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A Note on the Distribution Effects of Chilean
Agricultural Price ‘olicies

Introduction

The principal mechanisms that would originate income transfers among
different sectors or groups of people in an economy, are a) variations in
the price system of the economy, b) variations in the physical volume of
?oods and seriices cxchanges between difforent groups,and ¢) direct transfers

taxes, donations, etc.).

One of the mechanisms most frequently mentioned in literature on econom-
ic development, and which would make it possible to effect income transfers
between different econouwic sectors, is fluctuation in the relative prices
of the goods and services interchanged between the sectors. The preferred
sectors or activities for the purposes of carrying out this enalysis are
agriculture and industry, and reference is usually made to the concept of
Intersectoral Terms of Trade as an instrument and indicator that would
facilitate the adequate implementation of income redistribution policies
in favor of one sector or another.

Many authors have formulated theories and elaborated development models
in which the Terms of Trade concept just described is used, and in which it
is employed as a mechanism for the purpose of extracting --through changes
in the relative prices -- an economic surplus from the Agricultural Sector,
and transferring it to the Industrial Sector. This income redistribution
(according to the authors) would allow an increase in the capital formation
rate in the Industrial Sector, and would thus lead to economic development.

According to this, our interest will be only in that part of income
transfers effected by changes on the price system. Notwithstanding, in
any monetary econccy the price system has at the same time the function of
serving as a guice for the efficient allocation of the resources existing
in the economy, which are controlled Ly the different economic groups
operating therein. These two functions of the price system are conflicting
among themselves. If on one hand the price system determines the proportion
cf income that will correspond to each economic group, on another hand it
will be orienting the producer groups so that they will use more of those
factors whose price is relatively cheaper, and vice versa. Social justice
would require that not too many unequalities will be generated in income
distribution, while economic efficiency would require that a lower price
be assigned to those factors that are most abundant, and a higher price
to those that are scarcer. Although in practice any formulation of price
policy should take account of both functions and achieve the best possidble
compromise between them, in this ttudy we will concern ourselves mainly with
the exploration of the distributive effectu of price policies and their
implications for economic development.

Our central hypothesis is that, in analyzing relative price policies
as a mechanism for redistributing incomes in the economy, it is theoretically
inadequate to carry out the sectoral distribution in terms of the type of
products or services generated. Within each productive activity, those who
experience increases or decreases in their real incomes are people, not
products, and the way, sense and magnitude in which they are affected doesnct
depend on the fact of their being classified as belonging to a given -
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productive activity, but on the direct or indirect role that they perform
in the productive process and inter-sectoral trade.

This is especially relevant to the Agricultural Sector in underdeveloped
- countriec which cannot by any means be treated as a homogeneous set of people
faced by one and the same price system, and.supposedly. reacting and being
affected similarly by relative price changes. :

Within the agricultural activity (as also in some other activities)
there are groups of people who are faced by one and the same change in
relative prices from completely different angles, which determines the manner
in which they are affected by the said change. Thus, for instance, and with
reference to the Chilean case, it makes no sense to assert that the Agricul-
tural Sector has bcen penalized or benefitted by price policies if one single
bracket is supposed to contain groups of people havirg economic roles and
forms of market orientation so unlike as do the groups of small subsistence
level producers ("minifundistas"), sinall and medium prcducers who produce
for the market, efficient lerge producers, inefficient large lardowners,
"inquilinos", "inquilino"-sherccroppers, landless or outsider laborers, people
settled by land refcrm, sharecroppers, etc. All of these groups are contem-
plated as having different roles in a process of development, sume of which
must be protected to subsist while others must be transformed or disappear.
For another matter, and assuming that it would be worth sorething to know
than an incorme redistribution has been made from the Agricultural Sector as
a whole to the Industrial Sector this tells us nothing unless we know whether
or not these better relative prices have benefitted the industrial preducers
(who"could" invest their increase profits as thc econcmic development
theorists suggest), have been passed on to the urban consumers, c: have been
channelled to the government (via taxation) or to the rest of thke vorld.
Hence, unless the inter-relations of the different groups existing within
each sector and betwecen sectors are explicitly taken into account, the concept
of intersectoral terms of trade js inoperative as an indicator that would
allow any improvement in economic policy decisions.

Some General Considerations

In order to state more clearly the orientation of le present study,
we are making explicit some general considerations that have influenced the
approach that we have taken.

First, our study is focused in the short run implications of price poli-
cies. Although an analysis of the price policies and treir effect in the
long run is necessary and would be valid for the defini’ion of important
historichl tendencies in the economy, it would be of little use for decision-
making and the formulation of concrete measures. An ettermpt at empirical
quantification and economic policy evaluation like thet at which this study
aims rust be based on a solid historical foundation, Sut should also be
closely lirked with the more recent governzent's specific objectives. This
is essential, as the only way to appreciacg the efficacy of certain ecencmic
policies is to determine to what extent they have helped the economic
authority to attain its explicit or implicit goals. Moreover, in forrulating
hypotheses and pProjecting tendencies - into the future, it is proper to have
recourse only to a relatively recent period of time.for the weights and
parameters of behavior used change over the long run.
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Secondly, we have adopted a global approach, considering all groups of
persons, sectors, and prices of the economy (including the influence of the
foreign {rade). This enables us to Picture the income transfers in adequute
perspective, from both their origin and their destination. In other words,
and reverting to Chile's case in vhich the Agricultural Sector has little
relative licrortance in the economy (compnred with most underdeveloped .
countries), even when from some famm group's viewpoint an extremely impoitant
income redistribution might be being made to the Industrial Sector, that
transfer may be insignificant with relation to the magnitude of the incrmag
or investment needs of the industrial sector, and vice versa,

Thirdly, while fluctuations in the terms of trade admittedly cause ircome
flows, their use as an econcmic policy tocl makes little sense if one is
working on a level of sectoral aggregation. One and the same change in
relative prices affects different econcmic groups within each sector in
fundamentally opposite ways, altering income distribution and affecting its
pProduction inceatives. For the purposes of orienting economic policy, it
is entirely irrelevant to know that more quintals of vheat are pregently
needfd to buy a plough or a tractor if it is not knoim who is buying and
who is selling these products, and in what proportions, as well as the inputs
and factors needed to produce them, and who, in the last instance, within
each sector, pays for or receives the benefits of these transactions.

If, as already proposed, we consider all of the transactions of prcducts
and factors, it is evident that what means rore income for some people in-
volves heavier outlay for others, and as a large part of the transactions
are effected internally within each sector, one and the same overall outcome
can be arrived at via countless combinations of partial results. 1In other
words, the fact of a productive sector being better or viorse of “han before
in terms of real inccze can be attributed to multiple ccrbiraticac (many of
them entirely opposed and conflicting smong themselvec) of benefits and
sacrifices on the part of the different groups of people of vhcm each sector
is composed. This situation is especially valid in Latin America, wvhere
ethnical, social, cultural, political and economic heterogencity within the
agricultural sector of one and the same country is often far greater than
in those of different countries. To consider the agricultural population
as a relatively undiffcrentiated whole is not only irnadaquatc but could also
become dangerous because of the grave mistakes that could be made in economic
policy.

