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Preface
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The countries of Latin America face a historical turning point.
Their present crisis has five dimensions: economic, social, political,
institutional, and international. Each offers immense challenges to
the peoples and policy makers of the Western Hemisphere, the
United States and Canada as well as Latin America itself. Each
aspect must be addressed effectively if the crisis is to be resolved.

In economic terms, the countries of Latin America must resolve
a crucial dilemma. They must find a way to resume self-sustaining
growth which provides job opportunities for their rapidly growing
populations. Yet they must also restore market creditworthiness
through continued timely servicing of their large external debt.

In social terms, the present crisis has had devastating effects.
Wages and living standards have fallen to levels of ten or twenty
years ago in many countries. The new economic policies must
have a positive and early social impact. Economic growth and
improved distribution of income must go hand in hand.

In political terms, the widespread return to democracy must be
nourished. This imperative adds enormously to the need for
providing stable economic growth and improved income distri-
bution.

Institutional issues are a fourth element of the crisis. The private
sector in Latin America—whether small, medium, or large—has
been weakened in most countries by the current crisis. Yet the
present confluence of economic imperative and political opening
seems both to call for, and to permit, a new approach in which
entrepreneurial forces are encouraged to provide the jobs and
broad-based growth that are needed.

The international dimension completes the equation. External
events were the proximate source of the Latin American crisis of
the early 1980s. A hospitable external environment is essential if

9



the hemisphere is to achieve the economic and political goals here
enumerated. Global economic interdependence requires that the
industrial countries, particularly the United States, complement
new development strategies in Latin America with sustained and
supportive policy efforts of their own.

Our three institutions, based in three different parts of the
hemisphere, have sponsored this report in an effort to address
several aspects of the challenge—particularly its economic, insti-
tutional, and international dimensions—and to offer an action
program for responding to them. In suggesting these changes, we
fully recognize the substantial differences among countries in the
region. Indeed, we will illustrate many of our proposals by reference
to these differences. But our primary goal is to establish general-
izations that can point the way to a coherent strategy for renewing
economic growth in all Latin American countries—although the
operational details of any such strategy may have to be tailored
quite differently in each country.

We also recognize that our proposed program is ambitious.
Some of its components have been attempted before and have
foundered in the face of entrenched vested interests. Implemen-
tation will not be easy.

But we are convinced that the depth and urgency of the crisis
require far-reaching new initiatives. We are encouraged by the
movement toward reform which is already apparent throughout
the hemisphere. Hence, we offer bold proposals in full realization
that they will engender controversy, but with firm conviction that
they are both essential and feasible.

The report has been written jointly by a team of authors from
Latin America and North America, assisted by Dr. Bergsten in
preparing the Overview and Recommendations. It has been
informed by extensive consultations throughout the hemisphere
with leading personalities in the corporate sector, governments,
labor organizations, and universities (listed in appendix A). In
addition, two meetings to discuss preliminary drafts were held at
the Institute for International Economics in Washington to obtain
views from both Latin America and North America. The goal of
this report is to offer a new growth strategy for Latin America.

The report was commissioned by the Americas Society, Inc.,
out of the deep concern of its membership for the future of Latin
America and relations between the two parts of the hemisphere.
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We wish to express our thanks for the active engagement of the
Society, and particularly the Latin American members of its
Chairman’s Council, throughout the effort (participating members
of the Boards of both groups are listed in appendix B). Funding,
about half of which came from Latin America, was provided by a
number of individual members of the Chairman’s Council, the
Rockefeller Brothers Fund, and the Tinker Foundation. The Inter-
American Development Bank made possible the translation of the
report. The help of all those who have supported this effort is
deeply appreciated.
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Summary of Conclusions
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1. This report proposes a four-part strategy to restore self-sustain-
ing economic growth in Latin America and simultaneously to
enable the continent to cope with its external debt problems. The
strategy aims to achieve economic growth in a way that produces
a rapid expansion of employment, better distribution of income,
and an improvement of social services.

2. Three elements of this strategy require action by the Latin
American countries themselves: outward orientation of economic
policy, with heavy emphasis on exports and efficient import
substitution; raising the savings level and allocating those savings
more efficiently among alternative investments; and a sharp reo-
rientation of the role of government in economic life. A critical
fourth element is supportive policy by the industrial countries,
notably the United States.

3. Outward orientation can achieve both growth and an improve-
ment in the debt situation. It requires:

@ adoption and consistent maintenance of competitive ex-
change rates

® avoidance of excessive import protection
® use of internationally acceptable export incentives.

4. To reach the level and competitiveness of domestic production
needed to achieve growth and to improve the debt situation, the
countries of Latin America must support outward orientation by
significantly expanding the level of savings available from both
domestic and external sources (including reversal of capital flight)

13



14 Toward Renewed Economic Growth in Latin America

and substantially improving the efficiency with which those savings
are invested. Steps to this end include:

® maintenance of positive (but not excessive) real interest
rates

® tax policies that encourage savings rather than consumption

® reduction in budget deficits, which contribute to inflation
and “crowding out” of productive private investment

¢ inducements for renewed inflow of foreign private capital,
particularly in nondebt-creating forms, and reversal of
capital flight. Specific measures include liberalization of
rules governing direct and other foreign equity investment,
creation of mutual funds and repatriation funds, and joining
the World Bank’s new Multilateral Investment Guaranty
Agency.

8. These policy proposals in turn call for sharp changes in the role
of the state in Latin American economic life:

® substantial deregulation to encourage and support entre-
preneurial forces

® reducing the state’s role as a producer of goods and services

® emphasizing instead providing education, health care, and
other basic services effectively, and setting the overall
framework for economic growth with supportive macro-
economic and microeconomic policies.

8. The United States and other industrial countries must adopt
policies that will support the proposed strategy for Latin America
by achieving:

® steady economic growth of at least 3 percent annually, to
stimulate world trade and thus promote the needed ex-
pansion of Latin American export earnings

. @ renewed trade liberalization, and avoidance of new import
restrictions and export subsidies
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® further declines in real interest rates through cuts in
excessive budget deficits (notably in the United States),
reductions in spreads charged by commercial banks for
countries with effective adjustment programs, and the
creation of new defenses (as through a compensatory facility

at the International Monetary Fund) against any future
interest rate upswings

® substantial infusions of new funds to Latin America, on the
order of $20 billion annually for the next few years, from
the private sector and, most importantly in the near term,

the World Bank and the Inter-American Development
Bank.
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The 1980s have been a “lost decade” for the economies of most
Latin American countries. Per capita income is lower today than
in 1980 in every nation in Latin America and has fallen by nearly
10 percent for the region as a whole. For the entire continent,
average per capita income in 1985 barely exceeded the level of

1975. In some countries, per capita income has returned to the
level of the mid-1960s.

The Economic Crisis

Unemployment has soared, surpassing 15 percent of the urban
labor force in several countries. Underemployment has risen even
more. The poorest groups have suffered particular hardship. Yet
population growth continues at nearly 2% percent per vyear,
requiring the creation of five million new jobs annually simply to
keep unemployment from rising further.

At the same time, some of the largest countries in the hemisphere
have been buffeted by rapid inflation. The annual rate of price
increase reached 1,200 percent in Argentina and 500 percent in
Brazil before their recent monetary reforms. Even excluding
Bolivia’s hyperinflation, inflation has averaged 150 percent in Latin
America in recent years and has exceeded 100 percent annually
in a half dozen countries—despite continuing recession and rising
unemployment.

Virtually every country in the hemisphere also carries a severe
burden of external debt. Total Latin American debt approaches
$400 billion, of which two-thirds is owed to commercial banks.
One-third of Latin America’s export earnings are devoted to paying
interest on this debt. Net capital inflows have nearly disappeared

16



Overview and Recommendations 17

since 1983. Latin America has thus been experiencing a $30 billion
net outward transfer of resources a year—about 5 percent of its
combined gross product.

There are, of course, substantial differences among Latin Amer-
ican countries. Colombia, alone among the major countries, did
not borrow excessively in the 1970s and has not needed a debt
rescheduling. Ecuador undertook far-reaching reforms but has
subsequently suffered the effects of a precipitous fall in oil prices.

The most important exception to many of the generalizations
made above, and elsewhere in this study, is Brazil. In 1985-86,
Brazil appears to have resumed a substantial degree of self-
sustaining growth while continuing to service its large external
debt. In 1985, the country grew by more than 8 percent and ran
a trade surplus of over $12 billion; similar results seem likely for
1986.

Brazil accounts for over one-third of the population, and of the
gross economic product, of the entire region. Hence its progress
has profound importance for our overall topic—both in evaluating
the policies applied and, perhaps, in offering indications for what
can be done elsewhere.

To be sure, Brazil has not solved all its problems. Success is
not yet assured for its far reaching monetary reform (the “Cruzado
Plan”), adopted in response to its principal immediate problem of
inflation. Neither has it adequately improved the distribution of
the fruits of its economic growth to the population at large. Most
important from the perspective of this report, Brazil's achievements
do not obviate the depth of the problems faced by the rest of Latin
America.

The Causes of the Crisis

The proximate cause of the economic crisis in Latin America was
the global recession of the early 1980s. The combination of steep
declines in both the volume and prices of their exports and sharp
rises in real interest rates pushed Latin America’s external balances
into deep deficit. Just when most needed, capital inflows—from
both commercial banks and foreign direct investment—{fell sharply.

Virtually every country in the region, sooner or later, sought to
respond to the crisis by adjusting its domestic economy. Radical
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alternatives were rejected, except in Peru after 1984. But austerity
was required. Initially, imports fell dramatically—by one-third in
the region as a whole, by two-thirds in Mexico. Growth was stifled.
Unemployment rose and real incomes fell.

Subsequently, some of the countries aggressively promoted
exports and began their recovery. But success has been mixed:
dramatic progress in Brazil, as noted; an encouraging resumption
of growth in Colombia; continuing difficulties in Peru and some
smaller commodity exporters; and renewed crisis in Mexico,
formerly the most effective adjuster, in large part as a result of
the plunge in oil prices in early 1986.

The most profound revelation of the debt crisis, however, was
that Latin America faces much deeper economic problems. The
global recession and its aftermath exposed the vulnerability of the
continent, but the roots of that vulnerability are much more far-
reaching. There are three major reasons for this conclusion.

First, many other developing countries were hit at least as hard
as Latin America by global recession—yet recovered far more
rapidly and far more extensively. The most successful adjusters
were the newly industrializing countries (NICs) of East and
Southeast Asia, where dependence on world markets is much
greater than in Latin America but less reliance was based on
foreign borrowing. But some other developing countries, such as
Turkey, also recouped rapidly. The only other region that has
suffered as long and as much is Africa, which has deep structural
problems as well as a much lower level of development, and has
been in economic decline since the early 1970s.

Second, Latin America has been experiencing a long-term
deterioration in its economic position relative to many other
developing countries, and even relative to many industrial coun-
tries. The extreme case is Argentina, whose per capita income
approached the French level in 1929 but is one-fifth of that today.
As shown in chapter 1, however, all of the Latin American countries
considered in detail in this report (Argentina, Brazil, Chile,
Colombia, Ecuador, Mexico, Peru, Uruguay, and Venezuela) had
much higher per capita incomes in 1950 than Korea and Taiwan.
Venezuela, Uruguay, and Argentina were ahead of Finland, Aus-
tria, and Italy. Chile was ahead of, and Mexico was close to, Spain.
Most of the Latin American countries surpassed Greece, Portugal,
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and Turkey. As late as 1960, several of these countries were ahead
of, or roughly equal to, Japan.

Many of these relative economic positions have changed dra-
matically over the last generation—a very short period for such
historical swings. Average per capita income in the nine Latin
American countries is now one-third or less that of Japan and the
middle-income European countries, one-half that of Mediterranean
Europe, and below that of the Asian NICs and Turkey. From 1950
to 1985, per capita income in all these countries more than
tripled—while only Brazil approached such a record in Latin
America and the rest of the region lagged substantially. The same
story emerges from comparing growth of all exports, exports of
manufactured goods, and other economic indices. There can be
no doubt that Latin America has fallen dramatically behind Europe
and East Asia.

Third, Latin America faced serious economic problems even
before the debt crisis broke. Substantial capital flight had already
reflected a loss of confidence in some countries of the region. The
large external borrowings of the 1970s were not used effectively
in many countries, thus failing to create the needed debt-servicing
capacity. Unemployment and underemployment were already high
in some countries. Rapid inflation emerged periodically. Income
maldistribution was widespread. The crisis exposed and intensified
these difficulties, but many of them were already present—and,
in some quarters, recognized.

The sources of Latin America’s fundamental problems are
analyzed in the individual chapters of this report. Three sources
emerge as most important:

® the inward orientation apparent in most countries, espe-
cially in their willingness to let currencies become over-
valued and trade policies to remain protectionist (or become
even more so)

e the lack of needed incentives to savings and efficient
investment of savings, both domestic and foreign

® the excessive, even suffocating, role of the state (including
state enterprises) and the concomitant weakening of the
private sector.
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Major changes are needed in each of these areas if Latin America
is to meet its present and prospective economic challenges. Our
recommendations, summarized below, are developed in the sup-
porting chapters.

The Potential of Latin America

Before presenting the proposed strategy, Latin America’s potential
for addressing its problems constructively must be assessed. The
difficulties discussed are substantial. Many are of long-standing
duration. Many have grown much worse in the first half of the
1980s. But we believe that Latin America can meet the challenge
successfully for a number of reasons.

First is the enormous potential of the continent, in both human
and material terms. Its people have demonstrated considerable
entrepreneurial abilities, despite government policies that often
discourage their realization. Educational levels are relatively high
in many countries.

In material terms, Brazil is the world’s eighth largest economy.
Mexico. and Argentina rank in the top 20. Natural resource
endowments—especially arable land, oil and mineral reserves, and
hydroelectric power potential—are substantial. The industrial base
and economic infrastructure are considerable for a “developing”
continent.

Second is the actual record of Latin America. Despite its relative
decline, already described, economic growth was quite impressive
in several Latin American countries following policy reforms in
the mid-1960s. And while growth rates declined over the last
decade, manufactured exports rose rapidly—especially in countries
that promoted exports after the first oil shock in 1973—although
none of them matched the export performance of East Asia.

Even in their response to the adversities of the early 1980s,
several Latin American countries revealed considerable economic
adaptability and political resilience. The region improved its
combined current account position by $40 billion from 1981 to
1984, about 6 percent of its gross domestic product. The predicted
political instabilities failed to materialize, and democratization
proceeded in several countries.
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Third, the relatively greater success of other developing countries
and regions demonstrates that better results are possible. There
is simply no reason to believe that “the Confucian work ethic” or
“the Spanish heritage” mean that East Asia can make it while
Latin America cannot (chapter 1). In fact, the rapid growth of the
“informal sector” in heavily regulated economies, such as Peru,
suggests that the problem is not a lack of business acumen but
rather an institutional structure that stifles entrepreneurial spirit
in these economies. Policies, and the related economic and social
structures, matter substantially, as this and many other studies
show.

Even leaving East Asia aside, the growing number of “success
stories” in the developing world—many in previously improbable
locales—cannot fail to both provide a lesson for Latin America and
offer hope for its future. Turkey, the “sick man of Europe” for a
century or more, may be the first true “graduate” of the debt
crisis with its remarkable turnaround since 1980 as it oriented its
policies outward. India, whose economy had suffered from intensive
governmental regulation, has recorded steady growth throughout
this decade—in the face of global recession—and has shifted from
being the world’s largest food importer to a net exporter as it
improved agricultural incentives. China, whose population of one
billion and rigid ideology seemed destined to block its economic
prospects, has begun to record high growth rates as it decentralized
decision making and increased its reliance on the price mechanism
(especially in agriculture).

Fourth, the starting point in Latin America is much better than
is frequently realized. Savings rates, despite recent declines, are
quite high. Governments are effective providers of social services
in Latin America which, despite wide country variations, are
comparable to those in other developing countries at similar income
levels. The same thing cannot be said about their effectiveness as
producers and regulators (chapter 4). Economic infrastructure has
been established in the advanced countries of the region. Export
expansion has been impressive in several cases: Brazil now sells
aircraft to the United States, and Argentina sells turbines for
electricity plants in the international market. The successes of the
1960s and 1970s inevitably left positive results, along with the
buildup of imbalances and inefficiencies that brought them to a

halt.
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Fifth, policy change in the needed directions is already beginning
to occur. Under the pressure of the crisis, virtually every country
in Latin America has at least begun to reevaluate its development
strategy and policy. Several countries have adopted competitive
exchange rates. Some have begun to consider reducing trade
protection. Mexico has joined the General Agreement on Tariffs
and Trade (GATT).

Some countries have begun to privatize state-owned industry.
Argentina and Brazil have launched sweeping monetary reforms.
Several countries are reviewing their laws which deter foreign
investment, and some of them have signed the convention estab-
lishing the World Bank’s Multilateral Investment Guarantee Agency
(MIGA).

Finally, improvements have occurred in the global environment
which are supportive of reform in Latin America. World inflation
is down sharply and seems likely to remain there; this promises
greater stability and obviates the need for industrial countries to
adopt restrictive economic policies. World interest rates have
declined, cutting the cost of debt service and promoting more
rapid growth. The fall in the price of oil, while hurting Mexico,
Venezuela, and Ecuador, brings substantial direct benefit to the
rest of the region and indirect benefit to all its countries by further
checking inflation and enhancing prospects for faster growth in the
world economy. The large decline in the exchange rate of the
dollar brings major benefits to the region.

Moreover, the GATT membership seems headed toward a new
round of multilateral trade negotiations which could help reverse
the protectionist trend and expand market access for Latin Amer-
ican exports. The “Baker Plan” represents a start toward renewing
capital flows to the region. To be sure, there are substantial
uncertainties in the global outlook and further measures need to
be taken by the United States and other industrial countries to
obtain a positive outcome, as suggested in our final section.
Nevertheless, the international framework is sufficiently hospitable
to add to the prospects of success for a new development strategy
for Latin America.
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Toward Renewed Growth

A new strategy is thus both urgently needed and demonstrably
feasible. Such strategies have worked elsewhere. They have even
worked in Latin America. The world environment is reasonably
favorable. The overriding issue is to find the proper strategy, and
to implement it effectively and on a sustained basis.

Latin America has experimented with several development
strategies in the past. The most pervasive was the “import-
substitution model,” emerging from the experiences of the Great
Depression and World War II and espoused by the United Nations
Economic Commission for Latin America (ECLA) in the 1950s.
This approach worked for a while, partly due to favorable global
conditions. But reliance on this model soon confronted market
limitations (chapter 1); also, Latin America was slow to adjust to
the evolving postwar environment, and new approaches were
required.

Several strategies were tried in the 1960s. Elements of outward
orientation, to be emphasized below, have appeared in several
countries for some periods of time. Statist models from both the
political left and right, as well as from the military, represented
another set of experiments. Monetarist approaches were tried in
Argentina, Chile, and Uruguay in the late 1970s. Economic
integration of the continent captivated the imagination of many
(but was never effectively implemented).

Our recommendations will draw on previous worthwhile efforts;
in this sense, our proposals will not always be “new.” But none of
them were applied within a coherent, comprehensive framework.
Even more important, none were maintained for the extended
period essential for self-sustaining development to take hold and
prosper. Our goal is to propose an overall strategy that will work
economically, prove sustainable politically, improve income dis-
tribution and social conditions, and perhaps even capture the
imagination of a hemisphere where both need and opportunity are
now so great.

One key element in this basic strategy must be underlined: the
need for continuity of policy. No country can succeed economically
if it alters its basic strategy every few years, especially if those
alterations are in substantially different directions as in many Latin
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American countries over the past several decades. Entrepreneurs
can plan with confidence, and invest for the long term, only if
they can foresee a reasonably stable policy environment.

The alternative, all too frequent throughout the developing
world including Latin America, is radical shifts in policy which
destroy any plausible basis for sustained development. Adjustments
will, of course, be required as external conditions change and the
country itself evolves. But consistency and continuity, of both
purpose and overall policy direction, are central to our proposed
approach.

A Three-Part Strategy

Our proposed strategy contains three central elements for the
Latin American countries themselves: outward orientation of the
economy, with emphasis on exports and efficient import substi-
tution; the generation of adequate levels of savings, primarily from
domestic sources but from abroad as well, and their efficient
investment; and a reorientation of the role of government toward
its demonstrated comparative advantage of providing services and
a framework for economic activity, limiting its role as regulator
and producer. The critical fourth element is supportive policy by
the industrial countries, notably the United States. The four parts
interrelate closely, and all are essential to launch a successful
development strategy for Latin America.

Outward orientation is a system of incentives that stimulates
exports and efficient import substitution. Only such a focus will
enable the countries of the region to achieve self-sustaining growth
and simultaneously to service their external debt, because only
such a strategy will generate both the needed foreign exchange
and the essential stimulus to domestic production.

Outward orientation is the keystone of the strategies of virtually
all the “success stories” cited above—in East and Southeast Asia,
in Latin America in certain periods, in Turkey, and elsewhere.
Even where success has been limited, as in Africa, relatively
outward-oriented countries have done much better than the
inward-oriented.

Outward orientation is particularly critical for small countries of
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Latin America that have limited internal markets. But the expe-
rience of medium-sized countries, such as Argentina and Mexico,
also points to the conclusion that sustained outward orientation is
a sine qua non for successful development—even without the
constraint of a heavy external debt, and certainly in the face of
such a constraint. Even Brazil, by far the largest country in Latin
America, turned increasingly outward in the mid-1960s and con-
tinues to provide extensive incentives to export activity.

Questions are sometimes raised as to whether the industrial
countries will be willing to accept enough additional imports from
Latin America to make outward orientation a feasible, however
desirable, strategy for the continent as a whole. Our answer to
this question is firmly positive.

