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Chile: The Conundrum of Inequality

With a reputation as one of Latin America’s most stable young democracies and a superb record
of prudent macroeconomic management and solid growth, Chile was the envy of many of its
neighbors in Latin America, held up in the region and around the world as a free market miracle and
a triumph of the Washington consensus. Symbolic of Chile’s status as the poster child of
neoliberalism was the praise offered by Rodrigo de Rato, the managing director of the International
Monetary Fund, in a September 2004 visit to Santiago. Then, he declared that his visit “underscores
the importance that the IMF places on our relationship with Chile. We believe that many countries,
not just in this region but around the world, can learn from the lessons experienced here."

Yet the rhetoric of miracles and markets could not conceal the fact that steady growth in Chile had
long coexisted with an equally powerful phenomenon: profound and worsening economic inequality.
According to the 2006 United Nations Human Development Index, Chile ranked twelfth among those
countries with the most unequal distributions of income, behind only a handful of deeply
impoverished sub-Saharan African nations and four other South American economies (Brazil,
Colombia, Paraguay and Bolivia). In that year, the richest 10% of the Chilean population controlled a
full 47% of national wealth, while the poorest 10% controlled only a paltry 1.2%. The ratio of the
wealth of the richest decile to that of the poorest was more than forty to one.?

As Chile approached a new round of presidential elections that brought the nation’s first female
president, Michelle Bachelet, to office in 2006, the persistence of this stark inequality sparked
increasingly bitter controversy. Policymakers of the center-left Concertacion coalition led by Bachelet,
as well as a range of non-governmental organizations and academics, contended with increasing
vehemence that the Chilean economy and polity would stumble if a significant percentage of its
population continued to be excluded from productive economic activity and marginalized from the
all-too-visible fruits of the nation’s stunning economic success.®> Far more surprising than these calls
for a new attack on inequality, however, was the fact that these demands began to be echoed and
even amplified by the small but powerful elite that controlled the levers of the highly oligarchic
Chilean economy, and the conservative politicians that had long defended their interests.

With little fanfare, a seismic shift in Chilean politics with profound implications for the evolution
of its development strategy unfolded: the class that had long benefited from the highly concentrated
distribution of wealth began to lower the gates. What one observer described as the most ideological
elite in the world had considered the future of a profoundly stratified economy and rejected it."
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Accordingly, for the first time in Chile’s recent history, the stage was set for the alteration of what
had long been one of its economy’s most enduring characteristics: an acute inequity in the
distribution of its resources and the dividends from its spectacular growth.

Background

From the achievement of Chilean independence in 1816 through the first decades of the twentieth
century, the Chilean polity was controlled by narrow elite, comprising a landowning oligarchy and a
commercial class linked principally to the export of first nitrates and later copper. These elite ruled
over a small, overwhelmingly European or mestizo (mixed European-Native American) population.
In 2006, Chile had a population of 16 million, with only 5% identified as indigenous. An
overwhelming 87% of the population lived in cities.>

Aristocratic dominance in Chile persisted until the historically rigid political system underwent a
slow but steady process of opening between 1920 and 1940. Analysts argue that this shift in power
from the oligarchy to an increasingly urbanized middle class was symbolized by the 1938 presidential
triumph of Chile’s first popular-based political party, the Radicals, who inaugurated an economic
strategy of import substitution. The economic agenda of the Radical governments was similar to that
being implemented by ascendant populist parties across the region during this period, emphasizing
protected industrialization, the expansion of public education, and distributive measures favoring the
middle and working classes, including increased public employment, rapid wage rises, and price
controls on mass consumption goods.®

The rise of the Radical party and its quasi-populist agenda was also associated with more
fundamental shifts in the Chilean polity, triggered by the increase in the percentage of voters among
the voting-age population from a mere 9.1% in 1920 to 56.2% in 1970.” Over those fifty years, each
ten-point increase in voting rolls brought a 6.4 percentage-point reduction in the vote won by the
historically dominant right (and, of course, concomitant gains by the center and the left, including the
growing Communist and Socialist parties).3

During the same period, the Christian Democrats emerged as a newly powerful force in the
center. Observers hypothesized that this phenomenon reflected the gradual move leftward of the
electorate, along with the discrediting of the Radical party by the mid-to-late 1950s, due in part to its
over-reliance on deficit spending.” The Christian Democratic Party promised Chileans a “revolution
in liberty”—a new generation of reforms that reflected rising popular dissatisfaction with stagnant
growth and persistent inequality. Its agenda included rural unionization, land reform, investment in
public housing, and the “Chileanization” of copper via state purchase of a majority stake in the
economies most important mines, largely owned by U.S. companies. Boosted by the support of elite
that viewed the party as the last hope to block Socialist Salvador Allende, the left’s longtime
presidential candidate, the Christian Democratic Party elected Eduardo Frei to the presidency in
1964.10

But the promised revolucion en libertad proved to be frustratingly slow in the eyes of its supporters,
and was hampered still further by increasing inflation and slowing growth between 1966 and 1970.
With the cause of reform discredited and the Socialist and Communist parties gaining in strength,
Salvador Allende narrowly defeated both Christian Democrat and conservative candidates in the
three-way presidential election of 1970, thus bringing the leftist coalition Unidad Popular to power
for the first time.!!
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Over the next three years, the Allende government steadily tightened the state’s grip on the
economy. The copper mines in which the state had previously purchased a stake were fully
nationalized by decree, to widespread popular acclaim. The administration also nationalized
banking and other major industries, instituted price controls, and stepped up protectionist measures
including high tariffs, non-tariff barriers, and a protective multiple-exchange-rate regime. It also
introduced agrarian reforms intended to redistribute land to landless agricultural workers. With
these measures came classic populist policies, such as sharp wage increases and a dramatic expansion
of government social programs.!?

Although the government’s strategy initially produced a sharp jump in growth rates accompanied
by declines in unemployment and inflation, the early successes rapidly unraveled. Within the first
three years, Allende faced explosive fiscal and trade deficits, skyrocketing inflation, and widespread
rationing and shortages. Skyrocketing prices also rapidly wiped out the initial gains made by the
working classes. While the minimum wage increased 39% in real terms between 1970 and 1971, only
two years later inflation had driven the real minimum wage down to a mere 75% of its 1970 level.!3

The inflation scourge likewise undermined the Unidad Popular’s attempt to increase the poorer
quintile’s share of national income. Relatively high levels of inequality by international standards
had been visible in Chile beginning with the earliest available data in approximately 1957, with a Gini
coefficient of nearly .5 reflecting a historical pattern of highly unequal ownership of assets,
particularly land, in a largely oligopolistic economy. The index did decline under the Allende
government, with the Gini coefficient falling to .475 and the ratio of income accruing to the richest
quintile relative to the poorest decreasing from an average of 14.18 (1964-69) to 12.62 (1970-73). (See
Exhibit 7.) However, these advances were clearly limited and hardly constituted a revolution in the
historic pattern of economic inequality in Chile. Moreover, as will be seen, they would soon be easily
and drastically reversed."”