The foregoing paragraphs have placed erphasis.on the agricultural activity
bacause, unlike others, it is a way of life rather than a way to make a
living, and in the last instance prcductive and trading relations are those
which determinc the political and social roles and opportunities of the
people who take part in thoem,

It therefore seems evident thet an analysis of relative prices should
be made at the level of the different groups that take part in the productive
process, as measures that favorable affect the sectoral distribution of
income may be affecting in an entirely undesirable and pernicious way the
functional and personal distribution of the income of groups existing within
cach sector. Hence the analysis should be oriented toward ascertaining upon
whom the cost falls, or who enjoys the benefits of a given decision of price

policy.
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: PFinally, we shall take the position in this study that the identification
of what groups of people belong in each sector, as well as of their economic
inter-relations, dep2nds on the characteristics that are peculiar to each
underdeveloped country. These characteristics can only be evaluated within
each country's historical and political context, for which reason it makes
no sense tc¢ formulate theoriz»s which postulate a priori income flows between
given sectors or groups, or which attermpt to repcat the experience of already
developed countries out of context. It is egscntial to consider that in
most underdeveloped countries a substantial part of the incorie trensfers (and
probably many of crucial importance in the formulation of econcmic policies)
will be effected not only betwecen aggregated productive sectcrs but rather
between groups of people within each sector; the definition of these groups
of people can only be derived from the agricultural activity's historic
evolution and from the political, social, and economic instétutions that have
teken shape therein,

The Theoretical Model

If we consider all of the goods and services of productive factors
genereted by a given group (including consumer goods as well as capital goods)
as income, and the destination of this income to the purchase of consumer and
capital gocds (including savings, which can be considered as inccme not
consumed at present, but which will make it possible to finance future con-
surption or invectnment) as expenditure, what will happen will be that, per-
manently and by definition, the said g-oup's income will be equal to its
expenditure.

Relating income to expenditure in period "i", we shall have
- Incomey
Y{ @ —
Expenditurey
where Y{ will be equal to 1.

However, if upon comparing two time periods we assume that the quantities
and compositon of the goods and services of the productive factors that make
up the income and expenditure remain constant with relation to any base period
and we let only the prices vary, we shall have Yji E 1, depending whether
Income % Expenditure.

This is evident as if keeping the physical quantities between the two
time periods constant, the prices of the products or productive factors that
constitute income increase more than those that make up expenditure, the
"package" of products that constitute irccme will be worth move than the
"package" that -onstitutes expenditure, and consequently Y;> 1. On another
hand, if the (constant) "packagd' of goods and services of productive factors
that constitute the expenditure increases in value, because of changes in
the price system, in a larger proportion than that which constitutes income
Yi< 1,

Now, variations in the quantity and composition of the products and of
the services of productive factors that generate income will be retlecting,
in addition to the economic group's preferences or tastes, changes in their
productivity, as well as variations in the quantities of productive factors
at the group's disposal, and which allow it to generate its income. On
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another hand, for a given income, the quantity and composition of the products
and services of productive factors that are acquired depend fundamentally on
the economic groups' preferences, and also on the substitution elasticity
between the different conponents of expenditure.

Hence, the assumption that the quantity and composition of the prodicts
and services of productive factors that constitute income and expenditure
remain constant would imply assuming that:

a) in the short run the technology (the proportion in which the factors

that generate a given product ccrbine) does not change much,

b) in the short run there are no important changes in the productivity
(quantity of product per unit of factor) of the factors belonging
to each economic group and allow it to generate iis income.

¢) in the short run there are no neaningful changes in the producers’
and consumers' tastcs cr preferernces.

d) the substitution elasticity between the different goods produced or
consumed is zero.

The first assumption is usual in short run economic analysis as the
introduction of technological changes that may modify the relative use of
factors meaningfully calls for longer periods of time.

For the second assumption to be satisfied, it 18 not essential that
there be no increases of procuctivity, but rather it would suffice if these
increases were proportionately equal in all of the economic groups. That
is to say, it does not matter if the total income increases in size provided
the proportion of it attributable to each group remains constart. Should
some important change be detected in the productivity of the factors in the
hands of a given economic group, it wculd be necessary to quentify it and
eliminate its influence, deflating by a prcduction index of the said factors.

The third assumption is inevitable in that up to now there are no
analytical tools that would make it possible to isolate the effect that changes
in tastes have on purchases or sales made by the different economic groups.
This 18 an obligatory assumption in empirical economic analysis, inasmuch as
lifting it would imply knowledge of ecach economir group's indifference rmap.

The fourth assumption is the strongest of all, for it implies that,
even vhen variations in relative prices occur, the "package" of goods and
servicec of productive factors that constitute a given eccnomic group's
income or expenditure remains unchanged. This assumption should be adopted,
however, in any analysis in which price index numbers are used.

On the basis of these assumptions, i.e., keeping constant the physical
quantities of goods and services of productive factovs bought and sold in

accord with a given base period, we shall define "Y;" 08 the Relative Income
of group "i" and it will be rcfiecting a given welfare situation that could

be compared with other situations over time.

Expressing the variables in physical terms, we would have:
3 Xi v
URE RREF

YWe g W, 2
y 13 4
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where Vi = goods and services of productive factors which, when sold to
J group "J", generate income for group "i".
Zi‘1 = goods and services of productive factors bought from grogp""J"
and which consequently constitute expenditure for group "1".
xiJ price of viJ'

"13 14
If we consider the rates of change of the variables set forth above,

we have:
- -Z
Ty =g oylrgtig) - 300 gtegy)

s - 2 -
complying with 3 aiJ 1l and 3 bij l

where yi = rate of variation of Y

price of 7

i
xij" rate of variation of x1J
v, ,& vate of variation of V

13 1
13 13

13 i3
4 proportion of income of group "i" that comes from groun "j".

biJ- proportion of expenditure of group "i1" that 1s destined to

sroup IIJ" .

Assuming that the quantities of goods and ascrvices of productive factors
bought and sold stay constant in accord with a hase veriod "O", we shall be adble
to detect charges in the rate of variation of the Relative Income of groun "{i"
(yi) originated by price changes. Consequently, if Viq4 and Zij are considered
constant at a known level, their growth rates would be equal to zero (V1J=213=0),
leaving expression (I) as s

a iy
II. ¥y =75 84%3 =T P13¥13 or else
III. y, -% (a

rate of variation of W

W .o
z,,m rate of variation of 2
a, .=

1513~ ®15"19)

Both "x44" and "wy4" corresnond to rates of variation, between two periods,
of price indices of goods and services of productive factors transacted between
sectors "1" and "J". Under these conditions, it is evident that the price of
what group "i" sells to group "J" has to be equal to the price of what group "J"
buys from group "i", or in other terms Xgy = wji' Just as x4y = Wy4.

In line with the foregoing, equation III would become Yy® §;(aidxid- bijxji)

For the purpose of calculating the values of variables "xj4" and "x44", we
can use a modification of Lasneyres' formula, which allows us to ohtain a rate of
variation of a price index in vericd "t" with reaspect to a former period "t-1",

In an inflationary context, the variation expressed by a nrice irndex can
be broken down into two tyves of movement:

a) that part of the variation which is attributable to the increase of
all prices simultaneously and in the same nroportion and

b) that part of the variation which is attributable to changes in the
relative prices of certain products, which can cause a given vartial index to
increase more or less than the general level of prices in the economy, depending
on whether the prices of the goods and services included in it have increased
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more or less than the prices of the rest of the goods and services in the econ-
omy.

This last type of movement is that which is of interest in this study, and
to isolate it we have to deflate each of the price indices used, via an index
that represents the rise ir the economy's general price level. In other words,
changes in relative prices should be expressed with relation to the cconomy's
implicit inflation index corresponding to the wighted average of the price
indices of all the goods and services of productive factors transacted in the
said economy. Hence, * ¥ * #

' ¥y =T (agg xgy - byy xgy)
vhere the symbol "#" indicates that the corresponding variable has been deflated
by the economy's inflction rate.

This would be the expression that allows one to determine the total real
variation of the "Relative Income" of group "i" , as well as the composition
of said variation in accord with the incidence that each of the "j" groups
with which it trades has on it.

In the gsame way, it is possible to obtain a sinilar equation for each of
the economic groups considered in the analysis, and we could represent the

n" groups that make up the economy by using the following system:

Nt en . by X)) * (8 X§y - by, XY ¢ *(°1nx1n b %)

» < # * »
Y2 (a21x21 - b2lx12) + (8»22)(22 - b x22) +... +(u2nx§ - b2nx n2)

"
%’3 - (amxgl - b31)q3) + (1132x'3>2 - b32x§3) +... +(a3nx§n - b3n 3)

bnlxin) + (an2x32 - bn2x5n) +ee (annxﬁnn - bnnxgn)

= (a %n1 nl
This system of equations allows us to isolate and quantify the net
redistributive effects that are derived from any change thet has occurred in
the price svstem, {.¢., it would enable us to reach our goal of dcterminina
who are benefitted or prejudiced and to what extent (values of y;) wken changos
in relative prices occur. It also allows us to determine which are tre ("j")
groups that convributc, and in vhat proportion, to these implicit income

transfers (a;; x*j - by xjq)-

Finally, we can algso determine --and quantify --whether the implicit
income transfers oripinated from sales (ajgj x{5 ) or from purchases (b x&d
of goods and services of productive factors mnde in the "j" group.