To be sure, there has been a disturbing trend toward increased
protection in the United States and some other industrial countries.
But the volume of manufactured exports of the developing coun-
tries, including those from Latin America, increased at a compound
annual rate of 11 percent between 1973 and 1983—despite the
“rise in protection.” At the end of this period, developing countries
still supplied only 2.3 percent of consumption of manufactured
goods in the industrial world (3.0 percent in the United States).
The share of Latin American manufactured exports in total con-
sumption in the industrial countries was only 0.2 percent (though
it is of course higher in some specific sectors). Even if these exports
continued to grow by 11 percent a year in real terms until the end
of the century, and the industrial countries’ consumption rose by
3 percent annually, Latin American exports would still meet only
0.8 percent of final demand for manufactured goods in the member
countries of the Organization for Economic Cooperation and
Development (OECD).

Moreover, Latin American countries can increase their exports
to each other and to other areas of the world outside the OECD.
If the forthcoming multilateral trade negotiations further reduce
import barriers, and especially if they place effective constraints
on the use of safeguard measures, their export prospects will be
even brighter. There is much room for expanded exports of
manufactured products from Latin America, and the demand side
of the equation will not be a major constraint.

Most of the Latin American countries will continue to rely at
least partially on export of primary products, however. Hence, the
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outlook for commodity prices is also important in assessing the
feasibility of export-led growth.

One cannot predict with confidence any early upturn of signif-
icance in these prices, although such a development is by no
means impossible. Itis quite unlikely, however, that future declines
will be sizeable if they occur at all. Moreover, the volume of
nonfuel primary exports by developing countries has continued to
grow in the early 1980s and this trend is expected to persist. In
addition, there is considerable scope for diversification within the
primary sector. And development itself implies a steady shift away
from primary products toward manufactures (as the industrial
countries continue to shift from manufacturing to services). The
global outlook for commodities should not be a deterrent to adoption
of strategies of outward orientation.

Outward orientation requires several specific types of policies.
Some of these apply directly to external economic transactions.
Others apply to their domestic underpinnings. Both are essential,
and both must be carried out on a sustained basis if outward
orientation is to succeed.

The first requirement is the establishment and maintenance of
a competitive exchange rate. An overvalued currency discourages
exports and efficient import substitution. Entrepreneurs will not
make the investments needed to achieve international competi-
tiveness if they doubt the authorities’ commitment to maintain a
competitive exchange rate.

It is not enough to bring the currency into line periodically and
then let it slip back into overvaluation, as Mexico did after 1982.
Maintaining a competitive exchange rate is critical to convey the
proper market signals for investment and production decisions.
One way to do this is to adopt crawling-peg regimes, in which the
domestic currency is linked to a basket of foreign currencies
(reflecting its trading patterns, not the dollar alone), with the
exchange rate adjusted continuously to offset inflation differentials
and any substantial alterations (such as oil shocks) in the underlying
competitive position.

Closely related to proper exchange rate policy is the choice of
appropriate trade policies. Excessive import protection can un-
dermine efforts to achieve successful export orientation, both
because needed inputs are unavailable and because incorrect price
signals are perpetuated.
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Effective exchange rate policies and effective trade policies
reinforce each other. Devaluation provides an opportunity to
reduce import barriers without undue adjustment cost in domestic
industries, and efficient import-substituting activities are encour-
aged by a competitive exchange rate. Indeed, beyond promoting
exports, a devaluation provides incentives for efficient import-
substituting activities that have previously received little or no
protection, in both agriculture and manufacturing.

Import substitution can thus be an integral part of an outward-
oriented trade policy as long as it meets efficiency criteria.
Traditional infant-industry considerations also continue to apply:
temporary and degressive protection is legitimate, indeed desira-
ble, where it will foster productive enterprises that will be able
to compete without such help within a reasonable period of time.
Such protection is better extended through tariffs, not quantitative
restrictions, to maximize reliance on price signals and avoid
excessive costs.

There are also infant activities in agriculture that may need
governmental assistance—such as research into new production
techniques and extension services. Eliminating controls on agri-
cultural producer prices will also give a boost to output. Further-
more, import competition through trade liberalization will permit
the elimination of price controls on manufactured goods which,
while intended to subsidize urban consumption or limit excess
profits generated by protection, in fact limit production itself.

Internationally acceptable export incentives are also an essential
component of a strategy of outward orientation. Export credit must
be available on competitive terms. Imported inputs for export
production should be freed from all duties and indirect taxes.
Export promotion measures, including information services and
trade fairs, can be useful. These proposals for outward-oriented
exchange rate and trade policies are developed in chapter 2.

Policies of outward orientation aimed at promoting exports and
efficient import substitution, while essential, make up only part
of the proposed strategy. The rationalization and modernization of
the domestic economy further require generating higher levels of
savings, primarily domestic but also from abroad, and especially
using all savings available much more efficiently than in the past.

Yet savings from both domestic and external sources have
dropped sharply in most Latin American countries in the 1980s,
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and new policies to reverse that trend are essential. In addition,
comparative capital-output ratios suggest that Latin America uses
its resources much less effectively than do rapidly growing devel-
oping countries.

Export expansion will generally promote savings, as a higher
than average share of export earnings is normally saved. A
resumption of growth will itself generate increased savings and
could launch a virtuous cycle between the two. But a key part of
the proposed strategy is the adoption of new measures to promote
higher levels of savings and more efficient investment patterns.

For some time to come, the inflow of new capital may not fully
offset interest payments on the external debt, and therefore the
net outward transfer of resources will continue. Excess capacity
will initially provide the basis for increased exports and domestic
growth, but new investment will be needed to expand capacity
over time. A resumption of growth thus will require a sustained
increase in domestic savings to achieve a sustained increase in
domestic investment.

At the same time, policy should aim to induce reversal of capital
flight and renewed inflows of foreign capital—particularly in equity
and other nondebt-creating forms, to limit any new buildup of
external liabilities. As with trade, this will require a series of
measures aimed directly at such investment: liberalization of rules
governing foreign direct investment and participation in local
equity markets, creation of mutual funds (like the Korea Fund and
Mexico Fund) to facilitate such investment, perhaps the creation
of new “repatriation funds.” Latin American countries should join
MIGA and accept a wider role for international arbitration in
resolving disputes concerning foreign direct investment; such a
reversal of traditional attitudes would greatly encourage renewed
capital inflows from abroad. However, it must be recognized that
sustained and continued capital inflow, be it foreign or flight
capital, will occur only over time as a result of consistent application
of policies, such as those recommended here, that provide a stable
and profitable environment for productive investment.

Foreign direct investment could be a particularly valuable
component of an outward-oriented strategy because of the inter-
national marketing skills of the multinational companies and their
ability to help fight protectionist pressures in their home countries.
It is ironic that most countries of Latin America strongly preferred
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bank loans to foreign equity investment in the 1970s, in pursuit
of greater independence from foreign influence, yet would have
suffered much less disruption had they chosen the opposite course.
Increased reliance on equity flows is both desirable and essential
because alternative sources of private funds are unlikely to be
available in the future.

The key to both expanding domestic savings and renewing capital
inflows from abroad, as noted, lies in changing financial policies
in the Latin American countries. Real interest rates, like real
exchange rates, have frequently been permitted to sink below
levels needed to generate savings (and keep domestic capital at
home)}—and have even turned negative for protracted periods.
Crises have then prompted swings to interest-rate levels which
are much too high to foster adequate investment.

A central element in the proposed approach is to assure that
real interest rates remain sufficiently positive to induce a stable
and substantial level of domestic savings and keep most of those
savings at home, but not so high as to discourage productive
investment. Such market-oriented interest rates are also central
to an efficient allocation of investment and thus to the fundamental
goal of achieving international competitiveness.

Improvement in national capital markets and the process of
financial intermediation also can help increase the level of savings
and the efficiency of their use. At the same time, care must be
taken to avoid discrimination against small and medium-sized
businesses in the provision of credit. Such firms are major creators
of new jobs and are thus critical to any growth strategy.

Tax policy can also boost domestic savings by taxing consumption.
While tax incentives to investment should be provided under
present conditions, favoritism of capital-intensive activities (as has
often occurred in the past) should be avoided to maximize the
creation of new jobs.

Another major source of the inadequacy of national savings in
many Latin American countries is the dissaving flowing from large
and continuing government budget deficits. Private investment,
which is essential both for sustained economic growth and im-
provement of external balances, is often “crowded out” as govern-
ments use up too great a share of available resources. Because
these budget deficits are often accommodated by monetary policy,
they generate rapid rates of inflation which, as noted below,
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discourage savings and distort investment patterns. Reducing
budget deficits is thus a crucial ingredient of the proposed strategy
(chapter 3).

The third central theme of our proposed strategy is reforming
the role of the state in the economic life of Latin America. Public
dissaving via budget deficits is one aspect of this problem. But the
problem runs much deeper, indeed to the core of the economic
difficulties of the region.

Due in part to the historical heritage of Latin America, the role
of the state has become pervasive in most of its countries (chapter
4). Correspondingly, the private sector has been weakened as the
state has assumed increasing importance. Part of the blame lies
with the private sector itself: its leaders have all too often turned
to the state in times of trouble, thereby adding to the expansion
of state power. The time has come to begin reversing this trend,
as an essential part of a new growth strategy.

The state in Latin America has come to play three major roles:
as regulator, as producer, and as provider of services. The record
is, in many respects, positive regarding the third of these functions,
and this is where it should focus its efforts in the future.

Even in this area, however, greater attention needs to be given

to the provision of basic services for improving the lives of the
poor as well as to laying the foundation for long-term growth. One
key lesson of the 1980s is that resources are severely limited.
Resources spent subsidizing inefficient production by state enter-
prises are resources that cannot be spent on improving health,
education, or basic infrastructure. Resources spent to administer
a welter of rules and regulations cannot be spent on teachers or
doctors or adequate systems of justice. A reduced role for the state
as regulator and producer is necessary not only to improve economic
efficiency but also to enable the state to do a better job of providing
services for its people.

The state as regulator has stifled much entrepreneurial initiative
throughout the region. In several countries, numerous licenses
are needed even to begin exporting—hardly an auspicious frame-
work within which to promote outward orientation. In Peru, it
recently took 289 days to register a new corporation—compared
with four hours in Miami. Labor legislation makes it impossible,
or-at least extremely costly, to dismiss employees even when staff
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reductions are essential to stay in business—let alone to become
internationally competitive.

Costs of doing business are thus greatly inflated. In particular,
these costs block much of the potential for creating small and
medium-sized firms—which should be major engines of produc-
tivity and creativity. Corruption is fostered. Large sums are wasted
by the companies in complying with bureaucratic red tape. And
large sums are spent by the governments in administering the
same bureaucratic procedures.

This environment of pervasive overregulation, documented in
chapter 4, is an important element in creating inefficiency in most
Latin American economies. The expanding “informal sector” is
perhaps the most obvious result. But lacking access to the facilitative
aspects of the law, and to credit and insurance, its opportunity to
grow and create jobs is limited. Thus entrepreneurial initiative is
discouraged. '

This same regulatory environment raises prices internally and
discourages the flexibility and adaptability needed to achieve
international competitiveness and successful outward orientation.
Markets abroad will not wait for licenses to be issued and regulations
complied with. Meanwhile, somebody else gets the business.

Substantial deregulation is thus a central feature of our proposed
development strategy. The state should set the legal framework,
assuring private property rights and avoiding abuses of individual
freedom. It should adopt a coherent and effective growth strategy,
as proposed here, and macroeconomic and microeconomic policies
to carry out that strategy. It should promote more equitable
distribution of income through improved provision of basic services
and the establishment of a policy environment that facilitates the
growth and productivity needed to create more and better paying
jobs. And it should do all this to the maximum extent through the
adoption of laws and regulations which are applied universally,
eschewing case-by-case decision making to the maximum extent
possible. Indeed, the trend toward political democratization re-
quires such changes—and is fundamentally incompatible with the
traditional heavy hand of state regulation throughout Latin Amer-
ica.

Reforms are also needed to reduce the state’s role as a producer,
and to begin the inevitably lengthy process of revitalizing the
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private sector. Public utilities and some state enterprises in basic
industries have proved to be efficient in some countries. But the
proliferation of state enterprises in the potentially competitive
sectors has come to involve substantial inefficiencies. It also conflicts
with outward orientation because state firms typically come to rely
heavily on the favoritism of the state itself to assure their domestic
market shares, discouraging them from competing for markets
abroad and instead furthering high import protection to enable
them to sell at home.

It is obviously impossible to privatize all state enterprises in the
competitive sector overnight, even if that were deemed desirable
on economic efficiency grounds. Private capital and management
skills are simply not available in sufficient amounts. Some firms,
however, can be sold off. A clear movement toward privatization
should be set in motion.

The Gains For Latin America

We propose three strategic changes for Latin America—outward
orientation, inducements for increased savings and more efficient
investment, and a reordering of the role of the state. These changes
are interdependent and can be carried out most effectively in
parallel. For example, competitive exchange rates and positive
real interest rates, along with lower budget deficits and less
governmental intrusion into the economy, will raise savings levels
and promote their efficient investment. Liberalizing imports will
permit abolition of price controls, now needed to avoid excess
profits, and investment controls, aimed at avoiding overinvestment
in protected sectors.

These changes will support greater international competitive-
ness, producing growth and jobs as well as export earnings to
service foreign debt. Reduced protection and deregulation, to-
gether, will also contribute to such results. The stimulus to
entrepreneurship attendant upon deregulation, and the increased
scope for launching small and medium-sized firms, will create jobs
to more than offset the layoffs from cutting back on state enterprises
and reducing government regulations.

Furthermore, successful outward orientation will generate eco-
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nomic benefits to offset the losses from phasing out unproductive
activities. Existing resources and new domestic investment, aug-
mented by increased foreign investment, would shift to more
productive and remunerative sectors. This shift, supported by
appropriate tax policies, would usually encompass a move from
more capital-intensive to more labor-intensive industries—to ex-
ploit the competitive advantage of the region. This process would
boost employment and wages. Employment and income will also
rise in agriculture, which has suffered discrimination in the past.
Also, by reducing the role of the state as regulator and producer,
more resources will be freed for use in its preferred role as provider
of basic services.

In addition to these three sets of policies for renewing the
growth process in Latin America, one central element of shorter
run macroeconomic management must be stressed—avoiding rapid
rates of inflation. The historical record of development reveals an
inverse correlation between inflation and economic growth.

The reasons behind this linkage are clear. Rapid inflation distorts
price relationships and produces growing inefficiencies. Savings
and, particularly, investment are discouraged. Budget deficits
become bloated. Capital flight is promoted.

Indexation seeks to prevent these ill effects of inflation, but at
best can achieve partial success in doing so. In addition, indexation
has ill effects of its own: it locks in inflation at existing levels,
usually converts external shocks (such as higher oil prices) into a
corresponding rise in domestic inflation, and saps political will to
resist ever higher inflation by appearing to obviate its impact on
the population.

Hence a successful attack on inflation is an essential prerequisite
to permit effective pursuit of the longer run strategies emphasized
in this report (chapter 3). In some cases, traditional austerity
measures may be essential and may suffice. In cases of extremely
high inflation, full-scale monetary reforms may be required—as
recently in Argentina, Bolivia, and Brazil. Whatever methods are
used, sustained economic growth will hinge on reasonable internal
price stability.
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The Role of the Industrial Countries

The growth strategy recommended here for Latin America should
be pursued under virtually any foreseeable evolution of the world
economy. The need for such reform would in fact be even greater
if the world economy soured because Latin America would then
find it even more difficult to achieve self-sustaining growth,
especially in tandem with continued servicing of the external debt,
in the absence of reform.

Nevertheless, the industrial countries can play a crucial role in
both encouraging the countries of the region to adopt the proposed
strategy and in promoting its success. In today’s interdependent
world, outward orientation for developing countries can achieve
far better results if the industrial countries manage the global
economy more effectively. This requires them to pursue six closely
related outcomes:

® steady world economic growth, averaging at least 3 percent
annually

® avoidance of any new import protection and export subsi-
dization, indeed a renewal of steady liberalization of trade

® avoidance of any renewed surges in real interest rates, and
preferably their maintenance at historical levels (2 percent
to 3 percent) rather than at the much higher levels of the
early 1980s

® avoidance of major misalignments among their own cur-
rencies, like the massive dollar overvaluation of the early

1980s

® new infusions of capital to Latin American countries that
adopt effective adjustment programs

e more effective leadership, and a stronger resource base,
for the international financial institutions, particularly the
World Bank.

It is in the direct national interest of the industrial countries
themselves to pursue these goals vigorously and successfully.
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However, the need to provide a hospitable framework for a
reorientation of development strategies in Latin America, and in
the Third World generally, should add substantially to the impetus
for them to do so.

The developing countries are economically very important to
the industrial world. Serious economic disruption in those countries
might bring debt defaults and could jeopardize the entire global
financial network. Political instability in Latin America, borne of
economic instability, could threaten the entire hemisphere. The
large stakes of the industrial countries in the Third World should
encourage them to step up their effort to manage the global
economy more effectively, particularly in areas of direct impact
such as trade policy and capital flows.

A successful shift to outward orientation in Latin America would
be of great economic benefit to the United States and to all
industrial countries. Other developing countries that have suc-
ceeded in implementing such a strategy have become large and
expanding markets for the exports of industrial countries, and
Latin America has great potential in this regard. The strategy for
Latin America suggested here is decidedly in the interest of the
industrial countries as well.

These considerations apply to all industrial countries, not just
the United States. More than one-half of Latin America’s trade is
with countries other than the United States. Only about one-third
of private bank exposure in Latin America comes from the United
States. Western Europe, Japan, and Canada have extensive direct
interests in the region, as well as overwhelming stakes in global
peace and prosperity.

The concerns cited apply particularly to the United States, for
four additional reasons. First, the United States must clearly take
the lead in forging new cooperative efforts to achieve better
functioning of the world economy. To be sure, the United States
can do so only by working closely with other industrial countries
and by using the functional international organizations—especially
the International Monetary Fund (IMF), World Bank, and the
GATT. But US leadership is critical in promoting the international
framework that would spur the adoption of outward-oriented
development strategies in Latin America.

Second, the United States has a major stake in a successful
resolution of the contemporary dilemma facing Latin America—
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the need to restore self-sustaining growth and simultaneously to
maintain servicing of the external debt. In a tangible sense, Latin
America represented a market for nearly 20 percent of all US
exports of goods and services before the debt crisis erupted—and
the sharp drop in those exports contributed importantly to the
escalation of the US trade deficit. The extensive exposure of US
banks in Latin America represents an ongoing threat to the
American financial system. In economic terms alone, both the
opportunities offered by Latin America and the threats it poses
justify a major effort to create the needed global environment.

Third, the United States has a substantial interest in both the
social development and continued democratization of the region.
More equitable social conditions, opportunity for advancement,
and respect for human rights are of vital importance both in and
of themselves and as prerequisites for the establishment of stable
democratic regimes. If democracy can become firmly established
in Latin America, the prospects for the hemisphere’s long-term
political stability will be greatly enhanced.

The relationship between economic stability and political stability
is, of course, not unidimensional, particularly in the short run.
The history of Latin America itself, however, reveals that economic
difficulties can create social situations ripe for political instability,
and even revolution, from both left and right. Achievement of
broad-based, self-sustaining economic growth throughout Latin
America could solidify the movement toward democracy. A failure
to achieve such progress, let alone continuing stagnation or even
a relapse into the morass of default and economic conflict, could
have incalculable consequences for social justice and hence the
stability of the entire hemisphere.

Fourth, adoption by Latin America of the development strategy
proposed here would provide a much stronger foundation for
constructive interdependence between the two parts of the hem-
isphere. The strategy places heavy reliance on market forces, on
a mixed economy with a strong broad-based private sector rather
than one dominated by the state, and on integration into an
international economic framework. It is, at its core, quintessentially
pragmatic—seeking to apply the lessons of the past and of other
countries to contemporary Latin America.

Although the United States itself does not always abide by these
principles, they are at the heart of its own economic experience—
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and that of most other economic (and political) success stories, in
both the industrial and developing worlds. Their adoption in Latin
America would represent an important step that could only
improve, over time and to a substantial degree, the relationships—
and even the similarity of ways of thinking—between the two parts
of the Western Hemisphere.

Proposals for Action

To create a world that offers the best prospects for success of the
proposed strategy for Latin America, the United States should
both make changes in its own policies and renew its efforts to
achieve international agreement to act on several fronts. Fortu-
nately, movement in the needed directions has begun. The critical
requirement now is to complete the initiatives undertaken, both
for their own sake and to demonstrate to Latin America the
enhanced prospects for successful resolution of its own economic
dilemma.

Over the next few years, the United States needs to return to a
more balanced mix of fiscal and monetary policy. Doing so would
produce a further reduction of real interest rates, which in turn
could help achieve and maintain an equilibrium exchange rate for
the dollar. Such a restoration of dollar equilibrium, with the
attendant decline in the US trade deficit, will reduce the pressures
for trade protection. The countries of Latin America would benefit
greatly from all these effects.

At the same time, the industrial countries outside the United
States—especially Japan and Germany—need to expand domestic
demand more rapidly. This is essential to offset the adverse effect
on world growth, and thus trade, of the reductions in the US
budget deficit, and to reinforce the adjustment of their currencies
against the dollar.

More rapid growth, and currency adjustment, in industrial
countries outside the United States is essential for another reason.
The United States must improve its trade position by more than
$100 billion annually over the next few years, to reduce the risk
of protectionist trade policies and the threat of renewed interna-
tional financial instability, which would result (if the United States
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sought to maintain annual borrowings of $100 billion or more
indefinitely from the rest of the world). Unless other OECD
countries, which can afford it, accept the counterpart deterioration
in their trade positions, an important portion of that counterpart
could fall on Latin America. Its debt problem would then be
intensified and its growth prospects adversely affected. A proper
adjustment of the huge imbalances among OECD countries from
the first half of the 1980s is of great importance to Latin America.