By 1973, Chile found itself in economic and political crisis. Allende desperately maneuvered for
the support of the Christian Democratic Party in order to shore up his splintering coalition, while
demonstrations and counterdemonstrations escalated. At the same time, increasing rumblings were
heard from the historically constitutionalist military. Ultimately, the armed forces abandoned their
barracks and besieged the presidential palace on September 11, acting with the open support of
prominent private sector organizations and the Christian Democratic Party, as well as the secret
assistance of the U.S. Embassy and the U.S. CIA. The 1973 coup was the first in nearly five decades in
what had long been regarded as one of Latin America’s most stable and advanced democracies. It
ushered in seventeen years of military government under the leadership of the army commander-in-
chief, General Augusto Pinochet.!®

Neoliberalism Ascendant

Under the military regime’s lengthy rule, Chile experienced a dramatic economic transformation.
All vestiges of the statist development strategies dominant in Chile for nearly half a century were
eliminated, while the regime inaugurated a free-market driven economic policy that sought to open
the Chilean economy to the world. At the same time, however, the regime suspended all democratic
institutions and killed or “disappeared” more than three thousand citizens deemed politically
subversive. To eradicate the radicalism that they claimed had poisoned the body politic, the armed
forces detained, tortured, or exiled thousands more.'® The period was also marked by rapidly
intensifying inequality. In the ten years between 1978 and 1988 alone, the richest 10% of the
population increased its (already high) share of national income at the expense of the poorest 40%.17
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Thus while per capita income increased dramatically under the military regime’s tenure, poverty
rates likewise increased rapidly.'®

Following its seizure of power, Pinochet’s military regime immediately set about dismantling the
structure of socialist institutions that had been created by the Allende government. In its place, the
regime established a policy framework designed in accordance with the neoliberal economic theory
then dominant at the University of Chicago and at Chile's own Universidad Catolica Pontificia, where
a Chicago exchange program had created a generation of neoliberal Chilean economists and
policymakers.! The reforms were inaugurated with a reversal in land reform as well as a rapid re-
privatization of more than 350 firms and banks, which led to an abrupt concentration of ownership in
the hands of the few internationally oriented conglomerates that had access to cheap international
credit during the major recession that hit the Chilean economy in 1974-1975. One notable exception
to the privatization process, however, was the mining sector. Instead, the mines nationalized by
Allende were reorganized in 1976 under a state-owned corporation (Corporacion Nacional de Cobre,
or CODELCO), and its properties were put on a list of enterprises not to be privatized.”

At the same time that the new government pushed forward with privatization, other economic
regulations were rolled back in a similarly sweeping manner. The vast majority of controls on prices
(excepting wages and the exchange rate) were removed in October 1973. The military administration
also made sharp cuts in public expenditures and overhauled the tax code by replacing taxes on
wealth and capital gains with an across-the-board value-added tax of twenty percent. The
liberalization of the financial market followed in 1975, encompassing a wide-ranging set of reforms
including the elimination of interest rate controls, preferential financing laws, and quantitative credit
restrictions; the scaling back of banks’ reserve requirements; and the elimination of regulations
preventing the free operation of non-bank financial institutions and foreign banks.?! The government
also oversaw a decline in real wages of more than 30% between 1973 and 1975, while outlawing
strikes and collective bargaining and killing, exiling, or driving underground prominent labor
leaders.?? Ultimately, a labor law passed in 1979 legalized the formation of weak unions empowered
to bargain only at the firm level, with severe limitations on the right to strike.??

Two years later, in 1981, the government privatized the nation’s social security system. Replacing
a public social insurance system that the economic authorities viewed as financially unsustainable
and vulnerable to political pressures, the new system required all workers to place 10% of monthly
earnings in an account with an approved Administrator of Pensions Funds (Administradora de
Fondos de Pensiones, or AFPs). The savings thus accumulated were used upon retirement to
purchase an annuity or could be withdrawn in phases. The government also guaranteed a minimum
pension and committed to pay the pensions of the current generation of workers enrolled in the
public system. The reform was credited with eliminating a heavy fiscal burden on the state, though
there were high temporary transition costs that were covered by government expenditures. The new
pension system was also thought to have contributed to an increase in domestic capital
accumulation.?

1981 also saw the legalization of private health insurance companies, to supplement—or it was
hoped, eventually supplant—public systems of health insurance that had operated in Chile in various
forms since the 1920s. Now, affiliates were allowed to exit the system and procure private insurance,
normally via their employer, in one of the new companies, known as an Institucién de Salud
Previsional (Institute of Health Insurance, or ISAPRE). Those who declined to transfer, and workers
without access to employer-sponsored insurance continued to obtain medical care in the public
system, which in 1986 was restructured into the Fondo Nacional de Salud (National Health Fund, or
FONASA).”
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With respect to trade, the military government dismantled the diverse protectionist barriers then
in effect, including tariffs, non-tariff barriers, and multiple exchange rates. The maximum tariff
decreased steadily after 1974, declining from a peak tariff of 750% (and an average nominal tariff of
105%) in September 1973, prior to the coup, to an across-the-board tariff of 10% in 1979.26 At the
same time, limits on foreign investment, foreign credit, and foreign exchange transactions were
eliminated. By 1980, the trade and financial accounts had been fully liberalized, with the exception of
restrictions on short-term capital movements.?’ Equally important, the nominal exchange rate was
fixed at 39 pesos per U.S. dollar in June 1979, a policy measure announced with great fanfare
following several years of periodic government manipulation of the fixed exchange rate, regarded as
a principal tool in the stabilization program.?

Technocrats and Economic Groups: Demystifying the Chicago Boys

The dramatic restructuring of the Chilean economy in this period was accompanied by
abundant rhetoric hailing the government’s rejection of the sordid interest group politics that had
supposedly plagued Chilean democracy prior to 1973 and its new dedication to the unquestionably
objective hand of the free market. The Pinochet regime unceasingly asserted that it had ushered in a
technocracy whose exclusive responsibility was “utilizing logical procedures to solve problems and
offer alternative solutions.” Yet the reality was radically distinct.” An integral part of the Pinochet
government’s success in its aggressive economic overhaul was its ability to create new and extremely
valuable rents even in an ostensibly liberalized economy and strategically assign these rents to create
pro-liberalization business constituencies. Literature focusing on the political economy of economic
liberalization often postulates an inevitable “affinity between neoliberal economics and unilateral
decision-making” and emphasizes the importance of state autonomy from rent-seeking interest
groups.” Yet the evidence in Chile suggests a diametrically opposing view.

