27 March 80 160

5 June 67 140

1975 16 January 52 120
13 August 44 90

1976 9 February 38 70
7 June 33 60

22 December 27 60

1977 8 January 24 50
30 April 22 50
29 August 20 35

December 16 25

1978 March 15 20
June 14 20
December 12 15

1979 June 10 10
Source: Roberto Z ah le r(1 9 8 3 ) "R ecent Southern C one Liberalization 
Reforms and Stabilization Policies - T h e  C hilean C ase, 1974-1982," 
Journal o f  Interamerican Studies and World Affairs, Vol. 25, No. 4 , 
November 1983: 509-562.

Table 6.13—Nominal Tariffs, 1973-1979 (%).
'^Averaae Tariff Modal Tariff .

1973 105 90
1974 75 60
1975 49 55
1976 36 35
1977 22 20
1978 15 10
1979 10 10

Source: M eller (1993), p. 12.
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The process o f tariff reduction was accompanied by a rapid elimination of quotas» 

licenses and prohibitions.1*’ Almost all non-tariff barriers were eliminated in August 1976 

(by that date the list of prohibited imports contained only 6 goods; this list was totally 

eliminated in 1981).149 150 The legal deposit o f 10,000% for imports was formally eliminated in 

1976, but had not been utilized since 1974.151 All quotas and official approvals to initiate 

import operations and the special benefits enjoyed by public enterprises were eliminated in 

1974.152 In January 1977, in light o f the growing mismatch between Chile’s economic 

liberalization and openness policy, on the one hand, and the norms on foreign trade and 

foreign investment prevailing within the Andean Pact, on the other hand, Chile formally 

withdrew from the Andean Pact.153

The change experienced by foreign trade policy can be seen in the following 

comparative data provided by Corbo & Sanchez (1992) regarding the degree o f effective 

protection, that is, the combined effect o f tariffs and import subsidies across sectors and 

import items:

Table 6.14— Effective Protection (in %)
YEAR 1961 1967 1974 1976 1978 1979
Average protection 347 177 151 51 20 14
Standard Deviation 618 279 60 16 5 2
Coeff. of Variability 1.78 1.57 0.40 0.31 0.27 0.12
Range 2,863 1,163 216 60 17 6
Min Protection 21 -23 49 17 11 U
Max Protection 2,884 1.140 265 77 28 17

Source: Vittorio Corbo & J. Miguel Sánchez (1992) "Ajuste de Empresas del Sector 
Industrial en Chile Durante 1974-1982," Colección Estudios C I E P L A N ,  No. 35, p. 136, 
Table No. 5.

The adoption o f an even tariff structure, with an across-the-board single tariff, 

meant the implantation of a foreign trade policy with a neutral structure o f incentives. That

149 See Zahler (1983), pp. 523-529; Edwards and Edwards (1991), pp. 111-115; Meller (1992), pp. 11-13; Corbo & 
Sánchez (1992) pp. 135-139; Edwards (1992), p. 146; Meller (1993), pp. 11-13; and Rüdiger Dombusch and Sebastián 
Edwards (1994) "Exchange Rate Policy and Trade Strategy," in Barry P. Bosworth, Rüdiger Dombusch and Raúl Labán 
(eds.) The Chilean Economy -  Policy Lessons and Challenges (Washington, DC: The Brookings Institution), p. 93.

150
However, some non-tan ff barriers such as health, safety and food standards as well as sanitary regulations still ' 

remains. By the same token, ‘Pisco\  a Chilean spirit, has continued enjoying protection through high, discriminatory 
tariffs imposed on imported spirits.

151 M eller(1992),p. It.

152 Meller (1992), p. I I.
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is, it meant that the government restrained itself from granting any preferential treatment or 

discrimination in favor or against some specific sector in the face o f the external 

competition. From that moment, all sectors were treated according to the same rules, and 

their relative fate would be mostly determined by the operation of market forces, 

comparative advantage, and the capacities o f each sector, industry and firm to adapt to the 

competitive environment, rather than by the degree o f government protection or support, as 

it had been in the past. As a consequence, private agents* decisions regarding the specific 

economic sectors and activities towards which to direct their investment and entrepreneurial 

efforts now depended on the market rather than on the government.

By the same token, a relatively low level o f  protection also means a more neutral 

structure of incentives for the private agents’ decisions on whether to engage themselves in 

production for the domestic or the international market. Such decisions would now be more 

greatly determined by economic considerations and market opportunities rather than forced 

or induced by government policy. Although variations in the exchange rate does affect the 

relative profitability of export activities over time, the fact that the exchange rate was also 

unified meant too that such variations would have a neutral, across-the-board effect on all 

exports (see Section 6.4.23. below).

The adoption of a single and low import tariff also implied a notable simplification 

and de-bureaucratization o f foreign trade, reducing the room for rent-seeking activities on 

the part of particular sectors and interest groups and the opportunities and incentives for 

graft. This contributed to improving the efficiency o f  the tax system for reducing the fiscal 

disequilibrium in the face o f external difficulties153 154 without introducing distortions in the 

economy or altering the structure o f  incentives across productive sectors. Indeed, 

notwithstanding the fact that the import tariff was much lower after 1973 than the average 

tariff o f the former period, and that from 1979 it affected all imports evenly rather than 

differentially, as had been the case until 1973, the returns o f such lower and across-the- 

board tariff in terms o f the revenue collected as a percentage of GDP was significantly 

improved. Whereas in 1970 the revenue collected from the high import tariffs amounted to

153 Sec Edwards and Edwards (1991), pp. 109-113.

154 Melter (1992), p. 50*
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1.71% of GDP, in 1981 it amounted to 1.68% of GDP. This reveals the inefficiency o f the 

highly protective tariff structure prevailing until 1973 to collect revenue.155

During the crisis o f the early-1980s, as a consequence o f the deep crisis which 

affected the Chilean economy,156 the import tariff was temporarily raised, arriving at a 

maximum o f  26% in 1985,157 without however abandoning the principle of the uniformity o f 

the tariff rate.158 After this it declined progressively, to arrive at a stable import tariff o f  11% 

across-the-board in 1991.159 Such temporary tariff-increases provided the government with 

revenues equivalent to 2.8% and 3.1% o f GDP during the years 1984 and 1985 respectively, 

helping to overcome the fiscal deficit without discriminating against a particular economic 

sector, (see Table C2 of Appendix C). C hart 6.2 and Table 6.15 show the evolution o f the 

annual average tariff rates during the period 1973-1992 and the relative contribution o f such 

taxes to the public revenue in terms o f percentages of GDP.

155 See Metier (1992), p.24.
156

A  crisis related to the international economic recession, the sudden rìse in the international interest rates that 
generated the ‘Debt crisis* which hit most Latin American economies, and serious internal policy-m istakes which 
aggravated the negative effects o f the external economic conditions. Sec Sections 6.7.1. and 6.4.4.3.

157 See Dombusch and Edwards (1994) "Exchange Rate Policy and Trade Strategy," in Dosworth, Dombusch and 
Laban (eds.) The Chilean Economy - P olicy Lessons and Challenges (Washington, DC: The Brookings Institution), p. 93. 
In 1982 some imported items (about 30) experienced extra levies fluctuating between 4 and 28%. [See Sebastián Edwards 
(1988) "La Crisis de la Deuda Externa y  las Políticas de Ajuste Estructural en América Latina,” Colección E studios 
CIEPLAN, No. 23, March 1988, p. 162]. Most o f these levies were justified as ‘anti-dumping’ measures against imports 
which were being subsidized by their respective governments.

156
Ricardo Carciofi, Guillermo Bams, & Oscar Cetràngolo (1994) Reform as Tributarias en America Latina, 

Comisión Económica para América Latina y  el Caribe (CEPAL), Santiago, p. 268.
159

In the present (March 1997), the Chilean government is preparing a bill aimed to lower further the single tariff to a 
levy of between 8-9% across-the-board.
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Chart 6.2—-Average Annua! Tariff Rates, 1973-1992._____

Average Annual Tariff Rates, 1973-92

Voar

Sources: 1973-79 from Meller (1993), p. 12; 1980-92 from Dornbusch and Edwards (1994), p. 93.

Table 6,15— Average Annual Tariff Rates, 1973-92.

Y e a r

' A verage A nnua l 
.. T a r if f  R a te  •

■ (% of CIF value)

■ T ax  R ev en u e  from  
T axes o n  In t i .  T rad e

(share in  GDP. in %) ;
1973 105.0 3.6
1974 75.0 1.9
1975 49.0 2.9
1976 36.0 2.3
1977 22.0 2.4
1978 15.0 2.0
1979 10.0 1.5
1980 10.0 1.4
1981 18.0 1.7
1982 10.0 1.1
1983 18.0 1.9
1984 24.0 2.8
1985 26.0 3.1
1986 20.0 2.4
1987 20.0 2.6
1988 15.0 2.5
1989 15.0 2.2
1990 15.0 2.4
1991 11.0 2.3
1992 11.0 2.2

Sources: Tariff figures from Meller (1993), p. 12 (years 1973-79); and from Dornbusch 
and Edwards (1994) "Exchange Rate Policy and Trade Strategy," in Bosworth, Dornbusch 
and Labin (eds.) 77ie Chilean Economy -  Policy Lessons and Challenges (Washington, 
DC: The Brookings Institution), p. 93 (years 1980-92). Tax revenue from taxes on 
international trade transactions has been calculated on the basis of figures from the IM F ’s 
Government Finance Statistics Yearbook (several issues). See Table C2 in Appendix C.

366



The institutional bases of Chile s economic 'miracle' —  Chapter VI

The trade liberalization process provoked a massive restructuring o f the national 

economy, involving the failure or bankruptcy of a large number o f domestic firms which, 

without the protection o f tariff and non-tariff barriers, were unable to adapt to and survive 

the competition coming from abroad.1“  Table 6.16 shows the evolution of the number of 

bankruptcies during the period 1973-1982.

Table 6.16— Bankruptcies, 1973-82,

: W Y e a r v :
1'^ ^ T o ta I :N n in b é r^ y ^ -- : 

“ o f  R a n k r n p f d e s ^ - ^ ^
1973 23
1974 75
1975 81
1976 131
1977 224
1978 312
1979 344
1980 415
1981 431
1982 810

Source: Alejandra M izala (1992) "Las Reformas 
Económicas de los Artos Setenta y la Industria 
Manufacturera Chilena," Colección Estudios CIEPLAN,
No. 35, p. 159.

The sector most affected by the policy and institutional change was the 

manufacturing industry.160 161 The share o f  the manufacturing industry in GDP declined from 

25% in 1970 to an average o f around 21% during the 1980s. Employment in the 

manufacturing sector decreased from 18% in 1970 to around 15% during the 1980s.162 Other 

sectors instead experienced a boom, particularly those oriented towards export (see Section

6.7.1. below).

160
See Edwards and Edwards (1991), p. 109. For detailed analyses o f the effects o f the trade liberalization process on 

Chile 's productive structure and industry, see the following articles contained in the special issue o f Colección E studios 
C IE P U N , No. 35 o f September 1992 by Meller (1992: 9-54); Rodrigo Valdés (1992) "Cuantificación de la 
Reestructuración Sectorial Generada por la Liberaltzación Comercial Chilena,” (pp. 55-83); Corto &  Sánchez (1992: 125- 
152); Alejandra Mizala (1992) "Las Reformas Económicas de los Artos Setenta y la Industria Manufacturera Chilena,” 
(pp. 153-199); and Isabel Marshall (1992) "Liberación Comercial en Chile y  su Impacto Sobre la Eficiencia Técnica 
Industrial: 1974-1986," (pp. 201-245).

161 See Dominique Hachette de la Fresnaye (1993) "E l Sector Industrial Chileno y  la Apertura Comercial: 1974-1987," 
in Daniel L. Wisecarver (cd.) E l M odelo Económ ico Chileno (2nd. edition, first in 1992); (Santiago: Centro Internacional 
para el Desarrollo Económico, C INDE, &  IE-PU Q .

162 See Meller (1992), pp. 40-49. Sjastaad & Cortés (1981) have argued however that the trade liberalization had a 
minor effect on the level o f industrial employment. See L  Sjastaad & H. Cortés (1981) "Protección y  Empleo," Cuadernos 
de Economía No. 54/55, August 1981:317-360 (cited by Meller).
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6.42.2. Export Promotion

One key objective of the government’s economic policy was the expansion and 

diversification o f exports. The Chilean economy had been traditionally characterized by an 

increasing reliance on a narrow basket o f  export goods, with copper becoming the main 

export product during the 1950s and 1960s, with a share in total exports o f 69.8% during the 

1950-1970 period, with a maximum of 86.1% in 1969 (see C h art 63 ).1“

Chart 6.3— Share of Copper Exports in Total Exports, 1951-1973.
Evolution of the share of Copper Exports In Chita's Total Exports, 

1951-1973 (ln V.)

1951 1953 1955 1957 1959 1961 1963 1965 1967 1969 1971 1973

Yaar

Source: IM F ’s International Financial Sta tistics Yearbook (various issues.)

However, the contribution o f export activity to total income was rather low, 

averaging 12.1% o f  GDP during the 1950-1970 period (see C h art 6.4). As was dealt with in 

C hapter Five, the protectionist policies adopted during that period as well as the emphasis 

placed on industrialization oriented to the internal market did not only not favor export 

activities but actually discouraged them. This was because o f (a) the disincentives for 

agricultural production; (b) the multiple exchange rate system and the overvalued domestic 

currency, which made potential exports uncompetitive or unprofitable in the foreign 

markets; (c) the high tariffs and trade restrictions on imports which determined that 

engaging in substitutive production for the internal market was a very profitable activity; 163

163 During the 1960s, the share of copper in total exports averaged 75.6%.
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and (d) the permanent instability of government policy.“4 Although domestic manufactures 

were several times more expensive than the imported ones,145 the high level of effective 

protection enjoyed by Chilean firms prevented imports. As a consequence, domestic 

consumers had no choice and constituted a captive market from which the industrial- 

capitalists o f the import substitutive sector were able to capture rents (see Chapter Five, 

Section 5.4.1.).

The two attempts made during the 1950-70 period to lower the high level o f 

protection faced strong opposition from both industrial producers and trade unions, which 

developed an effective campaign against foreign-produced manufactures. These attempts 

also faced the fiscal and balance-of-payments constraints, such as the shortage of foreign 

currency in an economy with permanent macroeconomic instability and fiscal deficits and 

with a productive sector ill-prepared to respond quickly to export opportunities in the short- 

run so as to compensate for the rapid increase in imports. All of this determined thus that the 

opening efforts were accompanied by a deterioration of the current-account deficit.1*4

C hart 6.4— Evolution of Exports as percentage of Chile’s GDP, 1950-1995 (In */•)._____  * 165
Exports as %  of GDP, 1950-95

§ 2 2 2 2 2 2 2 i i £ £ £ S S i 2 2 2 i I 2 i
V*»r

Source: IM F, International Financial Statistics Yearbook (various issues.) See Appendix B, Table B2.

144 See Ossa (1993). See also Chapter Five.

165 See Collier and Safer (1996), pp. 271-272

See French-Davis (1973), pp. 67-116, and also 23-64. See also Ossa (1993).
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Export activity has experienced rapid growth since 1974, becoming one o f the more 

dynamic activities within the new policy regime.147 * In fact, as is widely recognized today, 

trade liberalization seems the main (although not the unique) policy-instrument to promote 

exports. Chile’s export activities were directly favored by the lowering o f tariffs and the 

reduction o f the discrimination among sectors, including the end o f the previous 

prohibitions and quantitative limits imposed on some exports, and by the unification of the 

exchange rate and the adoption o f  a more ‘realist* parity o f  the domestic currency (see 

Section 6.4.2.3. below). These measures had the effect o f  introducing more neutral 

incentives to produce either for the internal market or for export. In particular, some 

products and economic activities for which Chile had relative comparative advantages in the 

international market but which had however been traditionally hampered by the former 

foreign trade policies and sectoral discriminations, soon experienced a dynamic expansion 

after the shift in foreign trade policy (e.g., fishing and sea products). The end o f the threats 

to property rights and price-controls also contributed to the development o f dynamic 

agriculture and forestry production, which had been almost paralyzed by the fears of 

expropriation prevailing during the 1960s and early 1970s. Thus, the expansion o f exports 

also rapidly reduced the predominance o f  copper in exports (see Charts 6.5, 6.6 and 6.7), 

which fell from 83.3% in 1973 to 66.7% only one year later (see Table 6.17 below). The 

share o f copper exports within total exports declined consistently. Thereafter, during the 

1975-90 period, copper exports represented an average o f 48.4% o f Chile’s total exports, 

which contrasts sharply with almost 70% in the 1951-70 period.

From 1974, exports grew at a fast rate, increasing their share in GDP (see Chart 

6.6), and, at the same time, non-traditional exports increased their share in total exports, thus 

reducing copper’s share.149 In fact, the rapid expansion in the share o f exports in GDP is 

mostly explained by  the notable expansion o f  non-mining exports (see C harts 6.5 and 6.6).

147 See Carlo Pietrobelli (1993) "E l Proceso de Diversificación de Exportaciones en Chile," in C EPA L  (EC LA C ) Las
Transformaciones de la Producción en Chile: Cuatro Ensayos de Interpretación (Santiago de Chile: Economic 
Commission for Latín America and The Caribbean, Serie Estudios e Informes de la CEPAL, No. 84). See also Sheila 
Am in Gutiérrez de Pifieres, and Michael FeTTantino (1997) "Export Diversification and Structural Dynamics in the Growth 
Process: The Case of Chile," Journal o f Development Economics, VoL 52:375*391.

,6S See Pietrobelli (1993).
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C hart 6.5— Share o f Copper Exports in the vaine of Total Exports, 1951-90 (In %).

eoo

Share of Copper Exports In Chile's Total Exports, 1951-90.
(in %)

19»

Ullhlil
M  N  a

Y « r

Source: International Monetary Fund, International Financial Statistics Yearbook (various issues.) The Chart ends at 
1990 since in that year the IM F  discontinued the publication of the value of copper exports, maybe due to the reduction in 
their relative importance in Chile’s total exports.

C hart 6.6— Export Growth and Diversification, 1951-1990 (share in GDP).

Share o f Copper and Non<copper Exports as % of GOP, 1951*90

40.0

35.0

30.0

25.0

Non-Copper Exports/GDP 

Copper Exports/GDP

Source: International Monetary Fund, International Financial Statistics Yearbook (various issues).
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Table 6.17— Share of Copper Exports in Chile’s Total Exports (%).

YEAR -

^ •l^ 'C p p p e r-^ r . Share of Copper Exports^ 
: - in  Total E xports'

^ ¿ fM m io n U S n ........ V :  .

1951 370 167 45.1
1952 453 280 61.8
1953 408 241 59.1
1954 398 241 60.6
1955 472 334 70.8
1956 542 401 74.0
1957 455 301 66.2
1958 386 243 63.0
1959 495 339 68.5
1960 488 344 70.5
1961 506 337 66.6
1962 530 367 69.2
1963 522 378 72.4
1964 592 440 74.3
1965 637 501 78.6
1966 817 . 689 84.3
1967 847 651 76.9
1968 858 684 79.7
1969 1,075 926 86.1
1970 1,249 840 67.3
1971 997 701 70.3
1972 855 631 73.8
1973 1,231 1,026 83.3
1974 2,481 1,654 66.7
1975 1,552 890 57.3
1976 2,083 1,247 59.9
1977 2,190 1,187 54.2
1978 2,478 1,271 51.3
1979 3,894 1,899 48.8
1980 4,705 2,153 45.8
1981 3,837 1,715 44.7
1982 3,706 1,731 46.7
1983 3,831 1,836 47.9
1984 3,651 1,587 43.5
1985 3,804 1,761 46.3
1986 4,191 1,771 42.3
1987 5,224 2,101 40.2
1988 7,052 3,475 49.3
1989 8,080 4,066 50.3
1990 8,373 3,913 46.7

Source: International Monetary Fund, International Financial S ta tistics Yearbook (various
issues.) Value o f copper exports for 1990 from Meller (1992) p. 38.

The expansion in exports was also due to another important measures. For the 

strategy o f  opening the economy to have a chance o f  being successful it is necessary that 

economic agents perceive that it will be maintained. Only in this way will they be willing to

3 7 2
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carry out their investments according to the new incentive structure.1"  It is necessary that 

the whole set o f  government economic policies inspire credibility in the stability o f the 

policies. A realistic, single and non-discriminatory exchange rate contributes to enhancing 

the credibility o f  the neutrality of state policies regarding foreign trade. A balanced public 

sector, a stable and efficient tax system, and disciplined spending behavior on the part o f the 

government and public agencies not only contribute to macroeconomic stability but also 

reduce private agents’ expectations o f  potential opportunistic behavior on the part o f the 

state in order to capture revenue by changing policy rules and imposing taxes and tariffs in 

order to sort out fiscal imbalances or balance of payments difficulties. By the same token, 

the fact that taxation on foreign trade is carried out according to a single across-the-board 

tariff and uniform rules, makes government behavior more easy to monitor, allowing private 

agents to detect quickly potential policy deviations, favoritism, discriminatory treatment, 

and cheating. The very fact that the economy is open and capital movements are free from 

central state control provides private agents with an ‘exit’-option,169 170 which allows them to 

avoid opportunistic measures on the part o f the political authority by moving their resources 

abroad, thus ‘punishing* policy deviations. Therefore, the fact that government is limited in 

its capacities to act in a discretionary and/or discriminatory fashion, and that such behaviors 

would face a prompt and costly response (capital flights, price increases, interest rates hikes, 

financial rushes, reduced savings and the postponement of investments, etc.) enhances the 

importance of credibility in government policies, discouraging policy opportunism and thus 

contributing to lowering uncertainty among private agents. Without such conditions, the 

prevailing uncertainty would prevent the development o f a dynamic export sector.

In this sense, the Tax Reform introduced in 1975 (see Section 6.43.2. below) 

contributed to enhancing the credibility in the stability of the rules faced by exporters by 

making it possible for the state to attain a high enough and quite stable tax revenue so as to 

show a balanced budget, thus lowering the expectations on both inflationary pressures and 

opportunistic measures on the part of the state to deal with balance of payment problems and

169 See Ossa (1993), p. 364.

170 See Albert O. Hirschman (1970) Exit, Voice and Loyalty; Responses to  D ecline in Firms, O rganizations, and  
States, Cambridge, Ma.: Harvard University Press; and Joseph E. Stiglitz (1989) The Economic Role o f  the State, Oxford, 
UK: Basil Blackwell. See also Chapter Four.
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fiscal crises. However, during the early implementation o f  the trade liberalization process, 

exporters did face a relatively high level o f uncertainty. Also, whereas the expansion of 

exports has high social returns, it involves relatively high potential private costs for 

entrepreneurs entering into such activities. To overcome such limiting factors, the state 

adopted some important measures aimed at supporting the expansion of export activities, 

measures that did not however discriminate among economic sectors nor target particular 

industries or activities. In fact, the state policy bias in favor o f exports did not discriminate 

among products or producers; its commitment was from the beginning to increase and 

diversify Chile’s exports, as well as to diversify the external markets for domestic 

production.

-In November 1974, the government created the Instituto de Promoción de 

Exportaciones, PROCHILE (Institute o f  Export Promotion), which acted as an autonomous 

institution until 1979, when the Dirección General de Relaciones Económicas (General 

Directorate o f Economic Relations) was created within the Ministry o f Foreign Affairs to act 

in coordination with the Finance Ministry, PROCHILE being thereafter attached to that 

bureau. PROCHILE was devoted to promoting free trade in international— bilateral and 

multilateral— forums, and to providing institutional support to domestic exporters, without 

preferring any particular sector or activity.171

Other measures to support the expansion o f  export activities were the 

implementation o f  an expedite ‘draw-back’ mechanism which allowed exporters to recover 

part o f the taxes paid; the return o f  the VAT disbursed in acquiring goods and services 

directly related to their export activities; tax-free stamps; delayed tax payments for 

purchasing capital goods; a guarantee-fund and a credit line for exporters provided by the 

World Bank;172 and the creation o f a voluntary quality-certification mechanism, carried out

171 PRO C H ILE  activities include assistance for small and medium exporters in dealing with bureaucratic inefficiencies 
and overcoming administrative difficulties; subsidies for exporters for business-travels abroad in order to gather 
information and discover new markets; the creation of a data-bank for exporters with foreign markets information 
regarding demand and international competitors; contributions to finance the printing of product promotion brochures, 
relying on Chile 's diplomatic offices for its distribution abroad; the operation o f specific technical committees to deal with 
sectoral problems; the coordination between exporters and the representatives o f the Chilean government abroad to open 
new markets; and the development o f some experimental projects of potential exports, which, in the case of being 
successful, are transferred to private entrepreneurs. See Ossa (1993), pp. 379-381; and Pietrobelli (1993), pp. 328-338.

172 See Pietrobelli (1993), pp. 313-319.
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by either public and/or private agencies. Finally, several measures aimed at reducing 

transport costs were implemented, such as a plan for modernizing Chile’s ports, improving 

their efficiency. These measures included the elimination o f the state monopoly on such 

activities; a vast deregulation o f merchant maritime activity, the abolition o f limitations for 

foreigners and private agents, the removal of several barriers for competition; and other 

measures aimed at increasing competition and the participation of private agents in the 

whole transport sector.173

The results o f the pro-export policy are remarkable.174 The contribution o f export 

activities doubled its share in GDP, increasing from an average share o f 12.1% o f  GDP 

during the 1950-70 period, to an average share o f 26.7% during the 1975-95 period (see 

Table 6.18). Export activity experienced a sustained diversification in both its content and 

the markets to which Chile export its products.175 As was mentioned, copper reduced its 

share on exports in the measure that new and diversified products engaged in export 

activities (see C harts 6.7 and 6.8). Agriculture, forestry, fishery, and other mining activities 

experienced a rapid development. Most remarkably, the expansion o f exports was 

accompanied by a rapid development of a vast array o f products, producers, and 

entrepreneurs o f medium and small size, who quickly responded to the vast opportunities, 

incentives, and low entry-barriers arising from the new policy regime for engaging into 

export activities.

Today, among the six largest Latin American economies, Chile constitutes the 

country with the greater degree of “Openness”, defined as the share of exports plus imports 

in GDP, being followed by Venezuela (see Table 6.19). However, one important difference 

is given by the fact that whereas almost the 85% of Venezuela’s export are constituted by 10 

leading products, in the case o f Chile, the share o f the 10 leading export products in total 

exports is lower than 60%. Indeed, according to ECLAC’s figures, the share o f Chile’s ten 

leading export products in total exports fell from 89.9% they represented in 1970 to 59.8%

173 See Ossa (1993), pp. 371-384. See also Pietrobelli (1993), pp. 328-338.

174 Pietrobelli (1993); Amin Gutiérrez de Piñeres and Fenantino (1997).

175 Pietrobelli (1993), p. 277; Amin Gutiérrez de Piñeres and Ferrantino (1997).
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in 1994, reflecting the notable diversification experienced by the export sector (see Table

6.20).

Table 6.18— Composition of Exports 1951-90 (in %  of GDP)
• Composition of C h U e ^ E ^ r b g ;^  :

Percentages o f G D P* ‘ ~ - 1 . ‘  ̂ Share of Copper'
•*ttnTbtai Exporte f%VYEAR TOTALr Conner ^ Non-Cobber

1951 12.4 5.6 6.8 45.1
1952 12.5 7.7 4.8 61.8
1953 8.8 5.2 3.6 59.1
1954 7.5 4.5 2.9 60.6
1955 9.3 6.6 2.7 70.8
1956 11.5 8.5 3.0 74.0
1957 12.1 8.0 4.1 66.2
1958 9.9 6.3 3.7 63.0
1959 12.8 8.8 4.0 68.5
1960 11.7 8.2 3.5 70.5
1961 12.1 8.0 4.0 66.6
1962 11.7 8.1 3.6 69.2
1963 12.7 9.2 3.5 72.4
1964 12.2 9.1 3.1 74.3
1965 13.6 10.7 2.9 78.6
1966 11.4 9.6 1.8 84.3
1967 14.5 11.1 3.3 76.9
1968 14.1 11.2 2.9 79.7
1969 16.7 14.4 2.3 86.1
1970 14.8 10.0 4.9 67.3
1971 10.9 7.7 3.2 70.3
1972 9.6 7.1 2.5 73.8
1973 12.0 10.0 2.0 83.3
1974 20.4 13.6 6.8 66.7
1975 25.5 14.6 10.9 57.3
1976 25.1 15.0 10.1 59.9
1977 20.6 11.2 9.4 54.2
1978 20.6 10.6 10.0 51.3
1979 23.3 11.3 11.9 48.8
1980 22.8 10.4 12.4 45.8
1981 16.4 7.3 9.1 44.7
1982 19.4 9.0 10.3 46.7
1983 24.0 11.5 12.5 47.9
1984 24.3 10.5 13.7 43.5
1985 28.1 13.0 15.1 46.3
1986 29.1 12.3 16.8 42.3
1987 30.3 12.2 18.1 40.2
1988 34.6 17.0 17.5 49.3
1989 35.1 17.6 17.4 50.3
1990 34.5 16.1 18.4 46.7

Averages;
1951-90 17.7 10.2 7.5 61.6

1951-70 12.1 HS 3.6 69.7
1975-90 25.8 12JS 13.4 48.4

Source.* IMF’s Internationa! Financial Statistics Yearbook (various issues.)
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T able 6.19—Openness (share of Export* Imports in GDP)
OPENESS (Share of Imports + Exports In GDP, In %).

1970 1980 1985 1990 1994
A R G 16.2 19.8 19.0 22.4 27.0
B R A 21.5 20.4 20.2 22.4 32.1
C H I 32.2 50.3 43.2 55.4 62.1
C O L 33.5 33.2 27.0 31.1 43.7
MEX 20.5 26.5 28.2 39.1 48.1
VEN 80.3 57.0 48.1 50.9 54.1

Source: EC LA C  (1996) Statistical Yearbook fo r Latin America and The 
Caribbean - 1995, Santiago de Chile: ECLAC  (CEPAL).

Table 6.21 depicts the evolution o f the composition o f Chile’s exports by sector. 

The following two charts (Charts 6.7 and 6.8) illustrate the growth and sectoral 

diversification experienced by Chile’s exports during the 1970-1990 period.

Table 6.20—Share of the 10 leading export products in total exports (in */•)
. . . .  • - 1970 1980 1985 1990 1994 :

CHILE 89.9 70.0 70.6 67.5 59.8
VENEZUELA 98.8 98.3 91.4 88.3 84.9

Source: E C L A C  (1996) Statistical Yearbook fo r Latin America and The Caribbean ¡995.

Chart 6.7—E xport Diversification, 1970-1990.

9,000.0

6,000.0

Growth and Diversification of Chile's Exports, 1970-90. 
(in millions of US Dollars of each year)

Ytv

Source: Elaborated on Meller's figures. See Patricio Meller (1992) "La Apertura Comercial Chilena: Lecciones de 
Política," Colección Estudios CIEPLAN% No. 35, September 1992, pp. 37-38, Table No. 10 (see Table 6.21 below).
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Table 6.21— Composition of Chile’s Exports by Economic Sectors, 1970-90. 
(Million of US Dollars & % regarding the total exports of each year)

YEAR C op pe r
N on-copper

m in ino
F ish in g  an d  
se a  p roducts

Forestry  an d  
derivated product«

Agricu ltu re
p roducts Other T o ta l

1 9 7 0 8 3 9 .8 1 1 0 .6 1.4 10 .2 30 .1 1 19 .6 1 ,1 1 1 .7
7 5 .5 9.0 O.f 0 .9 2 .7 10 .6 fOO.O

1971 7 0 1 .8 1 1 1 .4 1.2 6 .2 2 7 .0 1 12 .6 9 6 2 .2
7 2 .9 1 1 .6 0.1 0 .9 2.8 1 1 .7 fOO.O

1 9 7 2 6 5 7 .6 7 6 .9 1.3 6 .6 1 6 .3 7 7 .5 8 3 6 .2
70.8 0.2 0.2 0.0 f .0 9.3 fOO.O

1 9 7 3 1 ,0 2 5 .6 1 0 7 .0 13.8 1 6 6 .3 1 1 1 .0 2 9 3 .7 2 ,0 8 2 .6
4 9 .2 5.1 0.7 0.0 5.3 14.1 100.0

1 9 7 4 1 ,6 3 5 .5 1 5 3 .4 3 5 .7 1 3 1 .0 4 7 .3 1 49 .6 2 ,1 5 2 .5
75.0 7.1 1 .7 6 .1 2.2 7.0 fOO.O

1 9 7 5 8 9 0 .4 1 8 5 .0 3 5 .0 1 2 5 .6 7 6 .4 2 3 9 .7 1 ,552 .1
5 7 .4 1 1 .9 2.3 0.f 4 .9 15 .4 fOO.O

1 9 7 6 1 ,2 4 6 .5 197 .1 6 8 .0 1 6 6 .3 1 1 1 .0 2 9 3 .7 2 ,0 8 2 .6
5 9 .9 0.5 3.3 0.0 5.3 14.1 fOO.O

1 9 7 7 1 ,1 8 7 .4 2 1 5 .8 9 5 .0 2 0 6 .0 1 4 9 .8 3 3 6 .3 2 .1 9 0 .3
54.2 9 .9 4.3 0.4 8.0 f 5.4 fOO.O

1 9 7 8 1 ,2 7 1 .4 2 2 0 .8 1 21 .4 2 5 5 .9 1 8 5 .5 4 2 2 .7 2 ,4 7 7 .7
5 1 .3 0.0 4.0 1 0 .3 7.5 17.1 fOO.O

1 9 7 9 1 ,899 .1 4 8 5 .6 1 9 2 .5 4 1 0 .4 2 2 1 . 3 6 8 5 .3 3 ,8 9 4 .2
48.0 T2.5 4.0 Y0.5 5.7 17 .6 fOO.O

1 9 8 0 2 ,1 5 2 .5 6 1 9 .4 2 9 0 .8 5 9 1 .3 2 8 1 . 2 7 3 5 .5 4 ,6 7 0 .7
4 6 .1 13 .3 0.2 1 2 .7 6.0 1 5 .7 fOO.O

1981 1 ,7 1 4 .9 5 9 1 .6 2 6 8 .2 4 1 9 .6 2 9 7 .1 6 5 9 .9 3 ,9 5 1 .5
43.4 f 5.0 8.0 1 0 .6 7.5 f 0.7 fOO.O

1 9 8 2 1 ,7 3 1 .5 4 2 4 .4 3 17 .1 3 44 .1 3 1 1 . 6 5 8 0 .8 3 .7 0 9 .5
40.7 11 .4 0.5 9 .3 0.4 T5.7 fOO.O

1 9 8 3 1 ,8 3 5 .7 4 6 0 .9 3 5 2 .3 3 2 6 .7 2 8 0 .1 5 7 9 .8 3 ,8 3 5 .5
47.0 1 2 .0 0.2 0.5 7.3 15.1 fOO.O

1 9 8 4 1 ,5 8 6 .6 3 9 5 .9 3 2 7 .5 3 7 7 .4 3 7 4 .7 5 95 .1 3 ,6 5 7 .2
43.4 ƒ 0,0 0.0 1 0 .3 1 0 .2 16 .3 fOO.O

1 9 8 5 1 ,7 6 0 .7 5 6 6 .8 3 3 8 .2 3 1 3 .6 4 5 1 . 7 3 9 1 .9 3 ,8 2 2 .9
4 6 .1 14.0 0.0 8 .2 1 1 .6 Í0.3 fOO.O

1 9 8 6 1 ,7 7 1 .0 5 4 5 .2 4 12 .1 3 7 2 .0 5 9 4 .8 5 2 7 .3 4 ,2 2 2 .4
4 1 .9 1 2 .9 0.0 0.8 ƒ 4. f f 2.5 fOO.O

1 9 8 7 2 ,1 0 0 .5 6 4 5 .2 4 9 8 .8 5 8 7 .4 6 5 9 .3 6 1 0 .7 5 ,1 0 1 .9
4 1 .2 1 2 .6 0.0 T 1.5 1 2 .9 ƒ 2.0 fOO.O

1 9 8 8 3 ,3 7 5 .3 7 2 4 .8 6 6 0 .7 736 .1 7 3 9 .5 8 1 1 .9 7 ,0 4 8 .3
47.0 1 0 .3 9 .4 1 0 .4 1 0 .5 i f . 5 1 0 0 .0

1 9 8 9 4 ,0 6 4 .5 7 93 .1 7 3 5 .0 7 8 9 .4 7 7 7 .6 1 ,033 .1 8 ,1 9 2 .7
40.8 9 .7 9 .0 0.0 0.5 12 .6 fOO.O

1 9 9 0 3 ,9 1 3 .4 6 3 4 .0 8 6 9 .3 9 6 1 .9 2 . 0 0 1 . 7 n.a. 8 ,5 8 0 .3
45.6 0.7 10.1 1 1 .2 2 3 .3 n.a. fOO.O

Source: Patricio M cller (1992) "La Apertura Comercial Chilena: Lecciones de Política," Colección Estudios 
CIE PLAN, No. 35, September 1992, pp. 37-38, Table No. 10.

Finally, C h a rt 6.8 shows the evolution experienced by the degree o f “openness” o f 

the Chilean economy during the period 1955-1995. It allows one to see that the country 

remained relatively closed during the whole 1955-1973 period and experienced a rapid 

expansion o f  foreign trade from 1974.
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Chart 6.8—Openness, 1955-1995 (Share of Exports + Imports In GDP, in %). 

Openness: Imports + Exports as % of GDP, 1955-1995

Year

Source: International Monetary Fund, International Financial Statistics Yearbook (various issues.)

6.4.2.3, Exchange-Rate Policy

Exchange-rate policy experienced several changes, including the adoption of the so- 

called Hablita* (pre-announccd periodic mini-devaluations o f the domestic currency), a 

‘crawling peg* regime from 1978 to 1979, the adoption o f a fixed parity with the US Dollar 

(1979-1982), nominal devaluations with a brief period in which the exchange rate was 

allowed to float, a so called ‘dirty-float* with a basket o f  foreign currencies, and 

programmed devaluations.176 Despite these changes and the serious failures of some of these 

exchange-rate policies, particularly the devaluation o f  the fixed-exchange rate policy 

adopted in June 1979 and maintained until June 1982 (which contributed to worsening the 

effect o f the crisis derived from the increase of international interest rates and the world 

recession on the domestic economy, resulting in the worst fall experienced by GDP since the

176 See Vittorio Corbo and Stanley Fischer (1994) "Lessons From the Chilean Stabilization and Recovery,” in Barry P. 
Bosworth, Rüdiger Dornbusch and Raúl Labán (eds.) The Chilean Economy - Policy Lessons and Challenges 
(Washington, DC: The Brookings Institution): 29-80; and Rüdiger Dombusch and Sebastián Edwards (1994) "Exchange 
Rate Policy and Trade Strategy," in the same volume (Bosworth, Dornbusch and Labán (eds.) (1994): 81-115).
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Great Recession),177 what is important to emphasize here are two main characteristics that 

have accompanied all exchange-rate regimes since 1975: the adoption of a single, unified 

exchange rate, and the efforts to maintain a relatively high or realistic real exchange rate.17* 

In fact, these two features contrast sharply with the exchange rate policies adopted during 

the period 1950-1973, when, over most o f  the period, the exchange rate policy tended both 

to be based on a m ultiple exchange rate scheme, with different parities for the domestic 

currency discriminating among sectors and foreign trade operations, and on maintaining a 

permanent overvalued real currency, hampering exports and increasing the import content o f  

output growth (see C hapter Five, Section 5.4.1.), thus introducing large distortions in the 

national economy.179 These two features (a single exchange rate and the tendency toward a 

more realistic or undervalued real currency or high real exchange rate) had important effects 

on the economy due to the change in the incentive structure faced by economic agents.

To begin with, the depreciation o f the domestic currency (more pesos per dollar) 

drastically changed incentives in favor o f export-oriented activities, initiating a process o f  

export-led growth.1*0 Under a high exchange rate, export became a profitable activity, 

encouraging individuals and firms to engage in export-oriented productive activities. In the 

previous section it was described the other policies which supported the expansion o f  

exports. Since 1973 the exchange rate experienced a real increase, which resulted in a rapid 

expansion o f exports, particularly during 1974 and 1975. Then the exchange rate tended to

177 See Edwards and Edwards (1991), pp. 35*40, and 53-92; Corbo and Fischer (1994); and Dombusch and Edwards 
(1994). It has been widely acknowledged that one o f the main inconsistencies o f using the exchange rate as a nominal 
anchor for disinflation was that it was accompanied by a full wage-indexation to past inflation, in a context where annua] 
inflation rates averaged 3 0 %  and there were persistent inflationary expectations among economic agents. The laxness o f 
the exchange controls and the regulations on financial flows and banking credit and ownership concentration, the 
liberalization o f the capital account and the incentives for borrowing and increasing imports, and the real appreciation o f 
the currency that squeezed exports were all factors that also contributed to the collapse. See also Andrés Solimano (1996) 
"Economic Growth under Alternative Development Strategies: Latin America from the 1940s to the 1990s," in Andrés 
Solimano (ed.) Road M aps to Prosperity - Essays on Growth and Development, (forthcoming)  (?: University of Michigan
Press).

179 See Edwards and Edwards (1991), p. 33.

179 See Kaldor (1956) “Economic Problems o f Chile,“ pp. 234-235; Ricardo Ffrench-Davis (1973) Politicos 
Económicas en Chile 1952-1970, Santiago de Chile: CEPLAN , Ediciones Nueva Universidad; Muñoz Gomá (1986), pp. 
111, and 116; Marshall Rivera (1984), pp. 43-44; Metier (1990); Meller (1992), p. 11; Ossa (1993); and Juan Eduardo 
Coeymans and Yair Mundlack (1993) Sectoral Growth in Chile: 1962-32, Washington DC: International Food Policy 
Research Institute, pp. 98-103.

190 Corbo and Fischer (1994), pp. 41-42. Sec also Ossa (1993), pp. 368-371. and 375-379;and Rachel A. Schunnan 
(1996) "Chile 's New Entrepreneurs and the 'Economic Miracle': The Invisible Hand or a Hand from the State?," Studies in  
Comparative International Development, Vol. 31, No. 2 (Summer 1996), p. 95.
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decline, although it remained above the levels prevailing before 1973. During the years 

1979-81, due to the peg of the peso to the dollar, in circumstances where the US experienced 

increasing inflation and inflationary pressures persisted in the national economy aggravated 

by the 100% indexation o f wages to past inflation, the real exchange rate tended to fall, 

deteriorating the conditions for exporters. Since 1982, the domestic currency experienced a 

sustained depreciation (see C hart 6.9), thus constituting a strong incentive for the rapid 

expansion observed by the export sector, thus contributing to the high and sustained growth 

rates attained since 1983.