In contemplating the adoption of new development strategies,
however, the countries of Latin America will look to the longer
run and seek to assess whether there are prospects that the
proposed approach will work on an enduring basis. This in turn
relates to the ongoing effectiveness and stability of the international
economic arrangements among the major industrial countries and
the attitudes of those countries toward the functioning of such
arrangements.

One clear requirement is to avoid further erosion of the inter-
national trading system. In light of historical evidence that forward
movement toward trade liberalization is needed to avoid backsliding
toward protection, it is incumbent on the industrial countries to
restart the liberalization process. It is also essential that they begin
to enforce GATT rules that seek to avoid or limit trade distortions,
and agree on new rules where needed to do so.

The most promising approach is to launch a new multilateral
round of trade negotiations for the latter 1980s, like the Kennedy
Round of the 1960s and the Tokyo Round of the 1970s. Such an
initiative would seek to reduce further, and perhaps eliminate
over time, the remaining tariffs maintained by industrial countries.
It would seek reductions in nontariff barriers, including import
quotas, both for sectors that have had controls (such as textiles
and steel) and for sectors of newly emerging importance (such as
services and intellectual property). It should bring all forms of
trade control, including so-called “voluntary export restraint agree-
ments,” under international surveillance and limit their use through
the institution of a new “safeguards code.”

Such reform of the international trading system (chapter 5) could
offer substantial assurances to Latin America that its new emphasis
on outward orientation would receive support abroad. The regime
would retain some preferential treatment for developing countries,
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including those in Latin America, such as authorization for infant-
industry protection under certain circumstances.

Its emphasis, however, would be on bringing those countries
into the mainstream of the regime. Their own policy concerns
would then receive much greater ongoing weight in managing the
system.

For the new trade round to succeed, the more advanced Latin
American countries will have to offer reciprocal concessions of
their own—though not to the same extent, and not on the same
timetable, as the industrial countries. But Latin America would
have much to gain from such a negotiation and such a new regime.
It could ally with the United States to reduce agricultural protection
and to seek limits on the agricultural subsidies offered by the
European Community and Japan. It could ally itself with the
United States and the European Community to seek the elimination
of informal measures of protection in Japan. It could ally with the
European Community and Japan to limit the administrative dis-
cretion with which the United States applies its “unfair” trade
laws. It could ally with other industrializing countries and Japan
to check the tendencies of the United States and European
Community to apply “voluntary” restraints on their exports. It
could use the negotiations and the new regime, including the need
to make “concessions” of its own, to provide better access for its
exports, to influence the decision-making process in GATT, and
to influence its internal debates over trade policy in the direction
of import liberalization, which is an important part of the proposed
strategy.

The United States already has taken the lead in promoting the
inauguration of a new trade round. Most of the other industrial
countries seem prepared to cooperate. Ironically, much of the
hesitation has come from developing countries—including Brazil
and Argentina—which probably have most to gain from the effort.
On the other hand, Mexico has decided to reverse its trade policy
of forty years and join the GATT. Concerted efforts by the United
States and Latin American countries to launch the round, and
bring it to a successful conclusion, could add substantially to the
proposed strategy for the hemisphere.

A second major area of needed global reform relates to the
international monetary system. The regime of unmanaged exchange
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rate flexibility has permitted substantial currency misalignments
to develop. For example, the large dollar overvaluation of the
early 1980s severely hurt Latin America’s trade competitiveness
(because most of its currencies are tied to the dollar), damaged
demand for its commodity exports (most of which are priced in
dollars), and generated strong pressures for trade protection in the
United States. A reform of the international monetary regime that
could limit the extent of such misalignments would substantially
brighten the prospects for outward-oriented development in Latin
America.

Such trade and monetary steps by the industrial countries would
make a considerable contribution to helping the countries of Latin
America deal effectively with their external debt. In addition,
however, several measures aimed directly at that problem are in
order. For reasons developed in chapter 5, we do not advocate
defaults, debt forgiveness, unilateral modification of interest ob-
ligations by the debtors (as in Peru at present), or other “radical”
approaches—because we believe they would not be in the interest
of either debtors in Latin America or creditors elsewhere.

But new credits will clearly be needed on a scale much larger
than now seems forthcoming, probably on the order of $20 billion
annually for the next few years. A large part of these credits will
have to come from the commercial banks, and the authorities of
industrial countries should encourage such flows—through means
including partial guarantees offered by their national export
credit agencies and by the multilateral development banks. In
addition, where warranted by the performance and policies of
the borrowing countries, the banks should negotiate long-term
debt restructurings and reduce interest-rate spreads as much as
possible.

However, it will take some time for voluntary bank lending to
Latin America to resume on any substantial scale. Indeed, all
private capital flows to the region are likely to remain modest for
some time due both to the continuation of crisis conditions in
many countries and to the inevitable time lags in implementing
new policies in the region which inter alia will attract such flows.
Hence, alternative means must be sought.

The obvious source of much of the needed lending in the interim
is the international financial institutions, notably the World Bank
and Inter-American Development Bank. As financial intermedi-
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aries, they can expand their lending without burdening the budgets
of creditor governments. They can achieve further multiplier
effects through cofinancing and partial guarantees of private loans.
Moreover, they can link their loans to policy changes of the type
proposed here and thus encourage adoption of the new strategy.

The amounts of new lending envisaged for these institutions by
the “Baker Plan,” an added $3 billion a year for the 15 major
debtors (of which 10 are in Latin America), are much too small.
Achieving a substantially larger amount will require a sizeable
general capital increase for the World Bank by 1990 or sooner;
this can prudently be done without any increase in paid-in capital
by the industrial countries, thereby avoiding any impact on their
budgets. This approach would be preferable to changing the Bank’s
gearing ratio, which has also been suggested. Substantial increases
in the resources of the Inter-American Development Bank are
needed as well.

Fortified with such additional resources, the World Bank should
assume a greater role in the lending process—in organizing financial
packages based on medium-term adjustment programs and mon-
itoring the implementation of these programs. This would involve
an explicit linkage between rescheduling of bank debt, additional
financing, and the adoption of a comprehensive reform program.
Such a procedure, already used with beneficial effects in the recent
cases of Chile and Colombia, can ensure that desirable adjustment
measures are taken and that they are supported by additional
financing. The IDB, too, will need to move into nonproject lending
and link it to policy reforms.

Changes in IMF lending are also needed, in three directions.
As has been done in the case of Mexico, the Fund should continue
its programs in Latin American countries that maintain effective
adjustment efforts. It should establish a new facility to compensate
for interest-rate shocks, thus providing credits to offset the adverse
effects on debtor countries of any new upswing in interest rates.
And it should use the existing compensatory financing facility more
extensively, particularly to offset shortfalls in oil exports.

For the longer term, new forms of private investment in Latin
America should be promoted in the form of equity, quasi-equity,
and new types of financial instruments, such as indexed bonds and
commodity linked bonds. The Latin American countries can readily
stimulate more foreign investment in their stock markets and real
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estate, for example, by judicious changes in their own policies.
(And adoption of the proposed strategy would by itself go far to
encourage such investments.) But there will be instances in which
industrial countries will need to reduce impediments to such flows
from their side of the equation, such as regulatory limitations on
the foreign investments of insurance companies and pension funds.
The International Finance Corporation can play a particularly
useful role in exploring specific possibilities to both the borrowing
and the industrial countries, and encouraging the policies needed
to exploit them.

There are thus a number of areas in which the United States
and other industrial countries can take substantial new initiatives
to help foster a welcoming climate for the proposed development
strategy in Latin America. All these initiatives are in the interest
of the industrial countries themselves. But their adoption could
pay substantial dividends in terms of the response from Latin
America as well.

Conclusions

Economic reform is imperative in Latin America. A new approach
is essential to promote broad-based, self-sustaining growth along
with continued servicing of the external debt. A strategy centered
on outward orientation, new market incentives for savings and
investment, and a fundamental shift in the role of the state can
resolve the dilemma.

Adoption of such a strategy will require numerous changes,
structural as well as immediate, in both the external and domestic
economic policies of the Latin American countries. The prospects
for such reform, however, are encouraging. The record of Latin
America in the past, and of many other developing countries at
present, shows that such policies can succeed. The world environ-
ment is improving. Policy changes in the needed direction are
beginning to occur within Latin America and in a complementary
direction in the industrial countries. The previously entrenched
forces of resistance to reform seem to be yielding in the face of
crisis.



Overview and Recommendations 43

The stakes for Latin Americans themselves are enormous. The
economic future of the continent, and the living conditions of its
people for many decades, may be determined by the strategic
choices made over the next few years. The prospects for nurturing
and extending the move to democracy, and for creating more
equitable societies, may rest in the balance.

The stakes for outsiders, particularly the United States, are also
extremely high. The national interests of the industrial countries
require a stable, prosperous, and democratic Latin America. The
proposed strategy could substantially enhance the prospects for
achieving these goals on a lasting basis. The industrial countries
can contribute greatly to the prospects for adoption and fulfillment
of this strategy by modifying their own policies and improving
global economic arrangements—all of which are in their own
interests in any event.

The two parts of the hemisphere cannot afford not to pursue a
strategy along the lines outlined in this report. A failure to resolve
the current dilemma constructively could levy huge, lasting costs
in both Latin America and the United States. Piecemeal responses
to the outbreak of crises, in one country after another, are not
adequate. Far-sighted, preemptive, strategic choices must be made
soon.

This is our response to skeptics who will observe that several of
our proposals have been suggested before, and that some have
been tried—however briefly in individual countries. These ob-
servers may argue that entrenched advocates of the status quo, or
simply inertia, may preclude adoption of our approach.

Such critics, however, would miss the depth and fundamental
nature of the crisis of the 1980s. Historic opportunities arise from
unprecedented difficulties. Extreme need can overcome deep-
seated opposition. We believe that the principles outlined in this
report offer a persuasive and feasible strategy for the future and
that they can help countries in both parts of our hemisphere to
build on the current crisis to forge a new future of success and
harmony for all their peoples.
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In reviewing the policies applied and their economic effects in
Latin America, this chapter will examine import substitution
strategies in the immediate postwar years, policy reforms of the
mid-1960s, policy responses to external shocks after 1973, and
policies adopted following the debt crisis of 1982. The chapter will
focus on exchange rate and trade policies and will provide the
background for chapter 2. In turn, chapters 3 and 4 will consider
tax and credit policies and the role of government intervention
and state enterprises, respectively.

The discussion of the Latin American experience will proceed
in a comparative framework. The record of Latin America on
economic growth and export performance will be set against that
of countries in other areas of the world, in particular the newly
industrializing countries (NICs) of the Far East. These countries,
through rapid transformation of their economies, not only reached
and surpassed income levels in Latin America but also overcame
the two oil crises of 1973-74 and 1979-80 and the debt crisis that
began in August, 1982. Turkey’s experience with policy changes
in the early 1980s is also relevant for the highly indebted countries
of Latin America.

Comparisons of countries with different social and cultural
milieus are full of pitfalls. But attempts to explain differences in
economic performance in terms of differences in social and cultural
factors often involve ex post rationalization. Thus, the “Confucian
ethic,” credited today for having assisted industrial development
in China, Korea, and Taiwan, was traditionally considered an
obstacle to economic development (Riedel 1985).

Also, in the early 1960s, when Korea, Singapore, and Taiwan
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Table 1.1 Education

1960
Enrollment in Enrollment in
secondary schools higher education Harbison—
Country (percentage) (percentage) Myers index
Argentina 23 11 74
Brazil 11 2 21
Chile 24 4 44
Colombia 12 2 29
Ecuador 12 3 27
Mexico 11 3 26
Peru 15 4 35
Uruguay 37 8 77
Venezuela 21 4 41
Austria 50 8 90
Finland 74 7 109
Italy 34 7 69
Japan 74 10 124
Greece 37 4 57
Portugal n.a. 4 n.a.
Spain 23 4 43
Turkey 14 3 29
Korea 27 5 52
Singapore 32 6 62
Taiwan 30 5 55

n.a. Not available.

Note: Enrollment data have been expressed as a percentage of the respective age cohorts.
The Harbison—Myers index is derived as the secondary school enrollment rate plus five

times the university enrollment rate. Harbison, Maruhnic, and Resnick (1970), pp. 175-
76.

Source: World Bank (1986).
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1983
Enrollment in Enrollment in
secondary schools higher education Harbison-
(percentage) (percentage) Myers index
60 25 185
42 11 97
65 11 120
49 13 114
53 35 228
55 15 130
61 22 171
67 21 172
43 22 153
74 25 199
103 31 258
75 26 205
94 30 244
82 17 167
43 11 98
90 24 210
38 7 73
89 24 209
69 12 129
2 25 197

adopted an outward-oriented industrial development strategy, their
educational level was no higher than that of Argentina or Uruguay.
The relative standing of the latter two countries has since declined,
but other Latin American countries have made considerable
improvements in education often without commensurate economic
gains (table 1.1).

Neither do country size and market access explain the export
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performance of the Far Eastern countries. These countries are not
small compared to Latin American countries, except Brazil and
Mexico. Korea’s population is a third greater than that of Argentina,
the population of Taiwan is a third larger than that of Chile, and
Singapore’s population is only a fifth smaller than that of Uruguay.
Furthermore, popular conceptions to the contrary, Korean and
Taiwanese exports have not oriented toward the fast-growing
Japanese market but toward the United States, which is a natural
market for Latin American countries, and this without any pref-
erential treatment compared to Latin America.

At the same time, while it has been suggested that social and
cultural factors may have had a bearing on economic policies and
performance in Latin America, in particular in the Spanish-speaking
countries, the experience of Turkey indicates that important policy
changes can occur without changing the social and cultural envi-
ronment. Turkey went from virtual bankruptcy to creditworthiness
for commercial bank lending within a few years after the policy
shift in 1980 gave rise to economic improvements and, in particular,
rapid export expansion. Yet, it had been argued that the environ-
ment in Turkey was not conducive to policy reform, given the
long history of paternalism and an educational level at the bottom
of the range vis-a-vis Latin American countries.

Historical Background

Rather than attempt to cover all of Latin America, the chapter
will concentrate on the larger and the more developed countries
of the area, including Argentina, Brazil, Chile, Colombia, Ecuador,
Mexico, Peru, Uruguay, and Venezuela. In 1985, these countries
had 87 percent of the population and 92 percent of the gross
domestic product of Latin America, including the Caribbean.

Until the Great Depression of the 1930s, economic development
in Latin America was largely based on exports of primary com-
modities to more developed countries in other areas. In this
respect, Latin America shared the experience of the countries in
Scandinavia, Central and Eastern Europe, Australia, Canada, New
Zealand, South Africa, and, until the mid-nineteenth century, the
United States.
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In temperate-zone agricultural products, Latin America’s main
competitors were Australia, Canada, New Zealand, and the United
States; in minerals and metals, they were Australia, Canada, South
Africa, and the United States; and, in semitropical products, they
were the southern United States and other areas with similar
climates. Also, tropical agricultural exports from northern South
America, southern Mexico, Central America, and the Caribbean
competed with the products of countries in Africa and Asia.

The rate of economic development was influenced by this
stimulus from primary exports and by the transmission of the
stimulus to other sectors of the economy through demand for
foodstuffs and for manufactured consumer goods and their inputs
as well as through road, railroad, and port construction. Export
expansion was particularly rapid in Argentina and Uruguay (cereals
and meat), Chile (copper and nitrates), and, toward the end of the
period, Venezuela (petroleum). Exports increased more slowly in
Colombia, Ecuador, Mexico, and Peru while overall benefits to
the Brazilian economy were limited by the relatively low share of
exports in domestic output.

Differences in the rate of export expansion and in the ratio of
population to natural resources contributed to differential trends
in incomes in Latin America during the century preceding the
Great Depression. Although there were substantial income ine-
qualities in each country, by 1929 the average income level of
Argentina, Uruguay, and Venezuela exceeded that of Austria and
Finland and approached that of France; Chile and Mexico ap-
proached the per capita incomes of Italy; Colombia had income
per head comparable to that of Japan; whereas Brazil, Ecuador,
and Peru lagged behind.!

The relationships observed in 1937 were about the same as in
the last pre-Depression year, 1929. Among Latin American coun-
tries for which data are available, only Argentina experienced a
decline in per capita incomes between 1929 and 1937 whereas, in
Western Europe, decreases occurred in Austria and Italy.

During World War II, Latin American countries were subject

1. Per capita income estimates reported in this chapter are shown in table 1.2,
except for earlier years when, for several countries, national income estimates
are not available, and approximations are reported in the text.
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to conflicting influences. On one hand, they escaped war destruc-
tion; on the other, they were largely isolated from continental
Europe, even though trade continued with the United States and,
to a lesser extent, the United Kingdom. In fact, according to 1950
data, the relative position of most Latin American countries in
terms of incomes per head changed little vis-a-vis European
countries, which had largely completed their reconstruction efforts
by that time. However, comparisons are less meaningful with
Japan, where war destruction had been only partially remedied,
and prewar income levels had not been restored, in 1950.2

All in all, the nine Latin American countries covered in this
report were in the middle-income range in 1950. They were far
ahead of Korea and Taiwan, with the three high-income countries
surpassing also Austria, Finland, and Italy. Purchasing power
comparisons further indicate that Mexico approached the per capita
incomes of Spain, and seven of the nine Latin American countries
were ahead of Greece and Portugal in 1950.

The international standing of Latin American countries changed
greatly in one generation (table 1.2). Among the low-income
countries of yesteryear, Portugal and Taiwan surpassed, and Korea
and Turkey approached, the high-income Latin American coun-

2. The income comparisons have been based on historical estimates, expressed
in 1955 prices and exchange rates, reported in table 1.2. The same table provides
estimates of per capita incomes in terms of purchasing power parities expressed
in 1975 prices, for the years 1950 to 1980, updated to 1985 by utilizing available
information on economic growth rates for 1980-85. The purchasing power of
national currencies was calculated for the year 1975 by researchers at the
University of Pennsylvania. Estimates for 1950-80 were established by the same
researchers utilizing economic growth rates reported in United Nations statistics.

Comparing national income data in terms of the purchasing power of national
currencies rather than exchange rates offers advantages, because exchange rates
do not allow for international differences in the prices of services and because
exchange rates tend to fluctuate over time, with intermittent devaluations.
Correspondingly, the ranking of countries in any particular year may differ under
the two methods. For example, in 1950 Brazil ranks lower, and Peru higher, in
terms of incomes per head at purchasing power parities than at exchange rates.
Also, calculations made at purchasing power parities show smaller international
income differences than calculations made at exchange rates because service
prices tend to rise with per capita incomes. Note finally that both series of data
are subject to considerable error for the earlier years and they should not be
construed to indicate international differences in living standards that are reflected
by consumption rather than income data.
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tries, Argentina, Uruguay, and Venezuela, which were far outdis-
tanced by all other European countries and Japan.

Furthermore, although increases occurred after 1966, Latin
American countries are far behind the countries of Western Europe
and the Far East in terms of manufactured exports (table 1.3). In
1983, these exports ranged between $1,000 and $2,000 per head
in the more industrialized West European countries, as well as in
Japan and Taiwan, and surpassed $500 in Korea. The same year,
they approached $100 per head in only one Latin American country,
Uruguay. The Latin American countries also had much lower ratios
of exports to value added in manufacturing than countries in
Western Europe and the Far East, indicating their relative inward
orientation (table 1.4).

Large differences remain even after adjusting manufactured
exports for intercountry differences in population size and per
capita incomes. According to one estimate, in 1976 the ratio of
manufactured exports to gross domestic product in the three Far
Eastern countries was four times the cross-country norm thus
derived while the three large Latin American countries reached
only one-fifth of their export potential (Cline 1982).

The remainder of this chapter will examine the policies Latin
American countries applied during the postwar period and the
implications of these policies for their economic performance.
Apart from comparisons with countries in other areas, in particular
in the Far East, consideration will be given to changes in the
relative position of individual countries within the Latin American
area.

The principal gainer was Brazil, where average per capita
incomes grew more than threefold between 1950 and 1985, followed
by Mexico and Ecuador, where incomes rose more than twofold,
and Colombia, where an approximate doubling occurred. In the
same period, incomes per head increased by three-fifths in Peru,
by one-half in Chile, by two-fifths in Argentina, and by one-fourth
in Uruguay and Venezuela.

It may be objected that the comparisons have been made with
the successful countries of Western Europe and the Far East. But
among African and Asian developing countries for which data are
available, between 1950 and 1985 incomes per head increased
three times in Egypt, Israel, and Thailand and more than doubled
in Burma, Morocco, Pakistan, and the Philippines. Per capita
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Table 1.2 Gross domestic product per capita

(dollars)
In 1955 prices
Country 1929 1937 1950 1950
Argentina 540 510 615 1,877
Brazil 105 145 195 637
Chile 245 280 340 1,416
Colombia 155 175 225 949
Ecuador n.a. n.a. n.a. 638
Mexico n.a. 230 235 1,055
Peru n.a. n.a. 145 953
Uruguay n.a. n.a. n.a. 2,184
Venezuela n.a. n.a. 635 2,127
Austria 380 370 450 1,693
Finland 345 430 555 1,972
Italy 275 260 360 1,379
Japan 145 185 135 810
Greece n.a. n.a. (296) 905
Portugal n.a. 230 285 733
Spain n.a. n.a. (351) 1,163
Turkey n.a. n.a. n.a. 701
Korea n.a. n.a. n.a. (450)
Singapore n.a. n.a. n.a. n.a.
Taiwan n.a. n.a. n.a. 508

n.a. Not available.

Note: Numbers in parenthesis are estimates derived by applying national data on economic
growth rates to estimates for later years.