There, a staunchly orthodox, pro-liberalization coalition was constructed, or rather bought,
during the first two years of military rule, over the course of the hasty re-privatization of state firms.
Then leading the pack of purchasers were the Cruzat-Larrain, BHC, and Edwards economic groups,
enormous conglomerates that controlled respectively 62, 85 and 34 companies concentrated largely in
finance, exports of primary products, or international commerce.” The state's rush to sell and the
negative impact of the recession on the enterprises' short-term profitability also led to a significant
undervaluation of the enterprises sold, with an accompanying loss to the public sector. The implicit
subsidy in these sales, reaped by what were already the most powerful corporations in Chile, was
estimated to fluctuate between 30% and 70% of the market value of each enterprise, with the loss to
the state in 32 privatizations examined by the Chamber of Deputies in 2004 calculated at more than
$2.2 billion.32

Not coincidentally, it was from among the directors of the conglomerates that had enjoyed
this public largesse that Pinochet chose a new economic team in 1975—one that broke with the quasi-
nationalist policies favored by more traditional military leaders and turned the Chilean economy in a
radically neoliberal direction.” In fact, it was precisely the increasing economic and political power
of the conglomerates, and their unquestioning support for a sweeping international opening, that
facilitated the rise of the “Chicago boys” to the pinnacles of economic policy-making power. The
dramatic financial and trade opening implemented by the new authorities then served to further
enrich the same dominant economic groups, poised to serve as intermediaries for the enormous
inflows of foreign capital and to expand their growing export enterprises. ™
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Their allegiance to the military regime’s neoliberal model was thus recommended, while at
the same time the Pinochet government took careful measures to preserve the active support of these
newly pro-liberalization elite. Not only were its members granted privileged access to spheres of
policy-making power that were closed to political parties, labor unions, and even less virulently
neoliberal business sectors,” virtually no regulatory barriers were imposed to prevent the
intertwining of banks and firms under the same conglomerate umbrella, a policy that was a
tremendous boon to the already flourishing businesses of the grupos econdmicos.”

The importance of this solicitous cultivation of private sector support should not be
underestimated, even though the military government did not face the necessity of garnering either
votes or campaign contributions. Despite the authoritarian nature of his regime, Pinochet was clearly
unwilling, and arguably unable, to govern without the support of the business organizations (known
as gremios) that had eagerly supported his violent ascension to office. This dependence would be
most clearly demonstrated after the 1982 crisis, when rising business discontent with Chicago-style
neoliberalism was an essential factor in the policy-making renovation that marked a crucial turning
point in Chile’s economic trajectory.” Thus the rise and subsequent fall of neoliberal orthodoxy in
Chile was driven by the disproportionate political power wielded under the military regime by the
business elite—and that weight was thrown behind the Chicago boys” project thanks to the skill of
the Pinochet government in using privatization-generated rents to win the economic groups’
loyalty.”

The Road to Crisis: Overvaluation, Speculation, and Skyrocketing Debt

Between 1977 and 1982, the evolution of the Chilean economy was dominated by the persistence
of high inflation, a sharply appreciating real exchange rate, and unprecedented inflows of foreign
capital.¥ The capital inflow was commonly attributed to a worldwide oversupply of petrodollars
(from oil-exporting nations) as well as extremely high Chilean real interest rates, which proved
particularly attractive coupled with the pegged nominal exchange rate.®? Yet the government was
apparently unconcerned. With capital flows large enough to ensure that Chile’s foreign exchange
reserves continued to rise through 1980, government officials concluded that their currency was not
overvalued, despite its substantial real appreciation.*!

By the second half of 1981, however, signs of economic distress began to mount, including the loss
of foreign exchange reserves and an even more rapid increase in the trade deficit. Nonetheless, for
the time being, the military government continued to place its faith in the exchange rate peg and the
automatic adjustment mechanism that it was supposed to guarantee.*?

In 1982, capital inflows seemed to dry up even as interest rates continued to rise,** and the price of
copper declined sharply.** Meanwhile, the process of deflation, which the automatic adjustment
mechanism was supposed to induce to correct the situation, proved to be far slower and far more
painful in real terms than the Chicago-trained reformers (sometimes called the “Chicago boys”) had
anticipated. The government finally bowed to the inevitable in June 1982 and devalued the currency,
a decision that marked the beginning of a period of disarray in Chilean policymaking that would see
several more sharp devaluations before the end of the year.#

By the end of 1982, foreign exchange reserves had dwindled by 30%, as free access to foreign
exchange was maintained while the peso plummeted. The combination of large devaluations, sky-
high interest rates, and reduced access to foreign loans wreaked havoc throughout the domestic
economy.* Facing an acute shortage of foreign exchange, the Pinochet government turned to the
International Monetary Fund for an emergency loan. It also nationalized the domestic financial
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system’s substantial foreign debt, providing a government guarantee that foreign creditors of private
banks would ultimately be paid in full, from the public coffers if necessary.#” World Bank estimates
at the time calculated that the government was ultimately forced to repay $3.5 billion in bad foreign
loans originally extended to private banks.*

Adjustment and Moderation

In the aftermath of this financial crisis, which coincided with crises in Mexico and throughout
much of Latin America, the military government in Chile executed a sharp reversal in economic
policy. Political scientist Eduardo Silva attributed the shift away from liberal orthodoxy to the
regime’s fear that disillusioned business interests, devastated by the collapse, would ally with a
growing popular protest movement based in Santiago and other major cities. Accordingly, the
government began to adopt a more pragmatic — and more politically palatable — set of economic
policies that emphasized reflationary “pump priming,” a more activist industrial policy, and an
enhanced focus on export promotion.*

On the trade front, the uniform tariff was raised from 10% to 35% in 1984, and tariff surcharges
were imposed for products where it was thought that “excessive” importation could cause “serious”
damage to domestic production. At the same time, price bands to stabilize the prices of key
agricultural products (wheat, sugar, and vegetable oils) were reestablished to boost a flagging
agricultural sector.’® The government also began to employ a more activist monetary policy between
1985 and 1989, designed to maintain relatively cheap credit and fuel business expansion.®!