C hart 6.9—Real Exchange Rate, 1960-92.____________________________________
Real E x c h a n g e  Rate, 1960*1992 

(Index 1977*100)

Year

Source: Vittorio Corbo and Stanley Fischer (1994) "Lessons From the Chilean Stabilization and Recovery," in 
Barry P. Bosworth, Rüdiger Dornbusch and Raul Labàn (eds.) The Chilean Economy - Policy Lessons and 
Challenges (Washington, DC: The Brookings Institution), pp. 32*33.

On the other hand, the fact that there is a single, across-the-board, exchange rate 

generates ‘neutral* incentives for economic agents* decisions regarding the sectors towards 

which they might direct their investments and entrepreneurial efforts. Comparative and 

competitive advantages and other characteristics o f both the national and the international 

economy will determine where the most profitable activities may be found, rather than the 

state’s decisions on the relative value o f each single rate within a multiple exchange-rate 

scheme. In fact, under a multiple exchange rate system, the relative returns arising from 

different activities and sectors depends decisively on the particular exchange rate affecting
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it, which is decided by the political authority. Since government and/or other administrative 

institutions have discretionary authority to determine and modify over time the relative 

parity o f the various exchange rates, there will be both a permanent uncertainty regarding 

future policy and the fate attached to a particular sector or activity and, also, strong 

incentives to attempt to exert influence on such authority or authorities for obtaining a 

favorable exchange rate on the part o f  the respective agents involved in each particular 

activity or economic sector.

6.4.3. Fiscal an d  M onetary Policy

The main objective o f fiscal and monetary policy within the new policy regime was 

the attainment o f  a balanced budget as a way to contribute to macro-economic stability, seen 

as a precondition for encouraging private investment and sustained economic growth.1*1 The 

key elements o f  this approach were the reduction and rationalization o f the role o f  the state 

and public expenditure, a tight control on the money supply, and the improvement o f the 

efficiency of tax collection. Public services and state owned enterprises were forced to 

rationalize their activities, reduce costs and improve efficiency in order to self-finance their 

operations and even to show surpluses. Several activities traditionally carried out by the 

public sector were either privatized or the participation o f  the private sector in their 

provision was allowed. Public enterprises were forbidden to contract credits or engage in 

new investment projects. The Central Bank was forbidden to provide credit to public 

agencies. Most subsidies, tax-exemptions, and programs o f support for domestic producers, 

as well as the preferential credit lines that had traditionally benefited some economic sectors 

were eliminated. Public investment, particularly in housing, suffered a drastic reduction. The 

tax system was completely reformed, broadening the tax base, simplifying its operation, and 

eliminating the multiple exemptions, special regimes, favorable treatments for some sectors 

and other discriminations which had created opportunities for tax evasion.

,B1 Sec de Castro et al. (1992), pp. 91-102.
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According to the economists and policy-makers o f the Pinochet government, strict 

fiscal and monetary discipline and ordered and austere spending behavior from a reduced 

public sector would make it possible to bring down inflation and stabilize the economy. 

Pinochet’s policy-makers saw the large size attained by the state not only as the underlying 

factor behind inflation but also a factor limiting economic freedom and hampering the 

development of entrepreneurial capacity, thus constituting one o f the main causes of the lack 

o f dynamism of the Chilean economy.1“  Accordingly, the reduction of the size and scope of 

the state in the economy became a key component of a strategy aimed at enlarging the room 

granted to private entrepreneurship as a way for making possible more accelerated economic 

expansion and the creation of new sources o f productive employment.

6.4.3.1. Public Expenditures

Although public expenditures grew at a relatively fast rate during the 1950s and 

1960s (6.6% per year in real terms), faster than the growth of production (see Chapter Five, 

Section 5.4.2.1.), government spending experienced a drastic acceleration during President 

Allende’s administration, doubling from 19.1% of GDP in 1970 to 41.8% in 1972, the 

highest level in Chilean history. Since this was not matched by a equivalent increase in 

revenues, the public deficit soared, from 10.5% of total expenditures in 1970 (1.8% o f  GDP) 

to 30.6% o f  expenditures in 1972 (12.8% o f  GDP). In 1973, when the military sized power, 

government expenditure represented 34.8% of GDP, and the budget deficit amounted to 

7.3% of GDP (21% o f  total expenditure) (see Table 6.23 below, and the Table B6 in the 

Appendix B).

For the military government, the attainment o f a balanced budget became a policy 

objective from the beginning. However, as was described above, during the first two years 

public expenditure remained practically at the same level as in 1973, and the main effort was 

addressed towards improving the collection of revenue. By the beginning o f 1975, the 

expansion o f public expenditure and government consumption seemed to be one of the main 182

182 See de Castro et al. (1992). See also Vergara (19SS); and Juan Andrés Fontaine (1993).
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factors behind the persistent inflationary pressures affecting the economy.183 The ‘shock 

therapy" involved a drastic effort to reduce public expenditure and consumption in order to 

curb inflation.184

In 1975, the government made the rationalization and reduction of the public sector a 

priority,185 186 * as part o f the ‘structural’ measures aimed at balancing the budget, overcoming 

the crisis o f the balance of payments and bringing down inflation. Moreover, it constituted a 

key step towards the long-term objective o f  reducing the importance o f  the state in the 

economy, thus enlarging the room for private entrepreneurship and foreign investment.

The main measures aimed at reducing expenditure and government consumption 

were (a) an across-the-board cut in the budget o f all ministries, agencies, public services and 

enterprises; (b) the centralization of the budgetary process in the Finance Ministry, which 

was to decide on all items of expenditure and investment; (c) a centralized assessment of all 

the investment projects of the public sector according to an analysis of costs vis-à-vis their 

expected social and economic returns; (d) a program aimed at reducing the costs o f all 

public agencies and enterprises, including a reduction in the number o f  employees, the 

rationalization o f  most functions, and increases in the tariffs charged by public utilities, 

constraining public firms to self-finance their operation and even to show surpluses; (e) a 

drastic cut in the subsidies, development promotion programs, special credit lines, and other 

transfers enjoyed by the private sector; (f) the privatization o f several state owned 

enterprises, assets, and public services; (g) a rationalization o f  the structure o f  social 

expenditures, reducing transfers to the high- and middle-classes, focusing government’s 

efforts on the poorest groups; and (h) a major reform o f  the social security system, 

rationalizing it and transferring to the private sector the management of the pension funds.188

183 Scc Lagos (1993) "Estabilización en Chile 1975-1980," p. 527-537.

184 See Edwards and Edwards (1991), pp. 27-52.
185 See Corbo and Fischer (1994).
186 See Alvaro Bardón M., Camilo Carrasco A. & Alvaro Vial G. (1985) Una década de cambios económicos - La 

experiencia chilena 1973-i 983, Santiago: Editorial Andrés Bello; Mario Marcel & Jaime Andrés Crispí (1991) 
"Administración estatal y finanzas púbticas: la transformación del Estado en Chile," Cuadernos del CLAEH, (Revista
Uruguaya de Ciencias Sociales) No. 58-59: 99-114; Edwards and Edwards (1991); Daniel L. Wisecarver (ed.) (1993) El 
Modelo Económico Chileno, Santiago de Chile: (2nd edition, fxrst in 1992) Centro Internacional para el Desarrollo 
Económico (CINDE) & IE-PUC; Juan Andrés Fontaine (1993) "Transición Económica y Política en Chile: 1970-1990,"
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Many public agencies that had been created by the former administrations through 

the years to carry out special programs in the support of certain sectors or for development 

promotion activities were eliminated. In particular, the agencies created during the 1960s 

and early-1970s for the implementation of the Land Reform program, the management o f 

expropriated land and firms, the control, distribution and commercialization of goods, and 

the administration and monitoring of price controls, were all dismantled, being either 

reallocated or fired their employees. According to Marcel and Crispi, between 1973 and 

1976 the total number o f public employees was reduced by almost 270,000., r  According to 

official figures, the number of central government employees—excluding those of public 

enterprises—was reduced from 308,000 in 1973 to 126,000 in 1983, a reduction of 60% (see 

Table 6.22).’“

Table 6.22—Central Government Employees, 1970-83.
(personnel o f Secretariat o f Government and Ministries)

— '  ’ ! *
Central Government Employees ;

tSs^Ar****» * ' * - (thousands)
1970 196
1973 308
1976 214
1980 172
1982 130
1983 126

Source: Chile*s Central Bank. Taken from Sardón, Carrasco, & Vial (1985) 
Una década de cambios económicos - La experiencia chilena 1971-198), 
Santiago de Chile: Editorial Andrés Bello, p. 121.

The reduction of the share of public expenditures in the national economy can be 

seen by comparing its evolution relative to the growth of Gross Domestic Product. During 

the period 1975-1994, government expenditure grew in real terms at an average rate o f 2.5% 

per year, while the rate of growth of GDP was more than two times this figure (5.4% per 

year). This deteimined that government expenditure reduced its share in GDP at an average

E studios Públicos, Vol. 50, Otoño 1993:229-279; Cristiin Lairoulet V. (ed.) (1993) Private Solutions to  Public Problem s 
- The Chilean Experience, Santiago de Chite: Instituto Libertad y Desarrollo (first edition in Spanish in 1991).

187 Marcel &  Crispi (1991), p. 107. According to the figures provided by Edwards and Edwards (1991), the number of 
employees of the state as a whole— that is, including all the personnel of the centralized and decentralized public sector 
but excluding defense— increased from 196,000 persons in I960 to a maximum estimated at 308.000 in 1973. See 
Edwards and Edwards (1991), pp. 145-146. Other sources estimate the total number of public employees by 1973 at 
between 600,000 and 900,000. See Angelo Codevilla (1993) "Is Pinochet the Model?,“ Foreign Affairs, Vot. 72, No. 5, 
November/December, p. 129.

1U Bardón, Carrasco &  Vial (1985), p. 121. See also Edwards and Edwards (1991), pp. 145-146.
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rate of 2.3%-per year, from 34.3% in 1975 to 20.4% in 1994. This reduction was interrupted 

in 1980-1982 (see C hart 6.10) by an important increase in expenditure on Social Security, 

in the wake o f  the deep recession (see C harts 6.12 and 6.13 below). However, most o f  the 

increase observed in the share of public expenditures in GDP was due not to a  real increase 

in absolute terms (actually in real terms public expenditure experienced a fall) but rather to  

the dramatic drop experienced by the product during 1981 and 1982. In fact, public 

expenditures also fell, but at a slower rate than the rest o f  the economy.

C hart 6.10— Public Expenditure as %  of GDP» 1970*1994.__________________________

Share of Government Expenditure In GDP, 1970-1994 (in %).

Source: International Monetary Fund, International Financial Statistics Yearbook (various issues.) See Table 6.23.

Also, government consumption grew at a  slower rate than the economy, in contrast 

to the trend observed in the 1950s and 1960s, reducing its share in GDP from 15.7% in 1975 

to 8.8% in 1995, the lowest share since 1951 (see C hart 6.11 and Table 6.23).lw 189

189
Between 1950 and 1970 government consumption grew at an average rate of 6.1% in real terms, increasing its 

share in G DP from 8.9%  to 12.8% (see Table B 2  in Appendix B). During the Allende government it reached the highest 
historical level, 16.1% o f G DP in 1972 (see Chart 6.11).
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Table 6.23—Governm ent Finances (shares of GDP)
: . ; G en era l :-v.; G e n e r a l ;^

G o v ern m en t G overnm ent;: T o ta l ' ; G overnm ent
Y E A R C onsnm D tion • E xnenditnre R evenue Surolns
1950 8.9 12.2 —

1951 8.5 12.3 — —

1952 9.1 13.6 — —

1953 10.2 13.7 11.0 -2.7
1954 9.7 11.6 10.8 -0.9
1955 10.3 12.4 11.8 -0.6
1956 9.7 13.5 12.2 - U
1957 9.6 14.7 13.3 -1.4
1958 10.4 14.0 12.6 -1.5
1959 10.2 15.1 13.5 -1.6
1960 10.3 16.9 14.2 -2.7
1961 10.8 19.1 17.0 -2.1
1962 10.8 21.1 17.6 -3.5
1963 9.6 18.5 16.2 -2.3
1964 9.5 17.5 15.2 -2.3
1965 10.7 20.7 16.8 -3.8
1966 11.2 20.5 18.6 -1.9
1967 11.2 19.0 18.5 -0.6
1968 11.1 19.2 18.4 -0.8
1969 10.6 18.7 19.1 _______ QA
1970 12.8 19.1 16.3 -2.8
1971 15.3 26.1 18.2 -7.9
1972 16.1 41.8 30.3 -12.8
1973 13.1 34.8 28.4 -7.3
1974 15.7 33.1 27.7 -5.4
1975 15.7 34.3 32.3____ _______ 0J.
1976 14.0 30.1 30.5 1.4
1977 14.6 32.0 30.5 -1.1
1978 14.4 31.8 30.9 - 0.1
1979 14.3 28.7 32.6 4.8
1980 12.5 28.0 32.8 5.4
1981 13.1 29.4 31.5 2.6
1982 15.3 34.1 29.5 - 1.0
1983 14.2 31.9 27.7 -2.6
1984 14.5 32.6 28.9 -3.0
1985 13.4 30.4 28.4 -2.3
1986 12.6 28.3 26.9 -0.9
1987 10.9 26.8 26.6 0.4
1988 10.4 27.4 26.2 -0.2
1989 9.9 20.9 21.4 1.8
1990 9.8 20.3 20.7 0.8
1991 9.5 21.2 22.5 1.5
1992 9.4 20.3 22.5 2.2
1993 9.7 20.8 22.6 1.9
1994 9.3 20.4 22.1 1.6
1995 8.8 — — —

Source: International Monetary Fund, Government Finance Sta tistics Yearbook (various issues).
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C hart 6.11— Governm ent Consumption as %  of GDP, 1970-1995.
Share of Government Consumption In GDP, 1970*1995 (In %).

Year

Source: International Monetary Fund, International F inancial Statistics Yearbook (various issues.) See Table 6.23.

6.4.3.2, The changes in the structure o f  public expenditure

In order to analyze the composition o f Chile’s government expenditure, I use the 

figures provided by the IMF’s Government Finance Statistics ordered according to the 

United Nation’s Classification o f  the Functions o f Government (COFOG),190 which contains 

14 major groups “that may be thought o f  as broad objectives o f govemment”.,9, According 

to the IMF, functional classifications permit trends in government outlays on particular 

functions to be examined.191

190
See IM F ’s G overnm ent Finance Statistics Yearbook (various issues), International Monetary Fund.

191
IM F  (1986) A M anual on Government F inance Statistics, Washington DC: International Monetary Fund, p. 143. 

IM F  (1986), p. 143.
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Regarding the structure o f  government expenditures by functions (see Table C l2 in 

Appendix C), the main changes have been:

[a] A drastic reduction in ‘General Public Services*, which experienced a fall from 

the 16.5% o f total expenditures it represented in 1973 to 3.9% in 1994;

[b] A reduction during most o f the period in expenditures on ‘Economic Affairs and 

Services* (from 23.1% of the total in 1973 to 15.4% in 1994, with an average 

share o f  12.2% in Total Expenditure during the period);

[c] A sharp fall in expenditures on ‘Housing and Community Amenities*, from an 

8.8% share in 1973 to 5.6% in 1994, having experienced a minimum in 1983, 

with a mere 3% of Total expenditures.

[d] The expenditure on Health (8% of the total in 1973) tended to decrease 

progressively until 1988 (5.9%, its lowest level) and to increase quickly 

thereafter, representing 12.2% o f the total government expenditures in 1994.

[e] Both expenditures on Education and Defense remained rather constant in its 

share o f total government expenditures, with average values o f 13.3% and 

11.2% respectively during the 1975-94 period.

[f] Finally, expenditures on ‘Social Security and Welfare*— the single greatest 

component of government expenditures— experienced an accelerated increase 

from 1973. From the 19% of total expenditures it represented in 1973, it 

increased until reaching a maximum in 1983, when it amounted to 42.7% of 

total government expenditures (equivalent to 13.6% o f  GDP), declining slowly 

thereafter, representing 33.3% of the total in 1994 (6.8% of GDP) (see C h art 

6.12 and Tables C9 & C12 in Appendix C). Within this item, the ‘Welfare’ sub

component increased its importance in the total during the years 1980-86 (with a 

maximum share o f 2.5% o f  total expenditures in 1982) and also since 1989 (see 

Table C12 in Appendix C).

There were also important changes within these broad items during the period. For 

example, although Education accounted for a relatively stable share in total government 

expenditure, the expenditure for Higher Education (University) fell dramatically after 1980,
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when the government ended free universitary education and oriented expenditure in 

education towards ‘Pre-Primary, Primary, and Secondary Education* (see Table C12 in 

Appendix C).

It must be noted that this description refers only to the relative share o f each 

aggregate component o f government expenditures in the total. As was explained before, 

public expenditures tended to fall regarding GDP during the period (see C harts 6.12 and 

6.13). This explains for example the fact that although education and defense maintained 

their relative shares in government expenditures during the period, their shares in GDP 

declined (from 4.4 and 3.7 percent o f  GDP respectively in 1973, to 1.8 and 2.8 percent in 

1994 respectively) (see Table C9 in A ppendix C).

A comparison between C harts 6.12 and 6.13 allows one to see that government 

expenditure experienced a sustained reduction relative to GDP, only interrupted during the 

early 1980s by a temporary although significant rise in expenditure on Social Security and 

Welfare.1”  In fact, whereas C h art 6.12 shows the evolution o f  the share o f total government 

expenditure relative to Chile’s GDP during the period 1972-94, including ‘Social Security’ 

and ‘Welfare*, C h art 6.13 shows the same information but excluding such expenditure 

items. 193

193
This temporary increase was due to both the reform of the Social Security system and the government program 

against the high unemployment o f the early 1980s. The Social Security reform implied for the state the disbursement o f a 
special bonus for each o f those workers who opted for the new— privately-managed pension funds— system, in 
recognition for the contributions they had paid in the past to the formeT— pay-as-you-go— public social security system. 
This involved a huge disbursement o f resources for the public sector (see Section 6.4J.5.3.)- The program against 
unemployment (Program a de Empleo M inim a, PEM , and Programa de Em pteo para  Jefes de Hogar, PO JH ) aimed at 
providing emergency, temporary jobs for unemployed workers and heads of families. It consisted of a subsidy for die 
unemployed but required in exchange for them to work a small number o f hours (mostly menial public works, like raking 
leaves in public parks and other relatively simple activities at the municipal level). The number o f people employed by 
these programs increased from 3.7% of die labor force in 1979 to more than 10%  in 1983. See Edwards and Edwards 
(1991), p. 137.
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C hart 6.12— Evolution of Public Expenditure by Function, 1972-94 (% of GDP).

45.0

Evolution of Government 
Expenditures by Function, 
1972-94 (shares in GDP)

□  14. Other Expenditures
■  9. to 13. Econom ic Affairs & Services 
■ 8 . Recreation, Culture & Relig.Affairs 
□ 7. Housing & Commun. Amenities 
■ 6 . Social Security & Welfare

□  3. Public Order & Safety

1972 1974 1976 1970 1980 1962 1904 1966 I9 6 0 1990 1992 1994

Source: IMF, Government Finance Statistics Yearbook (various issues). See Table 6.24 and Table C12 in Appendix C.

C h art 6.13— Public Expenditure excluding Social Secnrity, 1972*94 (%  of GDP).
Government Expenditures excluding 

Social Security & Welfare 1972-94 
(shares In GDP)

30.0

□  14. Other Expenditures 
■ 9 . to 13. Econom ic Affairs & Services 
■ 8 . Recreation, Culture & Relig Affairs 
□ 7. Housing & Commun. Amenities

1994

Source: IM F, Government Finance Statistics Yearbook (various issues). See Table 6.24 and Table C l 2 in Appendix C.
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Chart 6.14—Evolution o f the Structure of Government Expenditure 
(by function and categories of expenditure. Shares in Total Expenditure in selected years).

1873
0  Others •) Public

0.6% Services
16.6%

c) S o m  Exp. 
29.7%

1980

d)Soc.
Security
30.8% c) Social Exp. 

28.2%

1989
f) Others 
10.2%

1975

1983

<J) Soc. 
Security 
23.8%

•) Economic ̂  9 ? ^ *
A fïïs»  4B%

1994
1) Others

Services 
S 5 %  J 7 %

d)Soe.
Security
30.3%

c) Social Exp. 
27.2%

Source: International M onetary Fund, Government Finance Statistics Yearbook (various issues). See T a b le  6.24 above, 
and T able C 12  in A p p en d ix  C . The differences betw een the figures in the p ies  w ith  those o f  th e  tables for the  years 1973, 
1989, and  1994 are  d u e  to  the fact that the pies u se  100%  as their to ta l w hen deriv ing  the shares. See no te  in Table 6.23.

Table 6.24— Structure o f Government Expenditure by function and categories.
(Average annual shares in Total Expenditure 1975-94, and shares in selected years).

a) Public Services and Police 13.3 I6.S 1 2 J 11.2 11.5 8.1 9.0
b) Defense 11.2 10.5 13.4 12.4 12.0 10.6 8.8
c) Social Spending (Educ/H ealth/H ousing) 2 7 2 29.6 25.2 28.2 24.6 28.4 34.3
d) Social Security  (pensions) 3 1 2 19.0 23.8 30.8 40.8 31.6 30.6
e) Econom ic A ffairs &  Services 12.2 23.1 15.0 13.8 6.3 14.9 15.4
fi O thers 7.9 0 .8 IQ 1_ 3.7 _ 4.&_ 10.6 5,7
T o ta l G o v e rn m e n t E x p e n d itu re * 1 0 4 .0 9 9 .5 100 .0 1 0 0 .0 100 .0 104 .2 104 .0

* ; T hese figures do  n o t alw ays add up  to  100% since they  do  not include ‘len d in g ’.
Source: International M onetary Fund, Government Finance Statistics Yearbook. See  Table C l 2  in A p p en d ix  C .
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C hart 6.14 shows the change in the composition o f public expenditures taking 6 

selected years for a comparison (see Table 6.24 below). I have reduced the number of 

groups of expenditure (14) by aggregating some of them into 6 broader categories. These 

are:

a) Public Services and Police: includes items 1 and 3 (‘General Public Services’ 
and ‘Public Order & Safety’) of the actualized IMF’s classification o f 
government expenditure by function.1”  This heading includes “those activities 
required for the government of the country that cannot be associated with 
services to persons or to business. It includes overall fiscal services, general 
personnel policies, centralized purchasing and supply services, the conduct o f 
external affairs, (...), and public order and safety. These services, which are 
indispensable to the existence o f an organized state, cannot be allocated to 
particular groups o f beneficiaries.”1’5 It excludes defense.

b) Defense (item 3 ‘Defense’).

c) Social Spending (Educ/Health/Housinek includes items 4, 5, 6.2 and 7 o f the 
IMF’s classification (‘Education,’ ‘Health,* ‘Welfare,’ and ‘Housing & 
Community Amenities’), that is, services supplied to the community and to 
households and persons directly.

d) Social Security (pensions^: includes only item 6.1 o f the IMF’s classification 
(‘Social Security*); the item 6.2 (‘Welfare’) has been added to the category “c”.

e) Economic Affairs & Services: includes items 9 to 13 (‘Fuel & Energy’; 
‘Agriculture, Forestry, Fishing, Hunt’; ‘Mining, Manufacturing, & 
Construction’; ‘Transportation & Communications’; and ‘Other Economic 
Affairs & Services’). “This heading covers government expenditures associated 
with the regulation, and more efficient operation, o f  business. It includes such 
government objectives as economic development, the redressing of regional 
imbalances, and the creation o f employment opportunities.”1’6 It comprises the 
subsidies for productive sectors and activities.1’7

0  Others: includes items 8 and 14 (‘Recreation, Culture, Religious Affairs’; and 
‘Other Expenditures’).”* * 195 * * 198

For a  detailed description, see IM F (1986) A Manual on Government Finance Statistics, W ashington DC: 
International M onetary Fund, pp. 143-176.

195 IM F (1986), p. 144.

lH  IM F  (1986), p. 145.

m  See IM F (1986), pp. 163-174.
198

See International M onetary Fund, Government Finance Statistics Yearbook. T h is collection started in  1977 to  
com pile and make available time-series' data  o f  governm ents* finance statistics. U nfortunately, the series fo r C h ile  starts in 
1972, thus m aking it im possible to  analyze and com pare public expenditure before th a t year. I have bu ilt the w h o le  series 
1972-1994 starting from  the more recent issue (1 9 9 5 ) and going back successively in  order to  com plete the series back to 
1972 with the more actualized figures. T he data are  presented in domestic currency a t current p rices o f  each year. This 
allow s one to  calculate the annual shares o f  each  item  in both total expenditures (o r revenue, e tc .) and in G D P, and
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Therefore, it is possible to conclude from the foregoing analysis that the reduction in 

public expenditure was accompanied by an increase in the relative importance o f social 

welfare in total government expenditure. In fact, the expenditure on social security, welfare, 

education, health, and housing, that according to Arellano (1985), amounted in 1970 to 

42.5% o f government expenditures and to 10.5% o f GDP,m  represented 57% o f government 

expenditures and 12% of GDP respectively in 1989 (see Table 6.25).

Table 6,25—Evolution of Government Social Expenditure

Expërid ltn ihe ï%Y*^:^
^ S h » e U iG ¿ v e n m íe n t-^

. . .

1965 45.2 10.0
1970 42.5 10.5

1973 48.8 17.0
1975 49.0 16.8
1980 59.0 16.5
1983 65.4 20.9
1989 57.5 12.0
1994 62.5 12.8

Sources: 1965 & 1960 from  Jo sé  Pablo A rellano (1985) Politicos sociales y  
desarrollo - Chile 1924-1984, Santiago : CIEPLA N , p. 30, T ab le  2.
1973-1994 from IM F, Government Finance Statistics Yearbook (various years). 
S ee  T ables C9 and C l 2 o f  A p p e n d ix  C .

The items which experienced the greatest (relative and absolute) reduction in their 

share in both public expenditures and GDP were ‘Public Services’ and the expenditures 

grouped under the item ‘Economic Affairs & Services', which included most subsidies to 

productive activities, services, and transfers to the private sector (see C hart 6.14). 199

therefore, the  variations experienced by  each item  re la tiv e  to  GDP over time. In o rder to  create a  tim e-series a t 1990 prices 
to  calculate the evolution  in  real terms, I have used the  series o f  C h ile 's  GOP a t 1990 prices by  the  IM F, contained in the 
IM F 's  International Financial Statistics Yearbook 1996, and extrapolated back  to  cover the years not presented in that 
issue, using the series contained in earlier issues, so  as to  create a  unified scries for Chile’s  G D P at 1990 prices (see 
A ppend ixes B & C ).

199
José Pablo A rellano  (1985) Políticas sociales y  desarrollo  -  Chile 1924-1984, Santiago: C orporación de 

Investigaciones E conóm icas para Latinoam érica (C IE P L A N ), p. 30, T able 2.
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6.4.3.3. Tax Reform and Revenue

There is wide agreement that the tax system prevailing in Chile until 1973 was very 

complex and contained many deficiencies.200 There was a proliferation o f different tax 

regimes, arising from exceptions, exemptions, discriminations and special cases, which had 

accumulated over time.201 It also contained many superpositions among the different taxes 

which provoked frequent cases o f multiple taxation. The tax burden was very sensitive to 

inflation since it did not contain an efficient mechanism to prevent the losses in revenue 

incurred from delayed tax payments. Public enterprises were exempted from tax and import 

levies. All o f this determined that the tax system was permanently unable to finance the 

rapid growth experienced by public expenditures (see C hapter Five, Section 5.4.2). 

Moreover, according to the specialists, the particularism and excessive complexity of the tax 

system conspired against both vertical and horizontal equity.202

In addition, the tax system generated inadequate incentives regarding resource 

allocation, since it encouraged vertical integration and tax evasion (see Chapter Five, 

Section 5.4.2.2).203 Indeed, the sales tax (impuesto a la compraventa) imposed a levy on 

each transaction, thus generating a ‘cascade’ effect. Vertical integration was the rational 

response to the structure o f incentives arising from the tax system in order to reduce costs 

arising from the multiplication o f taxes, hence reducing the possibilities for a diversification 

o f  the productive structure, hampering the enlargement o f  the number o f firms and 

producers, and reducing the room for the division o f  labor, specialization, and 

competition.204

200 See, for example, Frcnch-Davis (1973); de Castro et al. (1992), pp. 103*107; José Pablo Arellano & Manuel 
Marfan (1987) “Twenty-five Years of Fiscal Policy in Chile," Colección Estudios CIEPLAN, No. 21; Daniel L. 
Wisecarver (ed.) (1993) E l Modelo Econòmico Chileno, (2nd. edition) C INDE-PUC, Chile, pp. 31-32; Ricardo Carciofi, 
Guillermo Barns, & Oscar Cetràngolo (1994) Reformas Tributaria* en América Latina, Comisión Econòmica para 
America Latina y el Caribe (CEPAL), Santiago: 107-148 (Chapter on Chile).

201 Carciofi, Banis, &  Cetràngolo (1994), p. 124 (Chapter on Chile). See also Wisecarver (1993), pp. 31-32.

202 Carciofi, Banis, &  Cetràngolo (1994), p. 124.

203 Carciofi, Banis, &  Cetràngolo (1994), pp. 125 and 127.
204

On the relationships between vertical integration and market competition, see Oliver E. Williamson (I97S) M arkets 
and Hierarchies - Analysis and Antitrust Implications, The Free Press, New York.
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The tax system experienced a major reform in 1975, oriented towards increasing 

revenue and providing a more stable and widely shared tax burden, by widening the tax base 

and eliminating tax exemptions and discriminatory treatment in the progressive income tax, 

reducing and rationalizing the levies on imports, softening the taxes which discouraged 

productive and export activities, eliminating the incentives for vertical integration which 

discouraged a diversification and specialization o f the market structure, and minimizing the 

incentives and opportunities for tax evasion. From the beginning, the tax reforms were 

designed to change the composition o f  taxes, giving greater importance to indirect taxes vis* 

à-vis direct ones.205 *

The reform consisted o f a shift towards a more simple and general tax system, based 

on a Value Added Tax (VAT), with an uniform or across-the-board 20% levy, which 

replaced the cascade sale/purchase tax; a progressive and non-discriminatory income tax; 

the unification o f the corporate and non-corporate income taxes into a flat business tax, and 

the integration o f the personal and business income taxes; the standardization o f customs 

taxes; the introduction of a correction mechanism to guard against inflation through a full 

indexation;106 the elimination o f the tax-exemptions for state owned enterprises; and a 

reduction in the number o f different procedures and forms used for tax declaration and 

payment (Decree-Laws Nos. 824 and 825, December 31, 1974).207 * Numerous exemptions 

and special discriminatory regimes contained in the tax system had already been eliminated 

in 1974.20*

During 1975 and 1976, the new tax system was strengthened, and the remaining 

exemptions favoring some goods and activities (basic consumption goods, the printing o f  

books, newspapers and magazines, etc.) and those which discriminated against goods 

considered sumptuary (electronic and electro-domestic articles, some types o f  cars, etc.) 

were eliminated.2”  All goods and services were subjected to an across-the-board VAT o f

205 Carciofi, Bam s, &  Cetràngolo (1994), p. 123.

A ll taxes were calculated ad valorem , that is, as a fixed percentage of die price or value involved in a transaction. 
See Carciofi, Barns, &  Cetràngolo (1994), pp. 137-138.

207 See Carciofi, Barns, & Cetràngolo (1994), pp. 124-135. See also Edwards and Edwards (1991), p. 31.

2M Carciofi, Barris, &  Cetràngolo (1994), pp. 124-126; Edwards (1992), p. 146.

See Carciofi, Bams, & Cetràngolo (1994), pp. 126-128. See also Edwards and Edwards (1991), p. 31.

396



The institutional bases o f Chile's economic 'miracle' — Chapter VI

20%. The prevailing idea behind this standardization and simplification of the tax system 

was that the pursuit o f redistributive goals through taxes as an indirect mechanism 

introduced many distortions into the economy and the operation of markets and the price 

system, thus discouraging productive activities, facilitating tax evasion and discriminatory 

treatment, and therefore reducing the efficiency of tax collection, and contributed to 

enlarging vertical and horizontal inequity within the system. Redistributive goals should be 

pursued through other, more direct means in favor o f the poor, making redistributive and 

social measures both more transparent and effective.*10 By the same token, subsidies for 

productive activities should be made more transparent and direct, and should be allocated 

once taxes were effectively declared.

— Capital goods were considered intermediate products, and the tax paid for their 

purchase gave one the right to a credit against the taxes on sales. In this way, VAT was 

implemented as a tax on consumption}11 To reduce the opportunities for tax evasion, a 

“invoicing method” was introduced in the VAT form, allowing producers to claim back the 

VAT paid on inputs. In this way, the conflict of interests between tax payers was used as a 

way to make tax evasion more difficult, since it required tax payers to document the 

operations for claiming tax deductions and re-embursements (‘draw-back’).211 212 The previous 

‘draw-back* mechanism, since it was not based on an adequate accounting o f the value o f 

the operations accumulated in production and the effective tax to be either paid or deducted, 

was rather arbitrary and therefore easily exposed to rent-seeking and fraud. Private and 

public enterprises were subjected to the same tax rules,213 an additional constraint for 

improving performance in the latter.

Still, some exemptions and differential treatment remained: education, the services 

o f public hospitals, public transport, and banking interests were exempted from VAT; while

2.0 See Carciofi, Barris, &  Cetràngolo (1994), p. 127; and de Castro et at. (1992).

2.1 Carciofi, Barris, &  Cetràngolo (1994), p. 127.

212 Carciofi, Barris, &  Cetràngolo (1994), p. 127.

213 In 1975, the tariff exemption enjoyed by public and semi-public services, agencies, and enterprises was eliminated. 
Carciofi, Bams, & Cetràngolo (1994), p. 135.
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tobacco, cigarettes, spirits, jewels, fine furs, motor yachts, high consumption cars, and fuels 

were charged at a rate above the general 20%.2M

The VAT rate remained unaltered at 20% from 1975 until June 1988, when it was 

lowered to 16%. In June 1990, as a result o f an agreement in Congress between the center- 

left Government and the center-right legislators, it was raised to 18% in order to finance 

special social programs against poverty. The principle o f uniformity, with an across-the- 

board VAT rate, however has remained unchanged since 1975.

The income tax was indexed to inflation,* 215 216 and several exemptions and 

discriminatory ‘special laws* were eliminated. The tax-form was standardized and 

simplified, improving the efficiency o f collection and processing, shortening the time-span 

between the date o f  the tax declaration and payment and the date o f the reimbursement. The 

levy on retained corporate profits was increased in order to foster the development o f a 

private capital market.226 At the same time, the progressive tax {Impuesto Global 

Complementario), included within the income tax, was standardized, taxing all personal 

income, independent o f its origin, according to a scale o f total personal taxable income with 

a reduced number o f  categories or ‘tramos’ (five?). All those individuals whose total income 

did not exceed a fixed level o f income adjusted to inflation were exempted. The levies on 

inheritance were raised, but were calculated on the flow o f the income it generated, rather 

than the stock, as before.

The procedures against tax evasion were also improved—including the cross

matching o f different data sources about tax payers, improving tax inspection on the basis of 

a randomized procedure combined with the cross-checking o f  the tax information to detect 

inconsistencies in the tax declaration— and the penalties for tax evasion were raised and 

their enforcement improved. The new system turned out to be based more on the principle 

o f ‘good-faith* than on detailed central control, although backed by severe punishment

2,4 Carciofi, Bams, &  Cetràngolo (1994), pp. 127-128. The additional tax levies amount to between 8 %  to 55%  over 
the genera] VAT.

215 A  readjustable monthly tax-unit was introduced to update the calculation o f the taxes due (the Vnidad Tributaria 
M ensual or UTM).

216 This measure was modified in 1984, lowering the level of the levy in order to stimulate investments by firms. See 
Carciofi, Barns, &  Cetràngolo (1994), pp. 129-131.
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against evasion. In this way the administrative costs associated with monitoring and control 

were lowered, and, at the same time, the opportunities for corruption were notably reduced.

Finally, the tax system included some incentives to favor economic growth such as 

an accelerated depreciation for equipment and machinery, and exemptions—within certain 

limits—for some kinds o f savings.

These reforms resulted in the improvement o f the efficiency and stability o f the 

collection o f tax revenue,117 which remained at a fairly stable 21.3% of GDP per year on 

average during the period 1975-94 (with a Standard Deviation o f 2.76 percentage points), 

despite the variations between the different taxes over time (for the annual data, see 

Appendix C, Table C2). In this way, the new tax system made it possible to reduce the 

income tax, particularly during the 1980s.11*

Two of the main changes in the structure of the tax revenue were the increase in the 

contribution o f VAT to total tax revenue and the reduction in the share of specific and 

highly variable taxes. In fact, when it was introduced in 1975, the contribution of VAT 

amounted to 23.1% o f the total tax-revenue (5.7% of GDP), and its shares in total revenue 

and current revenue were 16.3% and 20.9% respectively (see Tables 6.26 and 6.27). By 

contrast, in 1994 the contribution o f VAT to total tax-revenue amounted to 45.3% (8.4% of 

GDP), representing 37.9% of total revenue and 48.7% o f current revenue. That is, during the 

1975-1994 period, VAT became the most important single source of revenue (see C harts 

6.15 and 6.16, and Table 6.27). 217

217 See José Pablo Arellano & Manuel Marfàn (1987) “Twenty-five Years o f Fiscal Policy in Chile," Coleccion 
Estudios CIEPLAN, No. 21; Carciofi, Barns, & Cetràngolo (1994), see in particular p. 124; and Mario Marcel (1996) 
"Political Economy of Implementing Social Reforms: The 1990 Tax Reform in Chile," in Antonia Silva (ed.) 
Implementing Policy Innovations in Latin America - Politics, Economics and Techniques, Social Agenda Policy Group, 
Inter-American Development Bank, Washington DC.

2IS See Carciofi, Bams, & Cetràngolo (1994), p. 267.
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Table 6.26—Evolution o f the im portance of the 
Contribution of the Value Added Tax (VAT) in 
the Government Finances, 1972*94._____________

Share  o f  the Va lue  A d d e d  T a x  in :

Total Tax Current
Revenue Revenue Expenditure G D P

Y E A R % % % %
1972 18.3 22.4 16.7 5.5
1973 19.3 23.4 20.1 5.5
1974 18.1 26.1 22.5 5.1
1975 16.3 23.1 • 20.9 5.7
1976 19.5 27.4 24.2 6.2
1977 24.7 33.7 27.7 7.8
1978 26.7 37.2 30.9 8.6
1979 28.0 39.5 37.8 9.5
1980 29.9 39.8 40.3 10.2
1981 33.8 44.0 41.5 11.1
1982 35.3 46.2 33.4 10.7
1983 29.3 37.4 27.3 8.1
1984 30.3 38.3 29.5 8.8
1985 29.4 38.7 30.4 8.3
1986 31.3 39.9 33.5 8.4
1987 30.9 39.4 34.9 8.2
1988 28.7 36.2 31.4 7.5
1989 31.9 41.4 37.5 6.8
1990 34.0 43.4 39.0 7.0
1991 34.6 42.5 41.8 7.8
1992 36.4 44.3 46.9 8.2
1993 37.4 44.3 47.7 8.5
1994 37.9 45.3 48.7 8.4

Source: International Monetary Fund, Government Finance Statistics 
Yearbook (various issues). See Appendix C, Tables C l to CS.

C hart 6.15—Evolution of the share of the Value Added Tax 
(VAT) in Government Total Revenue, 1972-94._______

Value Added Tax (VAT) a s percentage of Total Revenue, 1972*1994

Source: International Monetary Fund, Government Finance Statistics Yearbook (various 
issues). See Table 6.27, Column (j).
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C hart 6.16—Evolution in the Composition of Government Tax Revenue, 1972-94.

100%

Evolution of the Composition of the Tax Revenue, 1972*1994 
(shares of Tax Revenue)

1972 1974

11 uBuByia | n | B | "Y a |ES| I

■  Taxes on International TradeTransacts.
□Stam p Tax
■  Residual (Other taxes)
□ Taxes on Income. Profits, and Capital Gains
■  Domestic Taxes on Goods and Services (inc. VAT)

I R I I « I I R I I ( I
197S 1979 1990 1982 1984

Year
19BB 19BB 1990 1992 1994

Source: International Monetary Fund, Government Finance Statistics Yearbook (various issues). See Table 6.27. 
See also Appendix C, Tables C l to C8.

Table 6.27— Evolution of the Composition of Government Revenue, 1972*1994. 
ÊHILE: CENTRAL GOVEkNMENTREVENUÈ, 1972-1994 (shares in *^

(Composition of the Tax Revenue and shares)
(a) (b) (c) id) ____(•)___ if) (0) (h) (I) (D

Percentages of Tax Revenue
Tax Revenue Taxes on Domestic Taxes on Share of

as% of a s%  of Income, Taxes on Gan. Sales Internati. VAT in
Total Current Tax Profits, & Goods & Turnover Trade, Stamp Total

Y E A R Revenue Revenue Revenue Cap.Gains Services or V AT. Transacts. Tax Residual Revenue
1972 81.7 82.9 100.0 15.5 34.5 22.4 12.1 3.4 34.5 18.3
1973 82.5 84.1 100.0 18.2 37.5 234 15.2 2.6 26.4 19.3
1974 69.5 72.4 100.0 25.8 44.1 26.1 9.7 3.0 17.5 18.1
1975 70.9 78.0 100.0 24.1 42.9 23.1 11.8 3.3 17.9 16.3
1976 71.1 77.3 100.0 16.5 49.3 27.4 10.0 3.5 20.7 19.5
1977 73.2 78.3 100.0 15.6 49.0 33.7 10.1 4.5 20.8 24.7
1978 71.6 76.4 100.0 15.7 49.4 37.2 8.6 5.1 21.2 26.7
1979 70.8 77.5 100.0 19.1 45.2 39.5 6.0 5.1 24.6 28.0
1980 75.0 80.1 100.0 22.0 44.8 39.8 5.4 5.4 22.4 29.9
1981 76.9 83.1 100.0 20.5 49.6 44.0 6.6 5.5 17.7 33.8
1982 76.4 79.5 100.0 24.7 55.0 46.2 4.6 4.6 11.1 35.3
1983 78.2 78.8 100.0 18.1 49.9 37.4 8.8 5.0 18.2 29.3
1984 79.0 79.5 100.0 14.3 50.6 38.3 12.3 4.8 18.1 30.3
1985 75.9 76.5 100.0 14.8 52.2 38.7 14.2 5.9 12.8 29.4
1986 78.6 79.2 100.0 14.8 55.1 39.9 11.2 5.8 13.2 31.3
1987 78.2 79.0 100.0 17.5 53.1 39.4 12.6 6.1 10.6 30.9
1988 75.1 75.9 100.0 30.7 48.8 38.2 12.9 5.5 2.1 28.7
1989 77.0 77.7 100.0 16.6 52.0 41.4 13.3 7.4 10.7 31.9
1990 78.4 79.0 100.0 16.0 55.2 43.4 14.8 3.1 10.9 34.0
1991 81.4 82.1 100.0 22.6 53.4 42.5 12.6 2.5 9.0 34.6
1992 82.1 82.6 100.0 22.1 54.5 44.3 11.7 2.7 9.0 36.4
1993 84.4 84.8 100.0 22.8 54.0 44.3 11.7 3.2 8.3 37.4
1994 83.7 84.3 100.0 23.0 55.0 45.3 10.6 3.3 8.1 37.9

Source: IMF, Government Finance Statistics Yearbook (various issues). See Appendix C, Tables C l to C8.
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As a result o f all these measures, combined with the control and progressive 

reduction of expenditure, the public sector was able to show a more stable financial health, 

with a positive budget balance amounting on average to +3.2% of expenditures and +0.7% 

of GDP during the period 1975-1994 (see Tables 6.28 & 6.34).