If the "n" economic groups considered cover all of the transactions made
in the economy, and due too to the fact that the model only detccts redistrid-
utive aspecte, the sum of the variations in the different groups' Relative
Income, weighted by the importance of each group in the total income generated
in the economy, should equal zero.

That is to oay, if we call the proportion of total income generated by
group "i" "ei", we shall have f ¢y ¥i = O where f ¢c;j =1 foriael, 2,3, ,
..n.



-8 -

In other words, having isolated the redistributive effects implies that
it 18 not possible to ure relative price policies to improve a given group
without this inplying the simultaneous worsening of another or other groups.

The wedghtsused in the equation fur each group (aij, by4), allow us to
express the variations of Relative Income with iodation to the total income
generated by the swme group. If one vwighes to relate wwa different values
of yY as well as its coponents to the total incomc generates jn the economy
in order to make them comparable with each other in absolute ten.. (¢ yi]1
suffice to weight each veicht of income and expenditure in group "i" v, jeeo
correspondinz, participation in the total income, complying writh

r a Ll T AN
Fe ="fy 1% 5% Pya1, fori=1,2.3,..n
and j = 1, 2’ 3, ...n.

The results described abow correspond to the descriptive solution, which
would enable us to quantify and evaluate "ex post" the effects derived from
adopting certain relative price policies.

However, the model can also be used to obtain nomative solutions, i.e.,
if it is deliberately decided to have recourse to the price system to benefit
or prejudice given groups to a desired magnitude, one can fix the valuec of
y{ that one wishes to obtain, and then work out the equation system to detemine
vhat groups of prices have to be changed, and to what extent, to obtain the
desired effect.

As we are dealing with an undetermined equation system (vie have more
variables than equations), ve shall have to ascune pre-detemined values for
a certain number of variables, so that the number of unknovms shall equal the
nupber of equations. If we have "n" equations, wc shall have a maximum o
(n2 + n) variables. Cut of these, "n" variables will correspond to the yy
wkosc values ve bavg fixed teforehand and shall try to attain. In addition,
there will be "n" x4 variables for i-j which are irrelevant for the resultu
of the model. That 18 to say, we ghall have "n" equations and n(n-1) unknowns.
Consequently, if we assign predetermincd values to n(n-2) unkncima. ve shall
be able to solve the system for the values of the :n" remaining unkrosps in
such a wvay that they will reach the goals of tae Y{ thet we have fixed.

The Environrment for Evaluation of Agricultural Price Policies

At this staze vc need to establish a meaningful breakdown of the econ-
ony (groups of people instead of groups of products) that would enable us
to evaluate the redictridbutive effects that recent changes in the price
system have had in the Chilean agriculture. Furthermore, it {5 evident
that any incone redistribution process caa only be analyzed in connection
with a given econoiic developnent stratery, designed to attain specific
objectives (explicit or implicit) of the economic authority, failing which
the analysis beconcs a rmere descripticr of a historic-econonic phenomenon
having no nomative implications. Therefore, we fecl in the need to pro-
vide also some brief information regarding the stated goals of the recent
covernment's price policies, and the general economic conditions prevail-
ing vhen these policies tried to be implemented.




(a) Social environment:

Based on an historical analysis of the origin and evolution of the
present agrarian structure in Ghile, we have attempted a first approach
to ‘he most important economic groups operating in the agricultural
activity. These would be:

Group 1: Larne Producers - These correspond to large and medium multj-
family farns. T all, these exploitations accounted in 1955 for 11.7%
of the productive units, had 78.9% of the arable land at their disposal,
and generated 60.3% of the total value of agricultural and livestock
production. As a vhole (considering owmers, renters, occupants and cou
cesgionuires, tesides managers, professionals and technicians), these
exploitatiors vere controlled by 9.5% of the total agricultural popula-
tion. These producers face the market under quite favorablc cond:icions
(with relation to the rest of the agricultural croups). They heve access
to forcign trade, the sourcec of input supplies, ure connected vith bank-
ing, business anq .ndustrial interests, and rmany -~anitundia exploita-
tions, teumg, villages, harlets and some femily-sized exploitations depend
on them. The persen who directs the exploitetion is the owner or renter,
or a delegatc of his, who counts on obedicnce from a sizcable number of
permanent workers, mostly "inquilinos" and outsiders, with the cstab-
lishnent between them of highly deperndent living and worxing relations.
Due to their considerable ccoromic power within the sector, they are in

a position to negotiate to their owm advantage mary of the econonic
policy decisions that might affect them, as well s to bring consider-
able pressure to bear on the reking cf those decisiors.

Groun 2: Small nrod-:cers - The small producers include femily and sub-
family sized exploitation grows. In 1955 they comprised LL.1% of the

total agricultural Dopulation, with a breakdown of : w»roducers on sub-
family exploitations, 7.7%; Irdian coxrunity rmexbers, 13.6%; and heredi-
tary cormunity members, 3.79,. They represented 40.4% of the exnloita-

tion units, controlled 11.6% of the arable lerd arca, ard generated

16.0% of the total value of egricultural urd livestock nreduction. The
small exnloitations are managed by a nroprictor, renter, corcessionaire,
occupant, or an eventual combination of those types, who work the land

with their femily's help. They can be characterized Ly the semi-extensive
use of land resources (cereals, truck-gardening and some cattle-cron combin-
ation), lack of credit and capital, and no technical advice. They imitate
the cultivation methods of their neighvors, large or small. Put, in contrast
with l-rpe producers who have motorized farm machinery at their disposal,

the small ones have a counle of oxen, and soretimes just mannover. They are .
ignorant about or have no facilities for using fertilizers, improved seeds,
or other inputs. Generally sycaking, one might say thet the Small Prcducers
groud is weakly oriented tcward the market, as it xceps & grect deal af -its
production for its own consumption. Its preduction 1s effected at relatively
lov levels of efficiency, so that any rarketable surhluscs, as well as

income derived therefrom, tend to ve quite small. Most of its inccre goes

to meet its own most elementary consumtion necds, and the investment
correspords mainly to cepital gocds generated within its own cxpleitation
(cattle breeding, light building construction, fencing, ditches, etc.). The
Small Producers often obtain additional income from the sale of handicraft
products, or from acting as small middlemen or traders when they are located
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near urban centers.

Grouwp 3: Tenant Laborers - With this denomination we wish specifically to
designate those individuals whe have accecs to a certain area of land on

which they act as small nroducers, but who, in exchange for their precarious
tenure, have to supnly labor to the Master's enterprise (or, if they are
sharecroppers, have to deliver part of the product generated by the sub-tenure).
This economic group ccvers 40.2% of the total sgricultural nopulation, and is
coaposed of ing ilinos and inquilino-sharecropper (25.9%), strawbosses and
okilled workzen enjoying productive frince-berefits (7.6%) and snarecroppers
(7.04), all o whom enjoy, 8s part of their income, the right to cultivate a
certain area of land. In 1955 the "‘enant Laborers controlled L7.9% of the
country's expioitation units, had access to 9.5% of the arable land area, and
generated 23.7% of the total value of egricultural and Jivestock preduction.
The Tenant Laborers' market orientation is similar o that of the uoorest

small nroducers. Generally speaking, they sell enough- to be 1rle to buy the
goods that they cannot produce. Thelr productive efficiency I8 relatively low,
having regard to the large a~ounts of family labor uced. l‘or another matter,
their inputs are few end nrimjtive (secds from the last crop or sunplied by
the landlord, some cultivating implements and tools,and occasionally animal
haulege power). Canital for exploitation is aractically non-existent; recourge
13 often had to the lendlord to obtain credits or edvances, which are dis-
counted from the cron. Their situation of deper-ency on the master enterprise
(very limited price bargaininrg power), and their dual role of obligatory
worker (part of their income cores from the selc of labor) ard small preducer
(part of their inccme comes from the real or imputed rale of nrcducts) caunes
them as a group to face a characteristic nrice system. In keening with the
present study's objectives, this fact justifies their inclusion in a separate

group.