At the same time, the government took a leading role in the resuscitation of the domestic financial
sector, which had been devastated by the 1982 collapse. According to Chilean economist Patricio
Meller, the most important concession made by the state to the battered private sector was its
assumption of private debt to foreigners, a move that benefited principally the nation’s major
commercial banks and the grupos econémicos that owned them. Other enormous resource transfers
involved the Central Bank’s injection of new capital into private banks, its repurchases of bad loans,
its provision of a preferential exchange rate for the repayment of dollar-denominated debt, and its
role in renegotiating private debts, both domestic and foreign, at lower interest rates. By some
calculations, such "unregistered" subsidies funneled from the state to the private sector via the
Central Bank averaged more than 4% of GDP between 1982 and 1985. Accordingly, the government
was forced to provide $6 billion in bonds between 1983 and 1985 to recapitalize the Central Bank.>

Following these rather drastic interventions, higher growth did finally resume in the second half
of the decade, though poverty rates remained high. The recovery was widely attributed to a
combination of governmental “pump-priming” and increasing export growth, buoyed by an
exchange rate that had depreciated by more than 50% since 1980-1981.5% In fact, the explosive growth
of export sectors was widely cited by observers as “one of the main causal factors of Chile’s economic
growth.”%* Fruit, forestry products, fishmeal, and the newly emerging salmon sector performed
especially well.

Yet contrary to popular myth, the new export industries did not somehow appear fully formed in
an economy still struggling to recover from crisis. On the contrary, the state also played an active
role in encouraging exports. It offered a diverse array of tax breaks and duty exemptions,® as well as
the promotional and networking services of the Chilean export promotion agency, ProChile,
originally established in 19755 The government also played a crucial "midwifery" role in facilitating
the early growth and development of what would later become Chile's most successful export
industries. In the fruit sector, the state invested extensively in research and training that facilitated
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the introduction of technology needed to sustain the industry.”” In forestry, the government
promoted the establishment of plantations through a comprehensive system of subsidies that Chilean
economist Manuel Agosin deemed a “large-scale and undoubtedly very successful industrial policy.”
In salmon farming, the crucial impetus was provided by the pioneering technological efforts of the
Fundacién Chile, a public-private entity that created the nation’s first salmon farming enterprises and
subsequently sold them to private investors, thus helping to launch the sector’s explosive growth.>

Together, these policies constituted a comprehensive framework for export promotion that
analysts have described as analogous in some respects to the economic development strategies of
East Asia.® Ironically, though perhaps not surprisingly, the subsequent achievements in export
performance credited by the “Chicago boys” to their wisdom in trusting the invisible hand of the
market owe much to the clearly visible, though under-recognized, hand of the state.

Inequality Under Pinochet

Yet there was a darker side to Chile’s emerging success as one of the leading export-oriented
emerging markets, and that was the intensification of an already grim record of economic inequality,
coupled with sharp increases in poverty. The Gini coefficient, which had declined slowly under
Allende, subsequently spiked dramatically upwards under the Pinochet regime, reaching historically
high levels close to .6 between 1982 and 1990 while the ratio of income earned by the richest relative
to the poorest quintile increased to more than 20.” This notable deterioration reflects the conjunction
of two overlapping processes: first, the wholesale structural reforms implemented by the military
government principally between 1975 and 1979,” and second, the protracted and painful process of
economic adjustment that Chile underwent following the devastating 1982 crisis.”

In the early years of military rule, there were two major processes of asset redistribution that
contributed to a sharp increase in the concentration of wealth at the top of the pyramid. The first was
the reversal of the Allende-era land reform, which resulted in the expulsion of around 40,000 people
from the formerly reformed sector between 1974 and 1978. Subsequently, there was a sharp shift in
land ownership towards medium-sized export-oriented farms as small parceleros who retained their
plots were cut off from all forms of state assistance, devastated by the recession and forced to exit the
sector entirely. In the same period, the re-privatization of nationalized enterprises led to a dramatic
increase in the relative economic power of the major conglomerates.”

Simultaneously, there was a sharp and long-lasting decrease in the real wage, reflecting a
combination of policy changes sharply increasing the level of flexibility in the labor market and the
near-total disarticulation of a formerly powerful trade union movement.” Employing the real wage
in 1970 as an index, average wages between 1974 and 1980 were nearly 30% below the level they
reached in the first year of the Allende administration. Though real wages would ultimately begin to
rise in the post-crisis recovery period of the 1980s, they did not return to 1970 levels again until 1992.”
Even as the economy recovered in the waning years of the military government, the economic success
of new export sectors was not reflected in the performance of labor income. This trend was attributed
by analysts to the fact that the thriving export industries were principally extractive or resource-
based, demanding generally low-skilled labor with low wages and highly precarious conditions.”

These structural shifts were aggravated even further by the impact of the 1982 crisis and a
lopsided process of adjustment and belt-tightening in which the costs were, predictably, borne
overwhelming by the poor.” On the one hand, subsidies for leading banks and economic groups
unable to repay their foreign debts were, as already noted, abundant and generous. At the same
time, the government slashed public expenditures on health, education, and housing, which fell by
more than 10% from 1983 to 1986 (or 20% on a per capita basis).®® There were also further declines in
real wages, with the average real wage dropping again by 20% after wage indexation was abolished

8
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and the minimum wage was drastically reduced in June 1982.%° Even in 1987, the minimum wage
index was still only 55% of the 1980 level in real terms.”” The adjustment period was also
characterized by extremely high levels of unemployment, which remained over 24% for four years.
The poorest were hit particularly hard, with the poorest quintile accounting for more than 50% of the
jobless.”!

The unsurprising result was that poverty indicators, in addition to measures of the overall
distribution of wealth, deteriorated dramatically over the military regime’s tenure. When democratic
governance was restored in 1990, the poverty rate as a percentage of households in the economy as
reformed by Pinochet and his Chicago boys was 38.6%, compared to 17% in 1970. Indigence rates
had likewise increased, standing at 12.9% in 1990 compared to 6.5% in 1970. (See Exhibit 8.)! The
mark of the military regime was unmistakable. After seventeen years of neoliberal revolution, the
poor were poorer—and the rich, far richer.

Political Transition

In the second half of the 1980s, the always tenuous political legitimacy of the Pinochet government
was wearing increasingly thin as military governments were toppled throughout the continent and
the winds of democracy appeared to blow with increasing force. A new coalition of political parties
known as the Alianza Demdcratica stepped up its calls for a return to elected civilian rule, and
Pinochet agreed to hold a plebiscite in 1988 in which Chileans would be offered the opportunity to
vote yes or no on the continuance of ten more years of military rule. The subsequent hard-fought
campaign between the government and the Alianza culminated in a victory for the no vote by 55% to
43%. In the presidential election held the following year, a broad center-left coalition baptized the
Concertacion defeated the military regime’s chosen candidate, and Christian Democratic leader
Patricio Aylwin took office in 1990 as the first president of Chile’s newly reestablished democracy.”?