Table 6.28—G overnm ent Revenue and  Expenditure, 1972-1994.
C H IL E : C E N T R A L  G O V E R N M E N T  R E V E N U E  &  E X P E N D IT U R E , 1972-1994.

R e a l a n n u e l v a r ia t io n s  (in  % ) S h a re  o f G D P  (in  S )

Y E A R

R E V E N U E  

Real annual var. (in % ) 

TO TAL Tax 

REV EN U E  Revenue

E X P E N D IT U R E  

Real annual variations (in % )  

T O T A L  Current Capital 

EX PEN D IT U R E  Expenditures Expenditures

P U B L IC  S E C T O R  B A L A N C E *

Share of G D P  ( « % )

T O T A L  TO TAL REAL* PUBLIC 
R E V E N U E  EXPEN D ITU R E  OEFIOT/SURPLUS

1972 — — — — — 30 .3 41 .8 •1Z8
1973 -11.3 -10.4 -21.4 -22 .5 •16.0 28 .4 34.8 -7 .3

1974 0.7 -15 .2 -4.0 -15 .4 35 -9 28 .3 33.1 - 5 4

1975 8.1 10.1 •9.6 4.6 -41 .6 35 .2 34 .3 0.1
1976 -6.1 -5.7 -9.1 -3 .0 -33 .6 31 .9 30.1 1.4
1977 9.5 12.7 16.8 20 .7 -6 .6 31 .8 32 .0 -1.1
1978 9.9 7.5 7.5 6.4 15.5 32 .3 31.8 -0.1
1979 14.4 13.1 -2 .3 -1 .7 -6 .7 34.1 28.7 4.8
1980 7.6 14.3 5.2 8.0 -15.4 34.1 28.0 5 4

1981 1.8 4.4 10.9 11.8 3.1 32 .9 29.4 Z 6
1962 -21.2 -21.7 -0.4 2.1 -26.7 30 .2 34.1 -1.0
1983 -8.9 -6.7 -7.1 -7 .4 -2 .9 27 .7 31 .9 -ZB
1984 10.8 12.0 8.6 6.4 38.4 28 .9 32 .6 -3.0
1985 0.5 -3.4 -4.4 -5 .7 6.6 28 .4 30.4 -Z 3
1986 0.3 3.9 •1.5 -2 .8 10.0 26 .9 28.3 -0.9
1987 5.1 4.5 0.8 -0 .8 14.2 26 .6 26 .6 0.4
1988 5.9 1.7 9.6 9.3 11.0 2 6 .2 27.4 -0.2
1989 -10.3 -8.1 -16.3 -16.4 -15 .2 21 .4 20.9 1.8
1990 -0.1 1.7 0.6 2.6 •13.0 20 .7 20.3 0.8
1991 16.6 21.1 11.6 10.6 19.8 2 2 .5 2 1 2 1.S
1992 10.9 11.9 6.4 4.1 23 .3 22 .5 20.3 Z 2
1993 7.1 10.1 9.2 6.1 16.1 2 2 .6 20 .8 1.9
1994 1.8 0.9 2.4 1.0 10.3 22.1 20.4 1.6

*■  The figures of the colum n ‘Real Public Deficit/SurpJus* do not corresponds to toe sim ple difference between T otai Revenues 

and Expenditures since  it includes Grants Received and Lending minus Repeyments. w hch  are not show in (tvs Table.

Sources: Calculated on the basis of figures from the International Monetary Fund's Government F inance Statistics 
Yearbook (issues 1977 to 1995), and IM F 's  in ternational F inancial Statistics Yearbook (various issues). See Appendix C, 
Tables C l to C8.

According to a study o f  the UN Economic Commission for Latin America and the 

Caribbean (ECLAC) which compares the tax reforms and tax performance o f  6 Latin 

American economies during the 1980s (Argentina, Bolivia, Chile, Colombia, Costa Rica, 

and Mexico),219 Chile appears as the country with by far the highest tax collection as a 

percentage o f GDP, with a tax revenue averaging 23.9% o f  GDP, compared to a sample 

average o f  15.9%. In addition, Chile ranks as the country in which VAT represents the

219 Carciofi, Banis, & Cetrângolo (1994).
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largest component o f  the central government tax revenue, with a share of 42.6% of the tax 

revenue.210 Chile also shows the lowest taxes on foreign trade, and the lowest taxes on 

exports (0) (see Table 6.29).220 221 Finally, Chile appears as the country with both the lowest 

fiscal deficit and the lowest inflation o f the sample during the 1980s.222

Table 6.29— Composition of Tax Revenue by Sources in 6 Latin American 
__________________ Countries during  the early-1980s.

Percentages of Tax Revenue
Tax Revenue Incom e Taxes On Dom estic Goods & Services

Countries Date VAT &
(%  o f GDP) Total Individuals Firms Other Total consump. Specifics Other

Bolivia 1980/82 6.3 17.8 10.6 6.7 0.3 41.9 5.4 346 1.9
Colom bia 1979/81 12.2 24.0 11.0 12.0 0.2 32.8 16.1 6.4 10.4
Costa  Rica 1978/80 17.5 15.5 15.4 0.1 — 32.0 9.4 20.7 2.0
M exico 1978/80 16.6 35.3 15.6 18.9 0.6 32.0 14.7 10.7 6.5
Argentina 1980/82 19.9 14.2 0.2 0.1 13.9 44.1 13.1 18.4 12.6
Chile 1981/83 24.8 21.9 12.5 9.3 0.1 53.5 43.9 6.9 2.7

Six Countries 16.2 21.5 10.7 7.6 3.1 40.7 204 14.1 6.2

Percentages of Tax Revenue
On Fore ign  Trade Other Taxes on

Countries Social
Total Imports Exports Other Security Property Other

Bo liv ia 34.6 26.6 0.6 5.4 — 2.1 3.7
Colom bia 18.8 12.3 6.3 0.2 15.6 2.5 6.4
C osta  R ica 20.4 12.1 8.3 — 28.3 2.5 1.3
M exico 16.0 5.6 10.5 — 14.6 1.6 0.4
Argentina 9.3 6.3 1.7 1.3 16.9 6.9 8.6
Chile 5.5 5.5 0.0 — 13.2 0.1 5.8

Six  Countries 14.3 92 44 0.6 16.3 2.6 4.6

Source: Elaborated on the basis of the figures presented by Ricardo Carciofi, Guillermo Banis, &  Oscar Cetrángolo 
(1994) Reformas Tributarias en América Latina- A nálisis de Experiencias Durante ta  Década de tos Años Ochenta, U N ’s 
Economic Commission for Latin America and the Caribbean (ECLAC or CEPAL), Santiago de Chile, p. 3 IS, Table l.

Since VAT is very difficult to evade, unlike direct taxes, this suggests that Chile is 

the country in the group where public expenditures are financed in greater measure by the 

entire population rather than by a fraction o f it or by certain particular social and economic 

sectors or activities, thus showing a greater horizontal ‘equality' in the tax system.223 That is, 

the tax burden, the largest one in the Latin American sample relative to GDP, is more

220 See Carciofi, Barns, &  Cetràngolo (1994), p. 323, Table 10.

221 See Carciofi, Barns, &  Cetràngolo (1994), p. 315, Table 1.

222 I cannot avoid to note that it is quite regrettable that the study carried out by the EC LA C  did not include any 
comparative analysis o f the relative capacity shown by the tax system of the different countries to finance the public 
budget; after all, the main objective of the tax system is to provide an adequate financing for the public sector.

223 See Carciofi, Banis, & Cetràngolo (1994), p. 125. For a more critical assessment of the vertical equality in the new 
tax system see Arellano &  Marfàn (1987).
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widely shared among the population, a factor that helps in part to explain the apparently 

superior health o f  Chile’s fiscal accounts.

Theoretically, we could hypothesize that the fact that the tax burden is mostly 

supported by citizens both as consumers and as individual tax-payers rather than by taxes on 

firms, foreign trade and other specific activities, or on social security contributions (see 

Table 6.29), makes it more difficult both to raise taxes arbitrarily by the polity or by a 

particular redistributive-coalition (the costs are perceived and suffered by all sectors in a 

transparent way) and the enactment o f  discriminatory taxes against a particular sector. 

Additionally, the Constitution o f  1980 outlawed taxes directed to particular destinations (see 

Section 6.5. below).214

The substitution o f the former sale/purchase tax {impuesto a la compraventa) by the 

VAT eliminated the incentives for vertical integration contained in the old system (the so- 

called ‘cascade effect*; see C hapter Five, Section S.4.2.2.), encouraging a decentralization 

o f activities that until that time were mostly carried out within the firm as a means to avoid 

over-taxation, allowing a diversification o f productive activities and services linked to 

production and commercialization, sub-contracting, and the rise o f small and medium 

enterprises engaged in the provision o f  specialized services and/or intermediate inputs.2“  

This made the attainment of efficiency gains in the whole economy possible (see Section 

6.7.4). These were reflected in a rapid increase in total factor productivity (TFP), 

particularly during the 1976-81 period.224 225 226

224 “The taxes collected, of any nature whatever, must enter into the Nation 's patrimony [treasury] and they shall not 
be attached to a particular destination.” (Constitution o f 1980, A rt 19, No. 24).

225 See Diaz (1995).

226 See Andrés Solimano (1996) "Economic Growth under Alternative Development Strategies: Latin America from 
the 1940s to the 1990s," in Andrés Solimano (ed.) R oad Maps to P rosperity - Essays on Growth and Development, 
(forthcoming) (?: University of Michigan Press), pp. 14, 18-20, 23, and Table 4. See also Patricio Meller, Ernesto 
Livacich, &  Patricio Arrau (1984) "Una Revisión del Milagro Económico Chileno (1976-81)," Colección Estudios 
CIE PLAN, No. 15: 5-109; Edwards and Edwards (1991), pp. 14-17; Alejandro Jadresic (1993) "La  Transformación de la 
Producción, el Crecimiento y  la Competitividad Internacional en la Experiencia Chilena,” in C EP A L  (E C L A Q  Las 
Transformaciones de la Producción en Chile: C uatro Ensayos de Interpretación (Santiago de Chile: Economic 
Commission for Latín America and The Caribbean, EC LA C , Serie Estudios e Informes de la CEPAL, No. 84); and Juan 
Eduardo Coeymans (1995) "¿A  Qué Tasa Podría Crecer la Economía Chilena en el Mediano Plazo?," in Informe 
M acroeconómico para  la Empresa, Instituto de Economía, Universidad Católica de Chile, N* 1, (Julio 1995): 17-26.
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6.43.4. M onetary Policy

As I have already mentioned, whereas during the previous policy regime monetary 

policy was an appendix of fiscal and credit policy (see C hapter Five, Section 5.4.23.), 

from 1975 it became a key instrument for stabilizing the economy and bringing down 

inflation. In general terms, it could be said that during the implementation of the new policy 

regime, and particularly during the 1975-1982 period, monetary policy was the main 

instrument to control inflationary expectations.“ 7

Although in 1978 exchange rate policy replaced the control o f money supply as the 

key tool for stabilization, the controls against monetary expansion introduced in 1975 

remained as a key feature of the policy regime, and the capacity and autonomy o f the 

Central Bank to commit to a tight control of the money supply were progressively

strengthened.

As has already been noted, since 1975 the Central Bank was forbidden by law to 

finance the deficit o f public agencies. In 1976 the state acquired all the shares o f  the Central 

Bank held by private agents, putting this institution into state ownership for the first time in 

its history, giving it total autonomy from private interests. Before that, the military 

government had already put an end to the participation on the Board of the Central Bank 

traditionally enjoyed by representatives o f business groups and other organized private 

economic sectors (see Chapter Five).2“

The Constitution enacted by the Pinochet government and approved by a national 

plebiscite in 1980, incorporated a Chapter on the Central Bank, which establishes the 

existence o f this institution as an autonomous, independent agency, with its own patrimony 

(Constitution of 1980, Chapter XII, Art. 97). According to the Constitution, the Central 

Bank shall only operate with financial institutions, public or private. The Central Bank is 

forbidden from giving them its guarantee, o f acquiring obligations issued by the State, its 227

227 See Edwards and Edwards (1991), pp. 27-92.

“ * On the change in the composition o f the Board o f the Central Bank, see W illiam  E  Dugan &  Alfredo Rehren 
(1990) "Impacto del Régimen Político en la Intermediación de Intereses: Instituciones Públicas y  Grupos Empresariales en 
Chile," Política, No. 22/23, Instituto de Ciencia Política, Universidad de Chile, Santiago, Junio 1990, p. 122. See also 
Section 6.4.1.
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agencies o r  enterprises (unless in the case or danger o f  external war). Art. 98 dictates that 

“no public expenditure or loan can be financed through direct or indirect Central Bank 

credits.*' The Constitution also mandates that the Central Bank cannot adopt any accord 

which means in a direct or indirect way the establishment o f  different or discriminatory 

norms or requisites regarding persons, institutions or entities which perform operations of 

the same nature (Constitution o f  1980, Art. 98).

In 1989 the Central Bank acquired complete autonomy from the government. It is 

noteworthy that one o f the rare—if  not the only—negotiations sought by the Pinochet 

government with the political opposition before the end o f its period in office was in order 

to arrive at an agreement regarding the autonomy o f the Central Bank, its Constitutional 

Organic Law,219 and the composition o f its Board. As a result, the first board o f the 

completely autonomous Central Bank was composed of two members appointed by the 

Pinochet government, two designated by the opposition, the Chair being nominated by 

consensus, designating a prestigious and non-partisan senior economist. This was the first 

time during the dictatorship that the political opposition, as such, obtained a formal presence 

within the institutions o f the public sector.

The Organic Law o f the Central Bank, o f Constitutional status, includes the precepts 

contained in the Constitution and categorically commits the Central Bank to monetary 

stability, granting it exclusive authority to regulate the money supply and credit, determine 

the parity o f the currency, and the dictation of all norms regarding monetary, credit, 

banking, financial, and foreign exchange matters.* 230 This law also commits the Central Bank 

to ensuring the stability of the financial system and effective competition in the financial 

market, the freedom among parties to establish the exchange rate for their transactions, the 

freedom to trade foreign currency, and prevents it from introducing discriminatory 

treatments and deposit requirements or quotas for foreign trade operations.231 Finally, this 

Organic Constitutional Law dictates that “The decisions adopted by the Central Bank shall

Law 18.840 o f October 10th of 1989.
230

See Law No. 18,840 o f October 10th o f 1989 or “Ley Organica C onstitutional del Banco Central de Chile", Arts. 
3,27,34 and 35. The Art. 39 o f this Law establishes that “Any person can freely carry out foreign exchange operations." 
The A rt 44 dictates that “The exchange rate in Formal Exchange Market shall be that freely
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be obligatory for the agencies o f the public sector that have the nonnative faculties 

necessary to cany them out...*’“ 2

This institutional innovation introduced a strong budget constraint on the public 

sector’s spending behavior, restraining government discretion from attempts to carry out 

populist or opportunistic policies or measures based on political, electoral or short-term 

fiscal considerations.132

6A3.5. The Privatization Process

6.4.3.5.1. Privatization o f public enterprises and assets

Between 1974 and 1989, many public enterprises and services were privatized in 

accordance with the government’s goal o f  reducing the size and involvement o f the state in 

the economy. The first round o f privatization occurred between 1974 and 1982 and basically 

consisted o f the normalization o f the operation and ownership o f  the firms and banks that 

had been taken over or intervened during the Allende government.134 Most o f them were 

returned to their former owners without compensation for the losses incurred. O f the 259 

* intervened* enterprises, 202 were returned in 1974 (about 80%), and the remaining 57 were 

transferred during the following years. By 1979 this process had been completed (see Table 

6.2). In addition, the government sold to the private sector other 135 firms acquired over the 

years by CORFO.235 Most of the land expropriated during the process o f Agrarian Reform 

and administrated by CORA (Corporación de la Reforma Agraria, the state agency * 232 233

See Arts. 36, 39, 43, 44, 49, and 88 of the Law No. 18,840 of October 10th of 1989 or "Ley O rgánica 
C onstitutional del Banco C entral de C hile”

232 A rt 82, Law No. 18,840 of the "Ley Orgánica Constitutional del Banco C entral de C h ile”

233 On the issue of Central Bank independence, see John B. Goodman (1992) M onetary Sovereignty - The P olitics o f  
C entral Banking in Western Europe, Ithaca: Cornell University Press; Alex Cukierman (1992) Central Bank Strategy, 
Credibility, and Independence - Theory and  Evidence, Cambridge, Massachusetts: The M IT  Press; and Alex Cukierman 
and Steven B. Webb (1995) "Political Influence on the Central Bank: International Evidence," The World Bank Econom ic 
Review , Vol. 9, No. 3:397-423.

9 t i
See Dominique Hachette & Rolf LOders (1992) La Privatización en Chile, Chile: Centro Internacional para el 

Desarrollo Económico; and Eugenio Lahera P. (1993) "Mercado y Privatizaciones Durante el Autoritarismo en Chile,” 
FLACSO , Documento de Trabajo, Octubre 1993.

233 See Hachette &  LOders (1992) La Privatización en Chile, pp. 74-81.
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responsible for implementing the agrarian reform process) was also privatized: 28% o f the 

land that had been irregularly expropriated during the Allende government was returned to 

its former owners; another 52% was divided into 52,603 relatively small farms (parcelas 

CORA) that were sold at a subsidized price to the peasants o f the expropriated farms. The 

remaining land was sold by public auction or transferred to CONAF, the public agency 

responsible for forestry development.* 236

This process implied a remarkable distribution o f land ownership, making possible 

the development o f  a market in land and new and dynamic forms o f agricultural production 

and entrepreneurship, contributing to the modernization o f this sector.237

The second round of privatization coincides with the deep crisis experienced by the 

Chilean economy in 1982-83 (see Section 6.7.1), when the state was forced to intervene to 

save 16 private banks that fell into insolvency. The banks had been the key instrument o f the 

economic conglomerates (‘grupos*) that emerged during the 1970s, concentrating the 

ownership of the firms privatized during the first round as well as the property o f those 

firms that had been unable to survive the 1975 recession, the drastic liberalization o f  the 

economy, and the rise in interest rates for credit after the deregulation of the financial 

system. Because o f  the high level o f related lending and cross-ownership between the banks 

and the firms they acquired, the crisis o f  1981-1983 became a ‘snow-ball*, driving both the 

banks and the firms linked to them to insolvency. Thus, as a consequence o f the high level 

o f concentration o f  the property o f firms through the banks, the state found itself in control 

o f more than 90 firms after intervening to save the banks.236 This was called by the critics o f 

the Chicago Boys “the Chicago’s [or the capitalist] way to socialism.” Indeed, in 1982-83 

the state was again controlling a great part o f  domestic banking and o f the productive sector, 

although precise ownership rights remained unclear, for which reason the banks and firms in 

question were popularly called *el area rara* (the ‘odd* sector).239

Hachette &  LQders (1992) La Privatización en O tile , p. 82.

237 See Lahera (1993), pp. 12.

236 See Hachette &  LQders (1992) La Privatización en O tile , pp. 41-44; and Lahera (1993), pp. 17-18.

Hachette &  LQders (1992) La Privatización en C hile, p. 43.
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The intervention of the state was aimed at sorting out the financial, patrimonial, and 

ownership status o f these institutions, and protecting the interests of small savers and 

shareholders. This involved vast costs for the state (see Section 6.7.1. below). The lessons of 

the hard experience o f the crisis determined that during the second round of privatization the 

need to spread ownership was to taken into account, avoiding concentration, and this time 

the state did not provide credits to big buyers. In the end, proof o f solvency was required 

before privatization could advance.240

The second round consisted in the privatization of the firms.of the ‘odd’ sector and 

of several traditional state enterprises created by law or nationalized during the period of the 

Estado Desarrollista y  Empresario and controlled by CORFO. These included the big 

public utility companies and a huge steel company. According to Hachette & Lüders, 

leading students o f  the Chilean privatization process, during the second round the 

government paid particular attention to ensuring that control was, at least initially, spread 

among a relatively large number of people.241

Some o f the enterprises o f the ‘odd’ sector were sold by auction, and were acquired 

by domestic investors in association with foreign ones; others were privatized through the 

mechanism of so-called ‘popular capitalism*, that is, the sale o f shares to the public at 

subsidized prizes and with tax-incentives, acquired by a large number of small individual 

investors (each individual was allowed to buy shares worth a maximum of about US$5,000). 

Some big firms were privatized through a mixed system: 50% o f the shares were sold by 

auction, and the remaining through the ‘popular capitalism* system, so as to make possible a 

diversification o f  the ownership o f the stocks.

The privatization of the traditional state enterprises was carried out through the sale 

o f the shares o f  the enterprises being privatized to their workers and, in some cases, to 

public employees in general; and to institutional investors such as Pension Funds and others.

1 i A

See Hachette &  Lüders (1992) La Privatización en Chile, pp. 90-91.

241 See Hachette &  Lüders (1992) La Privatización en Chile, pp. 90-94.
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In some cases the ‘popular capitalism’ mechanism was also used for selling shares to small 

investors.142

During the second round, an stringent legal and regulatory framework was enacted 

before privatization. The companies were transformed into corporations so as to allow their 

shares to be listed on the stock-exchange, and their accounting was audited by a regulatory 

body controlling the operation o f the stock-market and insurance sector (Superintendencia 

de Valores y  Seguros). The sale o f shares was carried out progressively and in stages, each 

time selling a given proportion o f the total. The state provided favorable conditions to 

workers to purchase these shares. In some cases, the workers of the companies being 

privatized became the largest shareholders.242 243 Among the privatized enterprises were the big 

steel company (CAP), the Electric Services Company (CHILECTRA), the State Insurance 

Company (ISE), the Telephone Company (CTC), the Telecommunications Enterprise 

(ENTEL), the National Enterprise o f Computing Services (ECOM), the National Enterprise 

of Electric Power (ENDESA), and the National Airlines (LAN). Table 6.30 shows the 

evolution o f the process.

Table 6.30—Number o f  Enterprises owned by the State and 
___________the privatization process, 1970-1989.__________

^ '1 9 7 0 ^ . 1973- ^1983*?: 1999
1. CORFO related enterprises: 46 571 24 24

a. Subsidiaries 46 228 23 24
b. 'Intervened' — 325 0 0
c. Banks 0 18 1 0

2. Other State Enterprises 20 22 21 18
3. Other Financial Institutions 2 2 2 2
4. CODELCO 0{,) 1 1 1
TOTAL 68 596 48<h) 45

(a): Corresponds to CODELCO, the copper mining company nationalized in 1971, but by 1970 
die state owned the 50% of its shares.
(b): This figure does not include the more than 50 firms o f the 'odd sector' indirectly 
administrated by the state in 1983 after the crisis o f the banking sector which controlled them, 
and which were privatized during the 1985-89 period.
Source: Dominique Hachette &  R o lf Lüdcrs (1992) La Privatización en Chile, Chile: 
Centro Internacional para el Desarrollo Económico, p. 16. (For a detailed account of 
the enterprises owned by the state in 1970, 1973, 1983, and 1989, see Hachette &  
LOders (1992), pp. 255-287.)

242 See Juan Andrés Fontaine (1993) Transición Económica y Política en Chile: 1970-1990."

243 See Hachette &  Lflders (1992) La Privatización en Chite, pp. 92-94.
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This process implied a vast transference of ownership and management from the 

public sector to private hands. Public utilities in private hands were able to improve 

efficiency and attract private investment for the development o f new investment projects 

aimed at expanding the coverage o f their services and modernizing their installations and 

procedures. It also made possible a rationalization o f their costs and tariffs, guided now by 

economic returns criteria rather than by multiple and contradictory objectives such as the 

creation o f  employment, the subsidy o f  domestic consumption, the stimulation of demand, 

the curbing o f  inflation, the promotion of development, the accumulation o f foreign 

currency, and the provision o f  revenue for the state, as had been the case during the period 

of public ownership.

6A3.5.2. Privatization in the Social Welfare sector (Education, Housing, and Health)

During the late-1970s, the government initiated a program of structural change, 

known as the ‘program of modernizations*, which consisted o f the transfer to the private 

sector of several activities that had been traditionally carried out by the public sector. This 

process included educational, health, housing, and social welfare services.244 In most cases it 

implied the expansion o f the room for the private sector to participate in such activities and 

the introduction o f criteria o f economic solvency and efficiency into those that remained in 

the public sector.

Since 1980, the creation of private universities and other institutions of higher and 

technical education was allowed along with the end o f free  public universitary education. 

According to the government, public spending on higher education involved a large 

regressive income distribution in favor o f high and middle income groups. The direct fiscal 

contribution to universitary studies was reduced and such expenditures were thus transferred 

from higher education to primary and pre-primary education, focusing on the poor. Public 

universities were forced to cover most o f  their costs by charging tuition fees to students. At 

the same time, a mechanism o f fiscal credit or loans was created for all those students who 

were demonstrably unable to finance their studies. According to the policy-makers, since
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higher education does improve the future flow of income o f those who benefit from it, the 

principle was that a ll students should p a y  for it, either during or after the period o f their 

studies.

Also, a system of vouchers for primary education was introduced, reducing the 

number o f public-managed schools and transferring the remaining to the municipalities. 

Private organizations were allowed to provide free educational services, receiving a subsidy 

from the state for each matriculated student

In housing, the state ceased to act as direct provider, dismantling the big public 

service in charge o f  building houses for middle and low income groups and transferring 

these activities to the private sector, which was to compete for the vouchers granted to the 

families benefiting from the state housing program. The logic o f such a subsidy was also 

changed, targeting poorer families and introducing a system o f scored-means, rewarding the 

saving effort of the applicants, creating special banking accounts to collect families1 saving 

for housing. The greater the size o f the family, the lower their income, and the greater their 

saving effort (measured by antiquity and relative amount accumulated in the housing-saving 

account), the greater would be and the sooner would come the state subsidy for housing.

In health care, the military government encouraged the expansion o f private activity 

and investment in the sector, ending the quasi-monopoly o f  the state in the provision of 

health-care services and introducing the principle o f ‘freedom-to-choose1 {'libre elección*) 

for individuals in selecting their physician and medical and health-care services provider. 

The creation o f  private health-insurance institutions was allowed, which were to compete for 

clients by offering them a health-care insurance program. In addition, the government's 

public health policy encouraged the creation o f  private clinics, laboratories, hospitals, etc., 

aimed at offering medical services. According to the new system, individuals can chose 

whether to contribute to the public health system or to contract a private insurance service. 

Such institutions may have their own health services or just provide the insurance service. 

The private health-care sector today covers about 30 percent o f  the population, mostly high 

and middle-income groups, while the rest is covered by the public sector, which however 144

144 See Hachette &  Lflders (1992), pp. 83-89; and Cristián Larroulet V. (ed.) (1993) Private Solutions to Public 
Problem s - The Chilean Experience, (Santiago: Instituto Libertad y  Desarrollo. First edition in Spanish in 1991).
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also incorporated in some measure the principle of free-selection of a physician. Indigent 

people receive free health care from the public sector.

The state focused a significant amount of resources on programs providing care for 

pregnant women, babies and small children, and pre-primary and primary school children, 

providing them with free nutritional aid combined with health care, thus achieving a 

dramatic reduction in the infant mortality rate, which fell from 79 per 1,000 live births in 

1970 to 17 in 1989.245

6.4.3.5.3. The Privatization o f  Social Security. The Pension System Reform.

Of all these changes, perhaps the most interesting and important institutional 

transformation in social welfare policy was the reform o f the social security system, which 

was to have far-reaching implications for the whole economy.

From 1974 the military government had progressively introduced some changes into 

the social security system which tended to reduce its complexity by standardizing the vast 

number of differential and discriminatory regimes prevailing in it and by reducing the labor- 

tax component contained in it (see Section 5.43.2.2. in C hapter Five). In 1974, total taxes 

on blue-collars workers, as a proportion o f net wages, amounted to 56.9 percent, with the 

employer contributing 79.8 % o f  this levy, with the remaining 20.2% being borne by the 

employee.24* “An important goal of the government, and [also] a measure directed toward 

reducing unemployment, was to reduce these taxes on labor. This was done slowly on 

time.”247 248

The reform introduced in 1981 constituted a major change in the whole social 

security system. It shifted it from a pay-as-you-go system, to a fully funded system based on 

individual accounts managed by private institutions.14* These institutions, called

245 Sec Mercedes Cifuentes (1993) "Health Care," in Cristián Larrouiet V. (ed.) Private Solutions to Public Problems - 
The Chilean Experience, (Santiago: Instituto Libertad y  Desarrollo. First edition in Spanish in 1991).

244 See Edwards and Edwards (1991), pp. IS  I and 172.

247 Edwards and Edwards (1991), p. 151.

248 See Hernán Cheyre V. (1988) La Previsión en Chile A yery Hoy. Impacto de una Reforma, Santiago de Chile: 
Centro de Estudios Públicos; Luis Lam ín (1993) "Social Security Reform," in Cristián Larrouiet V. (ed.) Private 
Solutions to Public Problems - The Chilean Experience, (Santiago de Chile: Instituto Libertad y Desarrollo. First edition
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Administradoras de Fondos de Pensiones (AFPs), perform exclusively the function o f 

managing the individual accounts o f  a single pension fund, and are subject to stringent 

regulation and tight control by an autonomous regulatory public agency (Superintendencia 

de AFPs)?49

Table 6.31— Evolution o f the ‘Labor Tax* component 
o f the M andatory Contributions for Social Security.

: Y ear^^gjgsocial
1974 56.9
1977 48.3
1979 36.3
1981 24.4
1983 20.8

Source-. Sebastián Edwards and AJqandra Cox Edwards (1991) Monetarism 
and Liberalization - The Chilean Experiment (with a new afterword'), 
Chicago: The University of Chicago Press (first edition in 1987), p. 151.

The social security reform meant the end o f  the complex, discriminatory, and 

unfunded pay-as-you-go system, described in C hapter Five (Section 5.4.3.2.2.). It was 

replaced by a new system which was uniform  for all kinds o f  workers and contributors, with 

the same rules, requirements and mechanisms to determine benefits. In the old social 

security regime, the level of benefits was not linked to contributions but was determined in a 

discretionary fashion, largely in response to political influence (see C hapter Five).* 249 250 Under 

the new system, all active workers contribute the same percentage o f their taxable income 

(10%), and their benefits are calculated according to the same rules.251 The level o f  benefits 

is determined by the amount o f funds accumulated by the effective contributions made by

in Spanish in 1991); José Piñera E. (1991) El Cascabel a l Gato - La Batalla por la Reforma Prévisional, Santiago de 
Chile: (5th edition, 1992) Zig-Zag; and Sebastián Edwards (1996) "The Chilean Pension Reform: A  Pioneering Program," 
N B ER  Working Paper No. 5811, November 1996, National Bureau of Economic Research, Cambridge, Mass.

249
See Luis Larraln (1993) "Social Security Reform," in Crístián Lanoulet V. (ed.) Private Solutions to Public 

Problems - The Chilean Experience, (Santiago de Chile: Instituto Libertad y Desarrollo. First edition in Spanish in 1991), 
pp. 30-34; and Sebastián Edwards (1996) "The Chilean Pension Reform: A  Pioneering Program," N B ER  W orking Paper 
No. 5811, November 1996, National Bureau o f Economic Research, Cambridge, Mass.

250
See Charles Parrish and Jorge Tapia (1970) “Welfare Policy and Administration in Chile," Journal o f Comparative 

Administration, 1, No. 4, February 1970, 455*476; Hernán Cheyre V. (1988) La Prevision en Chile Ayer y  Hoy. Impacto 
de una Reforma, Santiago de Chile: Centro de Estudios Públicos; Lu is Larraín (1993) "Social Security Reform," in 
Crístián Larroulet V. (ed.) Private Solutions to Public Problems - The Chilean Experience, (Santiago de Chile: Instituto 
Libertad y Desarrollo. First edition in Spanish in 1991), pp. 30-34; and Sebastián Edwards (1996) "The Chilean Pension 
Reform: A  Pioneering Program," N B ER  Working Paper No. 5811, November 1996, National Bureau o f Economic 
Research, Cambridge, Mass.

251 The military are the only group excluded from the reform, maintaining their former system.
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each worker during his/her active working life to an individual or personal account, and by 

the returns gained over time, according to the investments made by the AFPs. In addition to 

the mandatory contribution for social security, contributors must also pay a commission 

charged by the AFPs for their services, which is determined by each firm in a competitive 

manner (it amounts today to less than 2.5% of the taxable income, and has tended to 

decrease over time). Under the new system, neither the employer nor the state contribute to 

the social security retirement iunds; contributions are made only by the employee or worker.

The AFPs are private firms created to administer the contributions of their clients in 

their individual capitalization retirement accounts, offering them competitive conditions 

regarding the rate o f return on their deposits and the fees and commissions they charge for 

such services. Contributors are free to choose and change easily and at any time from one 

AFP to another; all that is necessary is a signature by the contributor authorizing the new 

AFP to demand from the former the transference of his/her funds. The regulatory 

framework, strengthened after the return to democracy by the center-left administrations, 

obliges each AFP to provide clients with detailed monthly information about the amount o f 

funds accumulated, and the returns gained by them, presenting at the same time the 

comparative record o f all other AFPs. This information has to be presented according to a 

standardized format in order to avoid distortions of the information provided by each AFP. 

Also, the regulatory body {Superintendencia de AFPs) provides comparative information to 

the public regarding the returns provided by each AFP and the amount of the commissions 

they charge for the management services. The Superintendencia also intervenes to resolve 

disputes between clients and AFPs and carries out a daily monitoring o f the financial 

operations and investments made by the AFP with the funds of the contributors in the 

financial market.

AFPs invest the funds in a diversified portfolio o f stocks, bonds, and obligations, 

which are strictly established, regulated and controlled by the Superintendencia in order to 

protect the solvency o f the investments and the funds of the contributors. This regulatory 

body determines the assets in which AFPs can invest their funds according to the level of 

risks involved, and it controls the limits allowed for AFPs to invest their funds, in order to 

avoid an excessive concentration o f the funds in few instruments or sectors, constraining the
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diversification o f risks. Additionally, the regulatory body oversees the transparency of the 

whole system.252

The government acts as a pension provider o f last resort in the case of the poor or 

for those who, after having contributed for at least 20 years, might still be unable to 

accumulate the amount necessary to obtain a minimum pension. In such cases, the state 

provides a transfer that raises the pension to that minimum, whose value is adjusted by 

inflation and equivalent to around 70% o f  the minimum wage.253

The system started with 12 AFPs, which have been involved in strong competition 

for clients. Today the number has increased to 21, including some AFPs whose shareholders 

are groups o f workers and/or trade unions.

According to most analysts, the social security reform has had important positive 

effects on the whole economy. Indeed, the reform meant a rapid accumulation o f funds, and 

the rise o f an unseen internal saving and investment capacity, ready to provide a source of 

financing for the economy. In 1994, the system accumulated funds to an amount equivalent 

to 41% of Chile’s GDP, the pension funds becoming the largest institutional investors in the 

Chilean capital market.254 This investment capacity contributed to making possible the 

privatization and diversification o f the ownership o f public utility enterprises during the 

1980s. Today, the pension funds are the main shareholders o f these firms.

It has been suggested that the social security reform has been the main cause o f the 

notable increase experienced in the country’s savings rate, which has risen from less than 

10% in 1986 to almost 29% in 1996.255

After 16 years, the private-managed pension fund system has been able to provide to 

the individual pension accounts an average annual rate of return o f around 11%, one of the

See Luis Lanata (1993) "Social Security Reform"; Mario Marcel &  Alberto Arenas (1991) Reform as a la 
Seguridad Social en C hile, Washington DC: Banco Interamericano de Desarrollo; and Edwards (1996).

253 The government also guarantees a minimum return for the funds.

254 Edwards (1996), p. 29.

255 Edwards (1996), pp. 28-29. For a preliminary critic assessment of role of the social security reform on the increase 
in the rate of saving, see Robert Holzmann (1996) "Pension Reform, Financial Market Development, and Economic 
Growth: Preliminary Evidence from O lile," (Washington DC: IM F  Working Paper No. 94, August 1996, Internationa] 
Monetary Fund).
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highest in the country.254 The reform has also had a positive impact in the development o f a 

modem capital market, which today demonstrates the greatest degree of deepening and 

institutionalization in Latin America. According to Edwards (1996), “What is perhaps more 

important, however, is that it has allowed private firms to rely on long term financing for 

their investment projects.*’* 257

In addition, the pension reform has had a positive effect on the labor market by 

reducing the costs o f labor faced by firms, thus encouraging employment creation. At the 

same time, by relying on a capitalization system, the labor tax component o f the retirement 

system has been minimized (see C hapter Five, Section 5.4J.2.2.).2“  According to 

Edwards,

“Currently, most workers see their contributions as a deferred compensation,
rather than a tax.*’259

In fact, two o f the key institutional changes arising from this and other reforms were 

the reduction o f the burden o f the social welfare policies adopted in the past on aggregate 

economic performance and the room they typically offered for opportunism and political 

clientelism (see C hapter Five).

As was dealt with in C hapter Five, the previous social security system was 

increasingly hampering the growth o f employment and real wages, increasing the labor tax 

on workers and employers.240 The fact that benefits were not related to contributions made it 

possible for some groups to obtain very favorable pension benefits at the expense o f other 

citizens (active workers, employers, and tax-payers, since the system was financed by 

contributions coming from these three actors). Under the new system, the level o f 

individuals* pensions depends exclusively on the contributions effectively made by them 

during their active working life into their individual pension accounts, and on the returns 

gained by them from the investment made by the AFP that manages the individuals*

254 Edwards (1996), pp. 29-30.

257 Edwards (1996), p. 30.

250 Edwards (1996), p. 30.

259 Edwards (1996), p. 30.

240 See Edwards and Edwards (1991), p. 131.
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accumulated contributions. The new system has thus reduced the opportunities for rent- 

capture on the part o f individuals or interest groups through redistributive measures. The 

contributions accumulated in the individual accounts are the exclusive individual property o f 

each contributor, constitutionally guaranteed against expropriation.261 Contributors can 

know at any time the exact amount effectively accumulated by their contributions and the 

returns gained by them, just like in a normal bank account. In this way, individuals have a 

direct interest in [a] monitoring the evolution o f their funds and increasing their 

contributions—the system allows additional voluntary contributions beyond the mandatory 

10%—, [b] assessing the management o f  the AFP in increasing the returns on their funds, 

and [c] the overall performance o f the economy (a fall in the aggregate rate o f return on the 

stock-market will lower the returns accumulated by the pension funds).

According to the Constitution, the state cannot expropriate or make use of the 

contributions of citizens. During the previous system, the state used to ‘borrow’ from the 

social security system in order to overcome financial difficulties and constraints imposed by 

the tight budget or to grant special benefits to some groups. As was mentioned in C hapter 

Five, legislators carried out an active patronage activity providing pension and retirement 

benefits for their clienteles, often without any relationship to the contributions made by 

them, thus reducing the resources o f the system to finance the pensions o f  those who had 

contributed all their lives.* 161 * Since no one could claim ownership o f  the funds or know the 

exact amount he or she had contributed to a very complex, bureaucratic, and supposedly 

redistributive, ‘solidarity’ system, it was easy for the government to manipulate such 

resources. However, this generated large inequities and some groups or generations of 

retirees found themselves with miserable pensions whilst others obtained generous benefits, 

unrelated to their effective contributions. A t the same time, one o f  the main activities o f 

politicians in the past was using their influence to obtain special pension benefits for their 

clienteles.163 In this way, within the former system, pension and retirement benefits were

261 See A rt 19, No. 7(h) and No. 24 of the 1980 Constitution, and Law No. 18,152 of August 1982.

161 See Jorge Tapia Valdés (1960) La Técnica Legislativa, Santiago de Chile: Editorial Jurídica, p. 237. Cited by
Valenzuela (1977) Political Brokers in Otile: Local Government in a Centralized Polity, Durham, NC: Duke University 
Press, p. 138.

163 See Arturo Valenzuela (1977) Political Brokers in Chile: Local Government in a Centralized Polity, Durham, NC: 
Duke University Press, pp. 134*135, and 138. See also Arturo Valenzuela (1978) The Breakdown o f Democratic Regimes -
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largely uncertain, and depended heavily on the intervention o f politicians. As Valenzuela 

(1977) noted,

“Sometimes the cajas took several years in processing the papers of certain 
individuals, and only when a parlamentario [legislator] or some other person 
with direct contacts or influence interceded did the proper papers materialize 
and the benefits come.”* 264

All of this determined that contributions were seen by both workers and employers 

mostly as a discriminatory and arbitrary tax on labor, discouraging contributions and/or 

encouraging the practice of reducing the taxable wage in favor o f  an 

informal— undeclared—extra-payment which increased the cash wage received by workers 

and employees and reduced the contributions to be paid to the social security system by both 

the workers and employers. By the same token, the previous system contained incentives for 

some groups o f workers to avoid contributing during most o f their active life, or to under

contribute, and only begin to contribute when they approached the age of retirement, 

attempting then to declare high taxable wages so as to obtain a higher pension. Moreover, 

pension benefits were perceived as a 'gracia' (a ‘grant* or favor) given or obtained from the 

state.

The pension system reform eliminated these problems, reducing the room for rent- 

seeking, patronage and clientelism, treating all individuals according to the same rules, and 

making possible a funded social security system, guaranteeing workers the private 

ownership o f their funds and a greater certainty that the pension they will receive will be in 

proportion to their contributions.265

Chile, Baltimore: The John Hopkins University Press, pp. 8-9; and Arturo Valenzuela and Alexander Wilde (1979) 
"Presidential Politics and the Decline of the Chilean Congress,a in Joel Smith and Lloyd D. Musotf (eds.) Legislatures in 
Development: Dynamics o f Change in New and Old States (Durham, North Carolina: Duke University Press), pp. 200- 
201. Valenzuela and W ilde report on the basis of a study by Tapia-Valenzuela that during the 1940-1970 period, in the 
average, around 50%  o f all laws passed by the Congress were ’private laws* of particularistic and clientelistic nature, 
related to *asuntos de gracia \ that is, matters related to pension and retirement benefits granted to particular groups or 
individuals. This proportion increased before each election.