Crou» 4: Agricultural Vorkers - This group heading refers specifically to
landless farm laborers. In 1955 these people represented 6.3% of the total
agricultural population. They include Volunteers, or permanent farm laborers,
and Outsiders, or transient or seasonal farm laborers.

To have squeezed all of the diffevont fractions that make u» the agricul-
tural scctor into four economic categories or groups is an evident oversimpli-
fication, as quite strong contradictions probadly still exiost within these
grouns (e.g., between traditional small prcducers and compercial small producers;
between inefficient lardowners who are unresponsive to economic stimuli and
dynamic, progressive sgricultural entrepreneurs, etc.). Nevertheless, these
four categories enable us to make a first apnroximetion to the problem, and
quite adequately renresent most of the Chilean agricultural sector.

For another matter, inasmuch as this study is especially concerned with
the farming sector, vhen we come to consider the rest of the ‘Chilean-cconomy
we shall fall into a still greutzr oversimplificetion. In this connection, the
rest of the economy would be represented by :

Group 5: Non-Agricultural Producers - Would be all of those individuals whose
income i8 derived from the sale ol non-ggricultural products and services
(profits), as well as from capital rents and interests. In termr of occupa-
tional classification they would be employers and workers for their own
account. According to the 1960 population census, the Non-Agricultural
Producers would be 18.6% of non-sgricultural population, or 13.7% of total
ponulation.
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Group 6: Non-Agricultural Workers - Include the people who supnly the Non-
Agricultural Producers with labor, i.e., employees and workere in non- agricul-
tural activitics whose income i3 fundamentally attributable to salaries and
wages. In 1960 thay were 59.9% of total nopulation.

Group 7: Rest of the World - Would corresnond to the groun of nations with
which Chile maintains commercial relations. Chile's imports would be ircome
for the rest of the world, whereas Chilean exports would be expenditure for the
rest of the world.

This level of sggregation seems sdequate for the purpose of setting forth
the set of analytical tools that we wish to propose. This docs not mean that
in trying to break down the asgricultural sector we have fallen into the error
of aggregatirg the rest of the economy excessively. It seems obvious that
if it is desired to view the rest of the economy analytically, it would be
necessary to consider several additional economic groups. levertheless,

Just as when we discussed the ogricultural sector, it would be a mistake
to determine these groups according to the type of prcducts that they
generate. In order to have data thit would be operationally useful for
the formulation of economic policies, it would also be essential to
define the said groups with respect to the role they perform in the
economy ard in a developzent process.

Finally, it must be pointed out that the rapid process of change
that the Chilean egricultural sector is going through makes any relative
price analysis other than a short-run one operatively redurdant. The
parameters and weights calculated for a given pericd change very rapidly,
hence altering the results of the analysis. Thus, new econcmic groups
are appearing, which nerform new roles and figure differently in the
development process. Urban-rural relations are no lcenger the same due
to the growing penetration of mass cormunication media (political and
commercial propaganda, elementary ideolcgical and culturel education,
etc.). The traditional egrarian structure is disintegrecting, and a
large part of egricultural activity is veing adanted to the nceds of
the urban areas: less usec of the labor force, increasirg mone:arize-
tion of the peasantry, signs of the town's effect on clothirg, custors,
consumption, ctc. The new economic roles are at the same time cause
and effect of the new social roles, and contribute tcward the creation
of a highly dynamic situation of change in the agricultural secctor. As
we have seen, this situation is reflected in that large procucers are
using mecdern technology, are organizing themselves, and are res»onding
quickly to economic stimuli; in that small producers, although weakly
organized, will tend to increase through Agrerian Reform; in strong
union organizations wliichstrengthen the workers' bargaining power;
in a growing proletarianization of egricultural labor, based on wage
relations and the disappearance of nayrent in kind or in precarious
tenures; in the linking of the iege figure with the economic result
(piecework and sharing); and in the emergence of a medium ard small
rural burgeoisie based on non-asgricultural occupations and roles
(trade, transportation, services, etc.), etc. The fact that many of
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these roles are of a transitional nature gives all of the economic and
~“Social variables tremendous dynamism. This, which forms a part of the
’qaseﬂce of .a modernization and development process, obliges one to-
reconsider ard constantly correct any projections or estimate based
on static paramecters.

(&) Economic environment:

It 18 extremely difficult to identify in Chile any set of economic
measures that can “e rightly called a "rclative nrice nolicy". The
cluouic inflation that has bYeen every government's main problem for
nearly a century (and especially in the last two decades) has led to
most of the changes in the nrice system Leing direct or indirect by-
products of the inflation process and of the attempts at stabilization.
For this reason, in making & brief summary of sgricultural price
policies, it is practically imnossible to avoid frequent references
to the inflationary nrocess. On the other hand, and especially in
the most recent decad:s, economic policies have been closely rela-
ted with presidential pericds. As the President stays in office fur
8ix years ard cannot be reelected, this fact detracts from the con-
tinuity of economic policiec. For another matter, most economic
policies are directly or indirectly related with the inflation process,
and as so far no government has had any success in the battle against
inflation, every new President tries to anply new ideas ard economic
policy measures that affect the price system and eventually (conscious-
ly or unconsciously) favor or prejudice certain economic groupns.
Therefore, in this brief review we are going to r:fer ourselves to
the last two presidential periods: the six years of President Ales-
sardri (1959-1964) and the first three years of President Frei

(1965-1967).

In the mid-fifties the economic situation in Chile was very dim. Despnite

a transitory improvement attained in 1956, the outlook turned black in 1957:
copper prices deteriorated on the international markets; industry had become
practically stegnant due to credit restrictions and price controls; social
discontent was increasing dargerously; there was unemployment and per capita
income was decreasing. In these circumstances, the Government lost control

of inflation completely, decreed the lideration of many orices in an attempt
to revive the econcry, and the rate of inflation reached 33% in 1958.

The population's general discontent with this chaotic situation was
reflected in the presidential elections at the end of 1958. Jorge Alessardri,
backed by the rightist narties and with an austerity program ard a firm hand,
won the election by an extrenely narrow margin over the candidate backed by
the Socialist and Communist tarties, who had a orogram of drastic reforms in
tle social and economic structure.

Alessandri's government, postulating a frea competition nolicy, initiated
its attack on inflation in mtd 1959. It imposed a severe control on credit
expansion and set a single exchange rate. It creeted a new monetary unit
valued at par with dollar, and used it as an imasc of stability, guaranteeing
the availability of foreicn exchange. In order to obtain an adequate sunply
of some goods the govermment eliminated or reduced drestically import
restrictions. All of these neasures led to a considerahle increase in imports
during 19€0 and 1961, which inundated the domectic market with products and
naturully, reduced the inflationary pressures. Cn another land, helped by
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the image of stability provided by the exchange rate and the abundance of products
carly in 1960 Alessandri's government succeeded in imposing a wage adjustment
which varied on the averoge beitween 10 and 20 ¢ (the rate of inflation in 1959
had been 33%). Thereafter, thrcugh its influence on the industrial entrepreneurs,
it brought pressure to bear for most of this wage ilicrease to be absorbed by

the enterprises' profits, and not to be reflected in prices. In the domestic
market, it kept its control over certain key farm products (rice, sugar, sun-
flower seed, wheat and milk), and completed the image of stabilization with an
austerity program in fiscal expenditures.

Thus under attack from all sides,inflation gave way to it, and only a 5%
price increase was recorded in 1960, the lowest since 1938.