The Aylwin government pursued a deliberately moderate economic strategy during Chile’s first
four years of renewed democratic governance, eager to demonstrate its economic orthodoxy to a
suspicious domestic private sector as well as to the international community. It also sought to avoid
any confrontations with the still-restive Armed Forces under the leadership of General Pinochet, who
by the terms of the transition to democracy would remain head of the army until 1998. Accordingly,
the administration emphasized continuity with the military regime’s policies, establishing economic
goals that highlighted low inflation, fiscal surpluses, a competitive exchange rate achieved through
an adjustable-band regime maintained until 1999, and a sustainable balance-of-payments position.”
At the same time, Concertacion leaders and especially Finance Minister Alejandro Foxley argued that
the inevitable resurgence of social demands associated with the return to democracy could be met
only slowly and incrementally to avoid falling into a populist cycle of massive spending that would
ultimately threaten long-term growth.”*

The Concertacién’s capacity for major economic and political reform was also limited by the
“authoritarian enclaves” enshrined in Pinochet’s 1980 constitution and by the terms of the negotiated
transition. The latter endowed the military with an outsized role in politics, created a skewed
electoral system that favored the right, and installed a virtually unshakeable conservative majority in
the Senate (the upper house of the national legislature) by virtue of the presence of appointed
senators.”> Faced with these obstacles, the first two post-transition governments were forced to
moderate their legislative goals. They failed to abolish the lopsided labor code inherited from the

1 In this context, the poverty line corresponds to money income needed for the purchase of a basic consumption basket; the
indigence lines represents the cost of the minimal diet only.




907-411 Chile: The Conundrum of Inequality

Pinochet government,”® though new legislation offered some limited changes by increasing the social
benefits available to workers and making dismissal more costly for employers.”” Moreover,
constitutional amendments eliminating the “authoritarian enclaves” enshrined in the Pinochet-era
constitution and reestablishing a fully democratic political system would not be passed until 2005.78

Nevertheless, the Aylwin government boasted several notable policy achievements. In the first
year of its term, the administration negotiated a tax overhaul that imposed a mild increase on
business and the upper classes.””  Widely viewed as a triumph of Finance Minister Foxley’s
consensus-seeking negotiations with the conservative opposition, the reform boosted tax revenues by
approximately 15% and allowed fiscal spending on social programs to increase from 9.9% to 11.7% of
GDP.8  However, the Chilean state remained acutely dependent on the highly regressive value-
added tax established by the Pinochet government. In 2005, revenue from the VAT still constituted
35% of government revenue, with another 13% of revenues due to copper production and only
slightly more than a fifth of revenues derived from corporate and personal income tax. (See Exhibit
5b.) The skewed composition of government revenues reflected an extremely low level of corporate
taxation; the corporate tax rate of 15%, later gradually raised to 17% between 2001 and 2004, was
meager compared to rates of close to 30% in most industrialized countries. Moreover, the majority of
high income individuals used tax shelters to pay income tax at the 17% rate rather than the highest
income bracket rate of 40%, contributing to the persistently low share of corporate and income taxes
in total revenues.”

A second successful policy introduced by the Aylwin government was the imposition of controls
on short-term capital inflows, beginning in 1991. The hypothesis was that by limiting excessive
inflows, particularly of speculative short-term capital, the controls would help to maintain a stable
exchange rate that was widely seen as essential to the success of Chile’s export sectors. The principal
mechanism was the requirement that foreign creditors make a deposit equivalent to 30% of the value
of their investment at the Central Bank, to be maintained without accrual of interest for one year.®?
Evaluations of the controls were generally positive, concluding that they markedly reduced the
entrance of short-term speculative capital without unduly discouraging foreign direct investment.3
Most analysts agree, however, that increasing leakages in the system developed over time, including
heavy inflows into the Chilean stock market and a surge in medium-term borrowing, while Chile also
experienced a significant real appreciation of its exchange rate from 1990 to 1997.84

Equally important, Chile continued to deepen its integration with world markets through a
dramatic expansion of its web of bilateral free-trade agreements. By 2006, it had signed 42 such
agreements, with partners including the European Union, the United States, and China. Through its
free-trade agreements, Chile won privileged access to markets accounting for 62% of total global
production, the highest such percentage for any country in the world.®

Shifting Strategies

From an economic standpoint, the first part of the decade following the transition to a civilian
government was by most measures a notable success. The economy expanded robustly and there
were sharp declines in both poverty and indigence, driven above all by a tightening labor market and
rising real wages. According to one estimate, 80% of the poverty reduction could be attributed to the
“trickle-down effect” of increased economic growth and a tighter labor market, particularly in the
tradable goods sector — a conclusion bolstered by evidence showing that the decline in poverty was
greatest in those subgroups associated with tradable goods production.8¢ Others, however,
emphasized the increase in social spending and its effective targeting towards low-income groups as
an important factor boosting the economic welfare of the poorest Chileans.?” Whatever the central
cause, Chile’s record of poverty reduction in the 1990s — especially when combined with
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macroeconomic stability — was described by some analysts as an achievement virtually unparalleled
in Latin America or elsewhere in the developing world.88 As Chile approached the end of its first
post-dictatorship decade, the Concertacién leaders who had guided its economic trajectory under
democratic rule seemed to have much to celebrate. (See Exhibits 1 and 12.)

The macroeconomic climate worsened considerably, however, in the wake of the 1997-1998
financial crisis in East Asia and the 1999 devaluation in Brazil.% Although relatively robust growth
soon resumed, observers cited increasing evidence of declining vitality in key export sectors. Chilean
officials also heard a rising chorus of criticism from non-governmental organizations regarding the
environmental impact of production in leading export sectors,”® with sustainable development
advocates stating bluntly that Chile was mortgaging its environment for short-term gain.’!

There were other potential economic stumbling-blocks as well. Economist Marcus Kurtz noted
that “there is strong evidence to suggest that market forces are not reorienting the economy towards
manufacturing exports or higher value-added products linked to the natural resource sectors.”?? (See
Exhibit 6.) In fact, studies suggested that movement in the forestry sector was in the direction of less
sophisticated products,” and that foreign investment was preferentially directed towards extractive
or resource-based sectors.”