264 Valenzuela (1977), p. 134.

265 However, it has been argued that the fact that the state guarantees a minimum pension reduces the incentive for 
poor workers to contribute. See Edwards (1996). Other problems of the new Social Security system have to do with its 
relatively high administrative costs and commissions charged by the AFPs on the affiliates, the low coverage o f temporary 
and autonomous workers, and the delay in the payments of the contributions o f the employees on the part of employers.
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6.4.4. Prices, Wages, and Interest Rates Policy

6.4.4.1. Price Policy

As has already been dealt with in Section 6.3.2.1., prices were liberalized in 1973 

and no price controls have been imposed since. Price controls had been widely used during 

the former policy regime and covered virtually everything during the Allende government. 

They were justified on the basis o f the fight against inflation.2*  In all cases they failed to 

contribute to this objective and rather aggravated inflationary pressures. Pinochet’s policy

makers always rejected any attempt to re-impose price controls, guidelines, or other forms 

o f income-policies.* 247

6.4.4.2. Wage Policy

The military regime dismantled the multiple minimum wage system, establishing a 

single minimum wage for the whole economy. All automatic indexation systems for wages 

as well as the Ley de Inamovilidad (‘Unremovability Law*), which had made termination o f 

labor contracts very expensive for employers, were eliminated.24* However, until 1982 

nominal wages were not allowed to be cut. Indeed, notwithstanding the fact that collective 

bargaining and strikes were forbidden until 1979, from 1974 the military government 

mandated periodic across-the-board nominal wage increases related to past inflation for both 

the public and the private sectors.2”  From 1979 until 1982, the new Labor Code law which 

reintroduced the right to strike and collective bargaining—thought restricted to the level o f

266
Price controls were also used as a measure to redistribute wealth in favor o f lower income groups.

247 See Edwards and Edwards (1991), p. 29.

244 Edwards and Edwards (1991), p. 139.
269

See Edwards and Edwards (1991), pp. 146-151. According to their figures, there were S official wage 
readjustments during 1974,4 per year during 1975-1976,3 per year during 1977-1979, 2 in 1980, and 1 in 1981. These 
figures coincide with those by Mizala &  Romaguera (1991), as quoted by COeymans and Mundlack (1993). However, it 
must be noted that according to Coeymans and Mundlack, real wages tended to increase more than these officials 
readjustments. See Juan Eduardo Coeymans and Yair Mundlack (1993) Sectoral Growth in Chile: 1962-82, Washington 
DC: International Food Policy Research Institute, pp. 141-142. For die figures on the official readjustments, they refer to 
the article by Alejandra Mizala & Pilar Romaguera (1991) “Es el sector publico un sector lider en la determinación de los 
salarios? Evidencia para la economía chilena," Colección Estudios CÍEPLAN, No. 33 (December): 59-93.
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the firm only— established that the floor  for negotiating wage readjustments was 100% 

indexation to past inflation (the so-called 'Ley del Piso* or ‘wage-floor law’).*70 Workers 

who were not subject to negotiation or collective bargaining, or not affected by them, had a 

minimum wage equal to the readjustments decreed by the government. In the face of acute 

unemployment and the crisis faced by the economy during the early 1980s, in June 1982 the 

government eliminated the mandatory 100% backward indexation and the mandatory 

readjustment laws were applied only to the public sector.771 With these changes, wages in 

the private sector were liberated o f all regulation, except the minimum wage.772 Several 

scholars have asserted that the persistence of high unemployment during the 1975-1983 

period was a result o f the rigidities introduced into the labor market by the minimum wage 

and the periodic wage readjustments mandated by the government270 271 272 273 According to Edwards 

and Edwards, “the elimination o f the minimum wage would have resulted in an increase in 

aggregate employment over the longer run o f approximately 80,000jobs.”274

6.4.4.3. Interest rates and banking policy

Since 1976, along with the privatization of the banking system and the deregulation 

and liberalization o f  the financial market, interest rates for credit and deposits were 

liberalized and this became a competitive arena.275 The discretionary controls on interest 

rates that had maintained them at a real negative level during most o f the previous policy 

regime (a textbook case of “financial repression”)276 disappeared.277

270 Sec Lagos (1993) “Estabilización en Chile 1975-1980," p. 537.

271 See Fontaine Aldunate (1988), pp. 152-153.

272 For an overview of wage and labor policy during the 1940-1990 period, see Juan Eduardo Coeymans and Yair 
Mundlack (1993) Sectoral Growth in Chile: 1962-82, Washington DC: International Food Policy Research Institute, pp. 
135-143. See also Edwards and Edwards (1991), pp. 138-173.

273 See for example Edwards and Edwards (1991), p. 151; Ricardo Paredes M. and Luis A. Riveros (1993) "E l Rol de 
las Regulaciones en el Mercado Laboral - El Caso de Chile,” Estudios de Econom ía, Departamento de Economía, 
Universidad de Chile, Vol. 20, No.l, Junio 1993: 43-67; and Juan Andrés Fontaine (1993) "Transición Económica y 
Política en Chile: 1970-1990," pp. 261-263.

274 Edwards and Edwards (1991), p. 151.

This section is based on the study by Salvador Valdés Prieto (1993) “Ajuste Estructural en el Mercado de 
Capitales: La Evidencia Chilena,” in Daniel L. Wisecarver (cd.) E l M odelo Económ ico Chileno, (2nd. edition) C IN D E -
PUC, Santiago de Chile: 401-444. See also Edwards and Edwards (1991), pp. 53-80.

See Section S.4.2.3, in Chapter Five.
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However, in the beginning the liberalization o f the financial market did not include 

adequate mechanisms aimed at evaluating the level o f risk involved in the credit portfolio o f 

the banks. Together with a virtual state guarantee on deposits, this resulted in many cases o f 

abuses, frauds, and incentives for opportunistic behavior—moral hazard and adverse 

selection™—on  the part o f some Banks.279 According to Salvador Valdés Prieto (1993), the 

adoption between 1978 and 1981 o f  a  regulatory system based on the so-called ‘Continental 

European* type—to differentiate it from the so-called ‘Anglo-Saxon’ type in which there is 

a central evaluation by a state agency o f  the credit portfolio and solvency o f each Bank and 

a strict separation between banking and industrial ownership— led to a close inter-linking 

between banks and firms and a vast concentration o f ownership and connected lending, 

which resulted in a large accumulation o f irrecoverable credits, frauds, and insolvency in the 

whole banking system.2*0 According to Valdés Prieto, the choice o f this option was based on 

ideological grounds: policy-makers considered the ‘Anglo-Saxon* oversight model “too 

statist”.2*1 Until 1981, the Superintendencia de Bancos (the regulatory body o f the banking 

industry) did not evaluate the portfolio o f  the banks, classifying the risk involved in each 

individual credit, but only limited itself to controlling whether credit was overdue or not. 

Since only the overdue credits required reserves, by merely renewing the unrecoverable 

credits a bank could avoid the acknowledgment o f  losses. Thus banks were able to continue 

granting credit to their debtors, which in large number were firms connected to the bank 

(‘empresas relacionadas*). This spread insolvency through the whole financial system, 

contributing to a general crisis o f the banking system during the early 1980s that led to the 

intervention in 8 private banks by the Superintendencia in 1981.2*2 Since 1982, the 

government has adopted an ‘anglo-saxon’-like regulatory system for the banking industry, 

involving a central state oversight over each individual credit, a  careful classification o f risk, * 444

277 See Edwards and Edwards (1991); and Vald&  Prieto (1993).

For a definition o f ‘moral hazard* and ' adverse selection*, see Paul M ilgrom  and John Roberts (1992) Economics. 
Organization and Management, nd: Prentice-Hall International, pp. 129,149-159, and 166-203

T79
For a detailed analysis, see Salvador V a ld is Prieto (1993) “Ajuste Estmctural en el Mercado de Capitales: La  

Evidencia Chilena,*1 in Daniel L. Wisecarver (ed.) E l Modelo Econdmico Chileno, (2nd. edition) C INDE-PUC, Chile: 401-
444. See also Edwards and Edwards (1991), pp. 58-80.

Valdds Prieto (1993), pp. 429-434.

m  Vald6s Prieto (1993), p. 430.

2,2 See Valdis Prieto (1993); and Edwards and Edwards (1991), pp. 78-80.
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forcing banks to back all credits with reserves, and provisions aimed at avoiding oligopolies 

and the concentration of cross-linked ownership and control between banks and industrial 

firms.2*3 After the reforms introduced between 1981 and 1985, although they were unable to 

prevent the crisis o f  the early 1980s, the banking industry was subjected to a stringent 

regulatory framework, enriched by the hard and costly lessons learned in 1982 and 1983. 

From that moment, the regulation o f the banking system forced banks to diversify their risk, 

preventing the concentration of credit and ownership among ‘connected firms’. The 

recession o f 1983 led to a change o f cabinet bringing to the government some politicians 

and economists that traditionally had opposed the policies o f the *Chicago-Boys* and who 

instead argued for a more active and ‘nationalistic* role o f the state in favor of domestic 

production. They introduced ‘suggested interest rates*, as part o f a set of somewhat populist 

policies aimed at favoring domestic firms in trouble and lowering the unrest among 

entrepreneurs. However, neither the policies nor the ministers that embodied them lasted, 

and these policies were soon abandoned in favor o f deepening the process o f liberalization 

o f the economy, continuing the privatization of public enterprises and the expansion of 

market mechanisms and reducing the intervention of the state, though improving the 

regulatory framework for the areas being privatized so as to avoid the concentration of 

ownership and the limitations to free competition.2*4

In any case, the liberalization o f the banking and financial system, despite the huge 

and costly mistakes and failures during its implementation, resulted in a rapid development 

o f a domestic capital market.2*3 Already from the mid-1970s, credit became more widely 

accessible, although this, by expanding credit for consumption and fostering indebtedness, 

contributed to aggravating the effects o f  the 1981-82 crisis when the international interest 

rates soared and many debtors faced a dramatic increase in their liabilities.2** Moreover, the 

liberalization and privatization of the financial system favored a slow but continuous

243 See Valdes Prieto (1993), pp. 430-434.

2M See Fontaine Aldunate (1988); Juan Andrés Fontaine (1993) "Transición Económica y Política en Chile: 1970- 
1990," Estudios Públicos, Vol. 50, Otoño 1993; 229-279; and Silva (1993a, 1993b)

2*9 See Edwards and Edwards (1991), pp. 56-58. They wrote: "There is no doubt that, at least in terms o f increasing 
the degree of financial intermediation, the liberalization reform was a success." (p. 58)

244 See Valdes Prieto (1993), pp. 408-412; and Edwards and Edwards (1991), pp. 56-80.

423



The institutional bases o f  Chile’s economic *miracle' —  Chapter W

increase in the saving rate, and contributed to improving the allocation of credit towards 

more profitable activities, particularly from the mid-1980s.

6.5. C o n s t it u t io n a l  C h a n g e s : A New  I n s t it u t io n a l  a n d  P o l it ic a l  S e t t in g

Between September 1973 and March 1990, Chile was governed by the authoritarian 

military regime presided over by General Augusto Pinochet. He was succeeded in March 

1990 by Patricio Aylwin, the leader o f  the center-left Concertación por la Democracia (a 

coalition among the parties that had constituted the democratic opposition to the 

dictatorship, led by the Christian Democrats and the Socialists) and who was elected by 

absolute majority as President o f the Republic in the general elections o f December 1989. In 

the presidential elections of December 1993, the candidate o f  the Concertación was again 

elected (Eduardo Frei Ruiz-Tagle, a Christian Democrat like Aylwin).

Chile’s political system experienced a profound transformation during the 

dictatorship, with the enactment o f a new Political Constitution in 1980, which was to 

change significantly the mies o f  the political game.1*7 It was drafted by a commission o f 

jurists appointed by the Pinochet government and was submitted to a plebiscite in 1980, 

with strong limitations for the opposition. The plebiscite simply called Chileans to either 

approve or reject the Constitution, which was approved by a majority of 67%, with the 

participation o f  93% of the electorate. However, several analysts have questioned the 

accuracy of this result due to the conditions o f limited political debate when the plebiscite 

was carried out and the fact that the military government had complete control of the 

process, with no guarantees for the opposition.1** Yet, nobody questions the fact that a 

majority gave its approval to the new Constitution.

U1 See Rhoda Rabkin (1996) "Redemocratization, Electoral Engineering, and Party Strategies in Chile, 1989-1995," 
Comparative P olitical Studies, Vol. 29, No. 3, June 1996: 335-356; and Lisa B  aidez and John M. Carey (1996) 
"Pinochet's Constitution and Executive Agenda Control: Budgetmaking in Chile” (mimeo).

*** See Angell (1993), pp. 108-109.
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The 1980 Constitution, whose full application was to take place only in 1990—the 

period until then was defined as a ‘transition’, governed by 34 transitory articles1” —created 

a Presidentialist system requiring the direct election o f the president by an absolute majority 

of the votes, including a ballotage between the two first relative majorities in the case that 

no candidate obtained 50 percent plus one o f the votes (Art. 26. of the 1980 Constitution). 

Therefore, in contrast to the previous system, it does not allow candidates to become 

president with only a relative majority (see Chapter Five, Section 53.1.). The Constitution 

also ended the tradition that the Congress decided among the candidates who had obtained 

the higher relative majorities. Furthermore, a binomial electoral system was introduced for 

the election of Senators and Deputies, replacing the former system based on the principle o f 

proportional representation. As a consequence, parties are constrained to form large 

coalitions in order to have a chance o f gaining seats in Congress. Each electoral district 

elects only two representatives. Unless a party or coalition obtains more than 66% o f the 

votes in a district, the second representative constitutes the candidate o f the party or 

coalition that obtains the second majority (Arts. 45).” ° Therefore, small and extreme parties 

virtually have no chance o f obtaining a seat, unless they join a broad coalition. In this way it 

was sought to discourage party fragmentation and the typical weakness that characterized 

executives under the 1925 Constitution, who were permanently dependent on the support o f 

political parties in order to cany out their programs (see C hapter Five, Sections 53 .1 . & 

5.3.2)” 1

As Baldez and Carey (1996) have emphasized,

“the most important structural characteristic o f the Chilean Congress... has to 
do with the manner by which it is elected. Both the Chamber and the Senate * 290 291

2”  Actually, the last transitory article o f the 1980 Constitution, which allows General Pinochet to remain unremovable 
in his post as Chief Commander of the Army, concludes in March of 1998.

290 In addition, the Constitution establishes the existence of 9 'institutional’, n o n -elected Senators (former members of 
the Supreme Court, former Chief Commanders o f the armed forces, etc.). These are nominated by the President, by the 
Supreme Court, and by the National Security Council where the military have a half of the votes. O f course, the fust 9 
'institutional' Senators for the period 1990-1998 were nominated by Pinochet and the military. These nine non-elected 
senators represents 19%  of the Senate. This mechanism has allowed the Right to block in the Senate the substantia] 
majority obtained by the Center-Left coalition in all political elections held after the restoration of democracy.

291 For an analysis o f the electoral system enacted by the 1980 Constitution and the evolution of political competition 
in Chile, see Rhoda Rabkin (1996) "Redemocratization, Electoral Engineering, and Party Strategies in Chile, 1989-1995," 
Comparative P olitical Studies, Vol. 29, No. 3, June 1996: 335-356. See also Lisa Baldez and John M. Carey (1996) 
"Pinochet's Constitution and Executive Agenda Control: Budgetmaking in Chile" (mimeo).
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are elected from two-member (magnitude (M}=2) districts. The two-member 
electoral system is unique to Chile, and as with the 1980 Constitution, it is an 
institutional legacy that was strategically selected by the former military 
regime. Under the system, parties or coalitions present lists of two candidates, 
and voters indicate a preference for one candidate within one o f the lists. The 
votes of both candidates on each list are totaled first, then the two seats are 
allocated. The first seat is awarded to the more preferred candidate from the 
list with the most total votes, after which that list’s vote total is divided by 
two. If this quotient is still higher than any other list’s vote total, the second 
candidate gets the second seat. Otherwise, the second seat goes to the first 
candidate on the second-place list.”292

The 1980 Constitution introduced strong limitations to the involvement o f political 

parties in the activities of trade unions and other interest groups. It made incompatible the 

simultaneous holding of high ranking positions—at national or regional level— in both 

political parties and labor, business, or professional associations. It also prohibits and 

punishes the intervention of leaders o f  labor, business, and professional associations in 

activities of a political party type, as well as the interference o f  political party leaders in the 

activities o f the associations just mentioned and other intermediate groups (Constitution of 

1980, Art. 19, No. 23). In the same way, the Constitution o f  1980 establishes that “those 

Deputies and Senators who exert any kind o f influence before administrative or judiciary 

authorities in favor or in representation o f  the employer or the employees in collective 

bargaining or labor conflicts, be it in either the public or the private sector, or that intervene 

in it before any one o f the parties involved will loose their seat. The same punishment will 

be applied to the members of Congress who act or intervene in students' activities, at any 

level of the educational system, with the aim o f attempting to alter its normal development.” 

(Constitution o f 1980, Art. 57).

The Constitution also dictates that nobody can be constrained to join an association 

(Constitution o f 1980, Art. 19, No. 15) and that no law or norm of public authority can 

require the membership of an organization or entity of any kind as a prerequisite to 

developing a given activity or work, nor the termination of a membership as a condition to 

continue in an activity or work (Constitution o f  1980, Art. 19, No. 16). * 9

192 Baldez and Carey (1996) "Pinochet’s Constitution and Executive Agenda Control: Budgetmaking in Chile," pp. 8-

9.
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All these Constitutional precepts aim to reduce the power and influence that political 

parties and organized interest groups had traditionally had in the past, strengthening the 

authority o f the Executive vis-à-vis political parties and unstable Congressional majorities 

on the one hand, and, on the other hand, protecting individuals* rights and freedom from 

organized collective action and transitory majorities able to control the state.” 3 As Baldez 

and Carey (1996) found,

"The imperative to coalesce is formidable enough that Chile*s traditional 
multiparty system now performs much like a two-party system. Although 
parties remain organizationally distinct and candidates bear party labels on 
ballots, these labels are superseded by coalition labels. Legislative seats are 
awarded on the basis o f coalition—not party—vote totals. Moreover, coalition 
leaders negotiate candidate nominations jointly, divide legislative resources 
and committee assignments proportionally, and impose discipline in Congress 
on the members o f all their constituent parties. (...) The result is that the 
Chilean Congress is organized around two major coalitions, the member of 
which regularly vote together on budgetary issues as well as broader 
platforms.**2*4

In addition, the Constitution of 1980 also introduced some norms deliberately aimed 

at reducing the discretionary authority o f  the state to discriminate among individuals, groups 

or activities. Art. 19, No. 22 introduced as a Constitutional Guarantee the right o f all persons 

to “no arbitrary discrimination in the treatment given by the State and its agencies in 

economic matters. Only by virtue o f a law, and provided that it does not imply such 

discrimination, certain direct or indirect benefits may be authorized in favor o f some sector, 

activity or geographical zone, or to establish special levies affecting some of them. In the 

case of franchises or indirect benefits, the estimation o f their costs must be included 

annually in the Budget Bill.**

By the same token, the Constitution establishes as a Constitutional Guarantee for 

individuals the freedom to choose between the private and public health system (Art. 19, 

No. 9). It replaced the 4th paragraph o f  Art. 10, No. 14 of the Constitution o f 1925 which 

stated “It is the duty o f the State to care for the public health and hygienic welfare o f  the * 294

f A |

Sec Juan Andrés Fontaine (1993) "Transición Económica y Política en Chile: 1970-1990."
294

Lisa Baldez and John M . Carey (1996) "Pinochet’s Constitution and Executive Agenda Control: Budgetmaking in 
Chile,” (mimeo), pp. 10-11. See also Alan Angelí and Benny Pollack (1995) "The Chilean Elections of 1993: from 
Polarisation to Consensus," in Bulletin o f  Latin Am erican Research, Vol. 14, No. 2: 105-125.
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country. It must provide each year a sufficient amount o f money to maintain a national 

health service.”

Along with the Constitutional Guarantee to individuals that protect their “right to 

carry out any economic activity not contrary to the moral or the public order or to national 

security, respecting the legal norms regulating it” (Art. 19, No. 21), it established in the 

same article the following Constitutional Guarantee:

“The State and its agencies may perform entrepreneurial activities or 
participate in such activities only if  a qualified quorum law authorizes i t  In 
such a case, these activities shall be submitted to the common legislation 
applicable to particulars [private sector], with the exceptions that by 
justified motives the law may establish, law that, in such a cases, shall also 
be of qualified quorum.” (Constitution of 1980, Art. 19, No. 21, 2nd 
paragraph).

In this way, the writers o f  the Constitution attempted both to restrain the expansion 

o f entrepreneurial activities carried out by the state, requiring a vast quorum to approve the 

creation o f public firms, as well as the granting to public enterprises o f conditions which 

might entail discrimination with regard to the private sector.

Art. 19, No. 20, which establishes the equal apportionment of duties and taxes in 

proportion to income (renias) [the former Constitution said ‘property*] or in graduation or 

form as fixed by law, and the equal apportionment o f other public burdens, also dictates 

that:

“The taxes collected, of any nature whatever, must enter into the Nation’s 
patrimony [treasury] and they shall not be attached to a particular 
destination.” (Constitution of 1980, Art. 19, No. 24).295

This paragraph aims to prevent the introduction o f  discriminatory taxes or o f 

activities being financed by a particular group o f tax payers or a particular set of activities.

One of the most important changes introduced by the new Constitution was the 

introduction of several norms limiting expropriations o f private property on the part of the * 19

294
However, the law may authorize that certain levies can be addressed toward ends of the national defense (cf. A rt

19, No. 20,4 th paragraph).
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state. In fact, the paragraphs contained in Art. 10, No. 10 of the former Constitution were 

eliminated. The old Constitution— after declaring the ‘right of ownership*—stated that:

“The law shall prescribe the manner in which property is to be acquired, 
used, enjoyed, and disposed of and the limitations and obligations thereon 
which ensure its social function and render it accessible to all. The social 
function of property includes whatever may be required by the general 
interests of the State, public benefits and health, a better utilization of the 
productive sources and energies in the service of the community, a raising 
of the living conditions of the people as a whole.
Whenever the interest of the national community so demands, the law may 
reserve to the State exclusive domain over natural resources, production 
goods, or others, declared to be of preeminent importance to the economic, 
social or cultural life of the country. It shall seek, likewise, a suitable 
distribution of property and the establishment of family ‘homesteads’.”
(Art. 10, No. 10 of the Constitution of 1925)

In the same way, it eliminated the paragraph o f the same article that established that 

in the case o f expropriation of rural property,

“the compensation shall be equivalent to the assessed valuation in effect for 
purposes of the land tax, plus the value of improvements not included in 
such valuation, and it may be paid partly in cash and partly in installments 
over a period of not more than thirty years...” (Art. 10, No. 10 of the 
Constitution of 1925).

It also eliminated Number 14 o f Art. 10 of the former Constitution which stated as a 

Constitutional Guarantee,

“The protection of labor, industry and the works of social security, 
especially as referring to sanitary dwellings and economic conditions of 
living, so as to give to each inhabitant a minimum of well-being adequate 
for the satisfaction of his personal needs and those of his family... The State 
shall favor the suitable partition of estates and the creation of family 
holdings.” (Art. 10, No. 14 of the Constitution of 1925).

Finally, the Constitution o f 1980 introduces the following norms, nonexistent in the 

former Constitution, regarding owner’s rights:

“The expropriated owner shall claim about the legality of the expropriatory 
act before the ordinary courts and shall always have the right to 
compensation for the patrimonial damages effectively caused to him, which 
shall be fixed by mutual agreement or in sentence passed according to right 
by these courts. Lacking agreement, the compensation shall be paid in cash.
The material takeover of the expropriated asset shall take place previous to
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payment of the total compensation, which, lacking agreement, shall be 
determined provisionally by technical experts in the form specified by the 
law. In case of complaints regarding the merit o f the expropriation, the 
judge shall, according to the merits of the evidence invoked by the parties, 
decree the suspension of the takeover.” (Constitution of 1980, A rt 19, No. 
24).

All these changes meant a notable strengthening o f property rights,24* eliminating all 

norms and precepts contained in the former Constitution which, directly or indirectly, 

allowed (by its amplitude, loopholes, ambiguity or vagueness) the confiscation o f  private 

property by the government and/or the reduction o f individuals ownership rights and 

economic freedom. As was dealt with in C hapter Five, under the 1925 Constitution there 

was ample room for limiting or reducing property rights through administrative decisions or 

through legislative measures adopted by transitory or partial majorities, with no possibility 

for the owner in question to claim before the courts against such measure. As Codevilla 

(1993) has written:

“The new constitutions thus puts special emphasis on safeguarding citizens* 
freedom from government. It is deliberately friendly to individual rather than 
group rights. Equal treatment before the law is safeguarded by allowing 
citizens to take the government to court for perceived arbitrariness or illegal 
behavior. It specifies that the right o f  free association also implies the freedom 
not to join a group, that each family may educate its own children without state 
interference, and that no law may deprive a person o f  property or professional 
preference.”247

Moreover, an additional and substantial institutional change embedded in the 

Constitution of 1980 was that it imposed strong constraints on expansive spending and 

measures that would increase significantly public expenditures and/or generate fiscal deficits 

and/or monetary instability. In fact, the Constitution not only establishes that the Central 

Bank is autonomous to conduct monetary policy according to the explicit commitment to 

monetary stability, and that it is forbidden from granting credit to finance public 

expenditures of any kind, but also introduced several rules and procedural mechanisms 296 297

296 See Rachel A. Schuiman (1996) "Chile 's New Entrepreneurs and the 'Economic Miracle': The Invisible Hand or a 
Hand from the State?," Studies in Comparative In ternational Development, Vol. 31, No. 2 (Summer 1996): 83*109 (see 
endnote 12).

297 Angelo Codevilla (1993) "Is  Pinochet the M odel?," Foreign Affairs, Vol. 72, No. 5, November/December, p. 133.

430



M

The institutional bases o f Chile's economic ‘miracle’ — Chapter VI

aimed at reducing the discretion o f the government and transitory majorities in altering 

drastically the budget and the conduct o f public finances. As Baldez and Carey have noted,

“the rules governing budget making in Chile, and the constitution more 
generally, were designed purposefully by the prior military government to 
constrain the discretion o f elected officials.”2”

As was described in C hapter Five, the Constitution of 1925 granted to the Congress 

several prerogatives that were to produce important effects on public finances. In fact, the 

previous Constitution gave authority to the Congress:

“To impose taxes of any kind or nature, to repeal existing taxes, to fix their 
apportionment when necessary among the provinces or communes, and to 
determine their proportionality or progression.” (Art. 44, No. 1 of the 
Constitution of 1925).
“To authorize the contracting of loans, or of any kind of operations that may 
affect the credit and financial responsibility of the State.” (Art. 44, No. 2).
“To create or abolish public posts, to determine or to modify their 
attributes, to increase or diminish their salaries, to grant pensions and to 
decree public honors to those rendering distinguished services. Laws 
granting pensions must be passed by a vote of two thirds of the members 
present in each Chamber.” (Art. 44, No. 5).

The Constitution of 1980 transferred these prerogatives from the Congress to the 

President o f the Republic, giving him the exclusive initiative for proposing law bills 

regarding these matters (Art. 62 and 64 o f  the Constitution of 1980),

“The President of the Republic holds the exclusive initiative for proposals 
of law related to ... the financial or budgetary administration of the State, 
amendments to the Budgetary Law included ...
The President of the Republic shall also hold the exclusive initiative for:
1. Imposing, suppressing, reducing or condoning taxes of any type or 
nature, establishing exemptions or amending those in effect and 
determining their proportionality or progression;
2. Creating new public services or paid posts, be it of a public, semi-public, 
or autonomous nature, or in the State enterprises or municipalities; reducing 
the number of such posts and determining their functions and attributions;

4. Fixing, modifying, granting or increasing salaries, retirement benefits, 
pensions, assistance funds, rents and any other kind of emoluments, loans or 
benefits to the personnel in duty or retired and to the beneficiaries of 
assistance funds of the public administration and other public, semi-public, 298

298 Baldez and Carey (1996) "Pinochet’s Constitution and Executive Agenda Control: Budgetmaking in Chile," p. 1.
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autonomous agencies of the public sector, State enterprises, regional 
government and municipalities; as well as fixing the minimum wages of the 
employees of the private sector...
5. Establishing the modalities and procedures for collective bargaining and 
determining those cases in which it will not be allowed, and
6. Establishing or modifying the norms regarding social security or 
anything that affects them, of both the public and the private sector.
The National Congress may only accept, reduce or reject the services, 
employment, salaries, loans, benefits, expenditures and other related 
proposals made by the President of the Republic.” (Art. 62 of the 
Constitution of 1980).

In addition, Art. 64 of the Constitution o f 1980 establishes that:

“The Budgetary Law Bill must be submitted to the National Congress by 
the President of the Republic at least three months prior to the date on 
which it should become effective; should it not be passed by Congress 
within sixty days of its date of submittal, the proposal submitted by the 
President of the Republic shall enter into force.
The National Congress may not increase or diminish the estimate of 
revenues; it may only reduce the expenditures contained in the Budgetary 
Law Bill, except for those established by permanent law.
Estimation of the returns of resources stated in the Budgetary Law and other 
resources established by any other proposed law shall be the exclusive right 
of the President, following a report to be submitted by the respective 
technical agencies.
Congress may not approve additional expenditures by charging them to the 
funds of the Nation without indicating, at the same time, the sources of the 
funds needed to meet such expenditures.
If the source of funds granted by the Congress were insufficient for 
financing any new expenditure approved, the President of the Republic, 
upon promulgating the law, subject to favorable report from the service or 
institution through which the new returns are collected, countersigned by 
the General Comptroller of the Republic, must proportionally reduce all 
expenditures, regardless o f their n a tu r e (Constitution of 1980, Art. 64).
[italics added]

It must be stressed that although the 1925 Constitution did prohibit Congress from 

increasing the executive’s annual budget law proposal, in practice, the fragmentation o f the 

Chilean party system which denied presidents partisan majorities in the legislature, 

determined that presidents were forced to trade budgetary concessions for individual votes 

on their legislative agenda.29* In fact, as Baldez and Carey have asserted, under the previous *

Baldez and Carey (1996), p. 7. See our Chapter Five, Section 5.3.1.
2 9 9

432



The institutional bases of Chile's economic *miracle* — Chapter VI

Constitution the executive did not hold absolute gatekeeping authority over spending bills, 

and legislators could introduce private bills, distinct from the annual budget, that required 

public expenditures for individuals and groups.

“Throughout the years that the Constitution was in place, approximately half 
of all laws passed established such particularistic benefits/***

Baldez and Carey have found that under the rules of the 1980 Constitution and 

according to the institutional design behind the budgetary and electoral system left by the 

Pinochet government, the budget process within Chile’s renewed democratic political game 

has generally encouraged fiscal austerity.” 1 According to these scholars,

“the Chilean [budgetary] process encourages low spending levels... Where the 
-- president wants low spending, he can secure his ideal due to his proposal 

power combined with Congress’s inability to amend items upward. Where the 
president wants more than Congress, Congress may be able to impose its 
preferences in the event of conflict. Even if not, the president will be able [to] 
secure higher spending only insofar as Congress prefers the newly proposed 
level to whatever reversionary point is specified by constitutional arbiters. In 
either case, the overall spending level in both dimensions is low

Finally, the Constitution of 1980 introduced the precept that dictates that in no case 

shall amendments to bills be permitted that are not directly related to the matrix or 

fundamental ideas o f the bill (Art. 66). This norm aims at restraining the traditional habit 

that had prevailed in the past of introducing several unrelated and incoherent amendments to 

bills, a habit that had allowed legislators to exchange their support for a proposed bill for the 

introduction into the project of special particularistic benefits and concessions intended to 

satisfy their clienteles. The ban on such practice was to constitute a substantial reduction of 

the room for political clientelism, patronage, and political exchange, thus contributing to 

curbing the particularism and incoherence that had been characteristic of past legislation. 

According to Codevilla, 300 301 *

300
Baldez and Carey (1996) "Pinochet's Constitution and Executive Agenda Control: Budgetmaking in Chile," p. 7. 

See also Arturo Valenzuela and Alexander Wilde (1979) "Presidential Politics and the Decline of the Chilean Congress," 
in Joel Smith and Lloyd D. Musolf (eds.) Legislatures in Development: Dynamics o f  Change in Sew  and O ld States 
(Durham, North Carolina: Duke University Press).

301 Baldez and Carey (1996), pp. 27-28.

301 Baldez and Carey (1996), p. 5.

433

g g g * * * * * * * * * ^ ^ ^ - « m u *5,v  «r , I«,«; n *. n .w  * ■  m «



The institutional bases o f Chile's economic ‘miracle' —  Chapter VI

"Chilean policymakers did not try to improve the economy through economic 
policy alone. They realized that weakening party bossism by requiring 
democratic procedures within parties and cutting the ties between politicians 
and interest groups is at least as important to securing an investment climate as 
establishing an independent central bank. Chile’s reformers tried to think o f as 
many ways as possible, tiny steps along with big ones, to reduce political 
patronage and to remove government from the majority o f people’s lives while 
maintaining a safety net for the poorest. The constitution thus attempted to 
outlaw pork-barrel politics by making it as difficult as possible for laws to 
benefit or disadvantage specific sectors, activities, or geographic zones. It 
requires the congress, whenever it passes a spending bill, to specify from 
where the money will come. It obliges the president, when faced with a bill 
that puts the budget out o f balance, to choose between not spending the money 
and proportionately reducing expenditures for other accounts.”303

6.6. T he M ilitary  Government and P inochet’s R ule

One peculiar feature of the Pinochet authoritarian military regime that differentiated 

it from traditional Latin-American military dictatorships, is that despite the enormous power 

and authority concentrated on Pinochet, his regime cannot be classified properly within the 

category o f arbitrary or personalistic rule.304 In fact, in his analysis o f Chile’s military 

regime and the behavior o f Pinochet as a dictator, Arturo Valenzuela (1993) has written:

"However, the preeminence o f Pinochet as ruler does not mean that the 
Chilean regime was a personalistic dictatorship. Pinochet enjoyed more power 
than any other ruler in Chilean history and because o f  this fact he was able to 
maintain the coherence and stability o f  his regime, but even so, his authority 
was neither arbitrary nor absolute.”305

It is impossible to understand the particular characteristics o f Chile’s military 

dictatorship without taking into account the historical political evolution experienced by the 

country during the 1960s and early-1970s, the degree o f  hierarchy and discipline that have

303 Angelo Codevilla (1993) "Is  Pinochet the Model?," Foreign A ffairs, Vol. 72, No. 5, November/December, p. 133.
304

See Arturo Valenzuela (1993) "Los militares en el poder la consolidación del poder unipersonal,” in Paul W. 
Drake and I van Jaksic (eds.) E l D ifícil Camino H acia la  Democracia en O tile  1982-1990 (Santiago de Chile: FLACSO ). 
Cf. Karen L. Remmer (1989a) "Neopatrimonialism: The Politics of Military Rule in Chile, 1973-1987,“ C om parative 
P oliíics, January 1989: 149-170.

30£
Valenzuela (1993) “Los militares en el poden la consolidación del poder unipersonal,” pp. 59-60.
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traditionally characterized the Chilean military,304 their disdain for politics and politicians, 

and the demand for them to become involved in politics by civilian groups and politicians, 

and in particular by the very same President Allende, who called them to occupy ministerial 

positions as a way to curb the mounting opposition to his government and policies.306 307 308 309 

According to the available evidence, the military did not seek to seize power nor did they 

want to become involved in politics; they were rather pushed by politicians and the 

succession o f events that led to the crisis of Chile’s democratic political system.30* When the 

political and economic crisis brought the prospect of a civil war,30* and the military felt 

threatened as an institution by the country’s political polarization, were minoritarian 

golpista views able to gain legitimacy.310

Angell has pointed out that in the beginning “the golpe was a movement against all 

politicians and not only against those of the Left. The objective of the conspirators was to 

abolish political parties, and not to make a pact with those on the Right, despite the support 

they gave them.”311 In fact, as Valenzuela has asserted,

“Despite the Christian Democrat and the National Party having 
headed—beside the most important entrepreneurial leaders—the resistance to 
Allende’s Government, the military authorities did not fail to make clear very 
early their aim to govern without any kind of compromise with the 
‘traditional’ parties and the elites associated with the main interest groups.”3**

As Silva has observed, “The military pretended their mission was to restore both 

economic growth and political stability.”313 However, as Valenzuela stresses, the military as

306 See Remmer (1989a); and Valenzuela (1993), pp. 60-61.
307

See Arturo Valenzuela (1978) The Breakdown o f Democratic Regimes - Chile, Baltimore: The John Hopkins 
University Press, pp. 81*83, and 98-1)0; Valenzuela (1993) "Los militares en el poder la consolidación del poder 
unipersonal,"; and Alan Angell (1993) Chile de Alessandri a Pinochet: En busca de la utopia, Santiago; Editorial Andrés 
Bello. Cf. Remmer (1989a) and Remmer (1989b) "State Change in Chile, 1973-1988," Studies in Comparative 
International D evelopm ent, Voi. 24, No. 3: 5-29. See also Angelo Codcvilla (1993) "1$ Pinochet the Model?,* foreign 
A ffairs, Voi. 72, No. 5, November/Decemben 127-140.

308 See Valenzuela (1978), pp. 81-83, and 98-110; and Angel) (1993), pp. 82-85, and 93-100.

309 See Angell (1993), pp. 93-94.

310 See Valenzuela (1978).

3.1 Angell (1993), p. 94

3.2 Valenzuela (1993), p. 75.
313

Eduardo Silva (1993b) "La  Política Económica del Régimen Chileno Durante la Transición: Del Neo-liberalismo 
Radical al Neo-liberalismo 'Pragmático'," in Paul W. Drake and Ivan Jaksic (eds.) El D ifícil Camino Hacia la Democracia 
en C hile 1982-1990 (Santiago de Chile: FLACSO). p. 195.
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such did not participate directly in government duties.314 Indeed, the Armed Forces 

commanders, and Pinochet in particular, maintained a clear separation between the 

governmental duties and the Armed Forces’ proper institutional life in order to avoid the 

politicization o f  the military or the loss o f  their autonomy, being captured by interest or 

political groups. Referring to this fact, Valenzuela wrote:

“Chile’s Armed Forces did not govern as an institution. The officials who were 
to occupy public offices had to leave their institutional duties and to rely on 
permission which temporally deprived them o f command within the barracks.
Once in government, they were discharged from responding to their military 
superiors and instead had to follow the orders o f their superiors in the [public] 
administration. In their new duties they were to act on an individual, personal 
basis, and not as representatives o f  their branch. In addition, Pinochet practiced 
a system in which the high-ranking positions within Ministries were filled by 
officials o f  different armed forces— for example, an officer of one branch was 
appointed as Minister and a member o f another force as the Under-Secretary.
This system resulted in the isolation o f officials from their peers and impeded 
the politicization o f both the services and the military barracks.”315 *

“The strong traditions o f  hierarchy and discipline characterizing Chile’s 
Armed Forces made possible the development o f  a clear separation o f 
functions between the military as institution and the military as government....
This separation o f the military as institution and the military as government 
was parallel to the persistence o f  a strict separation o f  the military world from 
the civilian o n e .... the State acquired an enormous autonomy against pressures 
coming from the organized interests o f the civil society.”314

Although clearly pro-capitalist and hostile towards organized labor, the military 

government cannot be seen as an administration responding to entrepreneurial groups' 

“ interests” and demands. As Alan Angell (1993) has emphasized,

“The civilians were enrolled into and committed to the government 
individually and not as representatives o f powerful groups.317

In fact, the economic policies implemented during the Pinochet government differed 

in several ways from the traditional demands of Chile’s organized business groups. They

3,4 See Valenzuela (1993). See also Remmer (1989a), p. 149.

315 Valenzuela (1993), p. 87.

314 Valenzuela (1993), pp. 60-61.

317 Angell (1993), p. 108.
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dramatically hurt industrial capitalists.318 The opening up o f the economy, the end of state 

subsidies and protection for domestic producers, the drastic reduction in public spending, 

the end of preferential treatments, tax-breaks and special regimes, the liberalization o f the 

interest rates for credit, the enforcement o f  an anti-monopoly policy, and the adoption o f a 

unified and realistic exchange rate did constitute a hard experience for domestic producers—  

traditionally dependent on state protection—, and a large number o f firms were unable to 

survive, falling into bankruptcy. Traditional agricultural producers experienced hardship and 

were faced with the necessity o f adapting themselves to the new conditions created by an 

increasingly open and liberalized economy or otherwise going out of business.319 Along with 

the crisis o f the early 1980s, the government intervened in financial conglomerates, and a 

strong regulation was enacted in order to protect the savings and interests o f small investors 

and stockholders and to prevent the concentration of ownership and risk between banks and 

firms.

The participation of the representatives of business groups on public policy-making 

boards was eliminated, and economic policy-makers were sheltered and isolated from the 

pressures and lobby attempts o f private interest groups.320 As Silva wrote:

“Pinochet insulated the Chicago boys from the pressure of those groups in 
society that protested his economic restructuring, including businessmen and 
landowners.”321

* See Cecilia Montero (1990) "La  Evolución del Empresariado Chileno: ¿Surge un Nuevo Actor?," Colección 
Estudios CIE PLAN, No. 30, Diciembre 1990: 9 M 2 2 ; Emest Bartell (1992) "Business Perceptions and the Transition to 
Democracy in Chile," Kellogg Institute Working Paper #184 ♦ December 1992, Univcrsity o f Notre Dame, p. 7; Alejandra 
Mízala (1992) "Las Reformas Económicas de los Altos Setenta y la Industria Manufacturera Chilena," Colección E studios 
CIEPLAN, No. 35; and Cecilia Montero (1993) "E l Actor Empresarial en Transición," Colección Estudios CIEPLAN, No. 
37, Junio 1993: 37-68.

319
See Guillermo Campero (1984) Los Gremios Empresariales en el Periodo 1970-1983: com portam iento 

sociopolítico y  orientaciones ideológicas, Santiago de Chile: ILET

320 See Campero (1984); Arturo Fontaine Aldunate (1988) Los Economistas y  e l Presidente Pinochet, Santiago de 
Chile: Empresa Editora Zig-Zag; liaren L. Remmer (1989a) "Ncopatnmonialism: The Politics of Military Rule in Chile, 
1973-1987," Comparativo Politics, January 1989: 149-170; Eduardo Silva (1992) "Capitalist Regime Loyalties and 
Redemocratization in Chile," Journal o f  Interam erican Studies and World A jfairs, Vol. 34, N.4, Winter 1992-93: 77-117; 
and Barbara Stallings and Philip Brock (1993) "The Political Economy of Economic Adjustment Chile, 1973-90," in 
Robert H. Bates and Anne O. Krueger (eds.) P olitical di Economic Interactions in Econom ic Policy Reform - Evidence 
/ro m  Eight Countries (Oxford, UK: Basil Blackwell), pp. 98-99.