At the beginning of his term, Alessandri made it clear that one of his
primary interests would be tc increase agricultural production and gradually
recover farm products' purchase value. He stated, however, that having regard
to the urgent need to adopt general measures that would make it possible to halt
the inflation, it would be necessary to withdraw attention for the moment from
“the problems that were troubling the agrarian sector. The tax on farm land was
reduced and a bonus was being granted for fertilizers, as a palliative for the
fixation of low prices for wheat and milk.

Although thogse "sacrifices" were supposed to be transitory, circumstances
turned them into permanent ones. Thus, in May 1960 a viclent earthqueke cocurred,
which seriously affected ncarly one third of Chile, especially the farming areas
in the south. Against its will (and ideology) the government had to declare
the prices of all articles of prime necessity frozen at the levels that had
existed on the day of the gnarthquake, in order to avoid speculation. Although
this lapse from virtue was to have been as short as possible, inflation, despite
being considerably diminished, could by no means be considered defcated, and
consequently freezing of the manin farm product prices remained in force through
1961. In order to offset the impact on the producers, i{nput bonuses were
continued and an attempt wes made to increase. agricultural yields thrcugh technicpl
assistance, but without much effect. In any case, the rate of inflation only
reached 10% through 1961.

Unfortunately, this great victory over inflation seems to have been a sand-
castle: the demand for imported goods, unsatisfied after long years of controls,
and favored by a single fixed exchange rate (which had soon substantially over-
valued the Chilean currency), only took two years to exhaust the Central Bank's
foreign exchange reserves completely. Even thcugh the government had received
large foreign credits (the level of the foreign debt doubled itself between 1958
erd 1962) in addition to important foreign exchange donations because of the
earthquake, the monetary authorities "realized" in December 1961 that their
foreign currency had become exhausted. This was the beginning of the end.

Several restrictive measures tending to control the situation weré taken immeli-
ately: ¢peraticns witl foreign exchanpe were gusperdecd nnd a double exchange

arca was implanted (a banking one for official operations and another very limited
one for brokers, destined to satisfy in part the needs of invisible trade);
importation of a large number of products was prohibited, and those that were
permitted could only be imported subject to the Central Bank's prior authorization;
taxes were e<tablished on trips abroad, etc.
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. - These 'measures were not sufficient, however, and the government was forced
to devaluate the national currency in October 1962, thus giving inflation a
loose rein. The sudden increase of the dollar made it first repercussion on
prices of the essential products which have to be imported anyhow (food, raw
material, spare parts, fuel, etc.), and the effect of these raices quickly
expanded to the rest of the economy, increasing production costs and forcing
prices up. This, plus detention of the flow of imported products, fanned the
flame of inflation which rose to 28% in 1962 and culminated with 45% in 1663.
Another group had had the opportunity to fight inflation, and another battle

had been lost.

The frustration over Alessandri's unsuccessful attempt to stop inflation
was expressed by the fact that in the presidential election of 1964 over 90%
of the total votes were obtained by the two candidates whose programs
offered drastic structural, social and economic reforms. The victory was for
Eduardo Frei, who set forth from the beginning very concrete goals to be achieved
during his government, and the corresponding policy measures to implemcnt them.

The key features of the government's cconomic program can be summarized
as follows: a) the detention of inflation; b) redistribution of income in favor
of the most neglected sectors; and c) economic development, based substantially
on the increase of farming and cattle production and on the promotion of

exports,

Out of these, the detention of inflation, end those income redistribution
features having to do with changes in the prices of products and factors, are
those that are of most interest for the presgent study.

What constituted a real innovation compared with what had bappened under
former governments we that the agricultural activity became crucially important
for the development process. As stated in the President's inaugural address,
"There is no possibility of getting out of stagnation, overcoming the scourge
of inflation and achieving a better equilibrium in our balance of payments (since
we are importing over 120 million dollars per yeer in food elone) if we are not
capable of meterializing an agrarian policy that will increase our farm and
livestock production substantially."” Among the different measures contemplated
to achieve agricultural development (agrarian reform, organization of the
peasants, technical assistance, etc.), there were important rcal price increases
to incentivate the production of ~8t important crops,and improvements in the
marketing of several agricultw8l inputs in order to reduce production costs.

An important feal»-¢ of the new battle against inflation was that no attempt
~u11d be made to dev8t it out of hand, but that it would be fcught by following
a gradual proce--* As and when the structural changes advocated by the govern-
ment had ef<-ct, the price growth rate was to be reduced slowly until it reached
zero af<<r 8 lapse of four years.

In order to detain inflation, in addition to the usual controls over
trade ( import .restrictions, control of the exchange rate, etc.) and over :;:eign
amount of money (standbys, credit and issue restrictions, etc.), the struggle
'againat inflation was to be based on a rigid price control, through both state
“inspectors and a campaign to educate the consumer. The .. prices were not sup-
posed to exceed certain growth goals established beforehand. Very briefly
the general targete were as follows: During 1965, with the object of reducing
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the rate of inflation to 25% ,price increases of about 28% would be allowed

for agricultural products and 22% for industrial products; during 1966, in order
to reduce the rate of inflation to 15%, increases of 17.5% would be authorized

for farm products and of 12.5% for industrial ones; during 1967, in order to

reach a target of 12% of inr'lation, all products (agricultural and industrial)
would be allowed an average maximum price increase of 12% and from then onward
minimum rates of inflation would be achieved, with the intention of only adjusting
prices to maintain the real value of the different products.

As it can be seen, a substantial irprcvement in average ferm prices compared
with the rest of the economy was contemplated for the first two years. For
certain strategic products, such as milk, whcat and milk, cuch higher price
increases were to be authorized. In order to avoid the farm price adjustments
having & very strong repercussion on consumers, marketing margins were to be
reduced by trying to eliminate unproductive middlemen as much as possible.

Given the importance attributed to the gradual stabilization program and
to the conrete targets for increascs in the price level announced by the
government at the outset, the Consumer Price Index became the image or indicator
of the results of the government's action, a similer role to that which the
fixed exchange rete had had under the previous government.

The policy regarding remuneration was based on the granting of wage adjust-
ments equivalent to 100% of the increase in the cost of living during the
previous period for everyone, seeking the collaboration of the strongest and
best organized guilds so that they would not press for larger adjustments. The
exception within this scheme was to be farm workers, for whom substantial in-
creases vere contemplated to the point where they would be level with urban
workers in terms of minimum wage and family allovances, together with legislation
for all of their minicum wage to be paid in cash.

The redistributive effects of the price and wage policies annocunced are
clear. On one hand, the intention was to transfer to the agricultural sector,
via better prices for its products and lower ones for the inputs, part of the
non-agricultural sectors' incomes. But at the same time, through the wage policy
which was intendéd to conserve the licn-Agricultural ‘“orkers' buying power and
substantially increase farm laborers' real incomes, this redistribution was
being forced to come out of ¥en-Agriculturcl Prcducers (or the Rest of the World),
and, passing through the Agricultural Producers' hands, finally to reach the
Agricultural Laborers.