Thus by 2006, a new emphasis in Chilean economic policy had emerged, highlighting the
importance of accelerating a transition towards more sophisticated, higher-technology exports, and
the role of the state in facilitating that transformation. Declaring its determination to move the
economy downstream, the Bachelet government promised new policies to support technology
investment, a nation-wide system of innovation, and increased funding for education and training.
In the president’s words, the country that had exported copper, wine, and salmon must begin
exporting “software for mining, techniques to improve the yield of vineyards and cures for the
diseases affecting salmon.”%

Confronting Inequality

Throughout the emergence of the Chilean “economic miracle,” inequality was the hidden
underside of Chile’s economic success. (See Exhibit 7.) The highly skewed income distribution
bequeathed by the military regime was barely altered following the transition to democratic
governance, despite the impressive record of macroeconomic stability and poverty reduction already
chronicled. Most notably, the Gini coefficient demonstrated no improvements in the fifteen years
following 1990, and the income shares of the lowest decile and quintile in fact slightly declined
between 1990 and 2003, from 1.4% to 1.2% for the poorest decile and 4.1% to 3.9% for the poorest
quintile. Even as per capita income continued to increase at an average of 4% annually between 1990
and 2004 (see Exhibit 1), the gap between rich and poor remained unchanged. Moreover, the
concentration of income within the richest 20% continued to be extremely high by international
standards, with the top quintile capturing 62.2% of total income, compared to 55.1% in Mexico, 45.8%
in the U.S,, or 44% in the United Kingdom.96

Clearly, inequality in Chile was impervious to both economic growth and the continued
liberalization of an ever-more open economy. While some growth did ‘trickle down” and poverty did
decrease, the same slice of national wealth continued to be captured by tiny elite. Echoing parallel
debates unfolding in the United States, many Chilean economists argued that the entrenchment or
even deterioration of existing inequalities reflected a steadily increasing gap in productivity (and
hence in wages) between skilled and unskilled labor, as the impact of integration and globalization
increased the premium placed on technological skills and education.”” At the same time, however,
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the opening of the economy had no impact on the immense concentration in the ownership of
productive assets; according to one estimate, a handful of economic groups held more than 50% of all
shares traded in the Chilean stock market.” This pattern only increased the relative power of
employers relative to a workforce that remained largely atomized, with membership of only 10% in
unions whose collective bargaining rights remained extremely limited.”

Moreover, experts in social policy and poverty alleviation argued that existing economic
inequalities were reinforced and even deepened by a system of differential access to education,
health, and social security and pensions benefits, creating a situation of economic polarization in
which income inequality per se represented “only the tip of the iceberg.”1% First, in the all-important
area of education, a substantial gap in education coverage between upper and lower quintiles
remained, even though it had narrowed notably since the transition to democracy in 1990. In 2003,
95% of youths between 20 and 24 years of age in the richest quintile had completed secondary
education; in the poorest quintile, only 52% had high school diplomas. The breach in coverage for
tertiary education was far wider, with 74% of the richest quintile attending at least some college, and
only 15% of the poorest. Also telling was the disparate coverage in preschool education, now widely
considered by experts to be a crucial setting for early cognitive and social development that lays the
foundation for subsequent educational and employment success, and thus an essential tool in
equalizing the opportunities for such success between children of different socioeconomic
backgrounds.” In Chile, however, only 30% of children in the lowest quintile attended school prior
to kindergarten, compared to 50% in the richest quintile. (See Exhibit 9.)"”

Equally pernicious, though less-noticed, were stark disparities in the quality of education
available to students of differing socioeconomic backgrounds. More concretely, the results of the
most recent national examination administered in 2005 to fourth graders showed a substantial gap
between the scores of students from higher and lower socioeconomic groups, as defined by the
Ministry of Education based on the income of the family and the average education of the parents.
(See Exhibit 10.) Similar gaps in performance were evident between the three types of schools in
Chile: private schools with independent tuition fees, privately managed schools funded by state
voucher-like subsidies, and public, municipally managed schools. Average student performance —
and average socioeconomic status of the students — descended in that order.1%

Given this evidence, the frequent assertions by policymakers that the persistent expansion of
educational opportunities would ultimately break down socioeconomic barriers and ameliorate
inequality seemed increasingly dubious.!® On the one hand, analysts such as Rodrigo Castro of the
conservative Instituto para Libertad y Desarrollo supported this stance of cautious optimism,
highlighting the decline in the variance in years of schooling in each generation and suggesting that
equality of opportunities must therefore be on the rise.!®® Yet the abundant signs of highly uneven
educational quality, as well as the notable gap in access to tertiary education, suggested that the
opportunities for human capital accumulation available to youths from different strata of Chilean
society continued to be largely determined by the income and socioeconomic status of their
parents.'% In this context, an economist of the University of Chile insisted that sustained state
intervention to provide universal early-childhood education and public primary and secondary
education of adequate, and equal, quality would be essential to narrow this gulf and approximate
equality of opportunity upon entry into the labor market.!%”

The substantial variation in both access and quality visible in the educational system was likewise
evident in health care. In Chile’s bifurcated health system, 72% of the population remained affiliated
to the public insurance fund FONASA in 2003, with only 16% affiliated with private insurance
companies, known as ISAPREs. More important, these figures were sharply stratified by income,
with 51% of the richest quintile in the private health system and 34% in the public sector, compared
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to 1.6% in the private sector and 91.1% in the public sector for the poorest quintile. (See Exhibit 11.)
This reflects the fact that the ISAPREs focused on providing services for high-income, relatively low-
risk groups, targeting their marketing efforts to principally high-income men of working age. On the
other hand, high-risk groups, including the elderly, low-income patients and women of reproductive
age, clustered disproportionately in the public health system."”

Nonetheless, FONASA operated with considerably lower resources at its disposal to provide
services to this relatively vulnerable population. Private insurers, serving less than one fifth of the
population, absorbed approximately two thirds of all payroll contributions." Contributions per
beneficiary were likewise unequal, with an average of 161,427 Chilean pesos ($305 at 2006 exchange
rates) per patient in the private sector in 2003, compared to only 46,032 pesos ($87) for patients
enrolled in FONASA."" Interestingly, despite FONASA’s limited resources, in public opinion data it
was cited as the economic institution with the highest level of public confidence (61%), while the
ISAPRESs registered the lowest level of confidence, only 20%."”

Even beyond the stark resource inequities, however, critics raised other criticisms of the mixed
public-private system. Concentration in the market was substantial and information asymmetries
limited the ability of the consumer to effectively choose an appropriate plan. Moreover, the ability of
the ISAPREs to select disproportionately healthy and high-income individuals, in addition to raising
grave questions of equitability of access, resulted in bloated administrative costs as insurers
attempted to screen out high-risk patients and competed to make that screening ever more effective—
or, from the perspective of the poor and sick, ever more exclusive."