Sources: 1929, 1937, and 1950 (at 1955 prices and exchange rates), Maizels (1963), table
E.2; 1950-1980 (1975 prices and purchasing power parities), Summers and Heston (1984),
pp. 207-62; 1985 (at 1975 prices and purchasing power parities), 1980 estimates updated
by utilizing national data on economic growth rates.
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In 1975 prices 1985

1960 1966 1973 1980 1985 1950
2,124 2,359 3,045 3,209 2,719 1.45
912 985 1,624 2,152 2,072 3.25
1,664 1,984 2,108 2,372 2,135 1.51
1,070 1,195 1,536 1,882 1,878 1.99
758 902 1,190 1,556 1,448 2.27
1,401 1,730 2,170 2,547 2,436 2.31
1,200 1,561 1,740 1,746 1,563 1.64
2,501 2,491 2,653 3,269 2,727 1.25
2,839 3,387 3,468 3,310 2,671 1.26
2,764 3,488 4,837 6,052 6,565 3.88
2,912 3,659 5,129 5,939 6,593 3.34
2,313 2,962 3,971 4,661 4,808 3.49
1,674 2,810 5,025 5,996 7,130 8.80
1,385 2,024 3,334 3,946 3,990 4.41
1,137 1,501 2,615 3,092 3,155 4.30
1,737 2,730 3,841 4,264 4,336 3.73
1,044 1,262 1,586 2,069 2,347 3.35
631 798 1,356 2,007 2,648 5.88
1,054 1,306 2,689 3,948 5,001 n.a.
733 1,005 1,691 2,522 3,160 6.22

incomes rose by two-thirds even in India, bettering the perform-
ance of the Latin American countries under consideration except
Brazil, Mexico, Ecuador, and Colombia. Only Sri Lanka and a few
small sub-Saharan African countries experienced smaller increases.?

3. For sources, see table 1.2.
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Table 1.3 Manufactured exports per capita

(dollars)
Country 1960 1966 1973 1983 1984
Argentina 2 4 29 43 47
Brazil 0 1 12 68 n.a.
Chile n.a. 5 5 30 n.a.
Colombia 0 2 14 20 19
Ecuador n.a. 1 2 8 n.a.
Mexico 3 4 20 33 n.a.
Peru 0 0 2 n.a. n.a.
Uruguay n.a. 5 18 99 n.a.
Venezuela n.a. 1 5 n.a. n.a.
Austria n.a. 176 571 1,730 1,765
Finland 106 195 568 1,919 2,029
Italy 54 121 336 1,085 1,094
Japan 34 89 320 1,179 1,362
Greece 2 7 60 219 237
Portugal 19 42 143 333 386
Spain 4 17 92 359 416
Turkey 0 0 6 56 80
Korea 0 5 79 556 657
Singapore 14 44 456 2,415 2,911
Taiwan 5 21 238 1,199 n.a.

n.a. Not available.

Note: Manufacturing exports have been defined as Classes 5 to 8 less 68 in the Standard
International Trade Classification, thus excluding processed foods, beverages, and tobacco
as well as nonferrous metals.

Source: GATT trade tapes.

Import Substitution After World War 11

Income growth resulting from the expansion of primary exports
led th2 rise of demand for manufactured consumer goods and their
inputs in Latin America. This demand came to be increasingly
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satisfied by domestic production that enjoyed the “natural protec-
tion” provided by transportation costs, complemented by moderate
tariff protection prior to World War 11.

The foreign exchange scarcity created by the fall in primary
exports during the Great Depression and limited access to foreign
goods during World War II subsequently boosted import substi-
tution (Corbo 1986). Only after the war, however, did import
substitution become a doctrine, guiding policy making in much of
Latin America.

This shift reflected the rise of nationalism, the fear of another
depression, and the desire to provide employment. It responded
to the doctrine developed at the UN Economic Commission for
Latin America (ECLA), according to which Latin America’s eco-
nomic growth would falter owing to a slackening of demand from
the industrial countries for their primary exports, the tendency
for the terms of trade (the relationship between export and import
prices) to deteriorate, and the Latin American countries’ inability
to develop manufactured exports.*

In view of the alleged secular deterioration of the terms of trade
in Latin American countries, ECLA called not only for using
increments in capital and labor resources in import-substituting
industries, but for shifting resources from export activities to these
industries through increased import protection or export taxes.
The shift was supposed to improve the Latin American countries’
terms of trade, permitting them to enlarge their share of the gains
from trade. The results of these policies will be considered in the
following.

The major Latin American countries reached semi-industrial

4. By the end of the 1950s, ECLA recognized the importance of exporting
manufactured goods but considered protection in the developed countries an
obstacle to these exports and focused instead on economic integration in Latin
America. [See United Nations, (1959). Subsequently Raul Prebisch, the first
Secretary General of ECLA, criticized high protection in Latin America, for
having led to discrimination against manufactured exports, and proposed export
incentives, though at a lower rate than import protection (1961, p. 5)]. The
authors are indebted to Raidl Prebisch who provided them with the relevant
quotations on the eve of his death, in a letter to Bela Balassa dated 22 April
1986. The reader is referred to Prebisch’s last published paper (1986) which
contains the relevant references. The paper also criticizes remarks made about
ECLA in the preliminary version of this chapter.
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Table 1.4 Ratio of manufactured exports to value added

Country 1960 1966 1973 1983 1984
Argentina 1.1 1.4 3.6 6.3 6.3
Brazil 0 2.0 6.2 17.3 n.a.
Chile n.a. 2.7 1.6 9.1 n.a.
Colombia 0 4.5 16.3 8.9 8.4
Ecuador n.a. 1.6 3.0 2.7 n.a.
Mexico 4.8 4.2 8.4 4.3 n.a.
Peru n.a. 0.4 1.1 n.a. n.a.
Uruguay n.a. 4.2 9.2 28.2 n.a.
Venezuela n.a. n.a. 2.4 n.a. n.a.
Austria n.a. 37.4 50.5 72.9 74.8
Finland 41.4 48.2 58.8 §2.2 83.3
Italy 25.6 34.4 39.9 64.5 65.8
Japan 21.4 26.2 23.8 40.3 41.8
Greece 3.3 6.1 18.5 38.4 43.8
Portugal n.a. n.a. n.a. 53.8 52.2
Spain n.a. 8.2 17.2 n.a. n.a.
Turkey n.a. 0.7 6.8 23.0 22.0
Korea 0 21.5 80.5 105.5 112.8
Singapore 28.6 50.0 101.1 149.8 167.9
Taiwan 15.6 33.0 81.2 113.4 n.a.

n.a. Not available.

Note: There are differences in the international systems of classification utilized in regard
to manufacturing value added and exports. The former includes and the latter excludes
processed food, beverages, tobacco, and nonferrous metals. Also, the ratio may exceed 100
percent if imported intermediate products are used in export production.

Source: Table 1.4 and United Nations, Yearbook of Industrial Statistics (various issues).

status by 1950. They established industries producing nondurable
consumer goods and their inputs, such as clothing and textiles,
shoes and leather, and furniture and wood, and they largely
completed the process of import substitution in these industries.

This first stage of import substitution is an “easy” stage, since
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the industries in question conform to the production possibilities
of developing countries. Thus, the manufacturing process is rela-
tively labor intensive; production does not involve the use of
sophisticated technology; the optimum scale of output is relatively
low, and costs are not substantially higher at lower output levels;
and a network of suppliers of parts, components, and accessories
is not needed for efficient operations. Correspondingly, the estab-
lishment of these industries does not require much protection and,
in fact, protection levels were relatively low in Latin America until
the early 1950s.

Continued import substitution beyond its first, or easy, stage
was to entail the replacement of imports of intermediate goods
and producer and consumer durables by domestic production.
These industries have different production requirements, however,
than does the manufacture of nondurable consumer goods and
their inputs.

Most intermediate goods, such as petrochemicals, paper, and
steel, are capital intensive, and for some of them organizational
and managerial inefficiencies may absorb the relatively small margin
of processing. Also, economies of scale are important because costs
rise rapidly at lower output levels.

Producer durables, such as machinery and machine tools, and
consumer durables, such as automobiles and refrigerators, are also
subject to economies of scale. But, in these industries, economies
of scale relate not so much to plant size as to product specialization.
Costs can be reduced if a plant specializes in fewer products
(horizontal specialization) or, alternatively, if the production proc-
ess is divided among firms manufacturing parts, components, and
accessories, each of which may operate on an efficient scale (vertical
specialization). Product specialization requires a large market, a
technically sophisticated industrial structure, as well as skilled and
technical labor.

The importance of economies of scale in these industries led
ECLA to propose the creation of a Latin American Common
Market in 1958. Their high technical requirements also prompted
. proposals for industrial programming at the regional level. In the
event, neither of these two initiatives encountered much success.

Latin American countries established a free trade area rather
than a common market, so as to maintain their freedom to set
national tariffs. And the tariff-cutting process on intraregional trade
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virtually came to a halt once tariffs were reduced on products in
which producer interests were not at stake, and the volatility of
exchange rates also discouraged further trade liberalization. More-
over, tariff concessions could be withdrawn, as was done in some
cases, thereby creating uncertainty for intraregional exports.

Regionwide industrial programming did not fare better. For one
thing, governments wished to maintain national sovereignty over
basic industries. For another, private (including foreign) interests
strongly opposed outside interference, fearing for their profits. At
the same time, “complementarity agreements,” involving interfirm
specialization and negotiated by private firms across borders, were
few and largely ineffective.

In the absence of regional integration and regionwide industrial
programming, industries manufacturing intermediate goods and
producer and consumer durables were established within the
confines of national markets. The resulting loss of economies of
scale, together with the large capital requirements of intermediate
goods and the technological sophistication needed in the manufac-
ture of producer and consumer durables, raised production costs
in Latin American countries.

These second-stage, import substitution industries thus needed
high protection to be established and to survive. High protection
was in fact given would-be producers more-or-less automatically,
reflecting a policy of “import substitution at any cost.” This
expression originated with Santiago Macario, the research director
of ECLA, who provided evidence of the existence of high tariffs
in Latin America, further noting the haphazard nature of tariff
setting (Macario 1964, p. 61).

The limited size of domestic markets also led to monopoly
positions in some industries, and there was little effective com-
petition in others as a small number of firms divided up the
market, pursuing a policy of high profits and low turnover. The
subsidiaries of foreign companies attracted by high protection
followed similar policies.

The absence of domestic and foreign competition gave little
incentive to improve technology. Rail Prebisch noted in 1964:
“An industrial structure virtually isolated from the outside world
thus grew up in our countries.” He further described the policies
that had led to this situation:
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The criterion by which the choice was determined was based not on
considerations of economic expediency, but on immediate feasibility,
whatever the cost of production . . . tariffs have been carried to such a
pitch that they are undoubtedly—on an average—the highest in the
world. It is not uncommon to find tariff duties of over 500 percent.

As is well known, the proliferation of industries of every kind in a
closed market has deprived the Latin American countries of the
advantages of specialization and economies of scale, and owing to the
protection afforded by excessive tariff duties and restrictions, a healthy
form of internal competition has failed to develop, to the detriment of
efficient production (Prebisch 1964, p. 7).

By providing easy profits in domestic markets, high protection
also hindered the development of manufactured exports that had
to be sold abroad at world market prices. At the same time,
primary production suffered discrimination as protection and export
taxes turned the internal terms of trade (i.e., the ratio of primary
to industrial product prices) against primary activities. In Argentina,
low domestic prices of beef further reduced the exportable surplus
by encouraging home consumption. Several other countries limited
exports by fiat to satisfy domestic demand.

Exports were further discouraged by the overvaluation of Latin
American currencies and by variations in the extent of overvaluation
as inflation proceeded continuously while devaluation occurred
only intermittently (chapter 2). The resulting fluctuations in their
revenues in terms of domestic currencies created considerable
uncertainty and risk for exporters.

Instead of improving the external terms of trade through in-
creases in export prices as had been assumed by ECLA, these
policies led to a decline in the Latin American countries’ world
market shares of their major primary exports. Decreases in export
market shares were especially pronounced in temperate-zone
agricultural products and metals, benefiting developed countries,
including the United States, Canada, and Australia.

Among Latin American countries, Argentina’s average market
shares in the world exports of its principal primary exports,
including beef, wheat, maize, and wool, fell by three-fifths between
1934-38 and 1964-66. In the same period, average export market
shares declined by two-fifths in Uruguay. Brazil also had a loss of
nearly one-half in the average market shares of its principal export
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commodities except coffee, where it had a dominant world market
position, and sugar, where it benefited from access to the US
market; it experienced a slight gain if sugar is included.®

In turn, Chile’s share fell from 28 percent in 1938 to 22 percent
in 1964-66 in the world exports of copper, accounting for three-
fifths of the country’s export earnings.® Furthermore, notwithstand-
ing its climatic advantages, the trade policies applied forestalled
the development of Chilean agriculture, thereby impeding the
development of exports and contributing to increased food imports.

Owing to the slowdown in the growth of traditional primary
exports, the lack of new primary export products, and the failure
to develop manufactured exports, the Latin American countries
did not earn enough foreign exchange to sustain their economic
growth. By limiting their import capacity, the discrimination against
exports associated with the policy of import substitution thus
retarded their economic growth.

The situation was aggravated because net import savings declined
as the import-substituting industries’ need for imported materials
and machinery grew. Correspondingly, Latin America’s economic
growth was increasingly constrained by limitations on the availa-
bility of foreign exchange, and intermittent foreign exchange crises
occurred as attempts were made to expand the economy faster
than permitted by the growth of export earnings.

At the same time, the expansion of high-cost, capital-intensive
industries raised the capital requirements of additional output
increments, the incremental capital-output ratio, which approached
4 in the 1960-66 period in Latin America, on the average (i.e., a
1 peso increase in output necessitated an investment of approxi-
mately 4 pesos). Maintaining earlier economic growth rates would
thus have required an ever-increasing savings rate. Yet the loss of

5. United Nations Food and Agriculture Organization, Trade Yearbook, various
issues. Toward the end of the period, however, Argentina and Uruguay had to
seek new markets for their wheat and beef exports as the common agricultural
policy led to increased self-sufficiency within the European Community (EC).
Comparable data are not available for the other Latin American countries
considered in this chapter.

6. Metalgesellschaft, Metal Statistics, various issues.
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incomes due to the high cost of protection limited the volume of
available savings, as did negative real interest rates, so that the
average ratio of domestic savings to GDP did not reach 20 percent
in Latin America taken as a whole. This was considerably below
the Far Eastern level.”

Among the countries for which estimates are available, the cost
of protection, inclusive of monopoly profits obtained in import-
substituting activities, was estimated at 9.5 percent of the gross
national product in Brazil and 6.2 percent in Chile in the first half
of the 1960s. This cost was less, 2.5 percent of GNP, in Mexico,
where protection levels were relatively low at the time (Balassa
and Associates 1971, p. 82).

The high cost of import-substituting policies was supposed to
remain temporary, but this was not generally the case. Rather,
productivity growth slowed considerably, once the first stage of
import substitution had been completed. Based on data for major
Latin American countries (LAC), including Argentina, Brazil,
Chile, Colombia, and Mexico, it was concluded that “‘pure’
productivity growth has been virtually zero in LAC in the past
decade or so” (Bruton 1967), i.e., between the mid-1950s and the
mid-1960s.

As a result, instead of reducing the economic distance vis-a-vis
the industrial countries, this lag increased over time. Latin Amer-
ican countries were also surpassed by Japan and had considerably
lower growth rates than the Far Eastern NICs and the less
industrialized countries of Western and Southern Europe, where
per capita incomes approximately doubled between 1950 and 1966.

These conclusions also apply, albeit to a lesser extent, to Mexico
and Peru, where relatively low import protection rates contributed
to the expansion of exports and to a nearly two-thirds rise of per
capita incomes between 1950 and 1966. In the same period, the
smallest increase in per capita incomes was experienced in Uruguay
(14 percent), whose small economy particularly suffered the con-
sequences of losses in export market shares.

7. United Nations, Yearbook of National Accounts Statistics, various issues.
Subsequent estimates of domestic savings rates and incremental capital-output
ratios for Latin America derive from the same source. Data for the Far Eastern
countries originate in the national accounts statistics.
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Policy Reforms in the Mid-1960s

The slowdown of economic growth, associated with continued
import-substitution orientation, prompted proposals for policy
reform in several Latin American countries from the early 1960s
onwards. In Argentina, repeated reform efforts were unsuccessful
because of the opposition from vested interests. For one thing,
labor unions would not accept increases in food prices that would
have encouraged agricultural production and exports. For another,
private industrialists and the managers of public enterprises would
not accept reductions in domestic protection even if accompanied
by export subsidies.

In Brazil, the change in the political environment was propitious
for policy reforms in the mid-1960s. The currency was devalued
to a considerable extent and a crawling-peg exchange rate system
was adopted, linking future devaluations to domestic inflation.
Subsidies were granted to nontraditional exports, tariffs were
lowered, and import regulations were administered more liberally.

Colombia, too, devalued its currency, adopted a crawling peg,
granted subsidies to nontraditional exports, and liberalized imports
in 1967. Eventually, Argentina also granted export subsidies, but
only for manufactured products and without reducing import
protection. To encourage exports, Mexico established a free trade
regime for offshore assembly industries on the border with the
United States (the mdquila industries) in the second half of the
1960s and introduced tax rebates for manufactured exports in 1971.

In contrast, despite slow economic growth in the confines of
small domestic markets, Chile and Uruguay did not reform their
systems of incentives, retaining high levels of import protection.
Military governments in Ecuador and, in particular, Peru increased
import protection. Having reached high income levels based on
petroleum, there appeared to be little interest in policy reforms
in Venezuela.

As a result of the measures applied, discrimination against
exports was reduced in Brazil and Colombia and, to a lesser extent,
in Argentina and Mexico. Nevertheless, they did not go as far as
the Far Eastern countries that adopted outward-oriented policies
after the first stage of import substitution in the early 1960s.

In Korea, Singapore, and Taiwan, exporters were free to choose
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between domestic and imported inputs, they were exempted from
indirect taxes on their output and inputs, and they paid no duty
on imported inputs. The same privileges were extended to the
producers of domestic inputs used in export production. This
meant essentially free trade treatment for exports.

With additional subsidies and low import protection, exports
and import substitution received, on average, similar incentives
in the Far Eastern countries. At the same time, there was little
discrimination against primary exports and primary activities in
general, the incentives system was uniform across industries, and
realistic exchange rates were maintained.

In reforming their incentives system, Brazil and Colombia and,
to a lesser extent, Argentina and Mexico reduced the bias against
exports. But, apart from materials and intermediate products in
Brazil and Colombia, these countries did not let industrial exporters
choose freely between domestic and imported inputs. Rather, to
safeguard existing industries, exporters were required to purchase
domestic inputs manufactured under protection. As compensation
for the resulting excess cost, they were granted export subsidies.

These subsidies did not give exporters incentives comparable to
the protection of domestic markets. Thus, a bias persisted in favor
of import substitution and against exports, though at a reduced
rate, and incentives varied widely among industries. Discrimination
was especially pronounced against traditional primary exports
which did not receive export subsidies and which, in Argentina
and Mexico, remained subject to export taxes. Brazil, however,
vigorously promoted the exports of soybeans and provided credit
and tax incentives to agriculture in general.

The incentives importantly affected export performance in the
countries concerned. Between 1966 and 1973, the share of exports
in manufactured output rose from 1 percent to 4 percent in
Argentina and Brazil, and from 3 percent to 8 percent in Colombia,
with smaller increases (from 3 percent to 4 percent) in Mexico.
Nonetheless, export shares remained much lower than in the Far
East, where the share of exports in manufactured output grew
from 1 percent in 1960 to 14 percent in 1966 and to 41 percent in
1973 in Korea; from 11 percent, to 20 percent, and to 43 percent
in Singapore; and from 9 percent, to 19 percent, and to 50 percent
in Taiwan (Balassa and Associates 1982, chapter 3).

While Colombia and, to a lesser extent, Argentina and Mexico
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made gains in nontraditional primary exports, the world market
shares of their traditional primary exports continued to erode. In
turn, notwithstanding their poor resource endowments, Korea and
Taiwan had higher growth rates of primary exports (in particular,
fruits and vegetables) than the four Latin American countries.
Those growth rates were approached only by Brazil, which gained
market shares in traditional primary exports and became a major
exporter of soybeans.

Chile, Ecuador, Peru, Uruguay, and Venezuela did poorly in
primary exports and their share of exports in manufactured output
declined between 1960 and 1973. As a result, Chile’s share in the
combined exports of manufactured goods by developing countries
fell from 4 percent to 1 percent, while the other four countries
never provided more than one-fifth of 1 percent of this total.

There is further evidence of the favorable effects of policy
reforms on the efficiency of investment. In 1960-73, incremental
capital-output ratios were 1.8 in Singapore, 2.1 in Korea, and 2.4
in Taiwan, which consistently followed an outward-oriented strat-
egy. At the other extreme, these ratios were 5.5 in Chile and 9.1
in Uruguay, which continued with inward orientation throughout
the period. Incremental capital-output ratios decreased in the four
Latin American countries that undertook policy reforms. The
decline was largest (from 3.8 in 1960-66 to 2.1 in 1966-73) in
Brazil, where the policy changes were the most pronounced and
excess capacity could be utilized in exporting.

For Latin America as a whole, the incremental capital-output
ratio fell from 3.9 in 1960-66 to 2.8 in 1966-73. At the same time,
domestic savings ratios increased, from below 20 percent in 1966
to 25 percent in 1973, responding to positive real interest rates,
especially in Brazil, where the indexing of financial obligations was
introduced.

These improvements in economic performance cannot be attrib-
uted to changes in the world economic environment which was
favorable before 1966 as well as afterwards. At the same time,
intercountry policy differences largely explain differences in growth
performance. The Far Eastern countries continued to have the
highest GNP growth rates, while the four Latin American countries
that undertook policy reforms improved their growth performance
after 1966. The improvement was the largest in Brazil, where the
most important policy changes occurred. In turn, per capita
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incomes rose by one-tenth or less in Chile, Peru, Uruguay, and
Venezuela, which did not reform their incentive systems.