321 Eduardo Silva (1992) "Capitalist Regime Loyalties and Redemocratization in Chile," Journal o f  Interam erican 
Studies and W orld Ajfairs, Vol, 34, N.4, Winter 1992-93, p, 82.

437



The institutional bases o f Chile's economic 'miracle * — Chapter VI

On the other hand, Codevilla has noted that “Chilean policymakers prided 

themselves on equal hostility to all privilege-seekers.**322

In the face o f  such conditions, sectoral business associations were constrained to 

converge toward a more universalistic and unified stance, overcoming their traditional 

particularism and inter-sectoral distributive struggles, in order to advance their concerns and 

proposals on public policy and to have a chance for being heard by Pinochet and his 

technocratic policy-makers.323

Attempting to understand why the Chilean military regime always enjoyed a 

considerable support among citizens o f  all socio-economic sectors, Codevilla (1993) has 

suggested:

“The military’s strength came from its success in identifying itself as the 
defender o f  ordinary individuals. (...) Pinochet, on the other hand, never tried 
to balance the budget on the backs o f  taxpayers or consumers. Instead he fired 
bureaucrats, cut subsidies and tariffs and let the market pile the pains of 
transition on the remnants o f the old regime.”324

What is sure is that many Chileans had traumatic memories o f the years o f the 

Unidad Popular government. The political and economic crisis that exploded between 1970 

and 1973, with the continuous seizures o f property, mounting inflation, shortage o f goods, 

long queues, permanent mobilization and struggles in the streets between extreme left and 

extreme right wing groups, terrorist attacks, strikes, stoppages, and the rapid collapse o f the 

institutional and legal order created an acute sense o f uncertainty and insecurity among vast 

social groups, which were ready to support unconditionally an authoritarian government that 

was able to impose ‘order’.325

Silva has pointed out that the Chilean military attempted to implement a model o f 

development departing from Marxism as well as from the traditional policies based on the

322 Angelo Codevilla (1993) "Is  Pinochet the Model?," Foreign A ffairs, Voi. 72, No. 5, November/December, p. 135.

323 See Monterò (1990, 1993).

324 Angelo Codevilla (1993) "Is  Pinochet the M odel?," Foreign A ffairs, Voi. 72, No. 5, November/December, pp. 138- 
139.

325 On the sense o f instability and insecurity that arose during the late 1960s, and particularly during the Allcnde 
government period, and the existence of an 'authoritarian demand for order’ within important sectors of Chilean Society, 
see Eugenio Tironi (1987) "Le  interpretazioni della crisi," in Alberto Cuevas (ed.) Autoritarism o e D em ocrazia in Cile 
(Roma: Edizioni Lavoro).
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preferential attention to corporative and pressure group interests, ‘The Chicago Boys and 

neo-liberalism offered a plausible solution to this problem...""* In fact,

“In contrast [to the Christian Democrat Party and its ‘organic* economists], the 
Chicago Boys were a perfect alternative: they did not represent any interest 
group, despite the fact that objectively their policies favored some particular 
sectors. The economic team was relatively autonomous in the face of potential 
social pressures, a fact that strengthened the independence of the State from 
civil society.*’327

The Pinochet government avoided and discouraged any attempt at organizing a 

movement o f support in its favor among its partisans, an objective repeatedly voiced by 

coiporatist tendencies and some organizations.311

Several authors have pointed out that the military regime not only disciplined labor 

but also capitalists and entrepreneurs.3”  With the military regime a new class o f 

entrepreneurs arose.330 As Ernest Bartell (1992) wrote referring to the new generation of 

entrepreneurs prevailing in Chile during the 1980s:

“the stereotype of the Chilean businessman as a patrimonial, risk-avoiding, 
rent-seeking, nonmaximizing property owner, fearfiil of modem competition, 
with a short time horizon and low propensity to save and invest was no longer 
representative and certainty not typical of entrepreneurial activity in the 
dynamic sectors of the economy. Clearly, a new generation of Chilean 
entrepreneurs was emerging, competitively professional and self-confident and 
committed ideologically or pragmatically to a liberal model of market 
economy. In 1987-88 the new generation of Chilean entrepreneur already saw 
itself as liberated from what one interviewee called the ’paternalistic, rentista 
mentality* o f  the past, and quite capable of competing successfully with 
foreign as well as domestic competitors without special privileges and 
dependence on the government.**331

326 Eduardo Silva (1993b) "La Política Económica del Régimen Chileno Durante la Transición: Del Neo-liberalismo 
Radical al Neo-liberalismo 'Pragmático',* in Paul W. Drake and Ivin Jaksic (edt) Et D ifícil Camino Hacia la Democracia 
en Chile 1982-1990 (Santiago de Chile: FLACSO), p. 194.

327 Valenzuela (1993), p. 137.

321 See Barbara Stallings and Philip Brock (1993) "The Political Economy ©f Economic Adjustment: Chile, 1973-90,“ 
in Robert H. Bates and Anne O. Krueger (eds.) Political & Economic Interactions in Economic Policy Reform - Evidence 

fro m  Eight Countries (Oxford, UK: Basil Blackwell), p. 85. See also Campero (1984).

329 See for example Montero (1990,1993); Bartell (1992); and Schurman (1994).

See Montero (1990) and Schurman (1994).

331 Ernest Bartell (1992) "Business Perceptions and the Transition to Democracy in Chile," Kellogg Institute Working 
Paper #184 • December 1992, University of Notre Dame, p. 9.
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6.7. Econom ic  P erformance 1975-95

6.7.1. Production

As has been described in C hap ter Two, after 1975 the Chilean economy 

experienced a rapid expansion o f production. Within this period, one can distinguish two 

sub-periods o f accelerated and sustained growth: 1975-1981 and 1984-onward. In general 

terms, between 1975 and 1981 all sectors o f economic activity—except public 

administration—expanded, and the economy as a whole experienced an average rate o f 

growth o f 7.2% per year. However, while some sectors and activities experienced a ‘boom*, 

others grew only modestly (see Table 632).

T able 632—Average annual growth rates o f Real 
GDP by Sectors, 1975-81 (in % ).

Fishery 17.85
Financial services 17.75
Commerce 12.50
Construction 10.02
Transport and communications 7.63
Manufacturing 6.75
Mining 5.80
Electricity, gas, water 5.37
Other services 5.05
Health 3.72
Agriculture and forestry 2.03
Services of dwellings 0.87
Education 0.13
Public administration -0.27
Aggregate GDP 7.20

S o u rce: Sebastián Edwards and Alejandra Cox Edwards (1991) 
M onetarism  and Liberalization - The Chilean Experiment (w ith a new 
afterw ord), Chicago: The University o f Chicago Press (first edition in 
1987), p. 13, Table 1-4. M y  computations.

While some sectors and activities experienced a dramatic decline and a large number 

o f firms went out o f  business due to the liberalization o f foreign trade, the elimination o f 

protective measures, subsidies and preferential credit lines that had traditionally supported
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them, etc.,-332 other sectors experienced a particularly rapid expansion.333 In terms of broad 

economic sectors, Fishery, Financial Services, Commerce and Construction performed 

outstandingly (see Table 6.32). However these aggregate figures hide large intra-sector 

differences. For example, Agriculture and Forestry, which shows in the aggregate an 

average growth rate o f 2% per year, experienced substantial differences among sub-sectors, 

and while some o f them stagnated other experienced a very dynamic growth, particularly 

those oriented towards export.334 Moreover, the trade balance o f the agricultural and forestry 

sector, which for decades had been negative, experienced continuous suipluses from 1979, 

with an impressive growth of non-traditional agricultural exports (see Table 6J3).335 336

During 1982, the economy experienced a deep crisis, the worst since the Great 

Depression. In that year, GDP dropped by 14.1%, to fall again by 0.7% in 1983. This crisis 

was the result of a combination o f several external and domestic factors: (a) the international 

recession, (b) a drastic fall in the terms o f trade, (c) the sudden increase in international 

interest rates which provoked the so-called Latin American ‘debt-crisis*, and (d) serious 

government policy mistakes which were to aggravate dramatically the effect o f the former 

factors on the domestic economy334

The privatization and liberalization o f the banking and financial system carried out 

in Chile from the mid-1970s, by its laxity and lack o f regulation, encouraged several 

practices that, along with the lack o f adequate regulation that accompanied the first round o f 

privatizations, led to an excessive accumulation of property and assets in a small number o f 

financial conglomerates.337 At the same time, the liberalization o f  the capital account in 1978 

and the reduced capital controls, in a period that was characterized by unusual international

See Alejandra M ízala (1992) "Las Reformas Económicas de los Afios Setenta y la Industria Manufacturera 
Chilena," Colección Estudios C1EPLAN, No. 35.

333 See Edwards and Edwards (1991), pp. 14-17,23, 128-121, 131
334

For a detailed analysis, see Rodrigo Mujica Arteaga (1993) "La Modernización Agrícola entre 1974 y 1987," in 
D.L.Wisecarver (ed.) E l M odelo Económico Chileno, Santiago: CINDE, & IE-PUC.

335 See Rodrigo Mujica Arteaga (1993) "La  Modernización Agrícola entre 1974 y  1987."
336

See Edwards and Edwards (1991), pp. 62-80, 195-210. Hojman has pointed out that “A ll the Latin American 
countries were affected by the external debt crisis from 1982 onwards, but the Chilean economy was particularly damaged 
because of the increasingly more open nature of its external trade policies, the liberalisation of the domestic financial 
markets, and the liberalisation of international capital movements." David E  Hojman (1993) Chile - The P olitical 
Econom y o f  Development and Democracy in the 1990s, Pittsburgh: University of Pittsburgh Press, p. 12-13.

337 See Lahera(1993).
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liquidity and the availability o f financial credit, encouraged a staggering expansion o f 

private borrowing, leading to a rapid increase in Chile’s foreign debt between 1978 and 

1982.338 339

Table 6.33— Agriculture & Forestry: T rade Balance, 1966-87.
T r a d *  B a l a n c e  o f  t h e  A g r i c u l t u r e 1 F o r e s t r y  S e c t o r .  1 9 6 6 - 8 7

Agricul tura S S h a r a  of
T r a d * F o r a «  try: Agricul tura E ap o r t *

E a p o r t a tm p o rta B a la n e * Export / lm por t In Total  Expor ta
V a a r (m Nilón i U S  $ of  « a c h  va a r ) R a tío (% )
1 H I 47.4 14 6.6 -00.2 3 2 . 3 5.6
u t a S 7.0 1 4 0.7 •  62 . 9 41 .1 6.7
u r o 77 .0 1 43 . 3 • 65 . 5 5 4 . 3 6.2
i t r t 01 .4 21 7.0 - 1 3 6 . 2 3 7 . 4 6.2
1 07 2 S 5 .4 3 3 5 . 6 - 2 8 0 . 2 1 6 . 5 6.5
1 07 3 62 .5 6 0 7 . 0 - 5 4 4 . 0 1 0 . 3 5.1
1 07 4 1 08.0 6 0 3 . 0 - 4 1 4 . 1 3 1 . 3 7.6
i o r s 2 6 5 . 0 5 1 0 . 2 - 2 4 4 . 3 52 . 1 17.1
1 0 7 0 31 1 .0 4 2 7 . 8 -1 1 6 . 6 7 2 . 7 1 4.9
1 07 7 410 .1 4 3 4 . 6 • 2 4 . 5 0 4 . 4 16.7
1 07 0 401 .2 4 0 8 . 4 -7.2 9 6 . 6 10.6
1 0 7 0 7 16.4 5 7 0 . 3 1 3 7 .1 1 2 3 . 7 18.4
1 00 0 974 .1 7 8 7.7 1 66 . 4 12 3.7 20.7
1001 700.1 7 6 6 . 0 32.1 1 0 4 . 2 20.8
1 0 0 2 7 1 1 .8 5 6 4 . 5 14 7.3 126 . 1 10.2
1 00 3 6 5 6. 4 5 1 0 . 8 14 5.6 1 2 8 . 5 1 7.1
1 00 4 0 1 3.1 4 6 2 . 0 3 5 0 . 2 1 7 5 .7 22.3
1 0 0 9 6 3 6. 0 2 5 0 . 4 5 0 6 . 5 3 3 3 . « 22.0
1 0 0 0 1 10 1 .9 1 78 . 4 •  2 3 . 5 6 1 7 . 7 26.3
1 00 7 1 360 .1 2 1 6 . 7 1 1 43 . 4 6 2 7  6 26 0

Source: Elaborated on Rodrigo Mujica Arteaga (1993) "La Modernización Agrícola entre 
1974 y 1987," pp. 333, 345, and 353. To calculate the share of Agriculture & Forestry Exports 
in Chile 's Total Exports, data on the value of total exports from the IM F ’s International 
Financial S ta tistics Yearbook (several issues) has been used.

This debt was mostly acquired by private banks, which used it to purchase a large 

number o f firms and assets that resulted both from the first round o f privatization and from 

the crisis that affected many domestic enterprises, which had been unable to survive the 

opening o f the economy and the hard economic and financial conditions o f the second-half 

o f the 1970s. In this way, thanks to their access to international credit, the banks were able 

to concentrate a vast number of financial and non-financial assets and ownership, generating 

the rise of powerful domestic financial conglomerates, known as grupos económicos

According to Edwards and Edwards (1991), in contrast to the old economic 

groups—based on family ties, rather conservative towards risk, and oriented toward short- 

run profitability— , these new conglomerates were formed by small groups o f  young 

capitalists and entrepreneurs, with a very aggressive stance and the willingness to take risks,

338 See Edwards and Edwards (1991), pp. 70-71.

339 See Edwards and Edwards (1991), pp. 93-108. See also Fernando Dahse (1979) Mapa de la Extrem a Riqueza, 
- Santiago de Chile: Editorial Aconcagua.
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with a technocratic and modem approach toward business, and much more long-run oriented 

in their goals and strategies.340

The first round of privatization, carried out without a well-defined regulatory 

framework, did not prevent the excessive concentration of ownership in a few hands and 

was implemented in such a way that created several negative incentives for opportunistic 

behavior on the part o f  the conglomerates.341 For example, it allowed the purchase of assets 

using soft credit provided by the state, and the abuse of the implicit guarantee for baking 

deposits also provided by the state.342 Thus, most of the transfers of ownership were carried 

out through the granting of a credit requiring a small payment in cash by the buyers.343

As a result, a small number of grupos económicos were able to concentrate the 

ownership o f a large number o f firms. According to Dahse (1979), the grupos controlled 

almost 70 percent o f  all corporations traded on the stock exchange.344 Through their control 

o f the banks, the financial conglomerates generated a complex system of cross-linked or 

inter-related credit. As was described before, due to the lack of adequate oversight o f the 

risk involved in the bank’s credit portfolios, these were able to hide their real solvency.

Due to the international recession and the fall in the terms of trade, several firms 

were unable to cover their liabilities with the banks (which were simultaneously the main 

owners of these firms). Unrecoverable loans soared. However, the banks were able to avoid 

having to make public their loss of solvency due to ‘bad loans* by renewing the credits.345 

Thus, the whole financial system and their *empresas relacionadas* (connected enterprises* 

ownership) accumulated rapidly a high level of cross-linked risk.

In 1981, when international interest rates soared, both the private banks and their 

related enterprises found themselves unable to meet their large and concentrated liabilities, 

and the whole system fell into insolvency. All of this was aggravated by the fact that, since

340 Edwards and Edwards (1991), pp. 98-99.

341 See Edwards and Edwards (1991), pp. 99*100.

342 See Hachette &  Lflders (1992); and Laheta (1993), pp. 13-16.

343 Aid.
344 Fernando Dahse (1979) Mapa de la Extrema Riqueza, Santiago de Chile: Editorial Aconcagua. Quoted by Edwards 

and Edwards (199l),p. 100.

345 See Edwards and Edwards (1991), p. 101; and Salvador Valdés Prieto (1993).
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June 1979, the government had adopted a fixed exchange rate, pegging the peso  to the US 

dollar and following a passive monetary policy. This measure constituted an attempt to 

create an anchor for the domestic currency as a way to lower inflationary expectations and 

attract foreign investment. The idea was that by committing to a fixed policy rule, thus 

disabling government discretion to engage in ‘monetary surprises*, it would be possible to 

generate monetary stability and credibility, and the economy would adjust itself accordingly 

by an ‘automatic* mechanism governing the quantity o f money, interest rates, and domestic 

demand. Indeed, in 1981, Chilean inflation seemed to converge to the level o f international 

inflation, with a CPI change o f  9.5% in December-to-December terms, the lowest seen 

during the previous 20 years.346 However, due to several factors such as the rapid increase o f 

foreign debt and the expansion o f  public expenditure and domestic consumption (see Table 

6.39 at the end of this chapter), facilitated by the opening o f  the capital account and the large 

inflows o f foreign currency that took place in the late 1970s, and, as most students have 

emphasized, the fact that wages were indexed to past inflation, the currency experienced a 

sustained appreciation, generating increasing pressures on the balance o f payments and 

hampering exports. Hundreds o f  firms faced bankruptcy. Unemployment soared. It was 

increasingly perceived that the continuation o f the fixed exchange rate at the current level 

was not longer viable, and economic agents started to speculate against the peso , predicting 

that the government would devaluate the national currency. The Chicago boys, and 

particularly Sergio de Castro, the Finance Minister,347 348 believed that the ‘automatic 

mechanism* behind the fixed exchange rate would lead to an ‘automatic adjustment* in the 

economy, without intervention o f the government Against mounting criticism, including 

growing concern among the Chicago boys, de Castro persisted with the passive monetary 

policy, emphasizing that the government would not intervene. In the face o f the growing 

disequilibrium and unemployment, de Castro attempted to convince Pinochet o f the need to 

derogate the minimum wage, as a way o f allowing firms to adjust their costs instead o f 

fostering the unemployment resulting from layoffs.34* The military rejected such a measure,

346 See Edwards and Edwards (1991), p. 45.
347

On Sergio de Castro, his personality and influence in economic policy during the Pinochet government, see 
Fontaine Aldunate (1988).

348 For a detailed account, see Fontaine Aldunate (1988), pp. 141*179; and Edwards and Edwards (1991), pp. 135- 
173.
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on political grounds. By the end of 1981, the crisis was already clearly perceived by most 

sectors. In November, the Superintendencia de Bancos intervened in several banks and 

financial institutions which fell into insolvency, in order to avoid the collapse of the whole 

financial system. In April 1982, another 2 banks were also intervened in. The same month 

de Castro resigned, leaving government’s economic policy without its main intellectual 

leader, and reflecting the relative isolation affecting the ’Chicago boys* and their policy 

proposals. Pinochet resumed direct control of economic policy. During the following 

months, in the face o f the growing recession, the government discussed the need to 

devaluate. Such a measure would involve a high cost in terms o f credibility, however it 

would help to lower the social and political unrest among the population, including 

entrepreneurs and government supporters. Finally, on June 14 o f 1982 the government 

announced the expected devaluation. It was followed by a deep crisis, the worst since the 

Great Depression, marked by a sudden increase in the private debt expressed in foreign 

currency. The international lending institutions suspended their credits to Chile, along the 

suspension o f all financial flows to Latin America after Mexico declared a moratoria for 

servicing its debt in August 1982. A large number of firms and banks fell into insolvency, 

and the whole economy entered a recession. In 1982, per capita GDP dropped by 15.5% and 

unemployment reached almost 30% of the labor force. In 1983 production continued to fall, 

with a 2.4% decline in per capita GDP (see Table 6.39 at the end of this chapter).

On the other hand, the public sector experienced a sudden fiscal deficit, arising from 

the ‘statization’ o f the foreign debt contracted by the private sector during the previous 

years. In fact, the government was forced by the board of foreign creditors to honor the 

debts unpaid by private borrowers, as a condition for having access to new credits; 

otherwise, the foreign financial institutions would stop all credits for Chile and the 

government.349 This was reflected in a negative public balance shown by the public sector 

during the years 1982-1986 (see Table 6.39 at the end of this chapter).

Between 1983 and 1985, the government attempted diverse policy measures aimed 

at overcoming the emergency and the growing social and political unrest and discontent 

Such measures included some attempts to pursue somewhat populist expansive policies,

349 See Angel (1993), p. 119.
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oriented towards helping domestic entrepreneurs, agricultural producers, and debtors. 

‘Keynesian’-minded economists were given ministerial responsibilities and the government 

conceded several o f the concessions being claimed by entrepreneurial groups. A project for 

a ‘triennial development plan* was announced along with other measures aimed at 

recovering a more active role for the public sector in economic stimulation and demand 

management. The import tariff experienced a temporary increase, and the government 

introduced a ‘suggested’-interest rate policy for the banks. The government emergency 

program against unemployment expanded. Most observers declared the end o f  the ‘neo

liberal experiment’.350

However, the government resisted all demands for expansive expenditures, 

differentiated tariffs, price and interest rate controls, and other interventionist and/or 

discriminatory measures. By the end o f  1984, the ‘heterodox’ economic team that had been 

appointed to reduce the criticism of the government’s economic policy had lost its influence. 

In February 1985, Hernán Büchi, a young disciple o f the ‘Chicago boys’, although with a 

less ideological and more pragmatic stance, became Minister o f  Finance. This reflected the 

government’s departure from the temporary ‘flirt* with non-orthodox policies and the 

continuation o f the economic policy model adopted in the 1970s,351 though putting more 

emphasis on the design o f adequate regulatory and legal measures aimed at preventing the 

market failures that led to the intervention o f the government in the financial system, 

discouraging opportunistic behavior and the concentration o f  assets, credit, and risk in a few

350
On the “collapse" and supposed unsustainability o f the continuation of the market liberalization “experiment", see 

for example Alejandro Foxley et a!, (eds.) (19S3) Reconstrucción Económica para la Democracia, Santiago de Chile; 
C IEPLAN ; Pilar Vergara (1984) Auge y  Caída del Neoliberalismo en Chile, Santiago de Chile: FLACSO ; Alejandro 
Foxley (1985) Para una Democracia Estable - Economía y  Política, Santiago de Chite: C IEPLAN , pp. 10, 25-26, 140; 
O 'Brien (1985); Oscar M uñoz Gomá (1985) “Chile: E l Colapso de un Experimento Económico y  sus Efectos Políticos," 
Colección Estudios CIEPLAN, No. t6, Junio 1985 Santiago de Chile; Patricio Meller (1986) "E l fracaso del 
Neoliberalismo en Chile,” Economía, No. 83, Agosto 1986, instituto de Investigaciones Económicas, Universidad Central 
del Ecuador 107-121; Muñoz Gomá (1986), pp. 293-323; Laurence Whitehead (1987) "The Adjustment Process in Chile: 
A  Comparative Perspective," in Rosemary Thorp and Laurence Whitehead (eds.) Latin American Debt and the Adjustment 
Crisis, Hong ICong: S t  AntonyVThe Macmillan Press, pp. 143, 153-158; Sebastián Edwards and Alejandra Cox Edwards 
(1987) Monetarism and Liberalization - The Chilean Experiment, Cambridge, Mass; Karen L. Remmer (1989) 
"Neopatrimonialism: The Politics of Military Rule in Chile, 1973-1987," Comparative Politics, January 1989: 149-170; 
Eduardo Silva (1992) "Capitalist Regime Loyalties and Redemocratization in Chile," Journal o f  Interamerican Studies 
and World Affairs, Vol. 34, N.4, Winter 1992-93: 77-117; Eduardo Silva (1993) "Capitalist Coalitions, the State, and 
Neoliberal Economic Restructuring: Chile, 1973-88," World Politics, Vol. 45, N.4, July 1993:526-559; and Juan Gabriel 
Valdés (1995) Pinochet's Economists - The Chicago School in Chile, Cambridge, UK: Cambridge University Press. For a 
discussion, see Sebastián Edwards (1995) Crisis and Reform in Latin America -  From Despair to Hope, New York: 
Oxford University Press for the World Barde, pp. 53-55.

351 See Edwards and Edwards (1991), p. 106.
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hands and among firms with interrelated ownership.352 Since 1985, the goals o f economic 

policy have been (a) the reduction o f  the deficit o f the public sector, (b) to continue with the 

reduction of the relative weight o f  the state in the economy, accelerating the process of 

privatization o f  state owned enterprises; and (c) to improve the international competitiveness 

of the economy, giving a greater support to the expansion of the export sector.

The approach to foreign debt resisted the attempts o f other Latin American countries 

to create a ‘cartel o f debtors* and negotiate a moratorium or forgiveness o f the liabilities to 

foreign creditors. Instead, Chile adopted a strategy based on reputation, committing itself to 

honor all its debts.353

After 1983 the economy started to recover, growing in a sustained way until today, 

with an average growth rate o f GDP 6.3% per year for the period 1983-1995, corresponding 

to a growth rate o f 4.6% per year in terms ofper capita GDP (see Chapter Two).

6.7.2. Inflation

During the 1975-1995 period, the volatility o f inflation fell, in particular after 1978. 

During the 1978-95 period, the annual rate of inflation averaged 20.6 percent, a figure that is 

substantially below the record of the period 1951-1970, when inflation also was more 

volatile. Since 1990 inflation has declined steadily (see Tables 6.34 & 6.35 and C harts 6.17 

& 6.18).

Table 6.34—Inflation (CPI, Dec-Dec): 1951-70 & 1978-95.

Period1
; AveMgé;A n n u a l^ i^ n :^ ^ ? ':’;V ' :v
Inflation (TCPD Standard Deviation

■ - : ‘Volatility»1 ■:
ÍCoeff.bf Variation) !

1951-70 33.0 19.5 0.59
1978-95 20.6 8.9 0.43
Sources: See Table 6.39. M y  calculations.

352 On the continuity o f the neo-liberal agenda, see Muñoz Gomá (1986), p. 301; Fontaine Aldunate (1988) pp. 1 BO- 
193; Ossa (1993), pp. 374-375; Silva (1993b), pp. 194-195; Vittorio Corbo and Stanley Fischer ( 1994) "Lessons From the 
Chilean Stabilization and Recovery," in Barry P. Bosworth, Rüdiger Dombusch and Raúl Labán (eds.) The Chilean 
Economy - P o lity  Lessons and Challenges (Washington, DC: The Brookings Institution), p. 40.

353 See Corbo and Fischer (1994), p. 40.
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C h art 6.17— Average Anniial Inflation Rates (C P I, December to December), 1952-95.

Annual Average Increase in  Consum er P rice s (dec-dec), 1950-1995
(ln % )
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Sources: 19S2-70 from Ffrcnch-Davis (1973), p. 246, column 4; 1971-73 from Meller (1990); 1974-93 from Ffrench-
Davis &  Laban (1995), p. 52; and 1994-95 from E C LA C  (1996).

C hart 6.18— Average Annual Inflation Rates (CPI, December to December), 1952»!995.

Annual Average Increase In  Consum er P rice s (dec-dec), 1950-1995
(ln%)

I f f

Sources’. 1952-70 from Ffrcnch-Davis (1973), p. 246, column 4; 1971-73 from Meller (1990); 1974.fi from Ffrcnch- 
Davis & Labin (1995), p. 52; and 1994-95 from E C LA C  (1996).
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6.73. Investm ent

“What Chile has always needed most—a revolution in capital formation—did not occur 
and was not attempted between 1930 and 1973.”
-----Markos J. Mamalakis (1976) The Growth and Structure o f the Chilean Economy:
From Independence to Allende, London: Yale University Press, p. 290.

One o f the factors identified as the key for economic growth is the effort made in 

terms o f capital formation. This effort is measured as the ratio between the Gross Fixed 

Capital Formation (GFCF) and the Gross Domestic Product (GDP), that is, the proportion of 

the product that is devoted to restoring and expanding the asset endowment.

The low level of Gross Fixed Capital Formation in Chile during the 1950-1970 

period has been identified as one o f the main immediate causal factors behind the slow pace 

of economic growth which characterized that country for decades.354 According to the 

figures contained in Chile’s National Account compiled by the IMF, during the period 1950- 

70, Gross Fixed Capital Formation averaged around 14.8% o f GDP. On the other hand, 

during that period, the investment effort measured by the rate of growth of GFCF as a 

proportion o f GDP tended to decline. In fact, as a proportion o f GDP, GFCF during the 

1950-70 period tended to grow at a annual average rate o f  merely 0.64%, a rate that 

becomes negative during the 1960s, when it tends to fall at a rate of -0.19% per annum (see 

Chapter Five, Section 5.23.1).

During the period 1975-1995, the share o f investment or Gross Fixed Capital 

Formation in GDP averaged 18.3 percent, experiencing an average annual percentage 

change (or average growth rate) o f  about 2.3% (see Table 635). Similar to the growth o f 

production, the behavior o f  investment during the period presents two phases o f  growth 

separated by the crisis of 1981-83 (see C hart 6.19). The recession of 1975-76 reduced the 

country’s investment effort to 13.3% of GDP. After 1977, investment experienced a 

sustained increase, attaining in 1981 a share in GDP of around 18.6%, to fall dramatically

See, for example, Kaldor (1956); Hugo &  Pablo Trívellí O. (1978) "E l Crecimiento Económico Chileno,” in 
Roberto Zahler, Ernesto Tironi, et al. (eds.) Chile 1940/1975 - Treinta y  C inco Años de Discontinuidad Económica 
(Santiago de Chile: Instituto Chileno de Estudios Humanísticos, ICHEH), pp. 278*279; Muñoz (1986). See also, J. Gabriel 
Palma and Mario Marcel (1989) "Kaldor on the ‘discreet chamí of the Chitean bourgcoisie,” in Tony Lawson, 1. Gabriel 
Palma and John Sender (eds.) Kaldor's Política! Economy (London: Academic Press Limited).

449



The institutional bases o f Chile's economic ‘miracle' —  Chapter VI

during 1982 and 1983. In 1983 investment represented a mere 12 percent of GDP. Since 

1985 investment has recovered rapidly, and since 1988 its share in GDP has represented 

more than 20 percent.

Despite the greater variations experienced by the investment share, these figures 

reveal an important improvement regarding the record of the former policy regime, when 

this share was more stable over time but also considerably lower. In fact, during the 1950- 

1970 period, investment was highest in 1961, when it amounted to 16.8 percent o f  GDP. 

C hart 6.19 shows the evolution o f investment during the period 1950-1995 comparing at 

the same time the average investment share during the periods 1950-70 and 1975-95.

Table 6.35—Investment, 1970-1995.

1970 15.0 5.0
1971 14.6 -2.9
1972 13.1 -10.1
1973 12.8 -2.2
1974 17.0 32.3
1975 17.7 4.4
1976 13.3 -25.0
1977 13.3 0.3
1978 14.7 10.4
1979 14.9 1.4
1980 16.6 11.7
1981 18.6 11.8
1982 14.6 -21.2
1983 12.0 -18.3
1984 12.3 3.1
1985 16.8 36.4
1986 17.1 1.7
1987 19.4 13.3
1988 20.3 4.6
1989 23.0 13.4
1990 23.3 1.2
1991 20.9 -10.3
1992 22.7 8.6
1993 25.6 12.6
1994 24.3 -5.0
1995 23.2 -4.3

1975-95 18.3 2.3
1975-85 15.0 1.1
1985*95 21.5 3.6

Sources: IM F 's  international F inancial Statistics Yearbook
1996.
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Table 6.36: Share of Investments in GDP and annual
_________ growth rates for selected periods.__________
Share of Gross Fixed Capital Formation In GDP (In •/•}

Period Share In GDP w's1 Annual Avéra» Growth Rata
1950-95 16.4 1.8

1950*70 14.8 0.6
1975*95 18.3 2.3

1960-70 15.1 -0.2
1975-85 15.0 1.1
1975-89 16.3 3.1
1985-95 21.5 3.6
Source: International Monetary Fund (1996) International Financial Statistics 
Yearbook ¡996. M y calculations.

Chart 6.19— Investment o r Gross Fixed Capital Formation, 1950-95 (%  of GDP).

Share of Gross Fixed Capital Formation In GDP, 1950*1995

Year

Source: IM F, International Financial Statistics Yearbook 1996 (and earlier issues). Sec Table 635 above.

6.7.4. Productivity Growth or Total Factor Productivity (TFP)

There is significant disagreement among economists regarding the contribution of 

productivity growth (measured by TFP) to the growth o f GDP in Chile during the 1950-95 

period. According to some scholars, TFP growth during the 1950-70 period was extremely
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slow and its contribution to total output growth was small.355 Conversely, during the post- 

1973 period, TFPG has been faster and its contribution to total GDP growth greater. For 

example, Lefort and Solimano (1994) have reported they found that TFP grew during the 

1951-73 period at an average rate of 0.18% per year, whilst during the 1974-92 period it 

amounted to 0.98% per year, with a relative contributipn to total output growth o f  5.2% and 

26.7% respectively during each period (see Table 637).35* C h art 6.20 shows the same 

information in a graphical way.

Table 6.37—Contribution of factor accum ulation and total 
factor productivity (TFP) growth to GDP grow th (in % ),

= Period
:?:FA C T O R S#g
Lab o rC aD ita f^

PRODUCTIVITY-^ O u t p u t -;:o ç ; v 
G D P  Growth

1951-73 23.21 71.35 5.16 100.00
Total contribution (O.0t) (2 4 9 ) (a»*) 3.49

1974-92 32.72 41.62 26.65 100.00
Total contribution (f.25) (f.59 ) (0.90) 3.82

Source: Fernando Lefort and Andrés Solimano (1994) "Economic Growth after Market- 
Based Reform in Latin America: The Cases of Chile and Mexico.** mi meo (Washington 
DC: The World Bank).

C hart 6.20—Relative contribution o f Capital, L abor, and Total Factor 
Productivity (TFP) to GDP Growth under two periods (1951-73 & 1974-92).

1951-73

Capital
7 1 .3 %

Labor
23.2%

1974-92

Capital
4 1 .6 %

Labor
32 .7%

Sourcet Elaborated on the basis of figures by Lefort and Solimano (1994).

355
See Femando Lefort and Andrés Solimano (1994) "Economic Growth after Market-Based Reform in Latin 

America: The Cases of Chile and Mexico," mimeo (Washington DC: The World Bank). See also Andrés Solimano (1996) 
"Economic Growth under Alternative Development Strategies: Latin America from the 1940s to the 1990s," in Andrés 
Solimano (ed.) Road M aps to Prosperity - Essays on Growth and D evelopm ent, ?: University of Michigan Press 
(forthcoming); and Patricio Meller, Raúl O'Ryan, and Andrés Solimano (1996) "Growth, Equity, and the Environment in 
Chile: Issues and Evidence," W orld Development, Vol. 24, No. 2. p. 261.

Lefort and Solimano (1994). Cited by Solimano (1996), p. 25.
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By contrast, other scholars have found that in the long run there would be no 

substantial change in TFPG, at least regarding the decade of the 1960s, if the whole 1973*89 

period is taken into account.357 However, what nobody denies is the fact that TFP 

experienced particularly rapid growth during the periods 1976-81 and 1984-onwards.35* 

Edwards and Edwards (1991) and Lefort and Solimano (1994) have explained the 

improvement in productivity growth achieved during the 1976-81 period in terms o f 

efficiency gains associated with the process of resource allocation generated by the 

liberalization reforms.359

According to Lefort and Solimano, during the period 1976-81, TFP grew at an 

average rate o f 3.4% per year, with a total contribution to output growth of 47.1%. 

According to their econometric analysis, after the crisis of the early 1980s when TFP was 

negative, TFP resumed growth, increasing again at an average annual rate of 1.5% between 

1984 and 1992.360 For his part, Coeymans (1995) has similarly obtained for the period 1975- 

81 a TFP growth rate o f 3.8% per year, and 3.2% for the period 1986-1994. According to 

him, during the period 1960-70, TFPG was 2.04% per year.3** In turn, both Elias (1992) and 

Hofman (1993) have obtained an estimation of annual average TFPG of about 1% for the 

periods 1950-70 and 1950-73 respectively.“ 2

7 See, for example, André A. Hofman (1993) "Chile’s Economic Performance in the 20th Century, • Comparative 
Perspective,” Estudios d e Economía, Depto. Economía, Universidad de Chile, Vol. 20, Special issue: 107-140; arid Juan 
Eduardo Coeymans (1995) "¿A  Qué Tasa Podría Crecer la Economía Chilena en el Mediano Plazo?,* in Inform e 
M acroeconómico para la Empresa, Instituto de Economía, Universidad Católica de Chile, N* 1, (Julio 1995): 17-26.

351
See Patricio Meller, Ernesto Livacich, & Patricio Arrau (1984) "Una Revisión del Milagro Económico Chileno 

(1976-81)," Colección Estudios CIEPLAN, No. 15: 5-109; Edwards and Edwards (1991), pp. 14-17; Hofman (1993); 
Lefort and Solimano (1994); Coeymans (1995); and Solimano (1996).

tes
Edwards and Edwards (1991), pp. 14-17; Lefort and Solimano (1994); Solimano (1996). On the effects of the trade 

liberalization on the technological efficiency of the industrial sector, see Isabel Marshall (1992) "Liberación Comercial en 
Chile y su Impacto Sobre la Eficiencia Técnica Industrial: 1974-1986," Colección Estudios CIEPLAN, No. 35:201*245.

t e n

See Lefort and Solimano (1994).

341 See Coeymans (1995), p. 18.

See Victor J. Elias (1992) Sources o f  Growth - A Study o f Seven Latin American Economies, San Francisco, 
California: International Center for Economic Growth, ICEG, pp. 50-51; and Hofman (1993).
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6.7.5. Savings

Savings have been typically low in Chile.343 During an important part of the period 

under analysis this was also the case, reaching a minimum in 1982, when savings 

represented only a share o f 1.9% o f  GDP. Since that year savings have experienced a 

continuous growth, approaching a GDP share o f  near 20% in 1990. However, what is 

interesting to note is the behavior o f  private savings, which were pretty stable during the 

1970s i f  compared with public savings, and they have tended to grow progressively after 

1982 (see C h art 6.21 and Table 6.38).

Table 6.38— Domestic Savings, 1975-1990

Y E Á F T ^
D óm e stic iSá v In g s 
r̂ ;::;r. Private r

(%r<SfiGDRJW!
Publie S H « -»  ̂Total

1975 2.2 7.3 9.5
1976 7.9 6.6 14.5
1977 5.1 5.6 10.7
1978 4.3 6.8 11.1
1979 5.5 8.6 14.1
1980 7.2 8.8 16.0
1981 4.6 5.5 10.1
1982 3.9 -2.0 1.9
1983 6.8 -2.2 4.6
1984 7.6 -1.0 6.6
1985 7.6 0.8 8.4
1986 9.4 1.6 11.0
1987 11.5 4.1 15.6
1988 10.5 7.2 17.7
1989 13.0 6.6 19.6
1990 13.9 5.4 19.3

Source: Pilar Romaguera G. &  Dante Contreras (1992) “Restricciones al 
Crecimiento: Aplicación de un Modelo de Brechas a la Economía Chilena,” 
Colección Estudios CIEPLAN, No. 36, December, p. 173.

343 See Nicholas Kaldor (1956) "Economic Problems of Chile," (study prepared for the Economic Commission for 
Latin America, EC LA ; mimeo), reprinted in Kaldor*s (1980.) E ssays on Econom ic Policy I I  (London: Duckworth); 
Mamalakis (1976); and Mufloz Gomâ (1986).
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Chart 6.21— Evolution of Domestic Savings (Public, Private, and Total), 1975-90.

Privat« and Public Savino* ** percentage o f GDP, 1975-90.

Source: Pilar Romaguera G. & Dante Contreras (I992) “Restricciones al Crecimiento: Aplicación de un Modelo de 
Brechas a la Economía Chilena," Colección E studios CIEPLAN, No. 36, December, p. 173.
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Table 6.39—E c o n o m ic  Indicators, 1950-1995 (and Averages 1950-70,1974-95 & 1975-95.)
11) (2) P ) (4) (5) (« ) (7) (8) (9) ( 10)

Government Gwemmerrt Government Total Per capita Pereapfta
Expenditure Annual Expenditure Consumption Public Sector Public Sector Inflation GDP GDP GOP(b)

(share of GDP) Var. Peat Growth Real Growth Balance Balance (dec-dec) (annuel ver.) (annual ver.) (annual ver.)
YEAR (%) (*> (%> _ (%> [% Expenditures) (% of GOP) (%  ver) J %> (%> _ _ __
1B50 12.2 — — — — — —

1951 12.3 1.0 5.4 -0.4 — — — 4.3 2.5 2.1
1952 13.6 10.2 16.5 13.6 — — 12.1 5.7 3.9 3.5
1953 13.7 0.5 5.7 18.4 -19.5 -2.7 56.1 5 2 2.4 3.0
1954 11.8 -14.9 •14.6 -5.1 -7.4 •0.9 71.1 0.4 -2.0 - 1.7
1955 12.4 6.2 6.1 6.2 •4.5 -0.6 83.8 -0.1 •2.6 -2.3
195« 13.5 9.0 9.6 -5.0 -9.6 - 1.3 37.7 0 .« -1.6 - 1.7
195? 14.7 9.5 21.0 9.4 -9.5 - 1.4 17.3 10.5 7.7 7.9
1958 14.0 -4.8 -2.2 10.6 •10.5 - 1.5 32.5 2.7 0 2 0.4

1959 15.1 7.6 7.0 - 1.6 *10.7 - 1.6 33.3 •0.5 •2.6 -2.8
1960 18.9 11.7 19.1 6.9 •15.7 -2.7 5.4 6.6 5.3 4.1
1961 19.1 13.3 18.7 10.5 •11.1 -2.1 9.7 4.8 2.4 2.3
1982 21.1 10.6 15.8 4.4 -16.7 •3.5 27.7 4.7 2 2 2.3
1983 18.5 -12.5 -7.0 -5.2 -12.5 •2.3 45.4 6.3 3.8 3.6
1984 17,5 - 5.2 -3.1 1.4 -13.0 -2.3 38.4 2.2 •0.1 -0.2
1985 20.7 17.9 18.8 13.2 -16.4 -3.8 25.9 0.8 - 1.3 -1.6
1988 20.5 -0.5 10.6 16.5 •9.3 - 1.» 17.0 11.2 9.0 8.9
1987 19.0 -7.3 -4.3 2.8 -3.1 -0.6 21.9 3.2 1.3 t .2
1968 19.2 1.0 4.6 2.7 -4.4 -0.8 27.9 3.6 1.5 1.5
1989 18.7 -3.0 0.6 -0.9 2.3 0.4 29.3 3.7 1.8 1.6
1970 19.1 2.4 4.5 23.2 -14.9 -2.8 34.9 2.1 0.2 0 0
1971 26.1 36.5 48.7 30.0 -30.2 -7.9 26.5 9-0 7.1 7.1

1972 41.8 60.3 58.4 4.1 -30.6 - 12.6 260.5 - 1.2 -2.9 -2.9
1973 34.8 -16.7 -214 -22.7 -21.1 -7.3 60S.9 -56 -7.1 -7.2

1974 33.1 -5.0 -4.0 20 9 -16.3 -5.4 369.2 1.0 -0.7 -0.7
1975 34.3 3.8 -9.6 - 13.2 0.4 0.1 343.3 • 12.9 - 14.4 -14.4
197« 30.1 -12.2 -9.1 -7.7 4.5 1.4 197.9 3.5 1.8 2.0
1977 32.0 6.2 16.7 14.4 -3.5 -1.1 84.2 9.9 6.0 8 2
1978 31.8 -0.6 7.5 7.2 •0.3 •0.1 37.2 6.2 5.5 6.6
1979 28.7 -9.7 •2.3 7.3 16.8 4.8 38.9 8.3 6.7 6.7
1980 28.0 -2.4 5.2 -6.1 19.3 5.4 31.2 7.8 6.2 6.2
1981 29.4 5.1 10.9 11.4 86 2.6 9.5 5.5 3.6 3.6
1982 34.1 15.9 -0.4 0.2 -2.9 - 1.0 20.7 - 14.1 - 15.5 - 15.5
1983 31.9 -6.5 -7.1 -6.3 -8.2 -2.8 23.1 •0.7 -2.4 -2.4
1984 32.6 2.1 8.6 6.6 -9.1 -3.0 23.0 6.4 4.6 4.6
1985 304 -6.7 -4.4 •4.9 -7.5 -2.3 26.4 2.5 0.8 0.7
1986 28.3 -6.7 -1.5 *1.0 -3.2 -0.9 17.4 5.6 3.8 3.6
1987 26.8 -5.4 0.6 -7.8 1.6 0.4 21.5 6.6 4.8 4 6
1988 27.4 2.1 9.5 2.2 -0.8 -0.2 12.7 7.3 5.5 5.5
198« 20.9 -23.8 - 16.3 45 8.6 1.8 21.4 9.9 8.1 8.3
1990 20.3 -2.6 0.6 2.4 4.1 0.6 27.3 3.3 16 1.3
1991 21.2 4.1 11.6 4.7 7,2 1.5 18.7 7.2 5.5 4.4
1992 203 -3.9 6.4 9.0 10.8 2.2 12.7 10.7 9.0 6.5
1993 206 2.4 9.2 9.9 9.1 1.9 12.2 6.6 5.0 4 2
1994 204 - 1.6 2.4 0.2 8.0 1.8 8.9 4.2 2.9 2.5
1995 — 2.1 — — 8.3 6.5 6.9 6.5

Avwftgu •

1950-95 22.9 2.0 5.8 4.2 -5.3 -1.2 65.6 3.9 2.0 1.9

1950-70 16.4 2.6 6.6 6.1 -10.5 -1.8 33.0 3.9 1.7 1.6
1974-95 27.8 -2.0 1.9 1.7 2.3 0.4 47.5 4.5 2.8 2.7

1975-95 27.5 -2.3 2.5 2.4 3.2 0.7 32.7 5.4 3 .6 3.5

Notes and Sources (continue in  the next page);

(*): Note that averages have been calculated according to the years for which data are available; some series do not begin 
until 1952 and others end at 1993. The averages for the series consisting o f annual variations [all but (1), (5) and (6)] are 
calculated starting from the year after die base-year o f the period Thus, the calculation o f the average 1975-95 starts from 
the figure in row *1976’ (which corresponds to the variation 1975/1976).