The inequalities pervasive in the education and health systems ultimately followed Chileans into
retirement, surfacing again in the privatized social security system installed by the military
government. Twenty-five years after the reform’s introduction, the vast majority of workers still
failed to accumulate funds during their working years sufficient to guarantee a pension equal to the
mandated minimum. As a result, the government was forced to spend more than a quarter of its
annual budget on supplemental pension payments to bring private pension accounts up to the
guaranteed minimum, assistance pensions to the indigent, and pensions to those retirees remaining
in the public system, with the costs to the state remaining steady at 5% to 6% of GDP annually.!14

Perhaps most startling, in 2004 only 4.3% of all retirees in Chile received a pension from an AFP
fully financed by their own savings. Total beneficiaries of the AFP system numbered a mere 475,324,
compared to more than 1.5 million recipients of some form of public pension in 2005. Moreover,
among workers affiliated with a pension fund, only 10% were estimated to contribute every month,
with the average worker contributing only four months out of the year and the average pension paid
by the fund only $180 per month. Not surprisingly, the most vulnerable were low-skilled workers
and women, who were often engaged in sporadic or informal work and thus suffered from low levels
of contributions, limited possibilities for the accumulation of savings, and (in many cases)
impoverished retirements.!>

In response to these failings, the Bachelet administration proposed a dramatic reform of the
pension system in December 2006, calling for the establishment of a guaranteed government-
provided minimum pension of approximately $143 and a variety of measures to increase competition
in the AFP market, including authorization for banks and insurance companies to establish pension
funds and new restrictions on commissions charged to beneficiaries."* The six companies currently
controlling the AFP market not surprisingly protested, claiming the reforms could be
unconstitutional and would reduce consumers’ choice. At the same time, critics on the left argued
that the reforms would be insufficient to provoke real changes in the AFP oligarchy or limit AFPs’
profits."”
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The pattern was clear. Though notable enough on its own, the dramatic concentration of income
in the Chilean economy was only part of a broader structure of inequities that systematically limited
the opportunities of the poor to accede to an education of quality, stable and adequately remunerated
employment, essential health care, and a secure retirement. A deep fissure ran between the wealthy
upper-class enclaves visible in Santiago and other major cities and the impoverished poblaciones close
by, and it divided Chileans in every arena and at every stage of life: as workers, as consumers, and as
citizens.

Transforming the Debate

Despite the omnipresence of inequality in Chilean society, it remained a virtually taboo subject for
the first fifteen years following the transition to democracy. Any mention of inequality was
considered tantamount to an open challenge of the dominant economic model, a veritable call to class
warfare and a dangerous reprisal of the tumultuous pre-1973 period—a political gaffe of proportions,
to be avoided at all costs.!® Yet the problem of inequality suddenly leapt to the forefront in the 2005
presidential election, as the three leading candidates, Michelle Bachelet for the Concertacién and
Joaquin Lavin and Sebastian Piflera for the center-right Alianza por Chile, actively competed with
each other to offer detailed blueprints for the amelioration of the currently distribution of income."”
At the same time, they sought to pin the blame for the persistence of income inequality on the
opposing party, or even better, to tar competing policies with the most dreaded moniker of all:
populist. 120

Virtually overnight, inequality was transformed from an embarrassing flaw to be discussed
behind closed doors, if at all, to the watchword of the day.” Upon Bachelet’s triumph in the January
2006 runoff, she declared that “inequality is the principal obstacle that we confront to make Chile a
developed country,” promising in her inaugural address that under her administration there would
be no forgotten citizens.!?? After a decade in which a relentless emphasis had been placed on growth
and stability, what were the roots of this wholesale renovation of political discourse?'”

Economist Ricardo Ffrench-Davis (sic), a longtime analyst of inequality in Chile, argued that a
crucial trigger was the publication in 2003 of a major World Bank report identifying Chile as one of
the most inequitable societies in Latin America.” Others have identified a 2005 report from the
Catholic Episcopal Conference of Chile that deemed current levels of inequality to be “scandalous” as
a key factor.”™ Yet such analyses seem somewhat facile. Similar data and analyses of the distribution
of wealth in Chile had been available for years; previously, however, they had never been sufficient
to awake any serious political preoccupation.

A more promising answer to the query of how and why inequality leapt so suddenly to the
forefront is also a much simpler one. There had long existed a tiny elite in Chile who had benefited
from and defended the concentration of wealth, extracting as the price of their support for each
successive government promises that no fundamental changes to the economic model would be
attempted.”™ Yet as Michelle Bachelet’s presidency unfolded, this elite began to abandon the
barricades and declare, for the first time since 1973, an openness to fundamental reforms in the
nation’s social and economic policies, prompted by the increasing evidence that the persistence of
inequality in its current stark form would ultimately incur severe social and political costs.

Most symbolic of this renovation was an attention-grabbing interview granted by Felipe Lamarca,
formerly president of COPEC -- the largest conglomerate in Chile, with interests in fuel, fishing,
mining and services -- and also a past president of the powerful and historically conservative
manufacturers’ organization SOFOFA (Sociedad de Fomento Fabril), in September 2006. In widely
publicized remarks, he argued that the stubborn resistance to reform demonstrated by incestuously
intertwined political and economic elites had blocked any advance towards a more equitable
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distribution of income, heightening social tensions to the point that Chile was beginning to approach
the type of popular explosion witnessed in the Argentina crisis of 2001. Though he contended that
ultimately, “inequality will transform itself into a national problem,” that assertion in itself was clear
evidence that the most profound transformation was already underway — and it was a transformation
not in the nature or characteristics of inequality itself, but in the manner in which it was perceived at
the top of the Chilean income pyramid."”

Simultaneous and complementary to this evolution were the dramatic changes evident in the
policy stances of the center-right Alianza por Chile and particularly its more conservative party, the
Union Democrata Independiente. As the political heirs of Pinochet, the UDI had likewise inherited
the military regime’s privileged relationship with the nation’s economic elite, and its reluctance to
admit that the free-market economic model had served as a vehicle for a sharp intensification in
inequality. Endowed with an artificial legislative majority by virtue of the appointed senators
provided for in the Pinochet-era constitution, the Alianza had constituted a stumbling-block for
major economic reforms throughout the 1990s, until — as already noted—its discourse began to
change dramatically prior to the 2005 election.™

Part of the impulse was undoubtedly pure political opportunism: while the coalition was
perceived as the defenders of the rich, its possibilities for arriving in government after three
consecutive defeats seemed slim. Yet a certain positive feedback loop also emerged between
conservative business and political leaders. Increased openness to reform on the part of the elite
encouraged political leaders in their attempt at renovation, while Alianza politicians in turn were
faced with the task of prodding traditionally conservative constituencies to recognize the necessity of
an assault on equality and assist the coalition in its drive towards political renovation and (it was
hoped), ultimate electoral success.”