Policy Responses to External Shocks After 1973

Most Latin American countries experienced adverse external
shocks in 1973-78. The oil-importing countries suffered the con-
sequences of the quadrupling of oil prices in 1973-74, and all
Latin American countries were hurt by the world recession of
1974-75. The pattern of policy responses to external shocks will
be considered below, except for Ecuador and Venezuela, which
benefited from the rise of oil prices (Balassa 1984).

Chile and Uruguay suffered particularly large external shocks
and reformed their incentive systems in response. The reforms
involved a large devaluation, reductions in import protection, the
liberalization of prices, and decreases in budget deficits. As a
result, both countries made large gains in export market shares.

In turn, Argentina, Brazil, Colombia, Mexico, and Peru generally
increased import protection, thereby reinforcing the bias against
exports. Correspondingly, they lost export market shares in 1973
78, except for Brazil, which had gone the farthest in policy reform
in the preceding period and continued with export incentives after
1973.

Apart from Colombia, which benefited from higher coffee prices
and imported little petroleum, these countries relied heavily on
foreign borrowing to offset the effects of external shocks. Never-
theless, after initial successes, their rates of economic growth
declined below the pre-1973 growth rates. By contrast, after an
initial slowdown, the earlier growth rates were surpassed not only
in Korea, Singapore, and Taiwan but also in Chile and Uruguay,
all of which suffered larger external shocks, although in Chile rapid
economic growth represented in part a recovery from the recession.

The results again reflect policy differences among the countries
concerned. The overvaluation of the currency, supported by foreign
borrowing, and high protection impaired investment efficiency in
the major Latin American countries, Brazil being a partial excep-
tion. The situation was aggravated as their large public investment
programs paid too little attention to economic considerations. On
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the whole, this was not so in the three Far Eastern countries,
Chile, and Uruguay.

Higher levels of investment efficiency, expressed by lower
incremental capital-output ratios, were accompanied by superior
savings performance in the three Far Eastern countries, which
had positive real interest rates and small government budget
deficits. Chile and Uruguay, however, continued to have low
savings rates as reductions in budget deficits were not accompanied
by increased private savings, which were slow to respond to
changing policies.

The other five Latin American countries showed a mixed savings
performance in 1973-78. Colombia excepted, rising government
budget deficits in current transactions, financed in part from
foreign borrowing, represented negative public savings. As a result,
although private savings rates generally increased, the ratio of
domestic savings to GDP declined from 25 percent in 1973 to 23
percent in 1978 in Latin America as a whole. In turn, with the
deterioration of investment efficiency, incremental capital-output
ratios increased from 2.8 in 1966-73 to 4.4 in 1973-78.

Foreign borrowing substantially increased the external indebt-
edness of the major Latin American countries, whose debt-service
ratio (the ratio of interest payments and amortization to merchan-
dise exports) doubled between 1973 and 1978. This ratio declined
in the three Far Eastern countries and in Uruguay; it rose by less
than one-half in Chile, which experienced a large inflow of private
capital.

Heavily indebted Latin American countries suffered the effects
of a threefold increase of oil prices, poor world economic conditions,
and a substantial rise in world interest rates in subsequent years.
These difficulties extended to Mexico and Peru, which enjoyed
the benefits of newly found oil resources but borrowed abroad
largely to finance their growing budget deficits. They culminated
in the debt crisis that may be dated by Mexico’s announcement
of its inability to service the debt, in August 1982.

The debt crisis also affected Chile and Uruguay, which again
introduced large distortions in their incentive systems after 1978
and late 1980. In failing to devalue to compensate for domestic
inflation, the two countries considerably weakened their external
competitiveness. In Chile, the situation was aggravated as the
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inflow of private capital accelerated in response to the liberalization
of capital flows, thereby greatly increasing its overall debt.

Korea, Singapore, and Taiwan were little affected by the debt
crisis. Their policy stance remained outward-oriented during the
period of external shocks, and the three countries continued to
gain export market shares. They increased their exports as fast or
faster than their external debt as the borrowed funds were used
in large part for investments in export activities.

The unproductive use of at least some of the borrowed funds
contributed to the debt crisis in the major Latin American countries.
Investment in the public sector, and in the protected private
sector, often did not meet efficiency criteria, with incremental
capital-output ratios averaging 8 in 1978-82 in Latin America.
Average domestic savings ratios declined further from 23 percent
in 1978 to 22 percent in 1982, as public-sector deficits rose.

Their continued outward orientation permitted the three Far
Eastern countries to regain high rates of economic growth, once
they had adjusted to the higher oil prices. In Latin American
countries, however, per capita incomes fell between 1980 and
1985. The decrease was especially pronounced in Argentina and
Venezuela, where the appreciation of the real exchange rate,
together with negative interest rates, contributed to capital flight.
Per capita incomes declined to a lesser extent in Brazil, where a
substantial devaluation in real terms helped growth to resume in
1984 and 1985. Nevertheless, Brazil lost ground not only to Far
Eastern countries but also to the South European countries
between 1980 and 1985.

In the latter group, especially interesting is Turkey, which
undertook important economic reforms in 1980, involving increased
outward orientation and greater reliance on the market mechanism.
The reforms included a large devaluation, the granting of export
incentives, the liberalization of imports, the freeing of most prices,
and substantial increases in real interest rates. From near-bank-
ruptcy in 1979, Turkey became creditworthy for commercial
lending in 1984 under difficult world economic conditions. This
occurred as the volume of exports nearly tripled between 1980
and 1985, contributing to a 13 percent rise in per capita incomes
during the period. Turkey thus provides an example of overcoming
the debt crisis through a turn toward outward orientation.
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The Present Situation

Most Latin American countries went through three distinct stages
after World War II. In the first stage, until the mid-1960s, import-
substitution policies predominated, characterized by “protection
at any cost,” with a considerable bias in the system of incentives
against exports as well as against primary production.

The policies applied limited the possibilities for economic growth
in Latin America. While relatively low levels of protection allowed
a rise by nearly two-thirds in the average income level of Mexico
and Peru, and the growth of petroleum exports led to a rise by
three-fifths in Venezuela, these countries nevertheless experienced
much lower growth rates than the less industrialized countries of
Western and Southern Europe and the Far East.

As a result, in 1950-66, Latin American countries (Venezuela
excepted) fell behind Austria, Finland, Italy, and Spain, where
per capita incomes about doubled, and Japan, where they nearly
tripled from the low postwar level. Also, with per capita incomes
roughly doubling, Greece caught up with Chile, Mexico, and Peru;
Portugal, Singapore, and Turkey surpassed Colombia; and Taiwan
reached Brazil’'s and Ecuador’s income level.

In the wake of a far-reaching economic reform, per capita
incomes in Brazil increased more between 1966 and 1973 than in
the previous 16 years altogether. The economic reforms introduced
in Argentina, Colombia, and Mexico also helped to accelerate the
growth process, but they could not match Brazil’s performance as
their reforms were more limited. On the other hand, per capita
incomes increased little in Chile and Uruguay, which persisted in
applying import-substitution-oriented policies; growth slowed in
Peru, where distortions in the incentive system increased again,
and in Venezuela, where the high costs of continued import
substitution became apparent.

While Brazil approached the economic growth rates of the Far
Eastern countries between 1966 and 1973, differences in economic
performance increased again during the subsequent period of
external shocks. Despite large external shocks, continued outward
orientation permitted the three Far Eastern countries to nearly
double incomes per head between 1973 and 1985. In the same
period, per capita incomes increased by one-half in Turkey, which
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increasingly shifted from an inward-oriented to an outward-oriented
development strategy from 1980 onward.

External shocks were less severe in the four large Latin American
countries (Argentina, Brazil, Colombia, and Mexico) than in the
Far East after 1973 (Balassa 1985a). Nevertheless, their growth
performance deteriorated as the policy reforms of the earlier period
were in large part undone. Also, excessive reliance was placed on
foreign borrowing, and the borrowed funds were often used
inefficiently.

Brazil was an exception in several respects, as it continued with
export incentives through much of the period and had more
realistic exchange rates, leading to gains in export market shares.
But, after 1973, the exchange rate was sustained by large borrow-
ings, and while investments in some intermediate products brought
benefits in Brazil’s large market, several public investment projects
of doubtful economic validity were undertaken (chapter 4).

Correspondingly, Brazil’s economic performance was mixed. Per
capita incomes rose more than in any of the other Latin American
countries (28 percent between 1973 and 1985), but this represented
a considerable deceleration compared with earlier periods. Brazil
was followed by Colombia (23 percent), which limited its reliance
on foreign borrowing and Ecuador (22 percent), which made good
use of increments in oil earnings. Increases were much smaller in
Mexico (13 percent), which despite its oil bonanza borrowed
extensively abroad largely to finance public spending.

Between 1973 and 1985, per capita incomes fell in Argentina,
whose economic situation was aggravated by the lack of consistent
macroeconomic policies and the overvaluation of the exchange
rate. The appreciation of the currency in real terms also reduced
the benefits of the reforms introduced in the mid-1970s in Chile
and Uruguay, which suffered large external shocks, limiting in-
creases in per capita incomes. Incomes per head declined consid-
erably in Peru, which failed to undo the adverse effects of the
policies applied by successive military governments, and, in
particular, in Venezuela, where the policies foreclosed the oppor-
tunities offered by increases in petroleum prices.

Increases in international interest rates and the decline in
primary product prices greatly aggravated the debt situation of the
Latin American countries. The London Interbank Offer Rate
(LIBOR) on six-month dollar deposits rose from 8.7 percent in
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Table 1.5 Debt servicing and inflation

Interest

payments as Debt- _

percentage of export Inflation rate
Country exports, 1985 ratio, 1985 1981 Mid-1985
Argentina 55 5.9 105 1,130
Brazil 44 4.0 106 217
Chile 47 5.3 20 35
Colombia 23 2.7 27 28
Ecuador 25 2.6 13 30
Mexico 37 4.5 28 53
Peru 35 4.5 75 169
Uruguay 36 5.6 34 70
Venezuela 23 2.1 16 13

Source: For interest payments and debt-export ratios, ECLA (1985b); for inflation rates,
IMF, International Financial Statistics, various issues.

1978 to a peak of 16.8 percent in 1981, before falling to 8.6 percent
in 1985. After rapid increases between 1978 and 1980, the average
dollar price of the exports of oil-importing developing countries
declined every year; the oil-exporting countries experienced de-
creases from 1982 onwards.

Furthermore, capital flight from Argentina, Venezuela, and
Mexico importantly added to the region’s external debt. As a result
of these developments, in 1985 the external debt of most major
Latin American countries exceeded the value of their exports of
goods and services several times, and interest payments on the
debt took a substantial share of those exports (table 1.5).

The financing of external and internal debt increased public-
sector deficits, contributing to inflation. Though reduced from
their 1982 peaks, the deficits are still much higher than before the
oil crisis. The only exception is Venezuela, where a public-sector
deficit amounting to 12.9 percent of GDP in 1982 gave way to a
surplus of 5.5 percent in 1984.

Venezuela is also the exception to the rise of inflation in Latin
America between 1981 and mid-1985 (table 1.5). Since that time,



The Latin American Experience 71

however, Argentina and, subsequently, Brazil have adopted far-
reaching monetary reforms (chapter 3).

At the same time, the high expectations for creation of new jobs
under an import-substitution oriented development strategy in
Latin America were disappointed. The establishment of relatively
capital-intensive industries did not permit the full absorption of
workers released by agriculture, which suffered discrimination
under this strategy. Correspondingly, unemployment increased to
nearly 10 percent of the urban labor force in 1980 in most Latin
American countries, according to official statistics, to which dis-
guised unemployment should be added. Further increases in
unemployment and underemployment followed the debt crisis,
and exacerbated its social impact.

By contrast, manufacturing employment in labor-intensive in-
dustries increased more rapidly than labor could be released by
agriculture in Korea and Taiwan. As a result, their unemployment
rates declined to less than 3 percent of the labor force. Also, with
the growth of productivity, real wages rose fourfold from 1960 to
1983 (table 1.6). Higher real wages, and the rise in agricultural
incomes, in turn, led to reductions in income inequalities in these
countries.® In fact, income inequalities are much smaller in the
two countries than in any of the major Latin American countries,
with income differentials being the largest in Brazil and Peru.®

Among Latin American countries, Brazil experienced continuing
increases in real wages, while real wages declined in Argentina,
Peru, and Uruguay after 1973 and in Mexico after 1978. But,
increases in real wages in Brazil, too, were smaller than in the
less industrialized European countries and, in particular, the Far
Eastern countries. Thus, manufacturing wages in Korea and Taiwan
nearly caught up with Brazil and Mexico in 1983 (table 1.6); they

8. Estimates on the employment effects of alternative development strategies
are reported in Krueger (1981, pp. 277-302), while income distributional effects
are examined in Myint (1985).

9. World Bank (1986) and Taiwan Statistical Yearbook 1984. In the latest year
for which data are available, the ratio of the total income of the upper one-fifth
to that of the lower one-fifth in the income distribution was 33 in Brazil, 32 in
Peru, 20 in Mexico, 18 in Venezuela, 12 in Chile, and 11 in Argentina, compared
with 8 in Korea and 7 in Taiwan. Data for other major Latin American countries
are not available.
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Table 1.6 Average wages in manufacturing industries

Real Wages Index, 1973 = 100

Country 1960 1966 1973 1978 1980 1983
Argentina 84.8 103.0 100 31 39 n.a.
Brazil 67.3* 76.3 100 127 136 149
Ecuador 59.2b 61.2 100 113 163 148¢
Mexico 62.6 89.1 100 118 115 93
Venezuela 84.14 86.8 100 115 117 111
Peru n.a. n.a. 100 66 68 n.a.
Uruguay n.a. n.a. 100 67 57 n.a.
Austria 51.2 67.5 100 127 130 137
Italy 42.1 57.7 100 131 127 134
Japan 35.8 49.8 100 112 110 117
Spain 52.9b 63.3 100 144 155 168
Turkey 54.6 73.2 100 131 112f n.a.
Korea 50.0 50.7 100 184 191 216
Taiwan 46.6 63.4 100 136 161 186

n.a. Not available.

Source: Department of Labor, Handbook of Labor Statistics, International Financial

Statistics, and United Nations, Statistical Yearbook, various issues.

a. 1962; b. 1963; c. 1982; d. 1964; e. 1981; f. 1979.

surpassed the two Latin American countries, which undertook
substantial devaluations, by 1985.

Summary

Apart from relatively short episodes in the mid-1960s (Colombia
and, to a lesser extent, Argentina and Mexico) and the mid-1970s
(Chile and Uruguay), Latin American countries have generally
followed inward-oriented policies that have discriminated against
exports as well as agriculture. And while Brazil has retained the
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Dollars per hour

1960 1966 1973 1978 1980 1983
n.a. n.a. 0.64 0.34 0.96 n.a.
0.27= 0.44 0.81 1.67 1.70 1.68
0.16° 0.19 0.36 0.80 1.43 1.43¢
0.48 0.78 1.24 2.04 2.95 1.45
0.994 1.06 1.50 2.47 3.44 3.78¢
n.a. n.a. 0.63 0.43 0.64 n.a.
n.a. n.a. n.a. n.a. n.a. n.a.
0.58 0.95 2.58 6.20 7.84 6.92
0.72 1.29 3.33 6.09 8.14 7.59
0.27 0.53 2.16 5.54 5.61 6.20
0.39> 0.60 1.53 3.90 5.96 4.75
0.33 0.29 0.46 1.05 1.11f n.a.
0.17 0.09 0.26 0.86 1.08 1.29
0.08 0.12 0.28 0.80 1.27 1.61

export incentives introduced in the mid-1960s after 1973, it has
also increased import protection.

In the manufacturing sector, discrimination against exports has
taken the form of high tariffs and quantitative import restrictions,
which encourage production for the sheltered domestic market
and are offset only in part by export incentives. Discrimination
has been especially pronounced against agricultural exports, which
rarely receive subsidies and are often subject to taxes. More
generally, the system of protection in Latin America has discrim-
inated against agriculture, which has received only partial com-
pensation through preferential credits to farmers in some countries
of the region.

Inward-oriented policies have retarded economic growth in
Latin America. This is particularly apparent in countries that were
at higher levels of development at the beginning of the period
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(Argentina, Uruguay, and Venezuela) or had relatively small
national markets (Chile and Uruguay).

Growth rates have been above average in Colombia and Ecuador,
which have had relatively low protection rates, and in Mexico,
which has benefited from the proximity of the large US market
and, until the mid-1960s, from exchange rate stability. Growth has
been the most rapid in Brazil, where export incentives have
reinforced the advantages of a large domestic market. Still, Brazil
also has fallen behind the less industrialized European countries
of a generation ago and the countries of the Far East in terms of
per capita incomes.

Besides enhancing investment efficiency, outward orientation
usually encourages savings because of increased opportunities to
invest; a higher than average savings propensity from increases in
incomes; and a higher proportion of savings from incomes generated
by exports.1® Nonetheless, intercountry differences in investment
efficiency explain a much larger proportion of differences in
economic growth rates between Latin America and the Far East
than the differences in domestic savings ratios. Thus, in 196685,
domestic savings ratios averaged 22 percent in Latin America and
25 percent in the Far Eastern NICs, while incremental capital-
output ratios were 5 and 3, respectively. In the same period, the
average GDP growth rate was 4.6 percent in the first case and 8.7
percent in the second.!

10. Weisskopf (1972, pp. 25-38) and Papanek (1973, pp. 120-27). In fact,
domestic savings ratios are higher in outward-oriented than in inward-oriented
countries, except that oil price increases led to high savings ratios in Venezuela.
Additional factors contributing to higher savings ratios in outward-oriented
countries have been positive real interest rates and relatively low budget deficits.

11. Nor can one explain intercountry differences in per capita income growth
rates by population growth. While it has been suggested that high population
growth rates create pressures on domestic resources, among the Latin American
and Far Eastern countries under consideration, rapid increases in per capita
incomes were associated with rapid population growth, and, Venezuela excepted,
countries with the smallest increase in per capita incomes had the slowest rise
in population. Finally, although Latin America countries with low rates of military
expenditures had relatively high rates of per capita income growth, the faster-
growing Far Eastern countries had the highest share of military expenditures in
the gross national product. (The relevant data are reported in World Bank 1986).
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2 Exchange Rates and
Trade Policy
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The previous chapter set the stage for a discussion of desirable
economic policies in Latin America. These policies should aim
simultaneously at promoting economic growth, with increases in
employment and improvements in the distribution of income, and
adjusting to the debt crisis. The elements of such a policy package
will be considered in this and the next two chapters, while the
international environment in which the policies operate will be
the subject of chapter 5. Desirable reforms of the system of
exchange rates, incentives to exports and to import substitution,
incentives to manufacturing and to primary activities, and price
control will be analyzed in this chapter. Employment and income
distributional implications will also be examined.

Traditionally, economists have distinguished between expendi-
ture-reducing and expenditure-switching policies for balance of
payments adjustment. The former entail the application of defla-
tionary measures that reduce domestic expenditures, leading to a
decline in total output; the latter involve the application of measures
that promote exports and import substitution, contributing to an
increase in total output in a situation of unused capacity and
unemployed labor such as at present in Latin America.! In the
case of expenditure switching, one may thus speak of output-
increasing policies that promote both balance of payments adjust-
ment and economic growth.

1. Under full-employment conditions, a devaluation carried out in response to a
balance of payments disequilibrium would lead to a shift of resources from
nontraded to traded sectors.

75
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A competitive exchange rate policy is a sine qua non of output-
increasing policies. Such a policy would aim at ensuring the
international competitiveness of a country’s products in domestic
and foreign markets, with account taken of the balance of payments
needs arising out of the shift from foreign borrowing to the payment
of interest on the external debt.

At the same time, to secure the best use of domestic resources
in earning foreign exchange through exports and saving foreign
exchange through import substitution, one should move toward
equalizing incentives to production for domestic and foreign
markets. This will reduce the anti-export bias of the system of
incentives that hinders export expansion by favoring sales in highly
protected domestic markets, and it will contribute to the efficient
allocation of new investment.

Coping with the debt crisis thus requires a shift from an inward-
oriented to an outward-oriented development strategy that pro-
vides similar incentives to exports and to import substitution. The
application of such a strategy will promote economic growth in
Latin America, which has been hampered by inappropriate ex-
change rate and trade policies—characteristic of an inward-oriented
development strategy—in the past (chapter 1).

Adopting competitive exchange rates and providing similar
incentives to production for domestic and foreign markets will
encourage exports as well as efficient import substitution. In the
primary sector, possibilities for import substitution can be realized
if the existing bias of the system of incentives against such activities
is reduced. Unprotected activities, and activities subject to low
protection, in the manufacturing sector will also benefit from a
competitive exchange rate policy, as discussed below. At the same
time, manufactured exports permit import substitution to take
place through the exploitation of economies of scale. And intra-
industry specialization permits parallel development of exports
and import substitution through the international division of the
production process, entailing the exchange of parts, components,
accessories, as well as finished products through trade.

Outward orientation is thus a two-pronged approach, under
which both export expansion and import substitution lead to
improvements in the balance of payments and to economic growth.
Such has been the case in the post-1973 period of external shocks,
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when more import substitution occurred in outward-oriented, than
in inward-oriented, developing countries (Balassa 1986a).

An outward-oriented development strategy offers advantages,
first of all, by ensuring resource allocation according to comparative
advantage that is impeded by high protection. It contributes to
the exploitation of economies of scale by surmounting the con-
straints of national markets and permits higher rates of capacity
utilization through increases in output. The carrot and the stick of
foreign competition provide inducements for technological im-
provements. Qutward orientation leads to higher domestic savings
(chapter 1).