The goverricent initiated this program under the best of auspices: it counted
on a strong majority backing and a revolutionary mysticism regarding individual
liberties (the presidential campaign slogan was "revolution in liberty"). Soon
after being elected it achieved an absolute majority in the Chamber of Deputies,
thus counting on a better parliementary backing than any previous government,
although it did have some problems in the Senate; copper prices reached the
highest levels in history (a byproduct of the Vietnam War); it had a team of
professionals and economists of the highest quelity; and furthermore, being a
new political departure that could provide the solution for erradicating communism
in Latin America, it could count on the financial support (renegotiation of the
foreign debt) and sympathy ( the sending of material assistance and many experts)
of important countries and internationel credit organisms.
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During the first two years results as regards the price policy were
fairly acceptable: with a target of 25% increase in 1965, the end of December
was reached with an effective ircrease of 26%. In 1656 the effective price
increase was 17%, whercas the terget had been 15%. In 1966, howcver, and still
moreso in 1967, the stabilization program began to run into difficulties. In
the agricultural sector, although it was within the government's policy to favor
wage increases exceeding the increase in the cost of living, the explosive
increase in unionizetion was of such megnitude (by the end of 196l there were
only 24 agricultural unions in the country, with 1,658 members; by the end of
1967 there were 412, with over 80,000 members) and their bargaining power so
great that early in 1968 the government believed that agricultural real wages
should have close to doubled the level they had in 166k,

Union pressures had similar effects in the rest of the economy, although on
a mch smaller scale. The result was that, on the average considerable higher
wage increases were obtained in the private sector than those anticipated (the
stabilization projections had been made on the basis of an average wage increase
equal to the increcase in the consumer price index), and although it was possible
to keep adjustments within the public sector close to the projected limits, the
fact that a decelleration of inflation occurred in 1965 and 1966 irplied a
substantia). increase in the cost of labor in all types of activities

The problem became more serious in 1967, in that, in line with the projected
rate of inflation, price adjustments of 12% only were permitted. The rise in
labor costs, increased derand due to some groups' larger buying power, periodical
increases of the exchange rate (every fortnight) and the extraordinary increase
in public expernditures, led to loss of control over many prices, arnd the rate of
inflation again soared up tn 22% in 1967, measured by the Consumer Price Index.
Furthermore, the fact of this index being the image of the government's anti-
inflationary action caused the exercise of a rigid control over the prices of
products figuring therein, which tended on one hand toward an under-estimate of
the price level's real rise, and on another affected the prices of agricultural
products more seriously (in the present index, items coming under the heading
of foodstuffs represent nearly 50% of the total weight).

Although the government reiterated its decision to improve farm prices  the
outlook for 1968 was not very promising. In the ‘face of an accelaration of
inflation in 1667, and with prospects of larger price increases in 1568, the
different guilds, the strong agricultural unions among them, were pressing for
the highest possible wage adjustments. On another hand, the prices of farm
products vere subjected to strict controls to avoid a rise in the Consumer Price
Index as far as possible. And, as if all of the foregoing were not much, it
was aggravated by an extraordinary drought, auguring losses of crops and animals,
a decrease in the markctable surplus, a scarcity of food for agriculture's own
consumption, and unemployzent for farm laborers. That is to say, it was fore-
seeable that the shift of incomes via changes in the relative prices of productive
goods and factors will turn against the agricultural economic groups, 6o that
part or all of the ground gained in 1965 and 1966 will be lost.
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A Sample of Bmpirical Results

Having regard to the availability of statistical information, the
fact that the base for the weights is 1962, as well as the interamsting
changes that have recently occurred in economic policy, we have decided
to choosc the nine year period of 1959 to 1957, inclusive, in this attcmpt
at quantification. For purposes of analysis, this period has becn sub-
divided into three: the three year periods of 1959-1961 and 19(2-1964,
which comprise the first and second halves of President Alessandri's
administration, respectively, and the three year period of 1965-1967,
which covers the first half of President Frei's administration,

We have scen fit to make the main comparisons by using the average
figures for each of these three year periods, thus avoiding circumstantial
alterations in the pricc sysiem caused by elements that arec foreign to
economic policy (earthquakes, for instance).

Table I shows the changes that have occurred in the Relative Incomc1
of the different groups between the threc-year periods of 1959-1961 and
1962-196L4., It will be recalled that the most important events in that
period were the monetary devaluation that took place in 19€2 and the in-
crease in the rate of inflation in the sccond three-year period. lore-
over, an occurrence that wac not very important in itself, but which served
as the basis for measures that were taken later, was the passing of a mild
agrarian reform Vaw at the end of 19G2. 1In accord with this law, a decree
was dictated in 1963, establiching e raise of $0% in agricultural wages
and ruling that at least 30% of the~ had to be paid in catch in 1963, which
percentace was to increase to 50% in 196k, The decreasc in inflation
during 190 and 1961 was attained partly through the exchange policy (over-
valuation of the Escudo) and partly by granting smaller wege adjustments
than the cost of living incrcece in the preceding period. 'hen devalua-
tion occurred in 1982 and prices ctarted to rise again, union pressures
comnenced to increase, tending toward obteining larger wage adjustments
than the rise in prices, as a defense against expected faster inflation.

These facts are clearly refelcted in Table 8, where, too, their im-
portance for the different groups is quantified. So the Larae Producers
(Group 1) saw their situation improve between the two periods, mainly due
to their inputs cocting less. This is attributable to tonurcs granted to-
ward the price of certain inputs, as well as to inflati.u vhich subsian-
tially reduced the cost of creditc, which renmreevuited an important part
of the said group's expenditure. Ther~ ~48 alSo a rise in the price of
certain agricultural products usr+ o8 inputs in non-agricultural activities
(beetroot and wool especin', ), Which strengthencd the last mentioned effect.
In this way, the Nor fsricultural Producers’ (among whom the credit in-
stitutions fjm: <) contribution to the increase of the RI of Group 1

1. In what follows "Relative Income" will be abdbreviated as RI.
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amounted to 7.4%. On another hand, devaluation made returns on agricultural
exports substantially larger, offsetting the higher cost of input {imports end
8iving a credit balance of 1.4%. These gains were nartly offset by an increase
in the cost of farm labor, the greatest immact coming from the Tenant Laborers
(they were supplying most of the labor needed by the Large Producers) with
-3.2%, reinforced hy -0.u4% correspording to Farm Laborers. The positive effects
of devaluation and inflation were greater than those of the higher cost. of
labor, 8o that the Large Producers' economic welfare imoroved by 5.5% between
the two periods.

The 8mall Producers (Group 2) also improved their RI by about 5%, mainly
through income transfers coming from Group 5 and for similar reasons to thoge
mentioned with regard to the Large Producers (reduction of the relative prices
of the inputs and non-asgricultural consurer goods used by the Small Prcducers,
and higher relative prices of the inputs sold by them to other activities).
Although they derived no benefits from devaluation (it is assumed that they
exported nothing), neither were they negatively affected by the increese in the
cost of labor (it is assumed that they used family labor or exchanged it within
the same group).

The Tenant. Laborers (Group 3) substantially increased their economic
welfare between the two periads (by 7.5%), as they simultaneously enjoyed the
favorable effect of the increase in the cost of labor (5.14) and of the
reduction in the relative price of inputs and sgricultural consumer goods (3.0%).

The Agricultural Workers (Group 4) were those who benefitted most from
price policies, obtaining a 12% increase in their RI, attributable almost
entirely to the effect of the real rise in the level of farm wages between the
two pericds.

The Non-Agricultural Producers (Group 5) maintained their situation
practicelly uncharged (their RI ircreased by 19). The negative effects ori-
ginated by the drop in the relative price of innuts sold to sgriculture
(credit, fertilizers and bonused transportation, etc.), which effects are
reflected in the negative sign of the RI ccmponents attributable to Groups 1,

2 ard 3, were more then offget by the increase in income derived from better
prices in Escudos for exports (+1.7%), attributable to devaluation and nossibly
to better international comver prices. It is most interesting to note that

the Non-Agricultural Producers' net result with respect to the Non-Agricultural
Workers is zero. Breskirg this figure dewm, we find that the inccme ccrmporent's
influence (a56 *26) equals -0.8%, which is exactly offset by expenditure's
influence (bsg xg5), which amounts to +0.8%4. This seems to indicate that

urban union pressures were not streng encugh to hold back the negative effect

of accelerated inflation on non-egricultural salaries and wegeg, 80 that a

real reduction of 0.8% took place in Non-Agricultural Producers' exnenditure
due to this concept. However, the decrease of 0.8% in their inccmes because

of the drop in the relative nrices of consumer gocds sold to Group 6 conpensates
exactly for the sbove effect.
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In like manner, upon analyzing the results for Ron-Agricultural
Workers (Group 6), the opposite effect can be eppreciated. The income
component attributable to Group 5 (a gxg') ermounts to -2.9%, and is
neutralized by the expenditure componcrnt”with respect to Group 5 (b6 )
which is also 2.9%. This means that, deczpite stronger union pressurz ng
higher wvage adjustments, a real decrease tcok place in Non-Agricultural
Workers' incomes betwecen the two threc-year periods, but without consequences
for them as that decrease vas offset by a lower cost of non-agricultural
consumer products. Despite the forcgoing, the total change in lon-Agri-
cultural Workers' RI was negetive and sizeable (-4.8%). This loss of
econoric welfare ig attributable almost entirely to the increase in the
prices of imported consumer articles betueen the two periods, caused by
the devaluation.