(1) Share of Central Government Expenditure in the Gross Domestic Product (GDP), calculated for each year in current 
internal prices. The figures have been calculated from the National Account data contained in the IM F ’s International 
Financial Statistics Yearbook o f  1996, and earlier issues.
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(2) Annual percent variation of the former column.

(3) Real annual growth or percent variation of Central Government Expenditure. The figures have been calculated from 
die National Account data contained in the IM F ’s International Financial Statistics Yearbook o f1996 and 1995, converted 
to constant pesos o f 1990.

(4) Real annual growth or percent variation o f Government Consumption, calculated from figures contained in the IM F 's  
International F inancial Statistics Yearbook o f 1996 and 1995, converted into constant pesos of 1990.

(5) Public Sector Balance, or share o f the deficit/surplus (-/+) of the Central Government in Expenditure. The figures have 
been calculated for each year in current prices from the National Account data contained in the IM F ’s International 
Financial Statistics Yearbook o f 1996 and several earlier issues.

(6) Public Sector Balance, or share o f the deficit/surplus (V+)of the Central Government in Gross Domestic Product 
(GDP). The figures have been calculated for each year in current prices from the National Account data contained in the 
IM F ’s International F inancial Statistics Yearbook o f 1996 and several earlier issues.

(7) Annual Average Inflation rates—C P I (Variation in Consumer Prices, December to December). 1952-70 from Ffrench- 
Davis (1973; p. 246, column 4); 1971-73 from Meller (1990) “Resultados Económicos 1974-93 from Ffrench-Davis 
& Labán (1995; p. 52); and 1994-95 from E C LA C  (1996).

(8) Annual growth rates or annual percentage variations of real total GDP. For the years 1950-62 I use the time-series data 
provided by Hofinan (1996), who uses constant international dollars of 1980; for 1963 and thereafter the figures have been 
calculated from the IM F ’s International F inancial Statistics Yearbook o f 1996, which contains annual GDP values 
expressed in constant pesos o f 1990.

(9) Annual growth rates or annual percent variations of real per capita GDP. The former column (8) of GDP has been used 
for calculating real G DP in constant pesos of 1990 according to the IM F  dat3( dividing it by the population of each year 
according also to the IM F ’s time-series data, thus obtaining real per capita GDP for each year in constant pesos o f 1990. 
Then, the annual percent variation or growth rate o f p er capita GDP is calculated.

(10) Annual growth rates or annual percentage variations of real per capita GDP according to Hofman (1996). The values 
for 1993-95 have been extrapolated using the data provided by the ECLAC  (1996).
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7. Chapter Seven —  SUMMARY & CONCLUSIONS

7.1. S u m m a r y

I began this thesis by inquiring into the sources o f  divergent patterns o f economic 

performance in a country over time, looking particularly for an explanation for the striking 

case of Chile. This country, which was traditionally characterized by its slow and unstable 

pace of economic growth during the postwar decades,1 has become during the last two 

decades the fastest growing economy in Latin America and one o f the ten fastest growing 

economies in the world,2 a fact that has sometimes been called ‘an economic miracle’.3 

Since I think that there are no such things as ‘miracles’, but that they are rather complex 

social phenomena for which we do not have a clear theoretical understanding, I advanced as 

working hypothesis the idea that this change in Chile’s pattern o f economic growth could be 

related to an institutional change, a change in state policy and institutions governing 

economic action—what I call a policy regime shift (see C hapter Four).

After the analysis o f the Chile’s per capita GDP growth record during the 1950-95 

period, and after comparing its performance with that o f five other Latin American 

economies as a way to control for external factors, I found a clear discontinuity in the 

pattern o f growth o f the Chilean economy which divides its growth record into two major 

sub-periods characterized by divergent patterns o f economic performance: 1950-71 and 

1975-95. This discontinuity or ‘pattern break* in Chile’s growth path took place in the years 

1972-75, when per capita GDP declined continuously for four years. Whereas before these 

crisis years the Chilean economy had experienced slow and unstable growth, with an annual

See Jorge Marshall Rivera (1984) "Economics of Stagnation - Analysts of the Chilean Experience 1914-1970," 
unpublished Ph.D. Thesis, Harvard University, M ay 1984.

2 According to the W orld B ank A tlas 1996, Chile ranks as the sixth faster growing economy during the period 1985- 
94. The ranking of the 10 fastest growing economies in terms o f the annual average growth rates of Real per capita G N P 
(1985-94) is the following: Thailand (8.2%), South Korea (7.8%), China (6.9%), Singapore (6.9%), Botswana (6.6%), 
C hile (6.2% ), Indonesia (6.0%), Malaysia (5.7%), Hong Kong (5.3%), Ireland (5.2%).

3 See for example Osvaldo Sunkel (1995) "Is  the Chilean 'M iracle' Sustainable?," Journal o f  Interamerican S tud ies 
a n d  W orld A ffairs, Vol. 37, No. 3, Fall 1995: 1-7; and Rachel A. Schurman (1996) "Chile 's New Entrepreneurs and the 
'Econom ic Miracle': The Invisible Hand or a Hand from die State?," Studies in  Com parative International D evelopm ent, 
Vol. 31, No. 2 (Summer 1996): 83-109.
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average growth rate o f  per capita GDP slower than 2%, during the period after 1975 and 

until 1995 (the last year included in my analysis) the economy has tended to grow both 

faster and more steadily  than in the past, with an average growth rate in per capita GDP of 

around 3.5% per year.4 On the other hand, the comparison with five other Latin American 

economies has revealed that whereas during the 1950-70 period the Chilean economy 

ranked as the slowest growing economy, during the 1975-95 it ranks as the fastest one (see 

Chapter Two). Moreover, despite the dramatic fall in GDP experienced during the years 

1982 and 1983, when all Latin American economies experienced negative growth rates as a 

consequence o f the world recession and the sudden rise in international interest rates that 

sparked off the so-called ‘debt crisis*,5 Chile was able to resume growth quickly. Indeed, 

since 1983 the Chilean economy has grown rapidly and continuously, accumulating to date 

more than 13 years o f sustained, uninterrupted economic expansion, with an average GDP 

growth amounting to 6.3% per year (4.6% in per capita terms). It is remarkable that before 

1976 and at least since 1910, the Chilean economy never experienced more than four years 

o f continuous per capita GDP growth.

I found that this pattern o f faster and more stable economic growth attained by Chile 

cannot be satisfactorily explained by external factors such as the variations experienced by 

the international price o f  copper, Chile’s main export. Episodes o f  falling copper prices have 

not been accompanied by declines in Chile’s GDP. If the growth o f the Chilean economy 

were correlated to the variations in the international price of copper, we should expect to 

find a visible impact o f  such variations on the annual variations o f  Chile’s GDP. This is not 

the case (see C hapter Two).

I then discussed the main theories regarding the sources o f divergent economic 

growth patterns, arguing about the need o f bringing into the analysis institutional factors and 

the changes experienced by the institutional setting surrounding economic action in a

4 Note that this average includes a dramatic fall in GDP of about (*)15% in 1982. See below.

5 Chile experienced the worst fall in per capita G DP among the Latin American countries, (-15.5% in 1982 and -2.4% 
in 1983), a fact related to serious domestic policy mistakes which aggravated the effect and depth of the crisis (see 
Chapter Six). Hojman has also pointed out that “the Chilean economy was particularly damaged because o f the 
increasingly more open nature of its external trade policies, the liberalisation of the domestic financial markets, and the 
liberalisation of international capital movements." David E  Hojman (1993) Chile - The P olitical Economy o f  Developm ent 
an d  Democracy in the 1990s, Pittsburgh: University o f Pittsburgh Press, p. 12-13.
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country in order to account for and understand changes observed in the pattern o f economic 

performance over time. After questioning the explanatory power o f socio-political factors— 

such as political-regime type (democracy/autocracy), income inequality and socio-political 

instability—in accounting for differential growth patterns, I contrasted two main theoretical 

institutional approaches: the so-called state-centred or ‘neo-statist* approach and the new 

institutional approach. They provide contrasting explanatory hypothesis to deal with the 

understanding of the Chilean case.

According to the state-centred approach, rapid economic growth is supposed to 

result from a more active and direct role and involvement o f the state in the economy in 

order to ‘govern the market’, curbing and/or overriding market and international trade forces 

in order to protect, command and stimulate domestic production, pursuing strategic goals of 

industrialization and the change in the position the country fills in the international division 

o f labor.6 In Frederic Deyo’s words, rapid economic growth would result from the presence 

o f a “strong developmental state” and the adoption o f state-led—rather than state-induced— 

strategies, which “entail continuing, selective intervention by state agencies in private-sector 

decision making and market transactions to achieve strategic goals.”7

By contrast, the new institutional approach, identified with the work o f Douglass 

North, emphasizes the role o f institutional arrangements which reduce uncertainty and the 

costs involved in exchange (“transaction costs”) by strengthening the protection o f property 

rights and the enforcement o f contracts, creating incentives and opportunities for people to 

engage in productive and innovative activities—rather than in predatory, redistributive or 

unproductive ones—oriented towards capturing the potential gains arising from the division 

o f  labor and exchange.* According to this approach, whenever the state fails to commit to

See Peter Evans (1995) Embedded Autonomy - S tates and Industrial Transform ation, Princeton, New Jersey. 
Princeton University Press.

7 Frederic C. Deyo (ed.) (1987) The Political Economy o f  the New Asian Industrialism , Ithaca: Cornell University 
Press, pp. 17, and 227.

*  See Douglass C. North and Robert Paul Thomas (1973) The R ise o f  the Western W orld - A New Econom ic H istory, 
New York: Cambridge University Press; Douglass C. North (1981) Structure and C hange in Economic H istory, New 
York: W.W.Norton; Douglas C. North and Bany R. Weingast (1989) "Constitutions and Commitment The Evolution of 
Institutions Governing Public Choice in Seventeenth-Century England," The Journal o f  Econom ic H istory, Vol. 49, No. 4, 
December 1989: 803-832; Douglass C. North (1989) "Institutions and Economic Growth: An Historical Introduction," 
W orld Development, Vol. 17, No. 9: 1319-1332; and Douglass C. North (1990) Institutions, Institutional Change and  
E conom ic Performance, New York: Cambridge University Press.
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and protect- individuals’ property rights and the enforcement o f private contracts, thus 

circumscribing its authority for taxing and spending and submitting it to clear and stable 

rules and commitments, high transaction costs will prevent societies from realizing the gains 

arising from trade, thus prompting slow economic growth or stagnation (see Chapter 

Three).

Borrowing from the new institutional approach, from Max Weber’s theory o f  

capitalism— in particular, from his distinction between ‘economic’ and ‘political’ capitalism 

and Carlo Trigilia’s contribution extending this distinction to the forms o f 

entrepreneurship— and from Mancur Olson’s theory on collective action, I built a theoretical 

framework in which countries* patterns o f  economic performance are shaped by the relative 

emphasis put by the institutional framework surrounding economic action on either 

‘political’ or ‘economic’ exchange as the main source o f economic gains.

I assert that the prevalence o f political exchange (rent-seeking, lobbying, influence

seeking, clientelism/patronage, etc.) tends to lower a country’s economic performance by 

diverting society’s resources, efforts, and entrepreneurial capacities from productive and 

productive-enhancing activities towards unproductive ones. In turn, I attempted to provide a 

theoretical explanation for the relative prevalence o f either ‘political’ or ‘economic’ 

exchange. I concentrated on one particular feature surrounding the relationships between the 

polity and the economy, which is the relative degree o f discretionary authority (DA) 

enjoyed by the government and the polity over the economy. I assert that a large degree o f 

DA will tend to increase the relative opportunities and incentives to search for economic 

gains through engagement in 'political exchange* activities rather than those oriented to the 

market (‘economic exchange’). A large political discretionary authority, understood as the 

prerogatives enjoyed by the government and the polity to modify and adapt policy both over 

time and ‘horizontally*—that is, the use o f differentiated, particularistic, discriminatory 

measures and treatments among economic sectors, activities and agents’—will tend to make 

public policy and the use of such authority highly responsive to short terms fiscal, political 

and electoral constraints, and easily vulnerable to the pressures and influences o f particular

*  | distinguish this from ‘verticar DA, that is, when government interventions in the economy are carried out mainly 
according to general, non-discriminatory, across-the-board policies and measures (see Chapter Four, Section 4.2.2.1.S).
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interests, offering ample room for political exchange and opportunistic behavior. This makes 

public policy unstable, property rights uncertain, and government commitments non- 

credible, further reinforcing the incentives and opportunities for engaging in political- 

exchange redistributive activities, rather than in productive and productivity-enhancing 

activities (see C hapter Four).

I then asserted that different “policy regimes”—that is, the policy and institutional 

setting prevailing in a country, which normally lasts beyond the duration of a single 

government—can be distinguished according to the relative degree o f  discretionary 

authority over the economy they grant to the government and the polity. Specifically, I 

argue that policy regimes in which the government enjoys ‘large* DA—predominance of 

‘horizontal discretionary authority*—will show slower economic growth than those in 

which government DA over policy and property rights is restricted. This is so because it 

creates ample room for political exchange and opportunism, generates policy instability and 

uncertainty among private economic agents, and weakens property rights, discouraging 

productive activities and long term investments.

Based on this framework I hypothesized that the two periods in which the Chilean 

economy shows divergent patterns o f growth could be related to contrasting policy regimes, 

characterized by a differential degree o f DA over the economy granted to the government. 

Moreover, I hypothesized that the change observed in Chile’s pattern o f economic 

performance could be related to a policy regime shift which reduced, rather than enlarged, 

the degree of government’s DA, minimizing Horizontal-DA (see C h ap ter Four).

This hypothesis does contrast with a statist or state-centred approach, which relates 

accelerated economic growth to a more active and direct involvement o f a ‘strong 

developmental state* in the process o f  capital accumulation according to a ‘state-led’ 

strategy, which entails the use by government of sectoral, discriminatory policies 

( ‘industrial policy’) in order to promote the development o f particular industries and firms, 

protecting domestic production and intervening continuously and selectively “in private- 

sector decision making and market transactions to achieve strategic goals.”14 10

10 Dcyo (1987), pp. 17. Sec also Evans (1992,1995).
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Rachel Schuiman (1996), in one o f the few works which have attempted to explain 

the remarkable dynamism experienced by the Chilean economy and private entrepreneurship 

during the last decades, has linked this striking performance to a ‘developmentalist’ role 

played by the Chilean state during the Pinochet period, arguing that it was so since the state 

adopted “a powerful [neoliberal] discourse” and policies which encouraged the development 

of the export sector, and “created a political and economic climate that would encourage 

people to go into business on their own.”11 She wrote:

‘The final explanation, and the one we provide the most evidence for here, is 
that the Pinochet regime actively encouraged private sector entrepreneurship 
using some o f the strategies and tactics of the developmental state described 
by [Peter] Evans and others. (...) In sum, it was state midwifery, husbandry 
and ideology that gave rise to the entrepreneurial, and ultimately, economic 
outcomes that have interested us here.”12 [italics in the original]

Unfortunately, Schurman’s work did not compare the roles and kind of involvement 

o f the Chilean state during and before the Pinochet period. Such a comparison seems 

absolutely necessary in order to assess both historically and empirically the validity of such 

a state-centred interpretation. Otherwise we could always trace any ‘outcome’ to something 

the state did or did not do, thus rendering the statist explanation a non-falseable proposition, 

an argument capable o f  explaining everything.13

My thesis was intended to carry out such a comparison. In fact, my research 

approach has been that o f describing and analyzing the kind of economic policies prevailing 

in Chile during the periods 1950-70 and 1975-95, relating them to the institutional 

arrangements surrounding economic action in each period in order to account for the 

observed contrasting patterns o f  economic growth (see C hapters Five and Six). In 

particular, I have attempted to compare the relative degree o f the government’s discretionary 

authority (DA) arising from the policies and institutional setting prevailing in Chile during 

each of the periods under analysis. O f course, I am fully aware that it is ultimately

11 Rachel A. Schurman (1996) "Chile's New Entrepreneurs and the 'Economic Miracle': The Invisible Hand or a H and 
from the State?," Studies in Comparative International Development, Vol. 31, No. 2 (Summer 1996), p. 99.

12 Schurman (1996), p. 102. For the concepts of 'm idwifery' and ‘husbandry*, see Peter Evans (1992, 1995).

13 In fact, without comparing the roles performed by the Chilean state during and before the Pinochet period it 
becomes rather arbitrary to argue that the new pattern o f economic development and entrepreneurship observed there is an  
outcome of the presence of a 'developmental state* a la  Evans.
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impossible to “demonstrate” my ‘theory’ o f  the relationships between DA and economic 

performance, particularly on the basis o f  a single case-study like this; however, what is 

possible is to test empirically the proposition that there is an observable and ‘quantifiable’ 

change in the degree o f DA held by the government and the polity over the economy in 

Chile between both periods, and that the direction o f  such a change was from greater to 

lower DA. In the next sections, I present the main results and conclusions o f  this research.

7.2. The Institutional Bases of C h il e ’s Economic ‘M iracle’: A Comparison 

of two  Policy  R egimes

On the basis o f  the description and analysis carried out in Chapters Five and Six, I 

summarize here the main results o f a comparison between the policies and forms of 

governance characterizing the Chilean economy during the two periods analyzed and the 

contrasts between the degree of discretionary authority held by the government and the 

polity over the economy during each periods.

7.2.1. State’s Economic Policy and Policy Regimes: IS I St FM O E

I have shown that the two periods identified by their contrasting patterns of 

economic growth also differ sharply in the economic policies and development strategy 

pursued by Chile. The comparison between them reveals that the 1950-1970 period was 

characterized by:

[1] closure to the world economy, with high and multiple restrictions on and 
barriers to foreign trade;

[2] state protectionism in favor of the domestic manufacturing industry;

[3] state entrepreneurship and direct involvement in ownership, investment, 
resource allocation, and income redistribution;

[4] state control over prices, wages, and interest rates;

[5] an expansion o f the share o f the public sector in the economy; and

[6] rising public expenditures and government consumption relative to GDP (see 
C hapter Five).
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In contrast, the 1975-1995 period can be characterized by a complete reversal o f the 

former trends. In fact, this period appears characterized by:

[1] an increasing openness to the world economy and the dismantling of the former 
barriers and restrictions to foreign trade, encouraging exports;

[2] the elimination o f both the protective barriers and subsidies for domestic 
producers and the discriminatory treatment of sectors, activities, and those 
which differentiated between domestic and foreign entrepreneurs and investors;

[3] a dramatic reduction in direct state involvement in productive and financial 
activities as well as o f the public sector’s monopoly in the provision of most 
services, including the social services (education, health, social security);

[4] an increasing reliance on market mechanisms in the allocation of resources, 
dismantling the former state controls and regulations over prices, wages, and 
interest rates;

[5] a reduction in the size o f the public sector in the economy; and

[6] a trend towards reducing public expenditures and government consumption, and 
the privatization o f most public enterprises and services (see Chapter Six).

These contrasting features allow one to distinguish between these periods as two 

contrasting policy regimes (see C hapter Four, Section 4.3). I identify the first policy 

regime—also called ‘Estado desarrollista y  empresario*—with the label *ISI\ referring to 

the strategy o f import substitution industrialization which prevailed during the period ^SO 

TO. In turn, I call the second policy regime a free-market open economy or ‘FMOE’. These 

labels have only an indicative purpose.

Another important characteristic in which these two periods also differ is given by 

the forms o f interest representation within the state apparatus. Whereas during the ISI 

policy regime the representatives o f interest groups enjoyed direct and formal participation 

on the boards o f public enterprises, sectoral decision-making bodies, and public policy

making bureaus, including the Central Bank, during the new policy regime (FMOE) such 

practices disappear altogether. Indeed, in the FMOE policy regime there is a sharp 

separation and differentiation between the public and the private economic sectors.

The public sector became mostly devoted to regulatory activities through the 

enactment o f general legal and regulatory frameworks in order to prevent and/or correct 

market failures. However, whereas during the ISI policy regime government regulatory
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activity had tended—by design or actual practice—to reduce or replace markets, 

substituting them with administrative decisions, during the new policy regime public 

regulation aims to enlarge and strengthen the working o f  markets and competition.14 * * * * 19 These 

regulatory activities are carried out by specialized and technical, non-partisan, bodies, which 

enjoy relative independence and autonomy from the Ministries that had traditionally 

governed each policy area through their discretionary administrative authority. There is also 

a clear separation between the activities being regulated, carried out mostly by the private 

sector, and the public bodies that regulate them. Finally, the disputes that may arise among 

private agents or between them and the regulatory agencies are settled by the courts rather 

than by government agencies and administrative decisions, as was traditionally the case 

during the former policy regime.13

Finally, whereas during the ISI policy regime the Chilean state attempted to control 

and substitute markets forces, exerting a political control over the economy, during the new 

regime arising from the mid-1970s, the enlargement o f the scope for markets and 

competition became a key and explicit goal o f  state’s economic policy.

7.2.2. Policy Regimes and Government Discretionary A uthority

Table 7.1 presents schematically the comparison between the degree o f discretionary 

authority held by the government and the polity over key economic variables in Chile under 

each o f the two periods analyzed, characterized by the prevalence o f  two contrasting policy 

regimes.

14 A s Kaldor, commenting on the barriers to the operation o f market mechanisms in Chile, wrote during the 1950s:
“The true social importance o f a competitive market is that it provides an opportunity for newcomers to challenge the
position of the old-established enterprises. Anything which promotes monopoly and increases the difficulty of entry in the
long run be inimical o f progress." Nicholas Kaldor (1956) “Economic Problems o f Chile," study prepared for fhe
Economic Commission for Latin America (ECLA), Santiago de Chile (mimeo), and reprinted in Nicholas Kaldor (1980) 
E ssays on Economic Policy II, London: Duckworth, p. 237.

19 For an interesting analysis o f the change in the role o f the state in the economy, see Giandomenico Majone & 
Antonio La Spina (1991) "Lo  Stato Regolatore,” Rivista Trim m estrale d i S d en ta  dell'Am m inistrazione, n.3, 1991: 3-62; 
and Giandomenico Majone &  Antonio La Spina (1992) "‘Deregulation' e Privatizzazione: differenze e convergenze,” Stato  
e  M ercato, n.35, Agosto 1992:249-290.
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Table 7.1—Classification of Government Discretionary Authority (DA) on key economic 
___________variables in Chile under two periods (1950-1970 & 1975-1995).

D A 1 9 5 0 * 1 9 7 0  (tSI) D A 1 9 7 5 -1 9 9 5  ( F M O E )
i Notes i Notas

Priced of Goods H -D A Price controls, especially (or food, 'astanbar poods. NONE Court »garnit monop©*»K precoces, mchrdmg
and Strvlcos construction inputs. 1rs ns port, fuais, and public services prvee-egreements among producen

intarsi! Ratas H -D A Controlled by the authority, and with ’prefarentrer NONE Soma regulations according lo general.
for Cradlt treatments tor spacific taclors and agents. uniform entena

Wagasand H -D A Controlled by the government: with mandatory NONE UnM 197* only kid'Wduai con esc eng and automa be
Salarias readjustments varying by type of workers and sectors. indexation according to annual mHaaon

Widespread Collective Bargaining rights at Via Arm. Smce 1*79. Colectiva bergemmg at me firm .tavat.
sactor, and muib-sactor lavait. mandatory mderebon to mfiakon voM tM )

Minimum Wags H -D A Different according to Economic Sartors V-DA Stngre Minimum Wage aeread annually
(Induslry/Agricultura), Typas of Wortere 
(Whtta/Blua Collars) and between Provinces (26).

according to inflation and productntty gams

Public Ssctor Wagas H -D A Différant among Ministries, end Servtcai. V-DA Uniform, smgie wtgo Scare «noi soma adjust-
and Social Sscurlty Diversified and discriminatory social security menta. Social security benefits under national
BsnsfHs benefits. unified system Specie* rep me for the MUiiery

Social Security H -D A Different according to types of Workers V-DA Uniform conditions for eH contributors, b>d undue 1
Contributions (i.a., White/Bkie Collars; PubhcfPrivale: Sinking, ate.) contributions Free-choice of the ménagement

Increasing mandatory contributions on employers. firm (AFPs) No contribuions by employers
Social aecurity contnbutions at a tabor Tex' Coninbuuont es a 'aawng' lor febrament

Social Security H -D A Different according to types of Workers V-DA Uniform Banefiu depend on the amount of
BsnafHs (i.a.. WhitefBlue Collars; Public/Pnvaia: Sinking, etc.). the con tribu boni effectively accumulated by

and according to spacial laws by Legislators. •ndnndue it through me years
Pension as a ’grant* given (or obtained) horn me stale. Pension at pn*aie property pf ma contributor

Exchange Rate H -D A Multiple and variable, favoring the domestic tiduttry. V-DA Singla (floabng. fired, announced or programmed)

Tariffs H -D A
soma sectors, and regions. Public sector is exempted.

V-DA Smgre bnpori Tanti acroas-ma-board.

Authorization for Imports H -D A Prohibitions, quotas, and requirements of poor 
authorization or licenses by tha Central Bank

NONE

Quantitative and Non-Tariff H -D A Multiple and different according to several cniena Non« Hoeevar, Whisky hai a higher VAT man ochar
Barrían for Imports (i.a., quotas, prohibitions, deposits, exchange ratal) spreta, and egncuDure. meat, end carea imports 

ara submitted to stringent ‘sanitary regulations.1

Subsidies for Imports H -D A Differences among Capital/Final goods. Food, 
EssentiaUSumptuary (luxury) goods, and ma Ma.

NONE VAT-Frae imports of inputs for asportar*.

Texas on Exports H -D A NONE

Authorization for Exports H -D A Prohibitions, quotas, and requirements of poor 
authorization by the Central Bank.

NONE

Quantitative and Non-Tariff 
Barrían for Exports

H -D A Quotas, prohibitions, multtpio exchange ratal NONE

Subsidies for Exports H -D A V-DA Uniform with a sughi M in  lavar of 
non-tredreonaf exports No spelerai brea.

Taxes on Domestic H -D A Different among goods snd services. V-OA Uniform (smgre VAT lor aa goods) and for
Sa la s/Pu rebasas 
(VAT since 1975)

Public sector and state enterprises are eiampted at agents "Draw Sacs’ for exporters.

Income Taxes H -D A Exemptions for activities, firms, and individuals. V-DA An additional tax an corporata profita introduca«
Public enterprises are exempted. •a 197S was abminared smce 1994 M that year mo
Multiple and diversified taxes and levies aimed at remes on sewngs ee*e area elimina red.
redistributive ends. Unrfarm progress*# tax accordai g lo meóme 

ftapuesM ClPOaf Cempremenierio‘).

Motes:
H-DA: ’Horizontal* Discretionary Authority. State authority with discretion to dreenmmato between sectors, acbvtfiet. goods.

social groups, categories of workers, regions, etc.
V-DA: ’Vertical* Discretionary Authority. State authoiity without discretion to discriminate between pencolar sectors.

agents, regions, individuals, or social groups. Sectonly Yieutraf or ’across-the-board* measures.
NONE: Market Interactions without state intervention. If there Is state regulation, this is earned out accord mg to general.

formal, impersonal, non-discnminaiory rules.
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The variables selected are characterized by shaping the structure o f incentives within 

the economy by affecting more or less directly the ‘prices* and ‘costs* associated to different 

kind of activities, sectors, resources, and transactions faced by economic agents (firms, 

entrepreneurs, resource-holders, consumers, households, workers, employers and 

employees). They include the pricing of (domestic and foreign) goods and services; taxes; 

subsidies; the costs o f labor, financial capital, foreign exchange, and imports; social security 

contributions and benefits, etc.

According to the analytical framework developed in C hapter Four, the comparison 

classifies the kind o f discretionary authority granted to the government to intervene in these 

variables and distinguishes between three types: [a] ‘Horizontal* Discretionary Authority 

(H-DA); [b] ‘Vertical’ Discretionary Authority (V-DA); or [c] “None**, that is, when 

government does not have discretion to intervene directly since the variables are governed 

by the market (see C hap ter Four).

This comparison does not pretend to be exhaustive. There are many other areas 

where laws and regulations impose implicit o r explicit prices and costs. However, I do think 

the variables included provide a clear idea o f  the nature o f  the country’s economic system 

and the mode o f governance o f  the economy.

From this comparison it becomes evident that there was a sharp change in the degree 

o f  discretionary authority enjoyed by the government over the economy between the two 

sub-periods characterized by divergent patterns o f economic growth. Whereas during the 

1950-1970 period the government and the polity enjoyed a large degree of discretionary 

authority over key economic variables, expressed in the prevalence o f  Horizontal DA, the 

period 1975-1995 appears instead to be characterized by a sharp restraint on such discretion, 

being replaced by either Vertical DA or by the complete liberalization o f such variables 

from the state’s direct control, being left to be governed by the market.

The analysis carried out in C hapter Six shows that the reduced room for 

‘horizontal* political discretion was embedded into the new policy regime through 

institutional, legal, and Constitutional changes which: (1) strengthened the recognition and 

protection of private property rights; (2) limited the prerogatives o f  the state and the polity 

to intervene selectively in the economy and to discriminate in favor o f  particular economic
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sectors, activities, and agents; (3) imposed ‘budget constraints’ on the government and the 

public sector, (4) increased the visibility and therefore the costs to be paid by the authority 

for eventual policy-deviations, fiscal laxness, reneging, opportunism, and changes in the 

‘rules of the game’; (5) encouraged the formation of large political coalitions and relatively 

stable majorities within a bipolar system, discouraging political fragmentation, thus 

strengthening the authority o f  the executive but forcing it to negotiate and arrive at 

agreements with the opposition in order to introduce substantial policy innovations, favoring 

gradualism and moderation; and (6) reduced the opportunities for political exchange, rent- 

seeking, lobbying and influences on the part o f particular interest groups for discriminatory 

measures in their favor or for obtaining wealth transfers through the government’s 

administrative decisions.

7.3. C o n c l u s io n s

“the reduction o f uncertainty in economic and political exchange is perhaps the central 
historical issue influencing economic growth.”
-------Douglass C. North (1993) “Five Propositions About Institutional Change,“ mimeo,
September 1993, p. 5.

“I f  there is a Chilean model, it consists o f the orderly reduction o f statist privileges”
-------Angelo  Codevilla (1993) "Is  Pinochet the M ode l?,* F o re ig n  A ffa irs, Vol. 72, No. 5,
Novembcr/Deccmbcr, p. 137.

The interventionist role performed by the state in the Chilean economy during the 

1950-1970 period—considered a way to foster self-reliant and accelerated economic growth 

through promoting national industrialization, by increasing the discriminatory and 

discretionary authority (DA) concentrated in the government and the polity to alter 

economic policy and prices according to short term political circumstances and 

equilibriums, and by enlarging the room for the influences o f particular interests on public 

policy-making—introduced significant policy instability and uncertainty. This discouraged 

private investment and increased the room for political exchange— as opposed to productive 

entrepreneurship—and opportunistic behavior as a way to capture and redistribute wealth. 

The enlargement o f  DA over the economy created a setting in which individuals and firms 

faced incentives and opportunities for engaging in unproductive, rent-seeking and
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redistributive activities, rather than in productive and productive-enhancing ones. One the 

other hand, the highly protectionist and autarkic bias characterizing economic policy during 

the ISI period, by eliminating external competition, discouraged innovation and the search 

o f greater productive efficiency, and favored the consolidation o f a oligopolistic and 

inefficient market structure. The ample room granted by the constitutional, electoral and 

political framework to the polity; the weakness o f  the executive branch vis-à-vis Congress 

and political parties; and the institutional barriers to the formation o f stable majorities, 

together with the vast role and prerogatives acquired by the state in the economy, fostered 

political exchange, patronage and clientelism. The opportunities for economic gains became 

increasingly dependent on the polity and the abilities o f  economic agents to engage in 

political exchange activities for obtaining discriminatory and redistributive measures and 

privileges from the state. Although such political exchanges could have been highly 

profitable for some individuals and groups, they did not contribute, however, to increasing 

society’s productivity, but slowed down the pace o f growth of the Chilean economy, thus 

hampering the expansion o f aggregate wealth and welfare.

According to the comparison carried out here, the kind o f  “developmental state” 

supposed by statists and neo-statists as the key for development seems to corresponds more 

to the characteristics o f  the state that prevailed in Chile during the 1950-70 period rather 

than to that o f the 1975-95 period. In fact, the kind o f state involvement prevailing in Chile 

during the ISI policy regime resembles most o f  the characteristics that are used to define the 

so-called “developmental states”: a state endowed with “the will to develop” (Weiss and 

Hobson, 1995) and the explicit commitment to foster national industrialization (Evans, 

1995); the provision o f support for the domestic manufacturing industry (Wade, 1990); the 

use o f  selective interventions aimed to set prices deliberately ‘wrong* (Amsden, 1989) in 

order to favor national production and redistributive goals; a direct involvement in the 

process of capital accumulation (Evans, 1995), acting as a ‘surrogate entrepreneur* (Evans, 

1992). Moreover, during the 1950-1970 period, the state intended to *lead * economic 

development rather than ‘induce* it (Deyo, 1987); it played the roles o f entrepreneur and 

conflict manager (Chang and Rowthom, 1995), trying to provide “a vision o f  the future 

development o f the economy, around which other agents can co-ordinate their actions**, 

attempting to mediate between conflicting interests {ibid.). The Chilean state engaged in
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social welfare and redistributive policies aimed at enlarging the internal market and 

stimulating domestic demand for the products of the national manufacture industry. Also, it 

enjoyed enough autonomy and strength to tax and regulate foreign-owned firms and banks, 

being able to nationalize and expropriate them, etc. Therefore, we can thus assert that the 

kind of state that prevailed in Chile during the period 1950-70 could be classified in many 

features as a case o f  “strong developmentalist state” (Deyo, 1987; Evans, 1992), but one, 

however, that, despite its explicit commitments, did not bring about accelerated economic 

growth and development, but rather prompted stagnation.

The change o f  policy regime initiated in the mid-1970s, by subjecting domestic 

producers to both internal and external competition and by reducing the authority of the 

state to intervene in the economy on a particularistic basis and to discriminate among 

economic sectors, activities, and agents, reduced significantly the relative opportunities and 

incentives faced by private economic agents for engaging in influence, rent-seeking, and 

other forms o f unproductive political exchange activities as a way to capture economic 

gains. The former goal of fostering rapid industrialization was abandoned, giving instead 

more room to the market and private initiative in the allocation of resources. The 

strengthening of property rights and the government commitment to conduct policy 

according to general, non-discriminatoiy, across-the-board policies and policy-rules, 

embedding such principles into institutional arrangements which made reneging and policy 

opportunism by policy-makers more difficult, contributed to reducing the uncertainty faced 

by entrepreneurs and investors, enlarging the time horizon for their decisions, favoring a 

greater division of labor and specialization and encouraging the engagement in productive 

and innovative activities as the main way for pursuing economic gains. The lowering o f 

barriers of entry and the enforcement of competition constrained domestic firms and 

entrepreneurs to innovate and adapt themselves, and to make a more efficient use of the 

physical, human, and organizational resources in order to survive and making profits in the 

market.

Even though the government did encourage export activities, such encouragement • 

was carried out through a* global, across-the-board—neither discriminatory nor 

discretionary—policy. In sharp contrast to the so-called East Asian ‘developmental states’, 

the Chilean government deliberately avoided in a rather consistent fashion the temptations
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for ‘industrial policy* and the targeting o f particular economic sectors, activities, industries 

or firms, and opted instead to enact a general framework o f rules for the competition o f  

economic agents. Whether this was a result o f  a highly fundamentalist ideological neo

liberal commitment with ‘free-markets’ and ‘private initiative* and/or the rational pursuit o f  

some (hidden) agenda advancing the (vested) interests o f  some particular group or class- 

fraction, the policy and institutional change that took place in Chile resulted in a m ore 

dynamic and sustained pace o f economic growth.

Policy-makers made several and serious policy mistakes during the implementation 

o f  the reforms, in great part due to a stubborn and fanatic belief in free markets and 

economic orthodoxy. These mistakes involved large social costs. A vast literature deals with 

such mistakes. This thesis however has aimed to set out, rather than the failures and 

shortcomings of the experiment, the factors which can help us to understand why Chile 

shifted from a pattern o f slow economic growth to one o f  accelerated and sustained 

economic expansion. The mistakes do not provide an explanation.

According to the analysis carried out in this work, I suggest that, in contrast to the 

‘statists’ and ‘neo-statists* claims regarding the sources o f  countries’ divergent economic 

performance patterns, economic development seems to require a strong institutional and  

legal order, rather than a “strong developmentalist state”. It is the existence of a strong 

institutional and legal setting, curbing opportunism and reducing uncertainty on property 

rights, contracts, and future policy, that creates the particular environment and set o f 

opportunities and incentives for individuals and firms to engage in ‘peaceful* and long-term 

profit oriented activities, investment and transactions, factors which allow society’s 

aggregate welfare to increase. It implies that rules also have to cover the behavior o f  those 

endowed with political power, limiting the room for opportunism and the use o f  coercion, 

political power, discretionary authority, and political influence as ways for individuals, 

firms and organizations to attain economic ends, encouraging instead the engagement in 

productive activities, submitted to the discipline o f  markets and competition, as the main 

source for the attainment o f  both individual and social economic gains. This order certainly 

requires the state, but a state that acts as a 'third party*, in which the discretionary authority 

granted to the government and the polity over the economy and property rights is strongly 

restrained by impersonal rules and institutional arrangements which effectively limit the
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prerogatives of any agent for capturing economic rents through the use of political power. 

The existence o f such an institutional framework reduces transaction costs and contributes 

to expanding economic exchange, encouraging productive innovations, diversification and 

specialization. But also, paradoxically, this setting may grant more 'autonomy* and 

‘strength’ to the government for conducting policy according to general interest concerns 

and with a longer-term view, than what would be the case i f  the state had too much 

discretion. As emphasized by Schelling and by Milgrom and Roberts, limiting one-self s 

discretion may be a powerful device for resisting attempts on the part of particular interest 

groups to control or influence public policy and for reducing redistributive struggles and the 

costs of influence activity.1*

Whereas such a setting does not equals to 'democracy*, it does resembles in several 

ways to what has been frequently called a constitutional order, at least in the regard o f the 

economic realm. In fact, nobody could call 'democratic* the kind of political order 

prevailing during the Pinochet years. It was clearly a type o f autocratic, authoritarian, non- 

democratic rightist political regime. However, as was discussed in Chapter Three, there is 

no clear association between political regime (autocracy/democracy) and economic 

performance. The fact that the growth trend of the Chilean economy was not changed by the 

return to democracy brings support to the idea that it is not democracy or autocracy p er se 

what determines countries’ economic performance patters but, rather, other features o f  the 

institutional framework of a country that reduce the costs involved in production and 

exchange, features which do not necessarily correlates with the type of political regime: 

legal recognition, protection and enforcement of property rights and contracts by the state; 

free contracting and exchange; and a stable tax system and currency. All o f this imply the 

restraint o f government authority, a ‘lim ited government’ (or, in my words, a reduced degree 

o f  government discretionary authority over the economy),16 17 which constitutes a key 

principle o f  Constitutionalism  (both old and modem).18

16 See Thomas C. Schelling (1956) "An  Essay in Bargaining," American Econom ic Review, 46: 281-307; and Paul 
Milgrom  and John Roberts (1990) "Bargaining costs, influence costs, and the organization of economic activity," in James 
E. Alt and Kenneth A. Shepsle (eds.) Perspectives on Positive P olitical Economy (New York: Cambridge University 
Press).