The result was a series of virtually unprecedented events in Chilean politics. The UDI held
historic meetings with the national union confederation and the union of public employees, and
publicly supported a strike by public health employees for higher wages in a meeting with their
Communist-affiliated leader.”™ Its leaders, co-opting the rhetoric of the far left, accused the
government of creating dangerous levels of social tension by postponing long-held social and wage
demands.™ At the same time, the party’s leading presidential candidate for 2009, Pablo Longuiera,
repeatedly condemned increasing economic concentration and mergers in the banking and pharmacy
sectors while declaring that “I am not in politics to defend economic groups or the rich; they don’t
matter to me.”'” Needless to say, an array of observers both inside and outside of Chile - including
politicians of the Concertacién and, interestingly, leading figures in the Catholic church -- contended
that these maneuvers were due to political opportunism rather than conviction."” Such assertions are
debatable, but irrelevant to the central point. For the first time, the perception of inequality as a
threat to Chile’s political and economic advance was so widespread that the elite and the
conservative parties were convinced, or forced, to add their voices to those clamoring for change.

This was due in part to the increasing evidence that inequality was a burden on growth. Chilean
economist and U.N. economist Andrés Solimano argued that the exclusion of a significant proportion
of the population from opportunities to mobilize their human capital and potential for innovation—
due to marginalization from adequate education, credit and social networks — amounted to a waste of
a significant part of the economy’s growth potential.” At the same time, the high degrees of
concentration in most important sectors of the economy limited competition and dampened the
incentive for innovation or increased efficiency on the part of the largest firms."” Observers noted that
a negative correlation between inequality and growth had long been observed at the international
level, and suggested that Chile should not be presumed to be an exception to the rule.”™
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Moreover, Lamarca’s expressed fear of a social explosion analogous to that visible across the
Andes was by no means an exaggeration. Data showed that the maturation of Chilean democracy
post-transition had coincided with a decline in political identification and an increase in civic apathy,
frequently linked to the perception of entrenched advantage and similarly intractable poverty.!” In
2005, a full 84% of Chileans surveyed declared that in Chile citizens were not equal under the law,
with only 13% endorsing the opposite position, suggesting that inequality was perceived to extend in
the most basic ambit of civil and political rights.”™ 55% asserted that the poor had limited possibilities
to exit poverty, while among the poor the figure rose to 74%. Similarly, only 15% of respondents
below the poverty line expressed optimism about the future of the economy, and only 24% were
optimistic about the evolution of their own economic situation, suggesting that the majority
perceived the existing skewed distribution of income to be virtually immutable.” At the same time,
Chileans placed great importance on equality; in 2006, a wide majority of 70% asserted social equality
to be a value of greater importance than personal liberty, an increase from approximately 50% that
had held this position in earlier surveys in 1990 and 1995."  Thus equality was highly valued, yet
little in evidence in an economy that also held limited opportunities for social mobility: seemingly a
recipe for disaster.

Following the inauguration of President Bachelet, episodes of unusually severe public unrest—
widespread student protests in May 2006 that recurred again in November, public sector strikes and
virulent labor disputes in the health sector—were again cited as evidence that persistent inequality
was threatening Chile’s further stability and growth.” One analyst argued that the existing popular
disaffection with the status quo could ultimately produce a grave crisis of governability. 142 The risk
was perceived to be particularly high if future political leaders lacked the charisma of Bachelet,
whose high approval ratings were widely attributed to her aggressive detachment from the often-
criticized machinations of the traditional parties and the perception that she represented a break with
the policies, and the parties, of the past .13

In the words of one leading Chilean economist and expert on inequality, Chile was at a point of
inflection. With social tensions increasingly focused around persistent inequalities, the manner in
which the nation grappled with the gap between rich and poor could well prove decisive in the
coming decades. Yet even more importantly, he argued that Chile was at a historic moment in which
politicians of every party were employing the same fundamental discourse emphasizing the
importance of leveling a highly skewed playing field — a discourse increasingly shared by the
economic elite. This was the true point of inflection: one at which inequality in Chile was
transformed from a curse only for those who suffered from it, to a potential threat to the collective
well-being of the economy and the polity, crying out for a collective response.!4*

Conclusion

In the last two decades of the twentieth century, Chile was frequently heralded as one of the
outstanding economic success stories in Latin America and in the developing world as a whole. It
achieved an impressive record of sustained growth on the basis of a development strategy that
prioritized a highly open economy, a relatively limited role for the state, and the preservation of a
stable macroeconomic climate.!*® The same economic model, however, engendered extremely high
levels of inequality, stubbornly resistant to the “trickle-down” effects of high economic growth.

Yet as the presidential term of newly elected Michelle Bachelet began in 2006, a new societal
consensus appeared to emerge around the importance of tackling inequality. Even as improbable an
advocate as Felipe Lamarca, a longtime elite corporate leader and former “strong man” of the
powerful Angelini economic group, declared that government action in this sphere was essential.
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Accordingly, he called for more robust consumer protections, the establishment of a “free
competition czar” to regulate mergers and increase competition, and reforms to the political system
to facilitate the entrance of independent candidates and break the monopoly on power then held by
the two leading electoral coalitions. Though his views were met with scornful admonitions from
other elite leaders that it was necessary to maintain “one’s feet firmly planted on the ground” — at the
same time that the many of the same leaders rejected the government’s strikingly similar proposal to
increase competition in the pension market -- the bluntness of his analysis resonated across Chile
nonetheless.

In Lamarca’s words, “The richest decile of our society receives a large part of the income, and
this decile has a lot to do with the decisions of the right. Therein lies a serious problem that many
people note, but no one dares to voice, because there are economic connections, friendships, political
connections. The entanglement is too thick...In the end, it is more comfortable to remain where we
are. ButI can see clearly that here is a problem of inequality that cannot continue, we must enter and
correct it. . . I have the impression that Chile will not change until the elite lets go of the teat, and I
believe that it will be very difficult for the political and economic elites to do it.”"

The message was one of pessimism, but it was the identity of the messenger that was significant: a
noted leader of the elite, challenging his counterparts to acknowledge that the distribution of income
as it stood was ultimately unsustainable. For a nation that had already closed the cycle of socialism
to dictatorship to democracy, another profound change was underway — led this time, and for the
first time, from above.
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