Finally, the Rest of the !lorld (Group 7) clearly shows the effects
of the devaluation of the Cscudo, having expericenced decreascs in its RI
due to a higher price for cxports in Escudos, and at the same time in-
creases becasue the devaluation made the prices of importcd goods rise
within the country, thus partly ncutralizing the atove effect. The rise
in the price of exports seens to have been considerably larger than that
in the price of imports, as, for instance, the deterioration in the Rest
of the World's RI attributadble to lon-Agricultural Producers (22.64)
breaks do'm into 13.4% corresponding to hicher income from the sale of
Imports (a ,x;.L and -35.0% attributable to larger expenditure on the
purchase of“Exgorts (b,,x; ). This is probably vhere an upverd terdency
in copper prices in thé):ngcrnational riarkets began to have influence, re-
inforcing the internal effect of the devaluation. If the deterioration of
the Rest of the 'lorld's RI was no greater, it was fundamentally due to
the important income transfer {rom the Non-Agriculturel Yorkers, caused
by a higher cost of imported consumer oods.

It is of interest to stress the fact that all of the figcures are
proportionate to the magnitude of the income generated in each group.
Thus, although we can see that the Large Producers, S-all Producers and
Tenant Laborers have experienced large increases in their economic welfare
due to deterioration in the relative pricee of some inputs (credits, trans-
portation, fertilizers, ctc.) and consumer goods coming from non-agricul-
tural activities, as well as to the increase in the relative price of certain
inputs destined to non-agricultural activities (sugarbeet, wool), this
had an almost nenligible impact on the Non-Agricultural Producers' RI,
as the gross income generated by them was eight times that of the three
agricultural producer groups.

then the change of governient occurred in late 1964, several impor-
tant nodifications took place in economic policy. Among the most rele-
vant ones for the objectives of this study, we might recall the intention
of improvinz the real prices of agricultural and cattle faming products;
the will to favor the real increcase in farm wvages (stimulating peasant
unionization and putting farm laborers on a level with urban onecs in
terms of ninimum wvage and family allowance) and the upkeep of Non-Agricul-
tural Workers' buving power (through wage adjustments equivalent to 1009
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of the increase in living costs); promotion of a redistribution of income
towvard the neediest groups (through both price systems and direct trans-
fers); and the encouragement of exports by means of a rore realistic ex-
change rete which (complcmented by returns of taxes and other export
facilities), upon pericdical adjustment, was intended to maintain the real
internal value of exports.

Table II gives the empirical results obtained from a comparison of
the last three-year period of Alessandri's government with the first three-
year period of Frei's government.

It would appear that, out of the policies nentioned above, that which
was best carried out was that of raising workmen's wages in general, and
especially those of Agricultural Laborers. Thus we can appreciate that the
Large Producers sav their RI decrease by 9.5% due to the higher cost of
Tenant Laborers' lator. and by 1.0G% through the hisher cost of Agricultural
Workers. This vas partly offset by a positive transfer of 4%.7% coming from
the Non-Agricultural Producers, but this caanot be attributed to better
relative farm prices (as had been ent:icipated vhen the policy was formulated)
but rather to a real deterioration in the nrices of inputs and consumer
goods of industrial origin (b, x * = +4.9). That is to say, industrial
prices increased lesc than ac}fcgitural ones, these last rcmaining prac-
tically unchanged. In part, this was esteblighed in the policy formulated
by the govern=ent, as the intention vas (and it was apparcntly attained)
to decrease substantially the real prices of agricultural inputs, mainly
through a reduction of the marketing margins. The transfers rmentioned,
which seem to have been the most important implicit income transfers,
caused a reduction of 5.4% in the Large Producerc RI. However, there is a
figure which, although it has no influence on RI, it is of interest to
analyze in imorc detail. The RI component attributable to the Rest of the
World is practically nil, which would indicate that no net tranefers have
occurred. But upon analyzing income and expenditure correspording to
this component scparately, it is scen that farm exports ceused a reduction
in the RI of Croup 1 of approximately 1.4%, which vas compensated by an
increase of RI, attributable to imports, also of about 1.k%. This scems
to indicate a decrease in the relative price of exports and a reduction
in the cost of inports. Although part of this last feature could be
attributed to louver marketing costs for machinery and other imported inputs,
the doublc effect on exports and imports is more symptcmatic of an over-
valuation of the Escudo. And as the Escudo has permanently lost value
vith approximate relation to the Consumer Price Index, this would lead us
to think that the said Index greatly under-cstimates not only the economy's
rcal price lcvel when it i5 used as an indicator of inflation (it does
not include rany important prices, that of lator among them), but would
also be under-estimating the consumer price level (farm exports are mainly
consumer goods).

The $all Producers, vho were not affected by the increase in the
cost of labor, show an improvement in their RI of about 3%, attributable
fundamentally to lower prices of physical inputs and consumer goods pur-
chased from non-agricultural activities. The prices of the agricultural
products that they sold did not experience a real improvement, which had
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been the intention in the formulation of the policy; on the contrary, they
dropped, as shown by an implicit transfer of 2% of their income to the Non-
Agricultural Workers (who are the main buyers of agricultural consumer goods),
sc that they lost part of the advantage gained due to lower prices for non-
agricultural products.

The Tenant l.aborerz improved their economic welfare substantially (vy 22.3%),
as they derived benefit from both the rise of farm wages (an increase of 15,
in RI attributable to this factor) and the lower relative price of inputs and
non-agricultural consurer goods (8.1% attributable to these factors). The decrease
in the real price of agricultural products sold by the Tenant Laborers (although
it was smaller than that suffered by the real price of non-agricultural products)
is seen to have becn reflected in a reduction of 1.1% of their RI, derived from
sales of agricultural consumer goods to Non-Agricultural Workers.

The Agricultural Workers, as pure and simple wage earners had a spectacular
increase of economic welfare. Between the two periods their RI increased 50%,
474 of which is attributable to better wages and thc rest to a reduction of the
real price of agricultural products {o.4% and 0.6%4), and, to a greater extent,
to a decrease in the real price of non-asgricultural consumer goods (6.2%).

The Non-Agricultural Producers saw their RI diminish substantially (-7.4%),
due especially to a higher cost of labor, which, added to a cecrease in the real
price of the products that they sold in the internal market, gave a loss of over
84. This loss was partly cozpcnsated by an increase of 1.3% in their RI due to
favorable prices in their trade with the Rest of the World. This, which could
be explained perfectly by the extraordinary prices of copper, is rot as clear as
it looks. The inccme compcrent (a x§7) {s practically nil (-0.1%),hile the
expenditure component (b 7x75) nmo§Zto to +1.4%. The only plausible explanation
for this phencmenon wou13 be’in the over-valuation of the Escudo, which wculd
have caused an instanteneous reduction of the higher copper prices (in dollars)
vhen they were converted into Escudos at the official exchange rate, so that
their favorable effect was neutralized. On the other hand, the expenditure
component (purchase of imported goods and inputs) would have caused an increase
of the RI, as the cost of imported products would have decreased upon over -
valuation of the Escudo.

An analysis of the figures corresponding to Non-Agricultural Workers confirms
the foregoing hypothesis, as this group, which purchases only consumer goods
from abroad s¢w its RI increase by 3.3% due to the reduction in the price of
imports. In addition to this income, the Non-Agricultural Workers enjoyed a
considerable increase in their RI, mainly at the expense of Non-Agricultural
Producers (29.3%). This increase was due rainly to better real wages (22.1%),
reinforced by a reduction in the price of non-agricultural consumer goods (7.2%).
Besides to the above, they also received less important transfers from the
agricultural producer groups, owing to a decrease in thc real prices of agricul®

turnl censuszer products.