17 Note that 'limited* is not the same that 'weak government’. See Alex Cukicrman and Allan H. Meltzer (1991) "A
Positive Theory of Discretionary Policy, the Cost o f Democratic Government, and the Benefits of a Constitution," in Allan
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In this specific sense, the institutional framework surrounding the Chilean economy 

during the post-Pinochet democracy has more in common with the setting o f the Pinochet 

period than with that which prevailed during the old democratic regime. During the 1990s, 

continuity, rather than change, has prevailed in both economic institutions and policy. 

Contradicting early expectations, the two governments o f the center-left Concertaciôn de 

Partidos por la Democracia have essentially maintained the economic order implemented 

by the ‘Chicago-boys*, though with a greater emphasis in social policy and regulatory 

issues.19 Such regulatory activity has enlarged and improved the room for market 

competition and private entrepreneurship. Whereas the center-left coalition has explicitly 

attempted to modify the institutional political setting inherited from the military regime, it 

has not attempted or announced any substantial change in the economic order or in the rules 

governing property rights. This stance has been reinforced by the sound economic results 

observed during the 1990s.20 To be consequent with my theoretical argument, I can only 

speculate here that this factor, by reducing uncertainty among investors and economic 

agents, has also contributed to such results.

What is striking is that despite the dictatorial prerogatives enjoyed by Pinochet’s 

military government, largely used in the political realm for repressing political opposition 

with any regard to human rights, it deliberately avoided the use political (and military) 

power to engaging in predatory finance and taxation, to favoring specific sectors and 

activities in the economic arena, or to embracing some kind o f industrial policy and 

‘strategic trade’, creating instead a framework o f general, stable and impersonal mies that 

were to limit the authority and prerogatives o f the state to intervene in the economy, to

H. Meltzer, Alex Cukierman and Scott F. Richard (eds.) P olitica l Economy (Oxford: Oxford University Press); and Barry 
R. Weingast (1995) "The Economic Role o f Political Institutions: Market-Preserving Federalism and Economic 
Development," Journal o f  Law, Econom ics. <£ O rganizations, Vol. 11, No. 1: 1*31.

10 See the entry *C ostituzionalism o* (Constitutionalism) by Nicola Matteucci in Bobbio, Matteucci &  Pasquino (1994) 
D izionario di P olítica, Milano: TEA, Editori Associate (first edited by UTET in 1983). See also Douglass C. North and 
Barry R. Weingast (1989) "Constitutions and Commitment: The Evolution o f Institutions Governing Public Choice in 
Seventeenth-Century England," The Journal o f  Econom ic H istory, Vol. 49, No. 4, December 1989: 803-832.

19 See Carlos Hun ecus (1997) “Los Cambios Institucionales al Sistema Económico Durante la Transición a la 
Democracia en Chile,*’ (mimeo) Santiago de Chile.

20 Paradoxically, and in contrast to what was perceived as one of the main problems o f Chile during the 1950s and 
1960$— the gap between the pace of political and economic development (see Aníbal Pinto Santa Cruz (1958) Chile, Un 
C aso de Desarrollo Frustrado, Santiago: Editorial Universitaria]— the current problem seems to be the underdevelopment 
o f C hile 's political system. See Carlos Hun ecus (1997) “Los Cambios Institucionales al Sistema Económico Durante la 
Transición a la Democracia en Chile,” (mimeo) Santiago de Chile.
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distort markets, trade and competition, to confiscate private property and redistributing 

wealth.11 Although other military (an civilian) regimes in Latin America have attempted to 

transform their economies, they have not succeed however in creating such an impersonal 

institutional framework, in great part due to the resistances and obstacles faced for 

restraining government discretionary authority, disabling clientelistic practices and limiting 

the room for political exchange. The resulting uncertainty and room for opportunistic 

behavior behind their difficulties for attaining rapid and sustained growth rates could well be 

the price to be paid for retaining too much discretionary authority in the hands of the 

government and the polity.

In order to develop further the theoretical model of the relationships between 

government discretionary authority, policy regimes and countries’ economic performance 

outlined in this dissertation and applied to the analysis of the single case-study of Chile, 

future empirical research-work should test in a cross-country comparative framework the 

degree of validity and generality as well as the caveats of the model with regard to 

accounting for divergent long-term patterns of economic growth.11

21 According to Martinez and Diaz, it was a ‘capitalist revolution*. See Javier Martinez and Alvaro Diaz (1996) O uU, 
The Great Transformation, Washington, DC: The Brookings Institution/UNRJSD, pp. 1-7, and 1)0-141.

21 The empirical research-work by Gerald Scully constitutes a step in this direction. However, methodological 
problems— linked to the poor quality of the proxy variables used until now by him in targe cross-tecnon of countries—  
have prevented his research from reaching robust results. See Gerald W. Scully (1988) The Institution*! Framework and 
Economic Development," Journal o f Political Economy, Vol. 96, No. 3:652*662; Gerald W. Scully (1992) Constitutional 
Environment and Economic Growth, Princeton: Princeton University Press; and Gerald W. Scully and Daniel J. Skxtje 
(1991) "Ranking Economic Liberty Across Countries," Public Choice, 69:121-152.
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Appendix B

GROSS DOMESTIC PRODUCT

Table B1
Chile’s National Accounts, 1950-95 (in current internal prices of each year).

National Accounts according to IMF Data (tai Current Infamai prtcas)
(GDP) (GNP)

Exports of General Gross Fixed Increase/ Importi of G ross Grass GDP *t
Goods & Government •Capital Decrease Private Goods & Domestic National Population 1990 Prictt

YEAR Se rv i» ) Consumption Formation In Slocks Consumption Sendees Product Product (Mintone) fBWiofis)
1950 17.0 14.0 — — 122.0 — 158.0 156.0 8.07 2.5212
1951 25.0 17.0 — 152.0 — 201.0 196.0 6.18 2,630.0
1952 33.0 24.0 — — 209.0 — 264.0 260.0 6.29 2,780.5
1953 31.0 36.0 32.0 12.0 272.0 -30.0 352.0 350.0 6.46 2,925.6
1954 44.0 57.0 — — 492.0 — 590.0 586.0 6.62 2,937.7
1955 97.0 107.0 87.0 -2.0 832.0 -80.0 1,041.0 1,026.0 6.79 2,933.8
1956 191.0 162.0 138.0 28.0 1,308.0 -158.0 1,668.0 1,633.0 6.96 2,950.4
1957 280.0 222.0 247.0 -18.0 1,893.0 -316.0 2,309.0 2,274.0 7.14 3,260.1
1958 298.0 310.0 310.0 -9.0 2,421.0 -334.0 2,995.0 2,959.0 7.32 3.348.8
1959 541.0 433.0 405.0 21.0 3,324.0 -497.0 4,227.0 4,145.0 7.49 3.330.8
1960 582.0 511.0 513.0 22.0 4,037.0 -691.0 4,974.0 4,895.0 7.58 3,5502
1961 568.0 510.0 793.0 65.0 3,544.0 -773.0 4,707.0 4,626.0 7.76 3,720.0
1962 665.0 613.0 673.0 17.0 4,255.0 -748.0 5,677.0 5.573.0 7.95 3,696.2
1963 1,100.0 . 833.0 1,390.0 -108.0 6.753.0 -1,300.0 8.655.0 8,487.0 8.14 4.142.7
1964 1.600.0 1,253.0 2.007.0 -149 0 10,138.0 -1,600.0 13,130.0 12,680.0 8.33 4,234.9
1965 2,500.0 1.972.0 2,711.0 42.0 13,530.0 -2,400.0 18,401.0 17.992.0 8.51 4.269.0
1966 3,000.0 2,951.0 3.738.0 557.0 18,734.0 -2,700.0 26.280.0 25,549.0 8.68 4,745.0
1967 4.931.0 3.815.0 4.860.0 632.0 24.350.0 -4,464.0 34,124.0 33,057.0 8.85 4,899.0
1968 6,649.0 5,244.0 6,972.0 742.0 33,942.0 -6,261.0 47,288.0 45,687.0 9.03 5,074.0
1969 11,430.0 7,269.0 9.807.0 560.0 48,993.0 -9,818.0 68.601.0 66,507.0 9.20 5,263.0
1970 14.591.0 12.588.0 14,771.0 1,405.0 69,001.0 -14.358.0 98,417.0 96,093.0 9.37 5,371.0
1971 13,900.0 19.381.0 16.500.0 •96.0 90.493.0 -15,200.0 128.979.0 125.518.0 9.53 5,652.0
1972 22.5 37.7 30.7 -2.1 176.4 -39.2 234.5 233.1 9.70 5,761.0

1973 137.8 150.8 146.9 -56.2 926.5 -166.1 1,146.8 1,134.5 9.86 5,460.0

1974 1,860.0 1.448.4 1,559.4 386.0 5,742.4 -1.814.9 9,198.9 9.054.9 10.03 5,513.0

1975 0.040.0 5,559.9 6.271.1 -1.625.6 25.941.2 -9,725.8 35,446.6 34 ,0582 10.20 4,601.0
1976 32.320.0 17,990.0 17,067.7 -620.7 66.669.4 -26,751.5 128.676.1 124.471.8 10.37 4,970.0

1977 59.3 41.9 36.3 3.2 209.5 -64 5 287.8 28 02 10.55 5,460.0

1979 100.4 70.3 71.6 15.2 346.8 -116.7 487.5 474.2 10.82 5,909.0

1979 179.7 110.4 115.0 22.4 546.3 -201.6 772.2 747.5 10.96 6,398.0

I960 245.4 133.9 178.9 46.7 760.5 -290.1 1.075.3 1,039.0 11.14 6,896.0

1981 209.0 187.4 236.6 52.2 946.2 -340.6 1273.1 1216.0 11.33 7,277.0
1982 239.9 190.1 181.5 •41.6 932.7 -263.4 1239.1 1,1072 11.52 6.252.0

1983 374.5 220.7 188.5 -33.7 1,141.9 -332.1 1,557.7 1,398.0 11.72 6,206.0

1984 459.5 273.8 233.6 24.2 1,381.7 -479.6 1,893.4 1,704.9 11.92 6,601.0

1985 746.5 355.8 446.7 9.2 1,775.6 -681.9 2,651.9 2,316.8 12.12 6.764.0

1966 994.6 430.2 586 0 59.7 2.238.7 -890.0 3,419.2 3,045.4 12.33 7,143.0

1967 1,374.3 404.1 881.5 126.4 2.906.2 -1.244.0 4.540.6 4 .1542 12.54 7,614.0

1988 2.045.6 813.3 1,201.5 145.9 3.545.4 -1,633.6 5.617.9 5,433.3 12.75 8,170.0

1989 2.639.0 742.0 1,733.0 187.0 4,527.0 -2,298.0 7.529.0 6.970.7 12.96 8,977.0

1990 3,194.0 9O6.0 2.159.0 276.0 5,609.0 -2,875.0 9270 .0 8,839.0 13.17 9.270.0

1991 3.943.0 1.147,0 2.510.0 435.0 7,450.0 -3.468.0 12,017.0 10,961.0 13.39 9,942.0

1992 4,615.0 1.457.0 3,517.0 636.0 9,664.0 -4,390.0 15,500.0 13,139.0 13.60 11,002.0

1993 4,916.0 1,788.0 4,715.0 591.0 11.778.0 -5,335.0 18.454.0 15,658.0 13.81 11,733.0

1994 6.160.0 2,041.0 5,322.0 549.0 13,693.0 -5,667.0 21,918.0 _ 13.99 12231.0

1995 7,812.0 2,338.0 8,207.0 1,099.0 16.551.0 -7,304.0 26,702.0 — 14.20 13.276.0

Source: international Monetary Fund, International Financial Statistics Yearbook 1996 and earlier issues.
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Appendix B

Table B2
Chile’s National Accounts, 1950-95 (percentages of GDP).

National Accounts according to IMF Data

Exports of General G ro ss Fixed increase/

Goods & Government Capital Decrease Private 
YEAR Services Consumption Formation in Stocks Consumption

(%  o f GDP)

(GDP) (GNP) 

Imports of Gross G ross 

Goods & Domestic National 

Sendees Product Product
1950 10.8 8.9 — — 7 7 2 — 100.0 98.7
1951 12.4 8.5 — — 75.6 — 100.0 98.5
1952 12.5 9.1 — — 7 9 2 — 100.0 98.5
1953 8.8 10.2 9.1 3.4 77.3 -8 .5 100.0 99.4
1954 7.5 9.7 — — 83.4 — 100.0 99 3

1955 9.3 10.3 8.4 -0 2 79.9 ♦ 7.7 100.0 98.6

1956 11.5 9.7 8.3 1.7 78.3 ♦ 9.5 100.0 97.9

1957 12.1 9.6 10.7 -0.8 82.0 -13.7 100.0 98.5

1958 9.9 10.4 10.4 -0.3 80.8 -1 1 2 100.0 98.8
1959 12.8 10.2 9.6 0.5 78.6 -11.8 100.0 98.1
1960 11.7 .10.3 10.3 0.4 81.2 -13.9 100.0 98.4

1961 12.1 10.8 16.8 1.4 75.3 -16.4 100.0 98.3

1962 11.7 10.8 15.4 0.3 75.0 -13.1 100.0 98.2

1963 12.7 9.6 16.1 -1 2 78.0 -15.0 100.0 98.1

1964 12.2 9.5 15.3 -1.1 77.2 -13.7 100.0 98.1

1965 13.6 10.7 14.7 0 2 73.5 -13.0 100.0 97.8

1966 11.4 11.2 14.2 2.1 71.3 -10.3 100.0 97.2

1967 14.5 11.2 14.2 1.9 71.4 -13.1 100.0 96.9

1968 14.1 11.1 14.7 1.6 71.8 -13.2 100.0 97.0

1969 16.7 10.6 14.3 0.8 71.4 -14.3 100.0 96.9

1970 14.8 12.8 15.0 1.4 70.1 -14.6 100.0 97.6

1971 10.9 15.3 14.6 •0.1 71.3 -12.0 100.0 98.8

1972 9.6 16.1 13.1 •0.9 75.2 -16.7 100.0 99.4

1973 12.0 13.1 12.8 -4.9 80.6 -14.5 100.0 98.9

1974 20.4 15.7 17.0 4 2 62.4 -19.7 100.0 98.4

1975 25.5 15.7 17.7 -4.6 73.2 -27.4 100.0 96.1

1976 25.1 14.0 13.3 -0.5 68.9 -20.8 100.0 96.7

1977 20.6 14.6 13.3 1.1 72.8 -22.4 100.0 97.4

1978 20.6 1 4 4 14.7 3.1 71.1 -23.9 100.0 97.3

1979 23.3 14.3 14.9 2.9 70.7 -26.1 100.0 96.8

1980 22.8 12.5 16.6 4.3 70.7 -27.0 100.0 96.6

1981 16.4 13.1 18.6 4.1 74.5 -26.8 100.0 95.5

1982 19.4 15.3 14.6 -3.4 75.3 -21.3 100.0 89.4

1983 24.0 14.2 12.0 -2 2 73.3 -21.3 100.0 89.7

1984 24.3 14.5 12.3 1.3 73.0 -25.3 100.0 90.0

1985 28.1 13.4 16.8 0.3 67.0 -25.7 100.0 87.4

1986 29.1 12.6 17.1 1.7 65.5 -26.0 100.0 89.1

1987 30.3 10.9 19.4 2.8 6 4 0 -27.4 100.0 91.5

1988 34.6 10.4 20.3 2.5 59.9 -27.6 100.0 91.8

1989 35.1 9.9 23 .0 Z5 60.1 -30.5 100.0 92.6

1990 34.5 9.6 23.3 3.0 60.5 -31.0 100.0 95.4

1991 32.8 9.5 20.9 3 6 62.0 -28.9 100.0 9 1 2

1992 29.8 9.4 22.7 4.1 62.3 -28.3 100.0 84.8

1993 26.6 9.7 25.6 3 2 63.8 -28.9 100.0 84.8

1994 28.2 9.3 24.3 2.5 62.5 -26.8 100.0 —

1995 29.3 8.8 23.2 4.1 62.0 -27.4 100.0 —

Source: International Monetary Fund, International Financial Statistics Yeartook 1996 and earlier issues.
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Table B3
Chile’s National Accounts, 1950-95 (in constant 1990 in ternal prices).

National Accounts according to IMF Data (In 1990 prlcos: BOons )

YEAR

Exports of 
Goods 4 
Services

General
Government
Consumption

Gross Fixed Increase/ 
Capital Decraasa 

Formation in Stocks
Private

Consumption

Importo of 
Gocds A 

Services

(GDP)
Gross

Domestic
Product

(GNP)
Gross

National
Product

Per Capita 
GDP at

Population 1990 Prices 
(Millions) (Thousand)

1950 271.3 223.4 — — 1,946,7 — 2,521 2,469.2 6.07 415.3
1951 327.1 222.4 — — 1,968.8 — 2.630 2.590.7 6.18 425.«

1952 347.6 252 8 — — 2.201.2 — 2.780 2,738.3 6.29 442.0

1953 257.6 299.2 266.0 99.7 2,260.7 -249.3 2.928 2,908.9 6.46 452.9

1954 219.1 283.8 — — 2,449.7 — 2.938 2,917.7 6.62 443.«
1955 273.4 301.5 245.2 •5.6 2,344.6 -225.4 2.934 2.891.3 6.79 432.1
195« 337.6 286.6 244.1 49.5 2,310.1 -279.5 2,950 2,888.5 6.96 423.9

1957 395.3 313.4 348.7 -25.4 2.672.7 -448.2 3,280 3,210.7 7.14 458.«

1958 333.2 346.6 346.6 -10.1 2,707.0 -373.5 3.349 3,308.5 7.32 457.5

1959 426.3 341.2 319.1 16.5 2,619.3 -391.6 3.331 3,268.2 7.49 444.7

1990 415.4 364.7 366.2 15.7 2,661.4 -493.2 3,55O 3.493.8 7.58 486 4

1961 446.9 403.1 626.7 51.4 2.600.8 •410.9 3,720 3.658.0 7.76 4794
1982 456.4 420.7 599.2 11.7 2.920.3 •512.0 3,898 3,624.9 7.95 490.1

1963 526.5 398.7 665.3 -50.7 3.232.3 •622.2 4.143 4.062.3 614 506.9

1964 516.1 404.1 647.3 •46.1 3,269.8 -580.6 4,235 4,154.2 8.33 500 4
1965 580.0 457.5 626.9 9.7 3,136.9 -556.« 4,269 4.174.1 8.51 501.6

19«« 541.7 532.8 674.9 100.6 3,382.5 -487.5 4,745 4,613.0 8.66 546.7

1987 707.9 547.7 697.7 60.7 3.495.8 -640 9 4,899 4,745.8 8.85 5536

196« 7134 562.7 746.1 79.6 3.642.0 -671.8 5.074 4.923.7 9.03 561.9

1909 676.9 557.7 752.4 43.0 3.758.7 -753.2 5,263 5.102.4 9.20 572.1
1970 796.3 687.0 806.1 76.7 3,765.7 -783 6 5,371 5.244.2 9.37 5732
1971 640.6 893.2 852.6 -4.4 4.170.5 -700.5 5.852 5.764.7 9.53 «14.1
1972 554.7 929.4 756.8 •51.6 4.346.7 •986.4 5,781 5,748.5 9.70 596.0

1973 656.1 718.0 699.4 -267.6 4.411.1 -790.8 5.460 5.401,4 9.68 553.0

1974 1,126.7 868.0 934.6 231.3 3.441.5 -1.087.7 5,513 5,426.7 10.03 549.7

1975 1,224.4 753.1 649.4 •220.2 3,513.6 -1,317.3 4,601 4.613.0 10.20 470.7
197« 1,248.3 694.6 659.2 •24.0 3,424.8 -1,033.3 4.070 4,807.6 10.37 479.3

1977 1,125.0 794.9 726.6 60.7 3,974.5 «1,223.7 5.480 5,315.8 10.55 517.5
1978 1,217.0 852.1 867.9 164.2 4,201.1 -1,414.5 5,909 5,747.8 1082 540.1
1979 1,468.9 914.7 952.6 165.6 4,526.3 -1.670.3 6,398 6,193.4 10.98 502.7
1980 1,573.8 858.7 1,147.3 299.5 4,877.2 •1,880.4 6.696 6,663.2 11.14 «190
1981 1,194.8 958.9 1,353.5 298.4 5,419.9 •1.046.9 7.277 6,950.6 11.33 •423
1982 1,210.4 9S9.2 915.8 •209.9 4,706.0 -1,329.0 6,252 5,586.5 11.52 542.7
1983 1,492.0 679.3 743.0 -1343 4.549 4 -1.323.1 6.206 5,569.7 11.72 5295
1984 1,602.0 954.6 815.1 84.4 4.817.0 -1.672.0 6.601 5,943.8 11.92 5530
1985 1,904.0 907.5 1,139.4 23.5 4.528.9 -1.739.3 6.764 5,909.3 1212 550.1
1988 2,077.8 896.7 1,224.2 124.7 4.676.6 -1,859.3 7,143 6.362.1 12.33 579.3
1987 2,304.5 828.5 1,478.2 2153 4,873.3 -2,086.0 7,614 6.966.1 12.54 «072
1988 2.824.1 846 7 1.658.7 201.4 4.894.6 -2.2556 8,170 7.501.0 12.75 •40.0
1989 3,146.5 684.7 2,066.3 223.0 5,397.6 -2.740.0 8,977 8.311.3 1296 •92.7
1990 3,194.0 906.0 2,159.0 276.0 5.609.0 -2,875.0 9,270 6,639.0 13.17 703.9
1991 3,262.2 946.9 2,076.6 359 9 6,163.6 •2,869.2 9.942 9.066.3 13.39 742-5
1992 3,275.8 1,034.2 2.496.4 451.4 6,659.6 -3.118.1 11,002 9.326.1 13.60 •09.0
1993 3,125.6 1,136.8 2.997.6 375.6 7.468.4 •3.392.0 11,733 9.955.3 13.81 •49.0
1994 3.448.7 1,138.9 2.969.9 306.4 7,641.2 -3.274.0 12.231 — 13.99 074.3
1995 3,884 1 1,162.4 3.086.1 5464 6.229.0 •3.631.5 13.276 — 1420 934.9

Source: International Monetary Fund, International F inancial Statistics Yearbook 1996 and earlier issues.
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Appendix B

Table B4
Chile’s National Accounts, 1950-95 (real annual variations, a t 1990 prices).

National Accounts according to IMF Data (Real annual variations)
(GDP) (GNP)

Exports of General Gross Fixed hcrease/ knports Of Gross Gross
Goods 6 Government Capital Decrease Pitale Goods » Domestic National Ptr Capita

YEAR Services Consumption Formation in Slocks Consumption Services Product Product Population GDP
1950
1951 20.6 -0.4 I 2.2

—
4 3 4.1 1.8 2.5

1952 6.3 13.8 — — 10.7 — 5.7 5.7 1.8 3.9
1953 •25.9 18.4 — — 2.7 — 5 J2 6.2 2.7 2.4
1954 -15.0 -5.1 — — 8.4 — 0.4 0.3 2.5 -2.0
1955 24.8 6.2 — — -4.3 — -0.1 -0.9 2.6 *2.8
1956 23.6 -5.0 -0.4 -978.7 -1.5 24.0 0.6 •0.1 2.5 -1.9
1957 17.0 9.4 42.9 -151.3 15.7 59.6 10.5 11.2 2.6 7.7
195» -15.7 10.6 -0.6 -60.4 1.3 -16.3 2.7 30 2.5 0.2
1959 27.9 -1.8 -7.9 -264.4 -3.2 4.9 -0.5 -1.3 2.3 -2.8
1960 •26 6.9 14.7 -5.1 10.0 25.9 6.6 7.0 1.2 5.3
1961 6 1 10.5 71.2 227.1 -2.8 23.9 4.8 4.6 2.4 2.4
1962 1.7 4.4 -4.4 -77.3 4.3 •16.2 4.7 4.6 2.4 2.2
1963 15.4 -5.2 11.0 -534.9 10.7 21.5 8.3 6.2 24 3.8
1964 -2.0 1.4 -2.7 -5.3 1,2 -6.7 2.2 2.3 2.3 -0.1
1965 12.4 13.2 •2.6 -120.3 •4.0 -4.1 0.8 0.5 2.2 -1.3
1966 -6.6 16.5 7.3 932.1 7.8 -12.4 11.2 10.5 20 9.0

1967 30.7 2.8 3.4 •9.8 3.3 31.5 3.2 2.9 2.0 1.3

196» 0.6 2.7 7.2 -12.3 4.2 4.8 3.8 3.7 2.0 1.5

1969 22.9 •0.9 0.6 •46.0 3.2 12.1 3.7 3 6 1.9 1.8

1970 •9.2 23.2 7.1 78.5 0.2 4.0 2.1 2.8 1.8 0.2

1971 -19,6 30.0 5.8 -105.8 10.6 -10.6 9.0 10.3 1.7 7.1

1972 -13.4 4.1 ■ 11.2 1070.1 4.3 38.0 -1.2 -0.7 1.8 -2.9

1973 16.3 -22.7 -7.6 416.8 1.4 -18.2 -5.6 -60 1,6 -7.1

1974 71.7 20.9 33.6 -166.5 -22.0 37.5 1.0 0.5 1.7 -0.7

1975 8.7 -13.2 -9.1 •195.2 2.1 21.1 -12.9 -15.0 1.7 -14.4

1976 2.0 -7.7 -224 •89.1 -2.5 -21.6 3.5 4.2 1.7 1.8

1977 -9 9 14.4 10.2 -353.2 16.1 18.4 9.9 10 6 17 8.0

197» 8.2 7.2 19.4 203.5 5.7 15 6 8.2 8.1 26 5.5

1979 22.3 7.3 9.8 0.7 7.7 18.1 8.3 7.8 1.5 8.7

1980 5.7 ■6.1 204 61.4 7.8 11.4 7.8 7« 1.5 8.2

1981 -24.1 11.4 18.0 •0.4 11.1 4.6 5.5 4.3 1.7 3.8

1982 1.3 0.2 -32.3 -170.3 -13.2 -31.7 -14.1 -19.6 1.7 -15.5

1963 23.3 •8.3 •18.9 -36.0 -3.3 •0.4 •0.7 -0.3 1.7 -2.4

1984 7.4 8.6 9.7 -162.8 5.0 26.4 8.4 6.7 1.7 4.8

1985 18.9 -4.9 39.6 -72.2 •6.0 4.0 2.5 -0.6 1.7 0.8

1986 9.1 -1.0 7.4 431.5 3.3 6.0 5.6 7.7 1.7 3.8

1987 10.9 -7.8 20.7 72.6 4.2 12.2 8.6 9.5 1.7 4.8

1988 22.5 2.2 12.2 •6.4 0.4 8.1 7.3 7.7 1.7 5.5

1989 11.4 4.5 246 10.7 10.3 21.5 9.9 10.8 1.6 8.1

1990 1.5 2.4 4.5 23.6 3.9 4.9 3.3 6.3 1.6 1.6

1991 2.1 4.7 -38 30.4 9.9 -0,2 7.2 2.6 1.7 5.5

1992 0.4 9.0 20.2 25.4 11.3 8.8 10.7 2.8 1.6 9.0

1993 •4.6 9.9 20.1 •16.6 9.2 6.9 6.6 8.7 1.5 SO

1994 10.3 0.2 -0.9 -18.5 2.0 -3.5 4.2 — —

1995 12 6 2.1 39 78.4 7.7 10 9 8.5 — —

Source: International Monetary Fund. International Financial Statistics Y earbook 1996 and earlier issues.



Appendix B

GOVERNMENT FINANCE

Table B5
Chile’s Government Finance, 1950-95 (in current internal prices of each year).

GOVERNMENT FINANCE [in Current Internal Prices of each year)

Lending
Grants Minus Defictt(-) Datici Dotici

YEAR Revenue Expenditure Received Repayments or Surplus (% Expendiure) (% GDP)
1950 — 19.3 — — _
1951 — 24.8 — _ « _ _
1952 — 35.9 — _ — _ _
1953 38.7 48.1 — _ -9.4 -19.5 -27
1954 63.5 68.6 — — -5.1 -7.4 •6.9
1955 122.8 128.6 — — -5.8 ■4.5 ■0.6
1956 202.9 224.5 — _ -21.6 ■9.6 ■1.3
1957 307.9 340.3 — — -32.4 -9.5 -1.4
1958 376.2 420.4 — _ -442 -10.5 -1.5
1959 570.0 638.4 _ _ •68.4 -10.7 •1.6
1960 707.5 839.4 — » -131.9 -15.7 ■27
1961 800.0 900.0 — « -100.0 -11.1 ■21
1962 1,000.0 1,200.0 — -200.0 -16.7 -3.5
1963 1,400.0 1,600.0 — _ -200.0 -1Z 5 -23
1964 2,000.0 2.300.0 — — -300.0 -13.0 -23
1965 3,100.0 3,800.0 — -700.0 -18.4 -3.8
1966 4,900.0 5,400.0 — _ -500.0 -9.3 -1.9
1967 6,300.0 6,500.0 — _ -200.0 -3.Î -0.6
1968 e.700.0 9,100.0 — -400.0 ■4.4 ■0.8
1969 13,100.0 12.800.0 — 300.0 2 3 0.4
1970 16,000.0 18.800.0 — — -2.800.0 -14.9 -28
1971 23,100.0 33,100.0 — _ -10,000.0 -30.2 -7.9
1972 71.0 98.0 — 3.0 -30.0 -30.6 •128
1973 326.0 399.0 — 11.0 -84.0 -21.1 ■7.3
1974 2,548.0 3,042.0 59.0 60.0 -495.0 -16.3 ■54
1975 11,450.0 12.164.0 1.009.0 250.0 45.0 0.4 0.1
1976 39,192.0 38,757.0 1,855.0 534.0 1,756.0 4.5 1.4
1977 87.9 92.1 3.6 2.6 -32 -3.5 -1.1
1978 150.7 155.0 6.7 2.9 -0,5 -0.3 ■0.1
1979 251.8 221.6 11.7 4.7 372 16.8 4.8
1980 352.4 301.2 14.7 7.7 582 19.3 5 4
1981 401.1 374.9 18.2 11.4 33.0 8.8 2 6
1982 365.7 422.8 8.7 -36.2 -122 ■29 -1.0
1983 432.2 497.2 — -242 -40.9 -8.2 ■26
1984 547.4 617.1 — -13.6 -562 -9.1 -3.0
1985 752.1 806.1 — 6.7 -60.7 -7.5 -23
1986 921.0 969.3 — -16.9 -31.4 -3.2 -0.9
1987 1,205.6 1,217.8 — •322 20.0 1.6 0.4
1988 1,550.3 1,620.4 — -57.9 -122 -0.8 -0.2
1989 1,610.3 1,571.1 — -96.1 135.3 8.6 1.8
1990 1,917.3 1,884.5 — -44.8 77.6 4.1 0.8
1991 2,702.8 2,542.0 — -23.4 1842 7.2 1.5
1992 3,495.1 3,152.0 — 12 341.9 10.8 2 2
1993 4,177.5 3,842.7 — -16.4 3512 9.1 1.9
1994 4,843.1 4,482.0 — 4.1 357.0 8.0 1.6
1995 — — — — — —

Source: International Monetary Fund, International Financial Statistics Yearbook 1996 and earlier issues.
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Appendix B

Table B6
Chile’s Government Finance, 1950-95 
(percentages of GDP).______________

GO VERNM ENT FINANCE

Grants
YEAR Revenue Expenditure Receded

(%  of GDP)

Lending
Minus Deficit (-) 

Repayments or Surplus
1950 — 12-2 — — _

1951 — 12.3 — — —

1952 — 13.6 — — —
1953 11.0 13.7 — — -27
1954 10.8 11.6 — _ -0.9
1955 11.8 124 — — -0.6
1956 12.2 13.5 — — -1.3
1957 13.3 14.7 — — -1.4
1958 12.6 14.0 — — -1.5
1959 13.5 15.1 — — -1.6
1960 14.2 16.9 — — -27

1961 17.0 19.1 — — -21
1962 17.6 21.1 — — -3.5

1963 16.2 18.5 — — -23

1964 15.2 17.5 — — -23

1965 16.8 20.7 — — -3.8
1966 18.6 20.5 — — -1.9
1967 18.5 19.0 — — -0.6

1968 18.4 19.2 — — -0.8

1969 19.1 18.7 — — 0.4

1970 16.3 19.1 — — -2.8

1971 18.2 26.1 — — -7.9
1972 30.3 41.8 — 1.3 -128

1973 28.4 34.8 — 1.0 -7.3

1974 27.7 33.1 0.6 0.7 -5.4

1975 32.3 34.3 2.8 0.7 0.1

1976 30.5 30.1 1.4 0.4 1.4

1977 30.5 32.0 1.3 0.9 -1.1

1978 30.9 31.8 1.4 0.6 -0.1

1979 32.6 28.7 1.5 0.6 4.8

1980 32.8 28.0 1.4 0.7 5.4

1981 31.5 29.4 1.4 0.9 2 6

1982 29.5 34.1 0.7 -2.9 -1.0

1983 27.7 31.9 — -1.6 -26
1984 28.9 32.6 — -0.7 -3.0

1985 28.4 30.4 — 0.3 -23

1986 26.9 28.3 — -0.5 -0.9
1987 26.6 26.8 — -0.7 0.4

1988 26.2 27.4 — -1.0 -02

1989 21.4 20.9 — -1.3 1.8

1990 20.7 20.3 — -0.5 0.8

1991 22.5 212 — -0.2 1.5

1992 22.5 20.3 — 0 .0 2 2

1993 22.6 20.8 — -0.1 1.9
1994 22.1 20.4 — 0 .0 1.6
1995 — — — — —

Source: International Monetary Fund, international Financia/ Statistics
Yearbook 1996 and earlier issues.
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ft Appendix B

Table B7
Chile’s Government Finance, 1950-95 
in constant 1990 internal prices).

GOVERNMENT FINANCE {in 1990 p rices: Büons)

Lending
Grants Minus Deficit (-) 

YEAR Revenue Expenditure Received Repayments or Surplus
1950 — 308.0 — __ «

1951 — 324.5 — — —

1952 — 378.1 — — ___

1953 321.6 399.8 — — -78.1
1954 316.2 341.6 — — -25.4
1955 346.1 362.4 — — -16.3
1956 358.9 397.1 — — -3 8 2
1957 434.7 480.5 — — -45.7
1958 420.6 470.1 — — -49.4
1959 449 2 503.1 — __ -53 .9
1960 505.Q 599.1 — — -94.1
1961 711.3 — — -79.0
1962 686.3 823.6 — — -137.3
1963 670.1 765.8 — — -95.7
1964 645.1 741.8 — __ •96.8
1965 719 2 881.6 — . — -162.4
1966 884.7 975.0 — — •90.3
1967 904.5 9 3 3 2 — — -28.7
1968 933.5 976.4 — — -42.9
1969 1.005.0 962.0 — — 23.0
1970 8732 1,026.0 — — -152.8
1971 1.064.6 1.525.5 — — -460.9
1972 1,750.3 2,415.9 — 74.0 -739.6
1973 1,552.1 1,899.7 — 5 2 4 -399.9
1974 1,527.0 1,823.1 35.4 36.0 -296.7
1975 1,550.8 1,647.5 136.7 33.9 6.1
1976 1,513.8 1,497.0 71.6 20.6 67.8
1977 1.667.6 1,747.3 68.3 49.3 -60.7
1978 1,826.6 1,878.8 8 1 2 3 5 2 •6.1
1979 2,086.3 1,836.0 96.9 38.9 3 0 8 2
1980 2260 .0 1,931.6 94.3 49.4 3 7 3 2
1981 2292 .7 2,142.9 104.0 6 5 2 188.6
1982 1,8452 2 ,1 3 3 2 43.9 -1 8 2 7 •61.6
1983 1,721.9 1,980.9 — -96.4 •162.9
1984 1,908.4 2.151.4 — -47.4 -195.9
1985 1,918.3 2,056.1 — 17.1 -154.6
1986 1,924.0 2,025.0 — -35.3 •65.6
1987 2.021.6 2,042.1 — -54.0 33.5
1988 2.140.3 2237.1 — -79.9 •16.8
1989 1,920.0 1,873.3 -114.6 161.3
1990 1,917.3 1,884.5 — -44.8 77.6
1991 2236.1 2,103.1 — -19.4 1524
1992 2.480.8 2 2 3 7 .3 — 0.9 2 4 2 7
1993 2,656.0 2 ,4 4 3 2 — -10.4 223.3
1994 2,702.6 2,501.1 — 2 3 1 9 9 2
1995 — — — — __

Source: International Monetary Fund, International Financial Statistics Yearbook 1996 and earlier issues.
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Appendix B

Table B8
Chile’s Government Finance, 1950-95 

(real annual variations at 1990 prices).

G O V E R N M E N T  F IN A N C E  
(Real a n n u a l variations In % )

y e a r  Revenue Expenditure
1950 — —

1951 — 5.4
1952 — 16.5
1953 — 5.7
1954 -1.7 -14.6
1955 9.5 6.1
1956 3.7 9.6
1957 21.1 21.0
1958 -3.2 ■ 22
1959 6.8 7.0
1960 12.4 19.1
1961 25.2 18.7
1962 8.6 15.8
1963 -2.4 -7.0
1964 -3.7 -3.1
1965 11.5 18.8
1966 23.0 10.6
1967 2.2 -4.3
1968 3.2 4.6
1969 7.7 0.6
1970 -13.1 4.5
1971 21.9 48.7
1972 64.4 58.4
1973 -11.3 -21.4
1974 -1.6 -4.0
1975 1.6 -9.6
1976 -2.4 -9.1
1977 10.2 16.7
1978 9.5 7.5
1979 14.2 -2.3
1980 8.3 5.2
1981 1.4 10.9
1982 -19.5 -0.4
1983 -6.7 -7.1
1984 10.8 8.6
1985 0.5 -4.4
1986 0.3 -1.5
1987 5.1 0.8
1988 5.9 9.5
1989 -10.3 -16.3
1990 -0.1 0.6
1991 16.6 11.6
1992 10.9 6.4
1993 7.1 9.2
1994 1.8 2.4
1995 — —

Source: International Monetary Fund, International
Financial Statistics Yearbook 1996 and earlier Issues.



Appendix B

REVENUE
Table B9
C hile’s G overnm ent Revenge by  Sources, 1972-94 (percen tages o f GDP).

YEAR

REVENUE (%of GDP)

Total Currant 
Revenue Revenue

Tax
Revenue

T axes on 
Income. 

Profits. & 
Cap.Gains

Domestic 
Taxes on 
Goods & 
Services

Gen. Sales. 
Turnover 
or V.A.T.

Taxes on 
International 

Trade,
T ransactions

Stamp
Tax

1972 30.3 29.9 24.7 3.8 8.5 5.5 3.0 0.9
1973 28.4 27.9 23.5 4.3 ' 6.6 5.5 3.6 0.6
1974 28.3 27.2 19.7 5.1 8.7 5.1 1.9 0.6
1975 35.2 32.0 24.9 6.0 10.7 5.7 2.9 0.6
1979 31.9 29.4 22.7 3.7 11.2 6.2 2.3 0.8
1977 31.8 29.7 23.3 3.6 11.4 7.8 2.4 1.1
1979 32.3 30.3 23.1 3.6 11.4 8.6 2.0 1.2
1979 34.1 31.2 24.1 4.6 10.9 0.5 1.5 1.2
1990 34.1 32.0 25.0 5.6 11.5 10.2 1.4 1,4
1991 32.9 30.5 25.3 5.2 12.6 11.1 1.7 1.4
1992 30.2 29.0 23.1 5.7 12.7 10.7 1.1 1.1
1993 27.7 27.5 21.7 3.9 10.8 6.1 1.9 1.1
1994 28.9 28.7 22.8 3 3 11.6 6.8 2.6 1.1
1995 28.4 28.1 21.5 3.2 11.2 6.3 3.1 1.3
1999 26.9 26.7 21.2 3.1 11.7 8.4 2.4 1.2
1997 29.8 26.3 20.8 3.6 11.0 6.2 2.6 1.3
1999 26.2 25.9 19.7 6.0 9.6 7.5 2.5 1.1
1999 21.4 21.2 16.5 2.7 6.6 6.6 2.2 1.2
1990 20.7 20.5 16.2 2.6 9.0 7.0 2.4 0 5
1991 22.5 22.3 16.3 4.1 9.6 7.8 2.3 0.5
1992 22.5 22.4 16.5 4.1 10.1 8.2 2.2 0.5
1993 226 22.5 19.1 4.4 10.3 6.5 2.2 0.6
1994 22.1 21.9 16.5 4.3 10.2 8.4 2 0 0 6

Source: International Monetary Fund. Government Finance Statistics Yearbook 1995 and earlier issues.

Table BIO
C hile’s G overnm en t R evenue by Sources, 1972-94 (real an n u a l variations).

YEAR

REVENUE

Total
Revenue

Current
Revenue

Taxes on 
Income, 

Tax Profits, & 
Revenue Cap.Gains

Domestic 
Taxes on
Goods & 
Services

Gen. Sales. 
T umover 
or V A T.

Taxes on
International

Trade,
Transactions

Stamp
Tax

1972 — — — — — — — —

1973 -11.3 -11.7 -10.4 5.1 •2.5 -6.4 13.1 -32.4
1*74 0.7 -1.5 -15.2 20.0 •0.4 -5.5 •46.0 -2.0
1975 8.1 2.3 10.1 3.0 7.3 •2.6 33.4 21.0
1976 -6.1 •4.9 -5.7 -35.5 8.2 12.1 • 19.9 1.6
1977 9.5 11.2 12.7 8.4 12.0 38.4 14.2 44.5
1978 9.6 10.2 7.5 6.8 6.3 16.8 -9.3 21.5
1979 14.4 11.6 13.1 36.9 3.5 20.1 •20.2 13.0
1960 7.8 10.6 14.3 32.1 13.3 15.1 2.7 19.9
1*81 1.8 0.6 4.4 •2.8 15.7 15.3 27.7 7.9
1962 -21.2 -18.2 -21.7 -5.8 -13.3 -17.8 -45.8 •34.3
1983 •8.9 -5.8 -6.7 -31.5 -15.3 -24.4 78.4 •0.8
1964 10.8 11.0 12.0 •11.9 13.6 14.7 56.6 8.5
1985 0.5 0.3 -3.4 0.5 ■0.5 -2.6 12.1 19.4
1686 0.3 0.4 3.9 3.5 9.6 7.1 -18.5 1.4
1987 5.1 4.6 4.5 23.8 0.7 3.4 18.1 10.9
1*88 5.9 5.8 1.7 78.1 -6.4 -1.6 4.1 -8.5
196« -10.3 -10.2 •8.1 -50.1 -2.2 -0.3 -5.6 22.6
1*90 -0.1 0.1 1.7 -2.0 8.1 6.7 13.5 -57.9
1*01 16.6 16.5 21.1 70.5 17.1 16.6 2.7 -1.9
1*92 10.9 11.3 11.9 9.5 14.1 16.7 4.0 21.8
1993 7.1 7.2 10.1 13.4 9.1 10.1 10.5 29.0
1*94 1.8 1.5 0.9 2.1 2.7 3.1 -8.6 6.6

Source: International Monetary Fund, Government Finance Statistics Yearbook 1995 and earlier issues.