These considerations have particular relevance for the small and
medium-size countries of Latin America. But they also apply to
the larger countries. Brazil, for example, benefited considerably
from increased outward orientation after 1966 and from the
maintenance of export incentives and competitive exchange rates
after 1973 when import substitution in the production of inter-
mediate goods was again encouraged.

Brazil’s gross domestic product is smaller than Canadas and
the GDP of all of Latin America is less than West Germany’s. Yet,
for Canada as well as for Germany, foreign trade is very important;
exports of goods and services account for 29 percent of Canada’s
GDP and 36 percent of Germany’s. The corresponding ratio is 13
percent for Latin America and 11 percent for Brazil (World Bank
1986). Increased outward orientation would permit raising this
ratio, with favorable effects for the Latin American economies.

Exchange Rate Policy

Competitive exchange rates are crucial for the future economic
development of Latin American countries. The postwar experience
of these countries indicates that overvalued currencies and fluc-
tuations in their real value discourage exports, generate pressures
for import protection, and engender capital flight. Conversely, the
adoption of competitive exchange rates contributes to export
expansion and permits reductions in import protection while
creating the prerequisites for a reverse flow of capital.
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Table 2.1 Real effective exchange rates
(1976-78 = 100)

Country 1971 1972 1973 1974 1975 1976 1977
Argentina 92.1 105.2 98.6 87.2 118.9 90.3 110.2
Brazil 92.0 95.6 103.9 103.0 103.3 98.6 97.9
Chile 67.3 ol.1 44.3 86.7 113.2 99.4 92.7

Colombia 112.6 114.1 115.8 109.7 112.6 106.8 96.1
Ecuador 126.4 128.0 136.2 123.4 114.7 103.3 101.8

Mexico 91.9 94.9 95.4 92.1 90.4 93.9 105.2
Peru 74.5 75.7 83.0 82.5 74.6 79.8 94.4
Uruguay 86.4 106.2 94.8 84.4 96.6 101.1 99.9

Venezuela 98.2 99.5 106.7 109.3 104.6 101.2 98.1

n.a. Not available.

Note: Trade-weighted exchange rates, adjusted for changes in wholesale prices at home
and abroad, except for Chile where the adjusted consumer price index was used until
1975, because of the lack of reliability of wholesale price indices for the period. (An increase
in the index represents a depreciation, a decline an appreciation, of real effective exchange
rates.)

Source: IMF, International Financial Statistics, various issues.

The reforms of the mid-1960s in Brazil offer evidence in this
regard. After a decade of poor export performance, the large
devaluation of the currency and the adoption of the crawling-peg
exchange rate system led to the rapid expansion of exports while
imports were liberalized.

These measures promoted Brazil’s nontraditional primary and,
in particular, manufactured exports. Between 1966 and 1973, the
dollar value of per capita manufactured exports increased tenfold,
admittedly from a very low base. Argentina and Colombia also
carried out policy reforms during this period, leading to rapid
export expansion (table 1.3).

After 1973, Brazil made exchange rate adjustments that com-
pensated for domestic inflation and, except in 1981-82, let the
real effective exchange rate depreciate.? This policy helped Brazil

2. Indices of the real effective exchange rate, reported in table 2.1, have been
calculated as a trade-weighted average of nominal exchange rates, adjusted for
changes in wholesale prices at home and abroad. Wholesale prices are preferred
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1978 1979 1980 1981 1982 1983 1984 1985

99.4 75.7 67.5 75.6 115.2 103.6 95.7 129.4
103.5 114.9 127.6 103.8 98.3 115.7 109.2 109.6
107.8 98.5 83.8 75.3 83.9 90.5 91.4 103.8

97.1 94.7 95.9 88.9 81.1 79.8 85.3 95.8

95.0 97.5 105.1 102.3 103.0 130.5 152.1 131.2
100.9 96.7 89.0 80.1 115.0 121.0 100.3 98.0
125.9 124.1 114.0 96.5 92.4 100.3 101.1 121.0

99.0 84.7 77.6 73.7 76.9 105.3 96.5 95.4
100.7 104.2 98.6 89.5 81.8 76.6 106.7 96.3

gain market shares for its nontraditional primary and manufactured
exports, which also benefited from export incentives.
Correspondingly, between 1973 and 1983, Brazil's per capita
exports of manufactured goods increased more than fivefold in
| dollar terms.? In Latin America, this performance was matched
only by Chile and Uruguay, which adopted realistic exchange rates
and turned outward after 1973.4 Increases were much smaller in
the other Latin American countries, where exchange rate adjust-
ments generally did not suffice to offset domestic inflation (table
2.1). The Central American countries, which failed to devalue in
line with inflation, had a similar experience.
In 1979-81, the Southern Cone countries attempted to use the
exchange rate as an anti-inflationary device by not devaluing to

for this purpose because the consumer price index also covers services that do
not enter international trade. At the same time, for making policy decisions, it
would be desirable to refine these indices by adjusting for changes in indirect
taxes, eliminating nontraded goods from their coverage and using weights that
reflect international competitive positions.

3. Note that the average unit value of manufactured goods exported by the
developing countries rose by 58 percent between 1973 and 1983 while the
increase had been 55 percent between 1966 and 1973 (United Nations, Statistical
Yearbook and Monthly Bulletin of Statistics, various issues).

4. Toward the end of the period, the appreciation of the real exchange rate led
to a deterioration in the export performance of the two countries, however.

\
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compensate for domestic price increases. The ensuing overvalua-
tion of the currency curtailed exports and promoted imports,
eventually necessitating a large devaluation to restore balance of
payments equilibrium. As a result, inflation again accelerated while
the countries in question suffered the adverse effects of the large
debt they had accumulated and of declines in industries producing
tradable goods.

The overvaluation of the currency had similar consequences in
Mexico in the early 1980s. And, although the subsequent deval-
uations led to considerable increases in nonfuel exports, a reversal
occurred after mid-1984 as the exchange rate became overvalued
anew.’ In turn, the large devaluations undertaken in late 1985 and
early 1986 again had favorable effects on Mexican exports.

Fluctuations in the real effective exchange rate tend to discourage
exports by creating uncertainty about the future. Stability in the
real exchange rate is thus a precondition for continued favorable
export performance as shown by the experience of Brazil after
1966.

An additional consideration is that the overvaluation of the
currency increases protectionist pressures. This is well known from
the experience of the United States, the Southern Cone countries,
and Mexico. Following the appreciation of their real exchange
rate, Argentina and Uruguay not only canceled their scheduled
tariff reductions but also raised tariffs again; Chile increased tariffs
to 25 percent from a uniform tariff of 10 percent; and Mexico
reversed the liberalization of imports and raised tariffs.

An especially pernicious consequence of currency overvaluation
is capital flight. Argentina reportedly lost about $20 billion,
Venezuela $25 billion, and Mexico $35 billion through capital flight
between 1973 and 1982 (Dooley et al. 1986). Venezuela suffered
further losses in 1983 and Mexico in 1984-85 as their exchange
rates again became overvalued, although the extent of the loss is
subject to controversy.® In addition, a sizeable portion of the

5. The Banco de Mexico reports that the dollar value of Mexico’s nonfuel exports
increased by 36 percent between the first six months of 1972 and 1974 and
declined by 14 percent over the following 12 months.

6. Thus, estimates in Morgan Guaranty Trust, World Financial Markets (March
1986), have been contested.
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capital outflow from Mexico has reportedly been invested in more
permanent ventures in the United States.”

The amount of funds domestic nationals hold abroad may account
for one-half the external debt of Argentina, over two-fifths that of
Mexico, and it may approximate the external debt of Venezuela.
Reversing the outflow of private funds is, then, of great importance
for these countries. While the capital flight has been less severe
in other major Latin American countries, the threat of an outflow
exists if the exchange rate gets out of line.

Experience shows that Latin American countries have often
used the exchange rate for purposes other than to make their
products competitive in world markets and to attain balance of
payments equilibrium. The objectives included the stability of the
nominal exchange rate for reasons of national prestige and confi-
dence; but confidence was undermined as prices rose more rapidly
at home than abroad. The exchange rate was also used as an
instrument for controlling inflation; but the resulting overvaluation
of the currency led to increases in imports and losses in export
market shares, with prices rising again as a devaluation became
unavoidable.

There is need, then, for realistic and stable real exchange rates
to ensure rapid export expansion and efficient import substitution
and to avoid capital flight.® Merchandise transactions as well as
tourism and other services have proven strongly responsive to the
exchange rate, in both the upward and the downward direction.
In Mexico, border trade and the mdquila industries, processing
US-made inputs for reexport, which are included among service
items, are particularly sensitive to changes in the rate.

In the present situation of large external debt, high unemploy-
ment, and excess capacity in Latin America, it is particularly
important to assure adjustment through economic growth and to
reverse the outflow of private capital. Correspondingly, in adopting

7. Wall Street Journal, 11 October 1985.

8. A recent report by the United Nations Economic Commission for Latin
America and the Caribbean (ECLA) also underlined the importance of setting
and maintaining a competitive exchange rate, adding that “the response of export
and of import-substituting activities is sensitive not only to the real level of the
exchange rate, but also to its stability” (1986, p. 34). The report further noted
the importance of reversing the flight of private capital.
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a competitive exchange rate policy, Latin American countries are
well advised to devalue sufficiently to allow for the shift from
foreign borrowing to the payment of interest on the external debt.

Brazil has successfully applied a competitive exchange rate policy
in response to the debt crisis. Its earlier deficit on merchandise
trade has turned into a surplus of $12 billion in 1985 as its exchange
rate depreciated in real terms by 11 percent between 1982 and
1985. And, while initially the application of import restrictions
contributed to improvements in Brazil’s merchandise trade ac-
count, subsequently the expansion of exports increased in impor-
tance. As a result of the measures applied, Brazil has resumed
economic growth, with a 4.8 percent rise in gross domestic product
in 1984, 7.0 percent in 1985, and a growth rate of similar magnitude
expected in 1986.

Once an appropriate exchange rate is established, governments
should make a credible commitment that the rate will not get out
of line again. Such a commitment may be provided by establishing
automatic decision rules for changing the exchange rate in the
future. Exchange rate changes should be based on relative rates
of inflation at home and abroad, with further adjustments made if
structural changes occur in the country’s balance of payments. A
case in point is the large decline of oil prices in early 1986, which
greatly reduced export revenue in Ecuador, Mexico, and Vene-
zuela.

Under present-day conditions, dual exchange rates may provide
a safety valve for Latin American countries as they did, for example,
in Belgium during the postwar period. But experience shows that
large differences in the rates cannot be maintained for long. The
adverse effects of a large spread between the parallel market rate
and the official exchange rate are indicated by the experience in
Mexico in 1985. Such a spread discriminates against activities that
receive a less favorable exchange rate, invites evasion, and creates
expectations for a further devaluation, thereby discouraging exports
and encouraging imports.

Correspondingly, large differences between the parallel market
exchange rate and the official rate should be avoided. And, in
countries like Mexico and Venezuela where capital movements
largely escape control, unification of the rates in the short to
medium term would be desirable. This is an appropriate long-
term goal for the other countries as well.
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A competitive exchange rate policy would need to be accom-
paniea by appropriate macroeconomic policies, so as to ensure the
movement of resources into export and import-substitution indus-
tries and to prevent the acceleration of inflation. Apart from
monetary measures, the use of resources by the public sector
should be limited by curtailing its operating deficit mainly by
reducing current expenditures and improving the operation of
public enterprises while safeguarding essential social services.

The reduction in the public-sector deficit would adversely affect
some people, but there will be important gains as conditions in
financial markets ease. Lower operating deficits will lessen interest
payments on the public debt held by nationals, thereby decreasing
public-sector financial requirements and freeing resources for the
private sector.

Last but not least, a competitive exchange rate policy will permit
the necessary import liberalization to provide the import needs of
Latin American countries, to increase competition in domestic
markets, and to reduce the bias of the incentive system against
exports. This last observation leads to the question of relative
incentives to exports and import substitution.

Incentives for Exports and Import Substitution

The adoption of a competitive exchange rate policy will give Latin
American producers incentives for exports and import substitution.
But exports will not grow rapidly if high profits (and an easy life)
can be obtained in highly protected domestic markets. As shown
in chapter 1, the antiexport bias of an incentive system associated
with high protection has been inimical to export expansion, whereas
providing similar incentives to exports and to import substitution
have importantly contributed to the growth of exports.

The disadvantages of high import protection have been increas-
ingly recognized in Latin America. This is apparent from a recent
appraisal of the policies applied in the postwar period by ECLA
(1985a, p. 5):

One policy that was quite common was that of establishing a close link
between industrial development and the domestic market, without
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combining this with the conquest of external markets. This policy,
which can be understood in the light of the genesis of the process in
Latin America and the conditions then prevailing on the international
scene, was extended for too long and ultimately contributed to the
aggravation of the balance of payments problems of many countries.
One of the main reasons for this was that protection was excessive, too
general, and too prolonged.

Consensus seems to be emerging, then, on the need for reducing
import protection in order to ensure efficient resource allocation
and to promote exports and economic growth. Such a consensus
seems to disappear, however, once specific measures of trade
liberalization are considered.

This is largely because the past policies of proteccion a ultranza
[excessive protection] have permitted protected industries to
operate at high costs and profits. The powerful vested interests
thus created naturally oppose changes in these policies. Yet, the
essential long-term objective is to eliminate the antiexport bias
and to provide equal incentives to exports and import substitution.

Export Incentives

To equalize the treatment of exports and import substitution,
export subsidies would need to be provided at similar rates as
import protection.? This alternative, however, conflicts with in-
ternational rules that do not treat import protection and export
subsidization symmetrically. Developing countries can apply im-
port protection measures without invoking retaliation, but their
export subsidies are subject to countervailing action in the devel-
oped countries whose industries are adversely affected by them.
There is a long history of countervailing action against export
subsidies, particularly in the United States. Under the Tokyo
Round, the United States made the application of countervailing

9. According to ECLA, “ideally the incentive granted to exports should be
equivalent to the tariff protection accorded to import substitution. As a first
approximation, this implies that the export subsidy for a specific good must be
equivalent to the tariff rate protecting that good in the domestic market” (1986,
p- 36).
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duties conditional on the proof of injury from export subsidies
granted by countries that subscribed to the subsidy code, but it is
using bilateral channels to get developing countries to phase out
their export subsidies. Countervailing action has also been increas-
ingly used by the European Economic Community.

Correspondingly, Latin American countries are well advised to
limit export incentives to measures that are acceptable under the
rules of the General Agreement on Tariffs and Trade (GATT).
These include the duty-free entry of imported inputs for export
production and the reimbursement of import duties and indirect
taxes paid at earlier stages of fabrication. At the same time, full
reimbursement in real terms should be assured, with adjustment
made for inflation.

Also, exporters should be given the right to import all inputs
freely, even if domestic substitutes are available. Apart from Brazil
and Colombia, Latin American countries grant this privilege only
to exporters located in free trade zones, which are generally not
allowed to sell in the domestic market. Also, the experience of the
Far Eastern countries indicates that extending this privilege to the
domestic producers of inputs for export production (indirect
exports) promotes exports and encourages the use of domestic
inputs by reducing costs. Its adoption by Latin American countries
would therefore be desirable.

The freedom of choice between domestic and imported inputs
for direct and indirect exporters puts them under free trade
conditions. A bias against exports and in favor of import substitution
would remain, however, owing to the protection of domestic
markets. Thus, additional incentives to exports are needed, chosen
to avoid retaliation by developed countries.

Export promotion measures such as establishing information
services, financing trade fairs, and granting favorable tax treatment
for marketing expenditures may be undertaken without risk of
retaliation. Furthermore, export credits and guarantees can be
provided within the limits acceptable under international rules.
Export credits may take the form of prefinancing, the discounting
of export bills, medium-term loans for the sale of capital goods,
and long-term credits for investment in export activities.

Latin American exports also have been hindered by other forms
of “self-inflicted injury,” in the form of a welter of administrative
procedures that impede export expansion. Some of these proce-
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dures are related to exchange controls. Others, such as export
licensing, may require proving that domestic supplies are not
affected by exports and that the products in question are not of
strategic importance. These controls should be ended.
Regulations affecting exporters should also be simplified. Possible
models are Far Eastern countries and Turkey, where governments
aim to facilitate exports. This is part of an export mentality, when
exporters know they will be helped, not hindered, in their efforts.
A final point concerns the availability of infrastructure for
exporting activities. The situation varies from country to country,
but in several Latin American countries import substitution policies
meant, in effect, a lack of concern with export-oriented infrastruc-
ture. Special efforts are needed to develop ports, sea, and road
transport, handling and storage facilities, as well as communication
networks. Projects in export infrastructure tend to have high social
rates of return, making them good candidates for financing by the
World Bank or the Inter-American Development Bank (IDB).

Import Protection

Rates of import protection in Latin America today far exceed the
export incentives that may be provided without inviting retaliation
on the part of the developed countries. Import protection thus
needs to be reduced, both to encourage exports and to lessen the
economic cost of protection. These objectives would further be
served by rationalizing the system of protection that often reflects
past actions taken at different times and for differing objectives.

Several attempts have been made by Latin American countries
to liberalize and rationalize import protection. Their experience
shows that success depends crucially on the maintenance of realistic
exchange rates. Thus, exchange rate overvaluation led to a reversal
of import liberalization in the countries of the Southern Cone and
Mexico. Conversely, the devaluation of the exchange rate in Brazil
permitted substantial reductions in import protection in the mid-
1960s.

The adoption of competitive exchange rates provides an oppor-
tunity for lowering import protection in Latin America. This may
take the form of a compensated devaluation, where reductions in
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the rates of protection offset increases in the domestic prices of
protected imports resulting from a devaluation. The application of
such measures would promote exports as well as import substitution
in industries that are unprotected or have low rates of protection,
while limiting domestic price increases.!°

A sufficiently large devaluation would allow import protection
to be eliminated. In Latin America’s present situation, this alter-
native would encounter practical difficulties, however. It would
create problems of financing for the public sector and for private
enterprises with substantial foreign debt by increasing the domestic
currency value of the debt, and it would cause considerable
dislocation in highly protected industries which need time to
adjust.

Correspondingly, the liberalization and rationalization of pro-
tection would have to proceed according to a well-conceived
program, designed to minimize the difficulties of adjustment and
to surmount the opposition of vested interests that benefited from
high protection in the past. Such a program would include the
replacement of quantitative import restrictions by tariffs, reductions
in the average level of protection, and a move toward uniformity
in sectoral levels of protection.

Latin American governments should be unambiguous on two
points:

® They are committed to the import liberalization program
and will resist pressure against it from vested interests.

® Despite the overall beneficial economic effects of import
liberalization, some areas and activities will be adversely

affected.

The replacement of quantitative import restrictions by tariffs
would need to be given first priority. Quantitative restrictions may

10. More precisely, production will increase in sectors where the initial rate of
protection was less than the rate of devaluation, so that full compensation through
reductions in protection cannot be made (for example, if the currency is devalued
by 20 percent and the initial rate of protection was 8 percent, prices will rise by
12 percent, thereby providing incentives to domestic production. In turn, the
domestic prices of products with an initial rate of protection of 20 percent or
higher would not change).



88 Toward Renewed Economic Growth in Latin America

be used to advantage in emergencies, but their continued appli-
cation imposes a cost on the national economy that tends to increase
with the level of industrial development.

"To begin with, the protective effects of quantitative restrictions
are difficult to ascertain while the tariff rate ipso facto indicates
the extent of protection. Also, case-by-case decision making in
providing import licenses creates uncertainty for the user, which
is not the case with tariffs. Moreover, tariffs have a lower admin-
istrative cost and contribute to government revenue while the
difference between the domestic and the foreign price accrues to
the importer under import licensing. Such quota profits, reflecting
the scarcity of imports, may lead to “overcrowding” in an industry
as firms go into business only to share the quota profits and may
invite bribery to obtain import licenses.

These considerations point to the need for using tariffs in the
place of quantitative import restrictions for the protection of
domestic industries.!! The question arises, then, as to whether
tariffs should be raised to offset the loss of quantitative import
protection for domestic producers. This alternative has some serious
disadvantages. For one thing, producers may clamor for tariffs in
excess of the protection provided by quantitative restrictions, and
their claims will be difficult to evaluate, given the problems
encountered in measuring the price-raising effects of quotas. For
another, the higher tariffs may be difficult to reduce afterwards as
they become embedded in the import-protection system, unless
provisions are made for eliminating the additional tariff protection
over a specified period. In Mexico, for example, the replacement
of a substantial part of its quantitative import restrictions by higher
tariffs and the imposition of import reference prices in July 1985
have apparently increased the overall level of protection.

Quantitative import restrictions should be eliminated according
to a predetermined timetable, allowing sufficient time and notice

11. After replacing quantitative restrictions by tariffs, dumping may be dealt
with by antidumping duties. But, to prevent antidumping duties from becoming
a cover for increased import protection, procedures for their administration
should conform to international rules. In particular, both the meaning of unfair
trade practices and the procedure for obtaining relief should be clearly stated;
importers should be able to appeal the decisions; and relief should be limited to
temporary surcharges.



Exchange Rates and Trade Policy 89

for adjustment. The first priority should be to free the imports of
inputs for export production, including raw materials, intermediate
goods, as well as machinery. This could be followed by the
liberalization of the importation of inputs used in production for
domestic markets. Consumer imports would be liberalized at the
next stage; luxury goods, last.

The period for phasing out quantitative import restrictions could
be set at three- to five years, depending on the existing economic
conditions. It would be appropriately complemented by tariff
reform, aimed at reducing the level, and rationalizing the structure,
of tariffs.

The reform would involve, first of all, setting a tariff ceiling at
a level that does not excessively protect domestic industry. De-
pending again on the existing situation, the ceiling could be set at
15 percent to 20 percent, to be reached over a period of perhaps
five years. Interindustry differences in tariffs should also be
reduced, the ultimate objective being to equalize effective protec-
tion (the protection of value added) across industries.