Finally, analyzing the figures for the Rest of the World, we clearly see the
effects of the over-valuation of the Escudo, as this group suffered a decrease
of almost 30% in it RI, caused mainly be lower import prices.

From the analysis contained in Table iI,we can summarize some aspects related
with the goals fixed by the government. In the first place, there has been a
strong income redistribution toward the worker groups (both agricultural and
urban) due to higher wage rates. With regard to the prices of agricultural



- 22 -

products, although the govertment's wish had been to improve substantially their
real price level, we can see that their previous acquisitive power could only
barely be maintained, small decreases being noted in the income component of

all agricultural producer groups. Notwithstanding, the objective of improving
them with relation to industrial products was fully attained, as these last
deteriorated considerably more. Now, as we are aware of the rigidities existing
in the marketing margins of most consumer products in Chile , it seems extremely
doudbtful that the producers could have faced thc large increases in the cost

of labor without passing a large part of them on to the product's final price.
If so, this would mean that the Consumer Price Index would not only not give

an adequate estimate of the economy's real price level (as it only includes
consumer goods), but would also be substantially under-estimuting the price
level for consumer articles. This would also enable us to explain the possible
over-valuation of the Escudo, for if the Consumer Price Index were to under-
estimate the rise of the price level very ruch, adjustments in the price of

the dollar based upon this irdex would not oe enough to maintain parity, thus
tending toward a growing over-valuation of the Escudo.

Among some of the most important overall conclusions, we might tentatively
highlight the following:

(1) Different economic groups within one and the same activity are affected
in a substantially different way when changes in the price system occur, for
which reason aggregated results for the entire activity as a whole may lead to
mistaken interpretations of a given price policy's implications. This can be
clearly seen when comparing the total variations in the RI of the different
agricultural groups in Tables I and 1II. Depending on the importance that each
group has in the total gross income gencrated in the sector, a favorable or
unfavorable result will be obtained for the activity as a whole, which result
will be covering the internal transfers being made between the groups that
make up the activity, and =ay be fundamentally important in the evaluation of
policies.

(2) It can be clearly appreciated, mcreso in countries like Chile where
agric:dtural activity as a whole has relatively little importance, that it is
fundamentally essential when making the analysis of income transfers to maintain
the adequate proportion between the magnitude of the transfer and the total gross
income generated by each economic group, in order to keep a proper perspective,
Thus, for instance, it can te seen from the different tables calculated that
those income transfers from Non-Agricultural Producers that made it possible
to improve the agricultural groups' situation substantially had a negligible
effect on the Non-Agricultural Producers' RI. Inversely, if an attempt were
made to utilize agricultural activity as a source of capital for non-agricultural
development, the magnitude of the inccme transfers that would have to be ex-
tracted from agricultural activity to have any impact on the non-agricultural
activities' capital formation rate would be so great that it would seriously
affect productive capacity and incentives in the agricultural activity.

(3) In analyzing income transfers motivated by changes in the price system,
it is fundementul to consider all of the economy's prices, especially the price
of labor, which is the most important of all. It can be clearly seen from the
results of the model that the producer groups' economic welfare is greatly
diminished when increases in the wage rate occur, which, as in the case of the
Large Producers, neutralizes any attempt to improve their real income through
better prices for their products. In the same way, in considering solely
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prices of goads in elaborating an economy's inflation indices, without - .
including therein prices like those of corital, land and labor (thought
could even be given to some form of including the tax rate as the price of
services rendered by the government), strong biasee are being created in the
estimates of the inflation rate (downward when wages arc omitted and upward
when the interest rate is omitted). These omissions create seriocus problems

for evaluating the impact that changes in the price system have on income
distribution in the economy.

Prepared by
Roberto Echeverria






TAELE I
TOTAL AND PARTIAL CHANGES IN RELATIVE INCOME® PERIOD OF 1959-61/1962-64

Partial components attributable to each group (a, .x*.- b, x¥ )
Total Variation 13 49 43 Ji

in Relative Income’ Large ~ Spall Tenant Agricultural Non-Agric. KRon-Agric. -
Producers Producers Laborers Workers Producers Workers
f(aiszj- bijxgi) (Group 1) (Group 2) (Group 3) (Group L) (Group 5) (Group 6)
Large
fiigﬁgciﬁ +5.49 (-0.02)-(-0.01) (-0.50)-(2.71) (0.01)-(0.43) (1.54)-(-5.90) (0.25)-( - )
Snall
(crou§°§§ +.97 (-0.05)-(-0.07) (-0.03)-( - ) (1.04)-(-5.16) (-1.22)-( - )
Tenant
(Growp 3) 4750 (4.35)-(-0.79) (-0.02)-( - ) (- )=(-3.00) (-0.63)-( - )
Agricultural
Workers
(Group &) +11.96 (12.0)-(0.20) ( - )-(-0.26) ( - )-(-0.3%) ( - )-(o.4k)
Non-Agricultural
Producers
(Group 5) +1.01 (-0.37)-(0.10) (-0.09)-(0.02) (-0.11)-( - ) (0.00)-( - ) (-0.79)-(-0.79)
Non-Agricultural
Workers
(Group 6) -4.76 (-)-(0.06) (-)-(-0.07) (- )-(-0.09) (-2.90)-(-2.91)
th .
Group 7 (0.51)-(1.79) (23.40)-(35.96) (17.69)-( - )

PRELIMINARY FIGURES--NOT FOR QUOTATION

&The changes have been expressed as percentages of variation between the limits of the period considered. Total variation corresponds
algebraic sum of partial variations. .

®The sunm of the variations of Relative Incame in all groups, weighted by the importance of each group in the total income generated in
is equal to zero.


http:0.57)-(1.79
http:2.90)-(-2.91
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TABLE II

TOTAL AND PARTTAL CHANGES TN RELATIVE INCOME® PERIOD OF 1962-64/1965-67

Partial components nttributablq to each group (a‘Jx;1- bijx§1

Total Variation

" in Relative Incoméb Large Snall Tenant Agricul tural Non-Agric. Non-Agric.

I(a, x#* b, x*, ) Producers Producers Laborers Workers Producers Horkers

J 1315 43754 (Group 1) (Group 2) (Group 3) Group 4) (Group 5) - (Group 6)
Large
Producers
(Group 1) -6.37 (0.23)-(-0.02) (0.39)-(9.93) (-0.01)-(1.54) (-0.20)-(-4.87) (-0.25)-( - )
Small .
Producers
(Group 2) +3.04 (-0.09)-(0.88) (-0.06)-( - ) (-0.64)-(-6.78) (-2.07)-( - )
Tenant Leborers )
(Group 3) +22.31 (15.91)-(0.62) (-0.04)-( - ) ( - )-(-8.13) (-1.07)-( - )
Agricultural :
Horkers -
(Group &) +50.14 (42.70)-(-0.20)  ( - )-(-0.uk) ( - )-(-0.58) (-)-(-6.22)
Non-Agricultural -
Producers

(Group 5) ;-7.u2 (-0.31)-(-0.01) (-0.12)-(-0.01) (-0.31)~( - ) (-0.01)-( - ) (-1.97)-(6.01) (-

Non-Agricultural

Vlorkers :
(Group 6) +32.98 (- )-(-0.06) (- )-(-0.22) ( - )-(-0.15) (22.10)-(-7.23)
Rest of the World

(Group 7] ~29.L4 (-1.17)-(-1.14) o (-18.11)-(-0.77)(-12.07)-( - )

PRELIMINARY FIGURES--NOT FOR QUOTATION

She changes have been expressed as percentages of variation between the limits of the period considered. Total variation corresponds
algebraic sum of partial variations.

The sum of the variations of Relative Income in all groups, weighted by the importance of each group in the total income generated in
cconomy is equal to tero.

b
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