512



C
H

IL
E

: 
C

E
N

T
R

A
L

 G
O

V
E

R
N

M
E

N
T

 R
E

V
E

N
U

E
 &

 E
X

P
E

N
D

IT
U

R
E

, 
19

72
-1

99
4

U
O
.O
H

Q. o o o O o o CD in CO 09 cn r - 00 09 09 09 XT in 0) x f cn cn CM

P X CM h»
3

o i d cn in 09 M ' is l cn CO d cn rxl XT id x f n I id
TO TO

K
CO
CM

CO
o T» CM cn XT in CO 09 Xf m r- cn

W

c « O o o o o CO CD cn 09 XT t- K i- cn 09 o x f in in cn eo X-; n
o - o h* T* CO o i d CD 09 cn 09 cn O 09 d x f CM CD r i 09

0 CO CO CM CM CM in CD CO in CO CM r - cn CM
<1)

c <A o CD CM CM cn Xf x f
X © c CM*
co
h

y- TO

1-
«

n
CO

c

s

o o o o O CD O h- CD CO T* in 09 CO r - 09 m o IM, CO cn q
0 h r i r i r i CO d CM CM CO o i CM CO in o 00 T“ XT r i CM id CM r i CO
o < ▼ - CO CO CM f". o cn CM CO CM 00 r— xf in cn s CO cn
E

K

>

s
CM CD

CM CM cn m CD 09 CM in q

o c «3
o o o o o 00 CO CM CO cn N. o O 09 CD 09 in m °o x f q cn

o © d o i x f o CM in cn o r - CO O) CO CD cd d Xf d id x f CO d
V)
8
ITI

L> CM o o> o> u CO in CO CM CO m CD 09 09 o CO xT cn r~ CO o cn
o ■ o '5 N K CM CM cn in m CO CO m a CM
M
0 E

n
o
o

C
©

r i V X- X- X- cm"
0 . o h- O to

o c nfl w o o o o o 00 CO N- CM CO CM r - r - X- X- i-; CM o CM a q
T3 o © .E o i o i h- CO d o r» m o CO o XT in CO M— CO Mr CM x f
3 g « CO ■ M CO CM cn CO CO r - CD CD CD o CD in o x f 09 cn o cn
O
*»
UJ

s
TO

O
o
r

3
o

q
c i
TO
U

CM V
cn CM CM XT CD CO a

c
H a .

© © o o o o o o r-*. m M in o 09 CD 09 09 09 00 CO in CD q q
3

s
o i n

8 r-’ CM CO id CM CD K CM O cn CM xt 09 r i d 09 id
3 CO r> CO co N. CM CD cn cn r - CM x f CO cn o o CD CM m
u

C_

<0
1“ s

©
oc

N
00 o i

CM

CM cn CM cn x f in f - 09 W in CM_
CM*

CO
CM*

q
cn*

q
XT

© o o o o O in m CO o CM CD o 09 cn O cn CM ÏX. x f Mr q
c 3 o d CO

s
id r-’ o CO Oi O) x f in XT x f in r i CD CO d

© N CM
i?>

n 00 00 in CM XT 09 cn 09 o s N <D
k* s

r> N CM en cn cn XT m f - 09 in in 09 CO M- CO

UJ

3
o

©
c r

CM* K
CO CM cn M- Mr"

3 © o o O o o in x r in cn x f CM M- y- o CD cn cn cn CD X- q *■ ;
_ 3 ** CO c- m o s n rs! o i x r CM CM in o o r- CM id r i

UJ J3 r-. CM o CO m 09 in CD CD r— cn x f in CM o m O 09 f - X f

>
UJ

O
h

S
©

r>
CM* CM*

CM cn xr cn ■ M- in r - 09 CM_ in CD C9_ r -
CM*

xT
cn Xf*

q
Mr"

t£ oc

a CM n in CO r* «0 a t o CM cn IC9 CD r - 00 09 o CM r> x f
< K K r» f* f*. r« . r - «0 «o flO e o «o «9 «O 00 «9 CO 09 09 09 a a
UJ a> a> CD o> » 09 O) 09 09 09 09 09 09 09 09 09 09 09 O) 09 a a Ott

>-

rn

m m

S
o

u
re

r 
In

te
rn

a
ti

o
n

a)
 M

o
n

e
ta

ry
 F

u
n

d
, 

G
o

ve
rn

m
e

n
t 

F
in

a
n

c
e

 S
ta

tis
tic

s 
Y

ea
rb

oo
k 

(i
ss

u
e

s 
1

9
7

7
 t

o 
1

9
9

5
).



C
H

IL
E

: 
C

E
N

T
R

A
L

 G
O

V
E

R
N

M
E

N
T

 R
E

V
E

N
U

E
 &

 E
X

PE
N

D
IT

U
R

E
, 1

97
2-

19
94

 (%
 o

f G
D

P.
) n

IT,

fS
U
QJ

3OJ
H

V)
<D
3

CO CM 00 m; i - o q is CO CM CM 09 o CM in c- CO m oo
TO CO rs 6 to CO 'ir CO CM CM CM CM CM CO CO CO CO csi CM cm’ csi CO CO

Q. d
(D tz
O ©

9-
UJ

fc3
VI

S CSJ CO CM i s CO i s CM O q ■O' CO CD in K i s CO m CO CO
« c to csi d o CM CM CO CO d CO CO in in CO o o o © o5 o p CM Y—

Q_
O

«oo
« o

«e

©
Inc«9
£

o Vi y~m r*. CO CM CO CM in in in CO O' r s o o CD CO I s N . o> O)
0

M
®c*

•c
n

CSI 09 CO CO d 09 CO CO i s r - . CD CO m in ’O ' ©• CO CO CO CO CO eo

£
TO

5
A
CO
0> CO CO a> in i s CO 00 CO CO CO o> h - N . CM o> CM CD in h - CM

CO Is csi i s in CO IS in in CO o> 09 r - in CO CO 00 oo CO n Z fs l
c
o

3 CO CM CM CM CM CM CM CM CM CM CO CM CM CM CM CM CM
1 . •o

LU
o :
3

3
o

c
©
s -

u i

I - W CO CO CO o CD K o O ' +*•' q q 'i f CO 00 09 CO CM eo 00 n
oQ

Z
LU

O ' CO O CM CO CO O) CM d CO CO i s o o d d

s
o

3

c

CO CO CO CO CO CO IM CM CM CO CO CO c o CM CM CM CM CM CM CM CM CM

Q . ©
f t 9 -
u i UJ

w CO * in CO *» <o a» o T* CM CO * m CO I s oo CT> o *•» CM *o M
< N I s s r - I s h - i s r s «0 CO SO co a eo 00 «0 oo to a> 09 o> 09 09
U I 0> a> a> a O) 09 o> o> 09 a a t a » o> «3» TO 09 e> o> O ) 0» 09 o> 09
> - s - T*

a . CD CO CO OO 00 y- CM CM ’O ' O ' yr- y- CO CM CO T~ CM in in in CO CD
E X

fl) d o o o o y- s - * - y- s - T* y- y- T-! d o o d d
© i -
CO

c CO q to q 09 eo O’ o q •<- 09 00 CO in CM M- to CM CM o
o to o o CO eo CM CM Csi csi T* CM eo CM CM CM CM CM CM csi CM csi
WJ c T3 CO
© © CO
X © c
©
1- c 1 - ©k.

1 -
r t
a? w It-' in q fs. CM CO CO in CM T- f s s - OO eo ©• CM in CO O 00 CM m •M’
A > <

in d in in CO oo 09 O o O OO oo CO OO |S CO is I s CO co OO
CO O

h >
c 3
3

o

_o c to q CO K CSI 09 in co h - CO CO CM O CO CO O CO co CM
C/) o © CO oo CO o d csi CM o * * 09 CO 09 09 o a O
© tfl ▼ * * * T“
E

0)
X o

o © O ©
a o to

c «9
<0
c oo q q o is. CO CO co CO CM 09 eo CM CO o |S CO CO

o
<n
©

©
E
o

¿ J TO
o

co ’M’ in to CO CO CO in in in eo eo CO eo eo CO CM CM MT s r M M

K o o Q .
c W ©

o
©

a .
a
O

h a .

h - q K o> f s eo CO co s . 00 m CM CO I s in CM CO in m
r •O’ co 09 ©■ csi CO CO in in CO CM o 0) co CO CO CO 09 to

o a
1 - ?

©
0 £

CM CM CM CM CM CM CM CM CM CM CM CM CM CM CM V* r~ T* V-

© 09 o> CM O K CO CM o in o in h- r s CD 09 CM in to in 09
c
©

13
r 09 isT csi 09 09 d csi d 09 r-~' 00 CO CO CO in V* o CM* csi CM
© CM CM CM CO CM CM CO CO eo to CM CM CM CM CM CM CM CM CM CM CM CM CM

W >
3 ©ui o cc

3
2 © n q CM CD 00 q T> O) CM f s 09 09 CO CM |s in in to

Ui
>

©
o

c d oo oo in T* csi ■O’ CM o h - 00 OO CO CO CO o CM csi CM CM
©
>

eo CM CM CO CO co eo CO eo CO to CM CM CM CM CM CM CM CM CM CM CM CM

UJ ©
a : t r

% CM to « CO K eo 09 o CM CO ■s* in to I s eo 09 O CM CO Mf
a ►«. K h - »** K b - h» eo «0 eo CO CO e o OO CO eo CO 09 09 09 09 09
UJ 09 09 09 09 09 09 09 09 09 09 09 09 09 09 09 09 09 09 09 09 09 09 09
> -T" IT"

S
o

u
rc

e
: 

C
a

lc
u

la
te

d
 o

n
 t

h
e

 b
a

si
s 

o
f 

fi
g

u
re

s 
fr

o
m

 I
n

te
rn

a
ti

o
n

a
l 

M
o

n
e

ta
ry

 F
u

n
d

, 
G

o
ve

rn
m

e
n

t 
Fi

na
nc

e 
S

ta
ti

st
ic

s 
Ye

ar
bo

ok
 (

is
su

e
s 

1
9

7
7

 t
o

 1
9

9
5

).





C
H

IL
E

: 
C

E
N

T
R

A
L

 G
O

V
E

R
N

M
E

N
T

 R
E

V
E

N
U

E
 &

 E
X

P
E

N
D

IT
U

R
E

, 
19

72
-1

99
4 

(r
ea

l 
an

n
u

al
 v

ar
ia

ti
on

s)
.

0>
pOa
H

TOF*
3

© Ol q q q q r-. IP* r - Ol M- to o CM o CM o CO CO
TO

• co
•

in
CO 1

CO
CO
i

<D in co If) 
■e—■

cb cb
CMi

CM CO
co

cb d Mr in cb o i cb
CM

CD oy—
"5. ■D *
TO
O

C
TO
a.

c X
UJ

t
VI
© CO CO CM r r r̂ . CO m ; o CO cn m ; Ol CO r - in I-» K

C
o

«
■ o

3
o

c
<D

1• CO
CM

N c i• I CO
▼ * CM y dco o in Csi

V*
MT If)• co o« cb cb CO CM

©
X)
3

-C
o

©
*5

w
Q

CO «0
> •0 tft q o q q CM q r-. CO O CO CM in o o
Rf
□

<n
to
o

*c
n

1I ©
CO

CO r ii » 00
CM

cb d CM csi
• cb

*
V *

CO o CO1 r -
• 1 o• cb o 03 CM in

c TO TO 1 *
c 5 «

< VJ to mt CO q Mr q q M* h - CO CO co •O’ CD CD o
75
at c

k-
3

1J cm
CM

uS ■o- r i
«

d
CM

cb •
CO CM h -

• CD in■ CMi o• 03 cb CM o cb

Of w 1
3 c

UJ
£
3

o ©
&

UJ

F - o q q q q CM q CO n in 00 CO CO CD CD CM
Q 3

1t CM • oil »
cb ci• in d o• ■ CO 1 • o a> cb o CD o i CM

Z
UJ

TO
o

■ 6
c

I 1

Ol I - TO
X $
UJ 111

£ M CO in CO h - CO an o CM CO M 1 m CD h> CO 0» o CM CO< s K K r-. r - r^ r>. CO CO CO co CO CO CO CO CO CO Ol CB O) Ol Ol
UJ cn C l a> a» O l O) Ol Ol Ol c> Ol O) O l Ol Ol CB CB Ol O l CB Ol CB Ol
>- T*

" "
W* T- ▼ * ▼ *

CL Tf q q CD q in o 03 Ol CO CD m mt M Ol m co Ol Ol GO o CD
E

T
a

x I CM CM sr* T* eo 03 O 00 o i o COI CM r - o i CD
TO r>• CM •o- CM r>

i
« CM m • CM CM

w

c
o 03 <D

cb
u

t1 cb
o
cb

■o;
cb

q
o i

q
Mf 9

.3 CM
o 2

.7 q
r-’

q
in

TT
CO

q
cb csi

q
CO cb 4.

1

5
.6 q

cb 2
.7 4
.0 q

d 8.
8

m c © '» co sr- CM CM •O’ in ▼ - l ▼ — 1
CD b* co © •
X TO c
CO
F - 7: H TO

1-0)
4) ©

q q q c- co q q CO -r* q eo q CD q 4-; 4-;
TO > <

>

• cb in CM CM cb cb o in in N." b CM r»’ cb o cb 00 cb o cb
S ? CO o

F
CO CM *“ 1 <M

•
» 1 •

c c TO© 1- O
o

o c q V) in co CM o eo m eo CO eo to in co r - Mf CM 4 - 4 - 4- b-
0) o TO 1 CM o CD CM CO CO co in CO in CO o O) o CO CM CO •M- Ol CM
©
E

(0
TO
X

•a
o I

1 »
i * ▼ *

o TO o TO
Q 1- O CO

W r-
c  c „ q

M
c V— o q m CO o> 4 - CO CO in O l in m CO 4- 4- o m in 4-

o  °
©

TO
9
CL
TO
o

t in o cb in CO 00 CO CM CM m V o CO cn CO o CM o oo CO CM
—  tn
-  ®  «8 X
■ C «
CO

&
O
o
c

w
£
g
a.

CM CO• CO CO * CO• 1 CM r<- in*
1 N.

> TO CM h- h - m 4- CO M N- r*. o 'T a> in P«. ao V* Oi
a C I o in d in CM I*- CO M- CD CM CO co T* CO ▼ * T* o o
3 TO TO CM « CM
C f - >TO ' '
C
<

tr
— TO in eo O l CM CM CD CD CO CM CO o CO xr co CO CM T- m CO CM in

C c I y- CM -»r o y- O o OO in o o in o o CD V“ 1**
0£ b*k* ? • 1 *“ 1 * ▼*

3 TO
UJ o tr
3
Z
UJ

TO CO h» <4. T— in O l CO CO CM o CO in to T- Ol CO T- CD O) 4- q

TO c ! o CO CD a 01 M’ r - T* CO o o o m in o o CD o rv T*
© * * CM

O > « • 1
UJ 1- 0
£ £

£ CM CO m CD r- CO 0) o T- CM CO m co r - «0 Ol o CM n V
< h- t - r». C- r«. t - h- CO CO ao ao 09 « CO eo ao ao a» Ol Ol Ol Ol
UJ CB Ol Ol CB CB CB CB Ol O l Ol CB Ol a i a» Ol CB CB <B Ol CB ao CB a>
>• T* T- V* T* ▼* T*

L.

So
u

rc
e

s:
 C

al
cu

la
te

d 
on

 t
he

 b
a

si
s 

of
 f

ig
ur

es
 f

ro
m

 I
nt

er
na

ti
on

al
 M

on
et

ar
y 

Fu
nd

, 
G

ov
er

nm
en

t 
Fi

na
nc

e 
St

at
is

ti
cs

 Y
ea

rb
oo

k 
(I

ss
u

e
s 

19
77

 t
o 

19
95

),
 a

nd
 e

st
im

at
io

ns
 o

f 
A

nn
ua

l 
G

D
P

 f
ig

ur
es

 a
t 

19
90

 
In

te
rn

al
 p

ri
ce

s 
fr

om
 In

te
rn

at
io

na
l 

M
on

et
ar

y 
Fu

nd
 (

19
96

) 
in

te
m

at
io

na
J F

in
an

ci
al

 S
ta

ti
st

ic
s 

Ye
ar

bo
ok

 1
99

6.



i-*

So
ur

ce
: C

al
cu

la
te

d 
on

 t
he

 b
as

is
 o

f 
fi

gu
re

s 
fr

om
 I

nt
er

na
ti

on
al

 M
on

et
ar

y 
Fu

nd
, 

G
ov

er
nm

en
t 

Fi
na

nc
e 

St
at

is
ti

cs
 Y

ea
rb

oo
k 

(i
ss

u
e

s 
19

77
 t

o 
19

95
).



C
H

IL
E

: 
C

E
N

T
R

A
L

 G
O

V
E

R
N

M
E

N
T

 R
E

V
E

N
U

E
 &

 E
X

P
E

N
D

IT
U

R
E

, 
19

72
-1

99
4 

(s
ha

re
s 

II
).

VO
U
o
¿3
rt
H

Q.
CDO

«  c  3) 3
"O O

W

O3
CCO ®

ë  s
= ït  « 
O O 2  H IU •*. 0. O
Ul C

5O

o
(Q
5

e
(Dh-w3O

ol-

CL
E0
CO

c
° ra o

E 'S«IO ^ rtx ® 2c t-CD

«  . 
® © « > 
CO O
C  3

3  H
=  O  00
©  g  "O
E S g
O  01 °
Q  I -  O

= - «aO  ©  .
« E *3 ® o c  
S ° oCD c  •—H — Q.

O
t*
3

CO
a
K

UJ
UJ *0

?  OZ  H  
U i ^  > O 
tu  V» 2  ^

K
CDI-

C
£w3O

x>c©
Q.
X
UJ

TJC
©
s-
LU
co0
TJ
C
©
s-
UJ

a<
UJ>

CM N O m CO n - co A
CO «3 CO O) CO CM o n
CM CM CO

O) O) s  
S  ©  O

CO CO o CO in CD 7 :— oc
CO CM

T- r -
CM CO V CO

A CO m q Mr CO CO q q N - q CM CM q CO q n - q
CO CO tr i CO i n o> t r i c b 00 ob CD c o t r i N ir i 0 0
in • f cO CO CO CO CO c o CO T f CD CO CO m i n m m i n m

CO 0) q q n . T f p q q q q q e n N> M; c o q q
d s -i i r i d 06 T f c o CM Mr M* CM o i a b CD ir i s s
t t CO CM CM CM c o CM CM CM CM CM CM CM *■* *—

p q n - N . o s q CM T f q A q q q CM q q
a i CD d CO d 00 CD t t M" ir i N i CM CD c o a b i r i0 A c o N c o CD 00 N> N c o 0 0 O o> o> 00 a> 00 00

q  q  n .  q
s  © © ov

CO p  to© © S K

0 ^ 0  
N  ©  S  N fs S

n s ©
N © N n 
cm v- cr> os^ 0 © ^ W O N W N N « T - n N © n ‘ 0 « N

o a a a a t > * - * - o o o o a a a a a a

CM n Mr m CD N- n A O CM CO T f in <0 N A A O CM f )
S N n K n N. n . N. a «0 eo to OO «0 co «O OO CO A O) OI <nOI o> a a* A A A A O) A A A A A A A A A o> o> 0»* * T* y— <r“ r * T " T- T " T» T*

q q q •Mr N. CO r - CO A q T f T f CM A A O A T f A A O
Xffl CM •*” CM CM CO CO M- M- CO A CO T f •O’ T f •M A CM CM CM CM A
t -

« T - q co q q M CM O N T» O A A A A A A A A A A0 Ni d iri eb Ni f - <0 iri tri iri CO A A O A A o i d M— O d d A
(0
t/5
c
0

i -
q q q q N- q w q M- A q T f A O ' A A T f N. A A T f N O
eb tri iri co d •M- N i CO to N T - in A N A O N CM T f A O 0

>
CM CM CM co CO CO <0 CM CM CM CM A CM A A A T f T f M

0
(A M- co CO CM CM CD A 0 A N CM A in O O A A A A
0 O in CO N. in in co O CM N CO A N A A o i A o i
O
’S

CM CM CM CO CO CO CO CO Tf I f CO CO CO A T f A T f T f T f T f T f

0
«

tfl
c q CO ■M; q CO in q N q CO 0 A O A O A A A A

o i CM iri N i CM CO O N CD CM 0 O T- A CM A CM A O O O
o

T- -r” CM CM r* T“ CM CM CM

0.
©
0
0 CM M- CD CD CO N- N. r~ M- O A O A N T f A A A A O A A
f- A N. A CM in CM CM *t CD N A 0 O T f N A A A V* O
0
>

m CO m N. s - N. N CO A CO A A N- N. N N N N. N A A A A

0
K

0 M- CM CO CM m OO CD CM in O CO CM A A N A O T f A A A
r* d CM CO Ni CM in ab M- CO iri A eb CM T f A T f iri d ab
© N» CO CO a> A A A O 0 A A A A A A A O 0 O 0 O
> T~ T~ T“ T~ T“

c c

0 N N. in A in A A A A A N- A O O N A N A A N.
3 CM iri CM tri A ab A CD ab A iri d iri CM yZ CO d ab A

O CO 0 0 A 0 CM A A A A 0 A A O O O 0 O
> r * Mp* »■*
0

t t

OL CM CO * n A N- A A O CM CO A to N A A O CM A T f
< N N N . r - r - N . N N « A A A A A to A to CO A A A A A
ILl A A A A A A A A A A A A A A A A A A A A A A A
> -

So
ur

ce
: 
Ca

lcu
la
te

d 
on

 th
e 

ba
sis

 o
f f

ig
ur

es
 fr

om
 In

te
rn

at
io
na

l M
on

et
ar

y 
Fu

nd
, G

ov
er

nm
en

t F
in
an

ce
 S

ta
ti

st
ic

s 
Y

ea
rb

oo
k 
(is

su
es

 1
97

7 
to

 1
99

5)
.



C
H

IL
E

: 
C

E
N

T
R

A
L

 G
O

V
E

R
N

M
E

N
T

 R
E

V
E

N
U

E
 &

 E
X

P
E

N
D

IT
U

R
E

, 
19

72
-1

99
4 

(s
ha

re
s 

re
g

ar
d

in
g

 T
ax

 R
ev

en
ue

).

H

V) q o CD to CO o CM CM to ■V r - * - in * - 05 CO r» tr o CO CO * - CD_ CM V 05 CO o « 05 o CM X- "T CD r - CD V cd to CO h.
(TJ to co to CM

*5. dre c
O 0

a.
X

UJ
• q •V o> O CD 05 to t r O r - o CD CO o tn 05 in r - o t r O

© 3 in CM TJ- f - CO d o CO 05 o CM CO CO in h - CO ■ n CD
T> L) €> CO to to t r tT •v to to to CD CD 00 CO r - r - CD CO CD tn tn in m
«•
-O £ •
3 5

V) •d
»-

•e m o N . CO CD CM * - N . CM to tr t r CD CM to 00 O CO tT t r 05 CM
«■ -5 o CO ot W CD 05 to 05 CM d 00 CD to d CM CM d 05 d
o a in CO CO CO CO n CO CO CO CM CO to CM CM CM CM CM CM CM CM CM CM
« ■
5 to

to
© to tr q CM tT to CO CO 05 05 o CM o 05 T f t r N . CD CO 05

« t r CO CD o CO o t r CD to CO ft. O ft- 05 CM o CM CM
0

c
©

n *” CM CM o at O CO CO CO CM 1r* CM o 05 05 05
3 L—

to C 3 c
UJ 0 o Q.
K
3

Q

>
O

DC
X

X
UJ
M
fl> o

ot
to
CD

CD r -
h~'

N-
cvi

to
r*‘

CO
h*

to
ad

t r
05

CM
CD

to r -
CM

CM O)
cd

CM
05 05

r -
CD in

to
in

to
05

0
01

in
d

¡o
8

o

z 2
CO T CD CO CO CO CO o t r t r ■o- tr CO CM CO CM CM O o

h - T- KLU o 05
Q. o i - a>
X s ? & ©
UJ UJ

5 CM co to CO r» BO at o CM CO to CD K CO 05 o CM n
t

H
Ul

N K s r- r * «o CO CO CO CO CO CO CO eo CO 05 05 O) o> at X
a o> O) €» at a> at at 05 05 05 05 05 at 05 05 05 at 05 at at at 05 X

>- *

Q. o; q q CO q q •m ; m CO o CD Ot 00 tn ** tn CM eo M
v\E © cd CM cd cd cd in in in tn M- in T f m tn CD in h- cd CM CM cd d

re h- %
CO C5

<D
c _ * w Y* CM K q o »- q o ■ cr q CO CD CO CM CM CD 05 CO GO co ft. r - co

©
O

A , re 0 u CM in 05 d o cd (D tn cd CD CM O' o i evi cd CM o sM0t_ c
p

to
©
X

ck-
0

■ o
re U>

c

▼ “

£
n
jz
M

©
c r

©
h- £ 1- re

1-
e:

1
■ a X

(Q
«1
e H m ; M; m ; r̂ . CM q q o CM CO r- 05 O ’ CM t r t r tn CO CO CO Ec h- « > cm cd CO co rvl cd n ! o i o i ’tr CD r-- CD co 05 Ot CO cd CM IO §

© o
CO O

c >
CM CM CM CM CM co CO co co O' M CO CO CO CO CO to t r M1 t r t r t r t r

*
□ 3
c
o n 5- O

q
i

> o c •9 tfl m q CO o TT CM q CO O 05 CO CM CO o CM t r m o o 3
0 t/) o 0 TT r»' O’ CM 05 o i o i in 05 in Ot o CM tn CO CO CM tn n in
a: 0 to T3 n ro M" M" M- Tf ■ M- M- tn M- in in o in T in m in in tn {a
X E ©

x O I a
re o © O 0 ?
H a h o CO

£ c * •0 tfi
c q CM q q to N- O tn co CO CO m fx- co o CD CO o

O © * © tn cd in Mr CD in in o i CM o M- co -<r T f M1 r- d cd cd CM CM CM n
O to0 E

o
£! O

<\J CM CM CM CM ■ r* CO T“ CM CM CM CM ‘a
C X u o a . C
o © c © w

H CL U c
M
o

©
3 o q o o O q q o O q q o o o o o o o o o O o O E

a . K c d o o o d o o d d o o o o o o o o d o o d d d P
c © 0 o o o o o o o o o o o o o o o o o o o o o o
o i - >

0
" T 'r~ 'r~

u Q£
tc

— © q m ; q n q m ; q T- tn CD tn tn CM o o t r»- o CD eo co o
c o i CM CD cd CD tvl d CO 05 CD 05 CO Ot a t in r - o i CM CM «

i
C0 3?

tfl
k.
3

0
>
0

flO CO s N s h* h- N CD CO r» r» r - h-. K r - K N- CO CO co eo

UJ 0 re u cr «
3 cr h
z X © tn q q N q q o 05 M- CM o Ot CD CM •»— o r* t r t r K g
UJ
>

0 o m c evi o i o cd d tri CD CD eo o t in CO CO tn |sl CO CM toH
o

© co CO CO N s c- Is* S r - r - r» h- r* N. r* h- h- CO CO CO CO

UJ V) K 0 SS
0£

re cr d

OL CM CO to CO K a a t o CM CO tn CO h> BO a t o CM n
3

s s s N s s k co <0 BO «0 eo CO CO CO CO 00 OI Ot a t a t OI s
UJ 05 at Ot OI a) 05 05 05 05 o t Ot a t 05 at at at a t a t o t a t a t a t © t!
>- T" a

0o*0

o

cua.

1
i
ii



00
U
Ci

*§
H

U
X
'*5
gaa
<



rsjun

O
X

¡3
Guo.
<?■



C
H

IL
E

: 
C

E
N

T
R

A
L

 G
O

V
E

R
N

M
E

N
T

 E
X

P
E

N
D

IT
U

R
E

 B
Y

 F
U

N
C

T
IO

N
, 

19
72

-1
99

4 
(a

t 
19

90
 p

ri
ce

s)
.

fS(N

So
u

rc
e

s:
 C

al
cu

la
te

d
 o

n
 t

he
 b

a
si

s 
of

 f
ig

ur
es

 f
ro

m
 I

nt
er

na
ti

on
al

 M
on

et
ar

y 
Fu

nd
, 

G
ov

er
nm

en
t 

F
in

an
ce

 S
ta

ti
st

ic
s 

Y
ea

rb
oo

k 
(I

ss
u

e
s 

19
77

 t
o 

19
95

),
 a

nd
 e

st
im

at
io

ns
 o

f 
A

nn
ua

l 
G

O
P

 f
ig

ur
es

 a
t 

19
90

 
in

te
rn

al
 p

ri
ce

s 
fr

om
 In

te
rn

at
io

na
l M

on
et

ar
y 

Fu
nd

 (
19

96
) 

In
te

rn
at

io
na

l F
in

an
ci

al
 S

ta
ti

st
ic

s 
Y

ea
rb

oo
k 

19
96

.



MX*

U
O
*Q«
H

r**>r̂ iv">

u
*T3
gO.
CU
<



T
ab

le
 C

12

So
u

rc
e

: 
C

a
lc

u
la

te
d

 o
n

 t
h

e
 b

a
si

s 
o

f 
fi

g
u

re
s 

fr
o

m
 i

n
te

rn
a

ti
o

n
a

l 
M

o
n

e
ta

ry
 F

u
n

d
, 

G
o

ve
rn

m
e

n
t 

F
in

a
n

c
e

 S
ta

ti
st

ic
s 

Ye
ar

bo
ok

 (
is

su
e

s 
1

9
7

7
 t

o 
1

9
9

5
).



ON
, 1

97
2-

19
94

 (R
ea

l a
na

 \a
rs

. i
n 

Ex
pe

nd
itu

re
 si

ta
re

).

ro
U
a
S«
H

* !

rty—
0
01

•Ö «
e .§
i  1 
.. <2 
5 $
3 1

•Ö
. e

a l é

ut

«xr

(Vi

xr

&

ol

£> pi "3T T T
f 1 1 1 1 1 1 1 1 1 1 1 1 t i i 1 1 u i Oi 3 pM

n en X- ÍN Ui CD oo oi iN o 00 xr O  00 O ui p i co

' «? S
co

CO V
«r

^  8 ç U) p i g u i
• 1 9

Ö Cxl R«
O CD▼—i

, *P co V a> h- cr> O) ai h- Pi CO CM X- O CD CM cm Oi Oi o
I 8 cd ¡?  ' ï1 r i Pi K• c iT» ui $  s  s  <f s  a $ S oi r i 3 rM CD

ÍN Ui o CD r i CD co CVI Oi Ci Ol r 00
t 1 ^  8  3  Í? QÖwm rJ Ci

i fd  to Pi cM ui co Xf 1 1 1 1 1 1

. uí CD Ui xr O ici Pi pi Ui OO P» p- xr c i P- Ui O co co xr iN
1 7 C\l $  Ç N trit» CM c i r i $  °? xr g j u( p i R ui p^ <M Ö O

<N Ui O pi Oi CO Pi Ol Oi u i o> oo P0 «N iN î*Î p-
1 1 1 ^  3 r i Q 8 s *- S od £  R  gj

• * 4 ? 3 Oi K cJ

p j p - CO CO O CD UÌ Nf p- co Ul O  Xf CO Oi <N p- <N
• ¡C »

ed
a  * ^r a i p-̂ r i c4 «¡S cN oÿ oJ cd cd ? s> a

i ^ Uì o  o> C*î iN Pi CD CN a i xf xf xr Ui Ui xr 00P-
*? a  ^ CO cd ui r i *r cN evi CÇi cxj o i r i CD ui <? c i a

1 ^ TT co o ÍN O CD CD Pi O xf oo 00 Pi Pi ÍN o CO CO 00 xr CD
1 T fsl tri <i- 1 1 Ö ' î t\l xr c\i Pi T  T  m 3 Ö CD od c i tri

, «* Ui co co CD iN OO co CD CO CD CM CO CD
1 T <$ cd O

1
Ö K•

ai P- «7 O  cÿ Ofl
?

1 1 1 1 1 i

i a - o  co CD P- TT O ÇN •*T P- O) CO Ol u i Ui
1 £

•
x- p- O C\1• c i

*-
eo T K» S* *- Ö  ^  * • r j

» 1 1 1 1 1 i

i “* o 3  % r - CO O xr Ui 00 O O  Oi CM Oi xf Ui O Oi CO ÍN
i e  «

c jt cÿ r i cd i cd *
Ö «? *$ V* T- t*- 1 « tri

«
W
CM Ci cd Ö xr

P» X» Cl CO id CD
i i 1 1 1 1 1 1 1 1 1 1 1 1 1 °

t
Ka cd <7 ed cri V •

p- *0 *¡ ÍN oo O *N co P» U i PM CH co iO O CD co co
i ¡c CO P- N4 • «? 'T W <? u i n 9 ^ o i

« t i
T* r̂ -• «? u ia *?

CD u i co CO CO Ui xf o> U> P~ CO p i xr CO O tO O)
1 «Ö

ï?
a i co tri1 °? r i■ cN P i triB cd -  s  1

irf• f? S* N xu ? CsJa

g e s e g g g i §
T*
8 g  S  S  B  t t  fe

§ § 8 i  S  8 8T* T" ▼* T* Tm T-* T* T* r* T* T*

Vi<NVi

s

O

3 '-a

3 Q. O JT « <



C
H

IL
E

! 
C

E
N

T
R

A
L

 G
O

V
E

R
N

M
E

N
T

 E
X

P
E

N
D

IT
U

R
E

 B
Y

 F
U

N
C

T
IO

N
, 

19
72

-1
99

4 
(s

ha
re

s 
in

 T
ot

al
 R

ev
en

ue
).

CO

i

in

M « r 1

o
3
H

I 1 • CD M1 ■ 0 CO D-
i i i 1 i i 1 l 1 1 1 1 i 1 I 1 1 i r ia toa T toa ria

O) 01 CD CD CO CM CM CO CM 00 in CD 0 'T M1 in CO CD CO COd cvi CD fsl oi in CO csi ■M- in CO CO CD
s O d d CO CD in

CM in CO CO N- CO O CO CM in to r*. CM in CD 10 CO
00 to Mr CO cvi CO co d 0 Is. GO f*- CD CD M’ CO toCN CM CM M-*

O CO in CM Tf CD CO N. CO CO O CO CO CD CD
o d d O 0 d 0 O O d 0 0 O 0 O O 1 ! 1 1 l 1

r- r- 0 00 M1 03 0 O CM p» M" CD CO GO CM 0 0 CM CM
cm 0 0 in M1 M1 O' M" rr M" to CO CO in ■O’ Mr TT ■ tr in in in in in

o 0 CM CM CM CO CM CO CM O CD CM 0 f s f s ps N. 0 o- M
d d d 0 d 0 O d CM CM CM CM CM O ▼ * CM CM cvi

CO s . CO CM in CD m to D- M- CD CO CD to CO in CO CM GO CO ■M-
cm d CM CO CO CO r - to in O CD CD co CO 0 © to d OO CO eri
m- T" CM CM CM CM CM CM CM CO CO e*$ CO CO co CO CM CM CM CM

CO CO CO r- M1 CD CO in CD CO CM QO 0 CO CM in 00 m CD 00
t\i CO CM fO to CO r- in CO CM D- CD f s O M“ CM m ; Q d QV CM CM CM CM CM CM CM CM to M TT M" s f O’ CO CO CO « to CO CO cn

CO CO D- CO CD CD 03 in 0 CO r- GO O in CO M’ _ M* in CO O CO CM
'V* CD CO CD CO CO CO in CO in CO N. CO CO CO CO CD CD CD d 0 ■v—

o in O 00 O CM CM to CO O CO GO in Ps
is.' CO CO in Mf CD in ■ 0 s f to to V to to CM CM 1 1 1 1 1 1

CD ■M T* CM CO CO 0 CO CD •0 CD to CO K
o i CO in in CO CO in CO r- d CD CO 00 CD CO fs 1 | | 1 1 1

f - <0 CO CO CD N- r- M- CD CM r* OO f s CO in CD D- 0 CO CD
CD in Tf T* CM M" CO CM t- to CD in O' ■M- CO CM 0 CM M— CM CM CMV*

CD CM 0 M- M1 M- m IS. Is.
I I ! 1 I ! 1 1 1 1 1 l i 1 s f M- M1' M- M* M1' M O’ tr

« o) CD M’ CO is. CO CM CD CD CD * f '4- m CO CO CO M* N. "T CM
CO CM CO CO CM CM CM 0 O O CM CO to CM 0 00 O O CD CO CO QOV*

*"
▼- ▼*

CM 0 0 V m T* CM CM CO CM Of in s . i*. CO in in CO CO Ps CO
Q CM CM CM CM CD CD d CM CO CM CM D- 1̂ . r- CO CO CO CO CO CO

CM CM T-

CM CO 'if m CO • 0) O CM <0 M m CO h- GO 01 T- CM co 2h- r-H K N K- r- OO 00 CO CO tb GO CO CO 5 GO 0> SB SB 2O» a* O» a> Oi at a* O» » a> Oi CD a> a t OI OI at at wV 01 0 01 O)T* T* T- v- T* T- ▼ - T-

'CfNV"l

So
u

rc
e

: 
C

al
cu

la
te

d 
on

 t
he

 b
a

si
s 

of
 f

ig
ur

es
 f

ro
m

 In
te

rn
at

io
na

l M
on

et
ar

y 
Fu

nd
, 

G
ov

er
nm

en
t F

in
an

ce
 S

ta
ti

st
ic

s 
Ye

ar
bo

ok
 (

Is
su

e
s 

19
77

 t
o 

19
95

).



C
H

IL
E

: 
C

E
N

T
R

A
L

 G
O

V
E

R
N

M
E

N
T

 E
X

PE
N

D
IT

U
R

E
 B

Y
 F

U
N

C
T

IO
N

, 
19

72
-1

99
4 

(R
ea

l 
an

n.
 v

ar
s.

 i
n 

R
ev

en
ue

 s
ha

re
).

rtürtririrtr

©3
cG>>a

DC

a* *oH
ta-
o
©u .asz
(A
(DSI

(0>
153
cca
15o
tic

Hoz

>-GQ
ID
DC3
bozUl
Q .

¡3
zUJsza:Ui>o
o
_ )

§HzUl
u

2
C3
H

. s I  
5  1 !  !® E

O l LU§ 5 «

m

CO

CM
©

Q
■ 73 *0 
1 1 1  
s £ l

I I  1 I ! I I I I I  I I I I I I I I
t o CM (O C l ■*r

r -
CM

T CO CO CO tb MO
• CM t

N t O S t t O O N K C l N
5 ( M 5 p N i n c i l O t D N l O  
r t i - ' C N N ' « c n c M V T r i n  

* CM cm • • * • • 1 -

m *-
CO

i n N p o ^ ^ o n o  
N o i r i N i - ’ N r i e o i h  1-  n  id  in  * e o  *

CO CD <o CO Ol CO X- CO CO 00 CO Ol Ol CM CO CO CD CM
CO CO in CO

8
CO ob CM CD Ö 1^ n : 03

8
ob ^CO XJ- l i <N* 1

i i CMi ■ CM *■ a

to  CO 00 Ol CO O' *- Ol s  tM o  s  w

?  I 8
w  ^
CMi

d* CM
i

CM» d
r-

ui h  ▼  ri cb 
•

CO T* 03 o CO CO X- x r CM x -  xj- 00 x -  CO GO
t r i N x f CD |s^ CO cm i n CM r*» cm CM d

• * t CMa i
■

1 ■ » • CO • i
a

S ® O)
ir i  CM

^  CO 
CM Ö

o> in CD CM o xr in "Mr cp r - GO in CD CO CD "If in CO o r-
i 1 CM

i w
in
i

dXf cbN
CM ti Xf «5

cb <0
*

CM
a

CM
CO

CM
7

CD da ■O" cb N.' CM

CO Ol o> CO CM Ol f- 00 in in r - to CD CM Ol F- CM f - CD CD
rr
r-

r-C
o

cb x—
T-* cb obi d1 N i in i

•
cba cm'

a
03a d d

a
iri da

GO CO F- in CM Ol m in r-. CO p T- CM O xr CO m in CD in

$
CO■ cb in N-’i CM cb

CM 5 i
a i cb

a
d

a
XT h-' o ia CM da

Ol r- <r* CM CM in 00 CO CO CO N- CD X-* o N; p o- CM
CM
a a CMi ’f in CMi cb

■
03 cb■ x—

CO
d

•
CDi cba ' si 1r” r~ V in cb

Ol CO r̂ - w CO O Ol N. CM CD in r-. h-- o CO Ol
CM
i

CO cbCM1
cbi Xf

CM
CMx—<

O)
■

t CMi
o i oba *

a
oba CM

a
CM
COa

1 I I I I I

CO CM CD in CO CO f- CO 00 00 o r^ Ol in in
in
CM K in cb K irii ob ob

CM CO cba CDa cda ob ina d 1 I I l I I

c r- CD xf CO f-. Ol xf 00 CD in o o o p O CO CM p m p
33
9

I 8  * 9 o i
a

o i eb cba o ia cba d cbCM
inB a T cba cb cb ■»— cba CM CM n

U
3

T3
UJ
£ " CO CM -t- Mf V CD N- m

O
rd

er 00

<8
I I I I I I i 1 1 1 I 1 1 1 1 * “a

T 03 d a cb cb 9

•d

© . « CO CO CD x- CD CO in f-; " f * - CD "T Ol O CO Ol CM p in O’ N-v>
c
£

CM
' in CO 3c

ina 9 CM CD
« 1 ob■*-* r*.' ini in* 1 oba CD

a
r̂ ’r— CM

a a cba CMa

f- o CO O' 00 CD t- XT o> ^ to in 00 xf o h-
d d cb d d I“»’ O  CM ob ob in cb in d CM eb
T a a 1 " " 1 a COa

a ina

CM

i

cm to xf m to

CM CM CM «  n  
Ö  C f p  CM

#  O r  N H W O S O O Ö I O t- N
K N < 9 M a « > ® O ( 0 t a a ) « ) ( n n c j Q ^

A  O l O l 9  O ) 9  Ol O  <Jk 9  O ) Ok O ) Ok O) Ok O ) Ok Ok Ok Ok Ok Ok

S
o

u
rc

e
: 

C
a

lc
u

la
te

d
 o

n
 t

h
e

 b
a

si
s 

o
f 

fi
g

u
re

s 
fr

o
m

 I
n

te
rn

a
ti

o
n

a
l 

M
o

n
e

ta
ry

 F
u

n
d

, 
G

ov
er

nm
en

t F
in

an
ce

 S
ta

tis
tic

s 
Ye

ar
bo

ok
 (

is
su

e
s 

1
9

7
7

 t
o 

19
95

).





[

!



I





H