The tariff ceiling should also apply to luxury goods, lest their
domestic production be encouraged. Rather, luxury goods should
be subjected to excise taxes levied at identical rates, regardless of
whether the goods are of domestic or foreign origin.

Revenue from excise taxes would thus compensate government
for the revenue loss from tariff reductions on luxury goods. Indirect
taxes would also need to be raised to offset the adverse revenue
effects of lower tariffs. But the extent of the loss would be limited
by increases in the volume of imports and the shift from smuggling
to legal imports in response to tariff reductions.

Additional protection could be provided temporarily to new
industrial activities, “infant industries.” Such protection should be
granted on a declining scale over time, so as to provide inducement
for improvements in operations and reductions in costs. If budg-
etary considerations permit, infant industries should receive pro-
duction subsidies offering equal incentives, regardless of whether
production is destined for domestic or export markets; otherwise,
temporary tariff surcharges could be employed.

Apart from reducing the bias against manufactured exports,
adopting competitive exchange rates and lowering rates of import
protection will encourage primary activities which may be oriented
toward domestic or foreign markets. This, in turn, leads to the
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question of relative incentives to primary and to manufacturing
activities.

Incentives for Primary and
Manufacturing Activities

In assessing relative incentives to primary and manufacturing
activities, export products subject to international agreements or
quantitative restrictions abroad need separate attention. A country
assigned a quota under an international agreement may set an
export tax at a level where production equals the quota plus
domestic consumption. In Latin American countries, this will be
the appropriate policy for coffee, cocoa, and petroleum, provided
that international agreements become effective for these commod-
ities.

Export taxes have also been suggested for countries that are
large suppliers of a particular commodity, so that changes in export
volume would importantly affect the world market price. Apart
from coffee, in Brazil, which has been subject to the International
Coffee Agreement, however, there are no commodities where a
single country in Latin America, or even all countries of the region
acting in unison, could gain from imposing an export tax. This
conclusion also applies to joint action taken by all developing
countries, the major exceptions being tropical beverages and
petroleum.

Quantitative import restrictions apply to certain agricultural
commodities exported from Latin America in several developed
countries. But, as long as other foreign markets are free of such
restrictions, export taxes would be inappropriate. This conclusion
holds, for example, for Argentina, where export taxes on wheat
and beef have reduced the international competitiveness of do-
mestic producers.

Similar considerations apply to textiles and clothing, where Latin
American countries have generally not been able to fill their
quotas. Once the quotas are filled, however, quota rights could
be auctioned among domestic firms.

With few exceptions, then, export taxes will be inappropriate
because they interfere with the efficient allocation of economic
resources and discourage exports. These adverse consequences are
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especially obvious in agriculture, where export taxes have often
been used to collect revenue to the detriment of domestic pro-
duction and exports.

Land taxes are more appropriate for revenue purposes. Such
taxes were used to good effect in European countries at a com-
parable stage of economic development. They have the important
advantage of encouraging increases in production, which enhance
the farmer’s ability to pay taxes that are not linked to production
volume.

Agricultural incentives have been shown to importantly affect
agricultural output. This may explain the fact that while Latin
American countries have certain natural advantages over Asian
countries, they have been less successful in expanding agricultural
production.

In 1983, per capita agricultural output exceeded the 1961-65
average by only 7 percent in South America and fell short of this
level by 3 percent in Mexico, while an increase of 24 percent was
experienced in Asia.!? In the same period, Latin America’s trade
balance in agriculture sharply deteriorated.

Within Latin America, too, agricultural performance appears to
be related to incentives. Output per head increased the most in
Brazil, which had a relatively favorable incentive regime for
agriculture; it declined in Mexico, where discrimination against
agriculture increased over time and the exchange rate was often
unfavorable; and the largest drop occurred in Peru, where dislo-
cation, owing to land reform under military governments, aggra-
vated the adverse effects of industrial protection.

Discrimination in the system of incentives against agriculture in
Latin America should therefore be reduced. This objective would
be served by adopting a competitive exchange rate, lowering
industrial protection, and eliminating export taxes on commodities
other than those subject to international agreements.

At the same time, infant activities exist also in agriculture, and
these activities need support. Such support may be provided in
the form of improved seeds, extension services, and government-

12. United Nations Food and Agriculture Organization, Production Yearbook,
various issues.
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sponsored research benefiting all producers of a certain com- .
modity.!3

Price Control

Agriculture has also suffered from price control in several Latin
American countries. Although price control has been considered
an instrument of social policy, it has in fact reflected the political
power of urban interests and has burdened the poor in the
countryside. Besides discouraging production, leading to increased
food imports in countries such as Mexico and Peru, agricultural
price control has induced people to leave farms for life in the cities
and abroad.

Price’ control has also been employed outside agriculture in
Latin America. It has been applied to various products and services,
discouraging production. In addition, managerial resources may
have been diverted from productive uses to make the case for
price increases before the authorities.

Price control often creates difficulties for public firms as well.
For one thing, price control makes it difficult to evaluate the
operational efficiency of public enterprises. For another, price
control has often been instrumental in increasing the public sector
deficit, thereby adding to inflationary pressures.

Although across-the-board price control may be used as a first
step in conjunction with monetary reform (chapter 3), sustained
price control has been ineffective in Latin America. In Peru, for
example, the price of controlled foodstuffs has increased more
rapidly over time than that of noncontrolled foods.!*

To avoid its adverse consequences on production, and on
resource allocation in general, price control on the production
level should be eliminated systematically. This should be done in
conjunction with import liberalization, so as to prevent the ex-
ploitation of monopolistic positions. Price liberalization should
extend to agriculture, energy, manufactures, and services.

13. Elias (1985) provides evidence on the favorable effects government expend-
itures had on agricultural output in Latin America, particularly expenditures on
research and extension services.

14. Comercio, Lima, 19 November 1985.
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In agriculture, food and nonfood products should be considered
separately. Because nonfood products are inputs into manufactur-
ing, there is no need for price control, which would give excessive
protection to the processing activity. Also, price control on staple
foodstuffs discourages production and is an inefficient way of
helping the poor because it benefits all consumers; income support
is a far better alternative. And, while consumption subsidies could
be used in a transitional period, prices should be freed at the
production level. Finally, on nonstaple foods, there is no rationale
for even temporary price control because the share of the poor in
consumption is low.

Price control has been applied in Latin America to energy
products, including fuel oil, gasoline, and electricity. It has led to
wasteful energy consumption, with adverse effects for the govern-
ment budget and the balance of payments. Yet, there is no reason
to maintain energy prices below the levels in the industrial
countries.

The prices of manufactured goods should also be liberalized.
The elimination of price control on manufactured inputs that are
used in the production of nontraded goods (services), such as
transportation and communications, would permit the prices of
these services to be liberalized as well. Liberalization of the prices
of public services is particularly important as the underpricing of
these services has encouraged excessive usage and importantly
added to the deficit of the public sector.

Income Distributional Effects

The question arises as to how the distribution of incomes would
be affected by the proposed measures. It has been claimed, in
particular, that in increasing the cost of imports, a devaluation
would lead to a decline in real wages. This result will not follow,
however, if the devaluation is accompanied by commensurate
reductions in import protection, leaving the domestic prices of
protected imports unchanged. Also, subsequent reductions in
protection rates will lower import prices.

Living costs will nevertheless rise to the extent that a devaluation
will lead to higher prices of foodstuffs that are exported as well as
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consumed domestically. But income losses to consumers will be
more than offset by gains to agricultural producers, most of whom
belong to the poorer segments of the population. And even if large
farmers benefit, there will be gains to agricultural workers through
increased employment.

Furthermore, increases in industrial employment, associated
with the growth of exports attendant on the implementation of the
proposed policy package, will increase labor incomes in the cities.
Also, as the experience of the Far Eastern countries indicates, real
wages will rise as a result of sustained economic growth generated
by increased exports and efficient import substitution. Devaluation-
induced increases in exports and in output also led to higher wages
in Brazil after 1966, 1973, and, again, 1984.

The proposed measures will be of especial benefit to small and
medium-size businesses, which have particularly suffered the
consequences of high protection, the lack of imported inputs, and
price control. At the same time, such businesses provide a large
potential source of employment creation in Latin America.

These considerations are of particular importance to counter the
arguments of vested interests, including highly protected indus-
tries, privileged labor groups, and power-seeking bureaucrats,
who wish to maintain their special position. Apart from pointing
to the gains to society at large, it should be emphasized that the
application of the proposed measures over a period of three-to-
five years would permit adjustment to take place while limiting
the cost of dislocation.

The recognition of the favorable effects of the proposed measures
for the large majority of the population would permit mobilizing
popular support for their implementation. In fact, the example of
Chile in 1973 should not lead one to conclude that a reform of
exchange rate and trade policies would require an authoritarian
government. Such reforms have been carried out by democratic
regimes, as in Colombia, Portugal, and Thailand, or have been
reinforced by such regimes, as in Argentina, Brazil, and Turkey.
In turn, most authoritarian regimes, whether of the right (for
example, Guatemala and Paraguay), or of the left (for example,
Cuba and Nicaragua), have followed inward-oriented policies, with
adverse economic effects.
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Summary

This chapter has recommended the adoption of competitive ex-
change rates, with account taken of the shift from foreign borrowing
to the payment of interest on the external debt. Once an appropriate
exchange rate is established, there is need for a credible commit-
ment that the rate will not get out of line again. At the same time,
the spread between the parallel market and the official exchange
rates should be limited, since such differences invite evasion and
create expectations for a future devaluation, with the eventual
unification of the two rates.

The adoption of competitive exchange rates should be comple-
mented by export incentives, to be chosen with a view to avoid
countervailing action on the part of developed countries. Reducing
the bias of the incentive system against exports, necessary for
export expansion, would further require lowering the level of
import protection, and there is need to rationalize the system of
import protection that results from actions taken at different times
and for different purposes.

As a first step, import protection could be reduced in conjunction
with currency devaluation. Moreover, a program of import liber-
alization would need to be established, involving the replacement
of quantitative restrictions by tariffs, reductions in the average
level of import protection, and making the structure of tariffs more
uniform, with additional, temporary protection provided to infant
industries.

The bias of the incentive system against agriculture would also
need to be reduced. At the same time, infant-industry protection
in the manufacturing sector should be complemented by govern-
ment support to agriculture in the form of improved seeds,
extension services, and research.

The elimination of price control would also benefit agricultural
producers and contribute to higher output. More generally, there
is need for price liberalization, to be carried out in conjunction
with import liberalization, so as to avoid the exploitation of
monopolistic positions.

The last point indicates the need for simultaneous action on
several fronts in reforming the system of production incentives in
Latin America. The proposed reforms would promote economic
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growth and facilitate adjustment to the debt crisis as, under
conditions of unemployment and underutilized capacity existing
in Latin America, a devaluation cum import liberalization would
bring immediate increases in output and employment.

Increases in employment will favorably affect the distribution
of incomes in Latin America. Improving incentives to agriculture
would also help the poor, the large majority of whom live in rural
areas. The expansion of manufactured exports would further
increase employment in the cities, and the acceleration of economic
growth would bring benefits across the board.
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In the preceding chapter, recommendations were made for the
adoption of an outward-oriented development strategy that would
lead to higher exports and output under the conditions of excess
capacity prevailing in Latin America. Sustained growth will,
however, require new investment as well as the efficient allocation
of investment funds.

In 1960-80, investment ratios were relatively high in Latin
America. Gross domestic investment approached 30 percent of
GDP in Venezuela, it averaged 25 percent in Brazil, and it ranged
between 20 percent and 25 percent in Argentina and Mexico. The
ratio was slightly below 20 percent in Colombia, Ecuador, and
Peru, and about 15 percent in Chile and Uruguay (table 3.1).

The investment ratio declined in every major Latin American
country but Colombia after 1980. This decline reflected large
decreases in the inflow of capital, resulting in a net transfer abroad
(negative net foreign savings), and a fall in domestic savings ratios
in most countries.

In 1985, interest and dividend payments ($35 billion) much
surpassed the net inflow of capital ($5 billion) in Latin America,
taken as a whole, resulting in a net transfer abroad of $30 billion.
This compares with 1980, when the net inflow of capital exceeded
the payment of interest and dividends by $12 billion (ECLA 1986).

Domestic savings ratios declined in conjunction with the near-
stagnation of Latin American economies in the first half of the
1980s. Adverse macroeconomic conditions thus have a lasting effect
in reducing future rates of economic growth in Latin America, by
lowering savings and investment.

An increased net inflow of capital into Latin America would be
desirable (chapter 5). However, for some time to come, this could
not fully cover interest payments abroad. Not only are the funds
available from abroad limited, but Latin American countries need

97
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Table 3.1 Savings or investment ratios
(percentage of GDP)

Savings on
Country investment 1960-66 1967-73 1974-80 1981-84
Argentina GDS 19.4 21.2 26.4 19.0
FS 0.2 -1.0 -1.5 -3.0
GDI 19.6 20.2 24.9 16.0
Brazil GDS 24.8 24.8 23.9 20.5
FS -0.4 0.8 2.6 -1.7
GDI 24.4 25.6 26.5 18.8
Chile GDS 13.2 13.9 15.6 10.0
FS 1.3 0.2 1.3 3.0
GDI 14.5 14.1 16.9 13.0
Colombia GDS 16.7 17.8 30.2 16.1
FS 1.0 1.0 -1.6 3.8
GDI 17.6 18.8 18.6 19.9
Ecuador GDS 11.1 14.8 24,1 207
FS 2.6 4.3 1.6 -1.3
GDI 13.6 19.1 25.6 21.4
Mexico GDS 18.7 20.2 23.0 28.4
FS 1.1 1.2 1.3 -5.6
GDI 19.8 21.2 24.2 22.8
Peru GDS 23.2 16.4 15.9 15.6
FS -0.2 -0.8 0.9 0.3
GDI 22.9 15.5 16.8 15.9
Uruguay GDS 14.5 12.5 11.9 12.2
FS -0.6 -0.6 3.2 0.2
GDI 13.9 11.9 15.1 12.4
Venezuela CDS 35.4 34.7 36.2 25.8
FS -13.9 —6.6 -3.3 —6.6

GDI 21.5 28.2 32.8 19.1
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Savings on
Country investment 1960-66 1967-73 1974-80 1981-84
Austria GDS 28.0 29.4 26.9 24.0
FS -0.3 -0.4 0.9 -0.5
GDI 27.7 29.0 27.8 23.5
Finland GDS 24.8 26.5 26.6 25.7
FS 1.2 0.3 0.9 -1.6
GDI 26.7 26.8 27.5 24.6
Italy GDS 23.6 22.4 22.1 18.3
FS -0.3 -0.8 0.5 0.7
GDI 23.3 21.6 22.6 19.0
Japan GDS 34.7 38.2 33.1 31.4
FS -0.2 -1.3 -0.2 -1.7
GDI 34.5 36.9 32.9 29.7
Greece GDS 14.1 19.0 18.9 15.7
FS 8.3 8.7 8.1 8.6
GDI 22.2 27.5 27.9 22.3
Portugal GDS 18.5 20.2 14.6 16.4
FS 5.8 52 13.5 14.9
GDI 24.7 26.4 28.8 31.3
Spain GDS 21.6 23.0 21.0 19.3
FS 1.1 1.1 2.4 0.3
GDI 22.6 24.0 23.4 19.6
Turkey GDS 13.1 16.2 15.4 15.2
FS 2.6 2.5 6.6 5.7
GDI 15.7 18.6 22.1 20.9
Korea GDS 5.4 16.0 24.3 25.8
FS 9.5 9.0 6.1 2.0

GDI 15.2 25.1 30.4 27.8

(continued overleaf)
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Table 3.1 Continued
(percentage of GDP)

Savings on
Country investment 1960-66 1967-73 1974-80 1981-84
Singapore GDS 8.6 20.4 31.7 40.8
FS 8.7 13.5 8.5 4.6
GDI 16.7 33.6 40.5 45.5
Taiwan GDS 16.6 27.1 32.6 32.1
FS 3.3 -1.2 -0.3 -7.2
GDI 19.9 25.9 32.2 25.0

GDS gross domestic savings. FS foreign savings, defined to equal net capital flows,
interest payments, and dividends. GDI gross domestic investment. Interest payments
and dividends are considered to be part of the gross domestic product, not the gross
national product.

Source: IMF, International Financial Statistics, various issues.

to adjust their economies instead of substantially adding to their
external debt.

An outward-oriented development strategy would increase sav-
ings and improve the efficiency of investment allocation (chapter
1). Nevertheless, specific policy measures will need to be taken
to do so. Indeed, regaining earlier levels of investment will require
higher domestic savings ratios than in the past, since domestic
savings will have to substitute for the foreign savings of earlier
years that have given place to a negative net foreign transfer.

Lowering budget deficits would add to the availability of domestic
savings by increasing public savings (reducing dissavings). In turn,
tax and interest rate policies could contribute to private savings.
These policies will be considered in the chapter, together with
the measures that could be taken to ensure the efficient allocation
of savings among alternative investments.

The amount available for domestic investment could further be
increased by encouraging the reverse flow of private capital from
abroad and foreign investment in domestic activities. The chapter
will close with a discussion of possible ways to eliminate rapid
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inflation that has adverse effects on the savings-investment process
and economic activity is general.

Public Savings

Public savings declined greatly in Latin America after 1973 as
current government expenditures increased more rapidly than tax
revenues and a number of public enterprises ran substantial losses.
And while some improvements have occurred in recent years,
reduced access to foreign borrowing has involved a shift to the
domestic financing of the public sector. The fall in domestic savings
ratios has further reduced the availability of investible funds to
the private sector.

Such “crowding-out” may take the form of limiting private-
sector access to bank credit and to financing on capital markets.
In Mexico, for example, compulsory bank-reserve requirements
today are 100 percent of additional deposits, except if the deposits
are used to provide agricultural, export, and housing credits, which
reduce the ratio to 93 percent. Also, at the end of 1985, the public
sector accounted for 73 percent of outstanding bank credit in
Mexico, 36 percent in Argentina, and 32 percent in Brazil.

Correspondingly, there is a need for increasing public savings
in Latin America. As far as the government budget is concerned,
raising revenues and reducing public expenditures represent
possible alternatives. While more efficient tax-collection proce-
dures would increase budgetary revenues, emphasis should be
given to lowering public expenditures and reducing the losses of
public enterprises, since high tax rates tend to discourage work
effort, risk taking, and private savings. These effects may explain
the negative correlation between the share of taxes in the GDP
and the rate of economic growth (Marsden 1983 and Wolf 1986).

Efforts have been made in recent years to limit public expend-
itures in Latin America. But the reductions have largely involved
lowering real wages in the public sector and making marginal
changes across the board without major cuts in public administra-
tion. Yet, improving economic performance requires deregulation,
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which would involve eliminating certain governmental functions
(chapter 4).

Public savings could further be obtained through reprivatization,
the closing down of hopelessly inefficient public enterprises, the
sale of most other enterprises in the competitive sector, and the
rationalization of the management of those remaining. Direct or
indirect government subsidies, including the underpricing of public
utilities, would also need to be reduced. The effects of such
subsidies extend much beyond the target groups and are an
inefficient way of helping the poor (chapter 2).

Tax Regulations

Improvements in the tax system would encourage private savings
and its efficient allocation among alternative investments in Latin
America. In this connection, countries with high inflation rates
need special attention.

Most Latin American countries do not use inflation accounting
in establishing tax liabilities for business enterprises. This does
not create a problem as long as investments are financed from
borrowed funds, since the loss in the real value of invested capital
is compensated by the gain obtained through the decline in the
real value of the debt. There is no such compensation, however,
if investments are financed from internally generated funds.
Correspondingly, the taxable value of profits is overstated and
reliance on loan capital is encouraged at the expense of the use of
retained earnings for investment.

Revaluing the assets and liabilities of business firms at regular
intervals, on the example of the United Kingdom, would avoid
these adverse consequences. Revaluation profits should not be
taxed, since they do not represent real profits for the enterprise
but only offset inflation-generated losses in the value of invested
capital. More generally, capital gains taxes should be applied only
to inflation-adjusted gains, if at all.!

1. Such taxes are not used in most European countries, to avoid taxing the
principal and burdening successful risk takers. Latin American countries would
be ‘well advised to forego capital gains taxation, especially because it invites
capital flight.
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The taxation of dividends does not raise questions of inflation
accounting as long as assets and liabilities are adjusted for inflation.
Such a problem arises, however, in regard to interest income since
the principal loses value as a result of inflation. In Colombia, for
example, nominal interest receipts are taxed at a rate of 18 percent
but the effective tax rate of real (inflation-adjusted) earnings was
67.5 percent in 1983 (Leechor 1986, p. 20).2

Limiting the taxation of interest income to the real interest rate
would be necessary to avoid discouraging personal savings and
providing inducements to capital flight. Similarly, the tax deduct-
ibility of interest payments should be limited to the real interest
rate, lest present consumption be encouraged. Nor should it be
assumed that such adjustments would excessively burden tax
administration as they have been routinely made in Brazil.

Brazil (and more recently the United States) also introduced the
automatic adjustment of tax brackets for inflation, so that only
inflation-adjusted incomes are taxed. Such has not been the case
in other Latin American countries, although tax brackets are
adjusted from time to time. Yet, in the absence of continuous
adjustment, incomes are effectively taxed at higher rates than
intended by tax legislation, and uncertainty is created about the
actual tax rate.

The described adjustments would alleviate the adverse effects
of inflation on the tax system in Latin American countries. But
even if full adjustment for inflation was made or inflation was
eliminated, various features of the tax systems of these countries
would need reform. In particular, taxing the amount saved as well
as the return on savings introduces a bias in favor of present and
against future consumption that is the result of today’s savings. To
ensure that an individual’s decision to save is affected only by the

2. The effective tax rate has been calculated as 1 less the ratio of the depositor’s
actual net rate of return to the real rate of return with no tax on the interest
receipts. The actual net rate of return (2.6 percent in the present case) equals 1
less the tax rate of 18 percent (.82) multiplied by the nominal rate of return (30
percent), less the rate of inflation (22 percent). In turn, the real rate of return
with no tax (8 percent) is the nominal rate of return (30 percent) less the rate of
inflation (22 percent). The effective tax rate on real interest earnings would
exceed 100 percent, i.e., capital is taxed, if the rate of inflation was 25 percent
or higher.
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rate of return on savings, ideally consumption, not savings, should

be taxed.
In the case of corporate savings, exempting retained earnings

from taxation would have such an effect. But this alternative would
introduce a bias in favor of self-investment, thereby promoting
industrial concentration and limiting choices among alternative
forms of investment. A more appropriate alternative would be to
follow the European example in applying the integration principle
to corporate profits. This may be accomplished if corporate income
taxes are paid on retained as well as on distributed profits, with a
corresponding rebate given to the shareholders.?

Placing increased reliance on indirect taxes would limit taxing
personal savings. In recognition of this fact, Uruguay has replaced
direct taxes with indirect taxes, thus taxing consumption but not
savings.

Under the destination principle, applied by the major Latin
American countries, indirect taxes are rebated on exports while
imports are subjected to these taxes at the same rate as domestic
products. The practical application of this principle nevertheless
raises problems in countries using cascade-type indirect taxes.
Such taxes are levied at every stage of fabrication and their
cumulative effects are difficult to gauge. Also, the burden of taxes
on consumption varies according to the number of stages, and
vertical integration is encouraged because of the tax savings it
generates.

To escape these difficulties, several Latin American countries
have introduced value-added taxation, which equalizes the tax
burden on all consumer goods as exports are exempted from the
value-added tax and receive rebates for taxes paid at earlier stages
of fabrication. Under inflationary conditions, however, the real
value of the rebate is reduced by inflation. With an inflation rate
of 50 percent, for example, the real value of a tax rebate received
one year later is about two-thirds of the amount originally paid.
The resulting excess cost for exports may be alleviated by indexing
tax rebates on the rate of inflation or exempting indirect exporters;
i.e., the domestic producers of inputs for export, from the value-

added tax.

3. The elimination of the double taxation of dividends would also reduce the
bias in favor of debt and against equity financing.
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Elements of progressivity could be introduced in the structure
of indirect taxes by imposing excise taxes on luxury goods and,
possibly, by taxing basic necessities at lower rates. High excise
taxes, however, invite evasion and smuggling. Thus, if tax pro-
gressivity is desired, one may use a mixture of indirect and direct
taxes while recognizing that highly progressive income taxes, too,
are subject to evasion. Progressive income taxes also tend to
discourage savings and provide inducement for capital flight. This
may explain the recent choice made for a flat income tax rate in
Jamaica.

The appropriate mix of taxes will depend on the conditions
within each country. While no country, developed or developing,
has an ideal system of taxes, improvements may be made, with a
view to minimizing the effects of taxation on savings, work effort,
risk taking, and capital flight.

Interest Rates

Interest rate policies in Latin America have varied widely over
time. Nominal interest rates were traditionally set at levels where
they fell short of inflation, thereby giving rise to negative real
interest rates. This was the case in most Latin American countries
until the late 1970s. Peru and Venezuela were extreme cases;
Brazil and Colombia were exceptions.

The policies applied after 1979 led to high positive real interest
rates in the countries of the Southern Cone. Real interest rates
increased further in conjunction with the stabilization efforts
undertaken by these countries in response to the debt crisis. In
Argentina, lending rates have been set at 6 percent a month
following the application of the Austral Plan when the rate of
inflation was about 4 percent a month. Real interest rates are also
high in Mexico, with monthly lending rates of 7 percent and prices
rising by 5 percent a month.

But real interest rates are often negative on loans to privileged
sectors, such as agriculture and housing. In Brazil, for example,
the interest subsidy to agriculture was estimated at 3 percent of
the gross domestic product in the early 1980s. While lower interest
rates provided a partial offset for discrimination against agriculture,
the loans were often used for different purposes.
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Brazil also exhibited considerable variations of real interest rates
over time. Following negative real interest rates in earlier years,
interest rates turned slightly positive in the mid-1970s, with
subsidized loans provided to agriculture, exports, and import-
substituting activities. In 1980, real interest rates again became
negative, while a year later orthodox interest rate management
led to very high real rates. In 1985, Treasury bills were yielding
15 percent and certificates of deposit 20 percent a year in real
terms, with bank lending rates exceeding 30 percent. Little change
occurred in these rates following the monetary reform undertaken
in February 1986.

There is evidence that negative real interest rates discourage
savings (IMF 1983). Also, incentives are provided to hold a large
proportion of savings in the form of inflation hedges, such as real
estate and consumer durables, and to shift capital abroad. Lastly,
self-investment at low, and even negative, returns is encouraged.

As aresult, financial savings available for investment are reduced,
thus limiting the amount invested.* This, in turn, leads to credit
rationing and to inefficient credit allocation, irrespective of whether
allocation is done by the banks or the government. Import-
substituting investments in protected markets usually benefit.
Banks favor these investments because they involve lower risk
than investments in export activities; governments favor them as
part of an inward-oriented development strategy.

Negative real interest rates also provide inducement for invest-
ments in capital-intensive activities and the use of capital-intensive
production methods. At the same time, firms may borrow at
negative real interest rates as an inflation hedge and accumulate
inventories rather than undertaking new investments. Limitations
on the availability of credit also tend to reduce the utilization of
existing capacity (Leff and Sato 1980).

Interest rates should thus be allowed to clear financial markets
in Latin American countries. Under present conditions, market-
clearing interest rates may, however, be “too high” in the sense
that they impair companies’ financial conditions.

Reducing government deficits would lead to a decline in market-

4. This conclusion, first stated by Ronald McKinnon (1973), has received empirical
verification in a cross-section of 17 Latin American and 7 Asian countries (Blejer
and Khan 1984a).
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clearing interest rates and generate a virtuous circle of lower
deficits and lower interest rates. This is because a fall in interest
rates, consequent on reductions in the public-sector deficit, would
further lower the deficit, thereby generating an additional decline
in interest rates, and so on.

Market-clearing interest rates should apply across the board, so
as to avoid inefficiencies in the allocation of investment funds.5 It
would thus be desirable to eliminate preferential credits, unless
it can be shown conclusively that the social profitability of an
investment exceeds its private profitability.

In the presence of international capital flows, domestic interest
rates cannot be out of line with interest rates abroad. In fact, if
capital movements are entirely free and a competitive exchange
rate policy is applied, real domestic interest rates would equal real
foreign interest rates plus a risk premium.

Investment Incentives and Choices

The proposed measures would increase the pool of private and
public savings for new investment. Additional investment incen-
tives to promote exports and economic growth in Latin American
countries may, however, be necessary under present economic
conditions.

Investment incentives should be applied across the board, with
higher incentives to exports that are subject to discrimination
under import protection. Also, the incentives should be granted
in a form that does not encourage capital-intensive activities. An
example of perverse incentives is the case of Northeast Brazil,
where investment incentives effectively provide capital at a zero
cost, giving rise to the expansion of capital-intensive, at the expense
of labor-intensive, activities.

5. Once interest rates clear credit markets, differences in interest rates vis-a-vis
curb markets will reflect differences in the riskiness of loans. At the same time,
increased savings at higher interest rates will add to the total availability of
investment funds. This observation effectively deals with the objection, according
to which higher interest rates in the banking system would draw average funds
from the curb market. See van Wijnbergen 1983, pp. 433-52.
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There is evidence that the growth rate of GDP increases with
the rise in the share of private investment in the total.® Incentives
for private investment will thus favorably affect economic growth.
This would necessitate reversing past tendencies that favored
public investment. Furthermore, measures should be taken to
improve the efficiency of public investments.

Unifying public budgets and eliminating special, off-budget
funds would represent a first step in this direction. It would further
be desirable to prepare multiannual investment budgets so as to
provide continuity in the financing of public investment projects,
and to evaluate these projects according to uniform standards. The
evaluation of major projects should be made public, including
information on any direct and indirect subsidies.

Financial Intermediation

Efficient financial institutions and capital markets play an essential
role in channeling funds from savers to investors in the process of
economic development. However, under present conditions, Latin
America’s financial intermediaries do not fully provide for the
continent’s financing needs.

Taking the broadly-defined money supply (M2) as an indicator,
the countries of Latin America are considerably behind countries
in other areas of the world in the development of financial
intermediation. Thus, the ratio of M2 to the gross domestic product
does not reach 30 percent in any of the major Latin American
countries while this ratio approaches 40 percent in Korea and
surpasses 60 percent in Singapore, Taiwan, and the South European
countries.

High rates of inflation have retarded the development of financial
intermediation in Latin America. The holders of noninterest-
bearing monetary assets incur a loss due to inflation and, in the
absence of full indexation, the variability of inflation rates dis-
courages the holding of interest-bearing monetary assets.

6. This result has been obtained in a cross-section relationship for the same
group of countries referred to above. Blejer and Khan 1984b, pp. 26-29.
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The inflation tax on noninterest-bearing assets has in part been
collected by the banks, thus lessening their need to compete for
higher returns. Licensing restrictions and interest ceilings have
also reduced bank competition. As a result, the cost of banking is
high in Latin America, with large margins as between borrowers
and lenders’ (depositors’) interest rates.

High compulsory reserve requirements vis-a-vis the central bank
and taxes on lending and borrowing widen these margins. Savings
and investment are thereby discouraged, since lending rates are
reduced and borrowing rates are increased by high reserve re-
quirements and taxes on financial transactions.

Curb markets are a response to the high cost of doing business
with the banks. But Latin American governments impose legal
limitations on curb market activities which, while often evaded,
raise costs. There are also limitations on the operation of nonbank
financial institutions, which could compete with the banks.

Insufficient information on the operations of financial institutions
has further limited the development of financial savings, particu-
larly in Chile, by creating uncertainty for depositors. Chile is also
the prototype for the lack of adequate banking supervision that
led to bank failures on a large scale in the early 1980s.

Latin American capital markets offer only a limited variety of
financial instruments, the major exception being Brazil. Bond
markets are not developed and, where they do exist, dealings are
largely in government securities. Stock markets are thin and
volatile, so that uncertainty is created for would-be investors.

Limitations on the choice of financial assets tend to discourage
financial savings, favoring the purchase of consumer durables, self-
investment, and the outflow of capital. Improvements in financial
intermediation, then, would not only permit the more efficient
allocation of funds available for investment but would also increase
the availability of financial savings.

Lowering the rate of inflation would importantly contribute to
the development of financial intermediation in Latin America.
Additional reforms should aim at improving the operation of the
banking system, establishing nonbank financial intermediaries, and
developing capital markets.

Increased competition and adequate supervision of the banks is
a first priority. Competition should replace licensing and interest
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ceilings. Regulations for the establishment of foreign-bank subsi-
diaries should also be liberalized.

At the same time, strict rules need to be established on banking
operations, including the preparation of financial statements, the
classification of loans, the establishment of loan reserves, and
write-offs for nonperforming loans. Financial statements should
convey adequate information on the quality of bank assets and
should be regularly audited, with rigorous banking supervision
put under the aegis of the central bank. Deposit insurance should
also be introduced (as practiced in the United States) to provide
for risk sharing and encourage banking by the public.

Compulsory reserve requirements should be reduced and taxes
on banking transactions eliminated. Besides increasing the effi-
ciency of the banks in transforming savings into investment, this
would help to reduce the fragmentation of the banking system
through unregulated curb markets.

Curb markets should be integrated into the banking system and
provisions made for the establishment and the regulation of
nonbank financial institutions. These intermediaries would com-
pete with the banks and increase the scope of financial instruments

available to the public.
Capital markets should also be developed further. Apart from

adverse effects on capital flows, the shortcomings of these markets
have discouraged the growth of indigenous firms and have favored
multinational enterprises and publicly owned firms. Together with
limits on foreign direct investment in basic industries, the inade-
quacies of capital markets have also contributed to the predominant
role of the state in these industries in most major Latin American
countries.

The development of capital markets would require an educational
effort. For one thing, family corporations that are dominant in
Latin America would need to be convinced of the desirability of
issuing bonds and stocks. For another thing, the public would
need to be convinced of the advantages of owning such financial
instruments.

An appropriate regulatory framework would further need to be
established to guarantee the rights of bond- and stockholders.
Apart from the regular payment of interest and dividends, bond-
and stockholders should be protected against unfair corporate
practices. Full disclosure, and supervision by an agency modeled
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on the US Securities and Exchange Commission, would provide
such protection. This has been the case in Brazil, since the
establishment of the Comissiao de Valores Mobilidrios in 1977.

Capital Flight

The flight of capital has been the scourge of several major Latin
American countries over the last decade. Since 1983, a contributing
factor has been tax exemptions introduced by the United States,
and subsequently applied by some other industrial countries, on
the earnings of nonresidents derived from financial assets. Also,
commercial banks in the industrial countries with subsidiaries in
Latin America have provided facilities for the transfer of funds.
Domestic factors, however, have been more important.

Capital flight is encouraged by overvalued exchange rates and
by low interest rates. It is also promoted by high taxes on dividends,
interest income, other current income, and capital gains, partic-
ularly as inflation rates have pushed people into higher income
brackets. Uncertainty about future changes in exchange rates,
interest rates, taxation, and economic policies in general, too,
contributes to capital flight.

The indexing of exchange rates and interest rates in the face of
domestic inflation discouraged capital flight in Brazil by creating
expectations that exchange rates and interest rates would be
maintained in real terms. In turn, fluctuations in these variables
and, in particular, episodes of substantial overvaluation contributed
to capital flight in Argentina, Mexico, and Venezuela.

Regular adjustments in exchange rates would ensure the main-
tenance of competitive exchange rates (chapter 2). In turn, in-
creasingly linking domestic interest rates to interest rates on the
world market would reduce the incentive to shift funds abroad in
search of higher returns.

The need to reduce capital flight also reinforces the desirability
of eliminating the double taxation of dividends, the taxation of
nominal interest earnings and capital gains, as well as bracket
creep due to inflation. And, providing financial instruments of
appropriate quality and variety may compensate for the attractions
of shifting capital abroad.
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If implemented, these recommendations would create incentives
to repatriate capital. But, the uncertain tax status of income earned
abroad, and of the funds originally transferred, create obstacles
for their repatriation. Several measures could be employed to
overcome these obstacles.

Countries could follow the example of Argentina in declaring a
tax amnesty for the funds repatriated from abroad. The attractive-
ness of repatriating funds held abroad can be increased further by
providing certain advantages for repatriation. These advantages
may be financial or may relate to the freedom of foreign exchange
transactions.

Chile, for instance, permits local residents holding funds abroad
to purchase debt obligations at a discount and to exchange them
at face value for local currency to be used for the purchase of
equity in local firms, with the investment being immobilized for
some years. Several other Latin American countries are introducing
such schemes or are contemplating their introduction.

Colombia provides free import licenses without requiring foreign
exchange allocation by the central bank. Outside Latin America,
India has created a mutual fund for its nationals for the purchase
of domestic equity by the use of funds held abroad, with the right
of repatriation being assured by entrusting its management to
foreign agents (Lessard and Williamson 1985, pp. 96-97).

Foreign Investment

Since the onset of the debt crisis, Latin America has suffered a
decline not only in foreign lending but also in foreign investment.
Direct investment as well as portfolio investment in the form of
the purchase of bonds and stocks by foreigners have declined
considerably (table 3.2).

This outcome is hardly surprising. Risk capital is attracted to
countries that offer good growth potential, sound balance of
payments performance, adequate exchange rate management, and
price stability. Latin American countries generally do not meet
these. tests, hence the apparent shift of direct investments to other
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Table 3.2 Foreign investment
(million dollars)

Invest-
Country ment 1978 1979 1980 1981 1982 1983 1984

Argentina  (A) 273 265 788 944 257 183 268
(B) 100 222 154 1,125 299 649 372
(C) 374 487 942 2069 556 832 640

Brazil (A) 1,882 2,223 1,544 2,313 2,534 1,373 1,556
(B) n.a. 660 354 -2 -1 -286 —272
(C) 1,882 2,883 1,898 2,311 2,533 1,087 1,284
Chile (A) 177 233 170 362 384 148 67
(B) n.a. 50 n.a. n.a. n.a. n.a. n.a.

(C) 177 283 170 362 384 148 67

Colombia (A) 66 103 51 228 337 514 411
(B) —3 =Jl =8 =2 =7 =3 =3
(C) 64 92 48 226 330 511 408
Ecuador (A) 49 63 70 60 40 50 50
(B) n.a. n.a. n.a. n.a. n.a. n.a. n.a.
(C) 49 63 70 60 40 50 50
Mexico (A) 824 1,332 2,186 2,537 1,655 459 391
(B) 737 —-393 —74 986 946 —625 —625
(C) 1,561 939 2,108 3,523 2,601 —166 —234
Peru (A) 25 71 27 125 48 38 -89
(B) n.a. n.a. n.a. n.a. n.a. n.a. n.a.
(C) 25 71 27 125 48 38 -89
Uruguay (A) 129 216 290 49 -14 6 3
(B) -9 =31 -7 3 -7 -16 7
(C) 120 185 283 52 =21 -10 10
Venezuela  (A) 67 88 35 184 253 86 42

(B) 124 -74 1,310 83 1,582 201 -—128
(C) 191 14 1,365 267 1,835 287 —86

n.a. Not available. .. )
(A) Direct investment; (B) Portfolio investment; (C) equals (A) + 1B). .

Source: International Monetary Fund, International Financial Statistics, various issues.
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developing countries.” For the same reason, net stock purchases
have given place to net sales in most major Latin American
countries.

Yet, foreign investment offers various benefits to the countries
of Latin America over bank loans. To begin with, the investor,
rather than the host country, bears the commercial risk, and
payments are made only if the investment pays off. Thus, it may
be expected that payments would be linked to business conditions
in the host country and hence to its ability to pay.?

Foreign direct investment offers special interest to Latin Amer-
ica, since foreign investors bring technological and managerial
knowledge as well as marketing expertise. This will help the
development of exports while foreign investors have an incentive
to resist protection in their own countries. And although risk
premiums and payments for proprietary knowledge should raise
returns on direct investment above the interest rate paid on loans,
this relationship may reverse at times of high interest rates.

Also, part of the earnings on foreign direct investment are
reinvested, thereby reducing the actual foreign-exchange cost of
servicing the investment. In fact, in the five years to 1983, this
cost averaged less than 5 percent of the value of investment in
developing countries, compared with an average interest rate of
13 percent on bank loans.®

The application of the policies proposed here, and in chapter 2,
would increase the attractiveness of Latin American countries for
foreign direct investment. Further measures would need to be
taken, however, to encourage such investments. They include
liberalizing ownership rules, eliminating limitations on the repa-

7. Available data show a decline in the stock of US investments in Latin America
from $38.8 billion in 1980 to $28.0 billion in 1984, compared with an increase
from $18.3 billion to $25.8 billion in other developing countries (Survey of
Current Business, various issues). The data make allowance for disinvestments
that are not shown in the IMF figures.

8. But changes i profit remittances further depend on the reinvestment of
earnings that, too, are affected by economic conditions in the host country. In
the early 1980s, for example, remittances of US manufacturing affiliates from the

developing cnuntries increased despite declines in their profits (Michalopoulos
1985, p. 67).

9. Econosaist, 15 Macch, 1986, p. 67.
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triation of dividends and invested capital, accepting international
arbitration, and simplifying administrative procedures.

Many Latin American countries exclude foreign capital from
some industries and limit the share of foreign ownership in others.
Several countries have expressed willingness to accept foreign
investment in previously closed industries but have not yet done
so. It would also be desirable to liberalize regulations on the
percentage share of foreign ownership.

The acceptance of international arbitration on contentious issues
related to foreign direct investment is a sovereign decision.
Refusing arbitration of disputes, however, deflects investments to
countries that do accept it.

Participation in the Multilateral Investment Guarantee Authority
(MIGA), under the aegis of the World Bank, offers particular
advantages to Latin American countries. Initially, MIGA will
provide broad coverage for noncommercial risks associated with
foreign direct investment. Eventually, coverage is to be extended
to management and service contracts, licensing and franchising
agreements, and arrangements on technology transfer.

MIGA offers advantages over existing public and private insur-
ance schemes because it relies on an agreement between investor
and host countries on the treatment of noncommercial risks. At
the same time, MIGA fully recognizes the sovereign rights of
member governments and will not conclude any contract of
guarantee without the approval of the host government.

Membership in MIGA would increase, and nonparticipation
reduce, the attractiveness of Latin American countries for foreign
direct investment, thus influencing flows of foreign capital. Bilateral
agreements would also be desirable on the arbitration of disputes
after exhausting recourse to host-country courts, as provided, for
example, in agreements between Mexico and several Latin Amer-
ican countries.

Bureaucratic obstacles to foreign direct investment in Latin
America would also have to be surmounted. Thus, while IBM
could afford to spend over two years negotiating with the Mexican
government on the conditions for an investment, most other firms
could not. The simplification of administrative regulations on
foreign direct investment is thus of considerable importance. This
could be done by establishing a single authority to deal with
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foreign investors and imposing time limits for decisions on indi-
vidual applications.

Investments in the stock markets of Latin American countries
are small compared with external financing by commercial banks.
In 1983, the foreign equity position in all Latin American stock
markets together was less than half that in Hong Kong and in
Singapore and barely more than in Kuala Lumpur. In the same
year, the ratio of equity capital to net bank debt exceeded one-
third only in Chile among Latin American countries (Van Agtmael
1984 and BIS 1984).

These results may be explained by the fact that the stock markets
of Hong Kong, Singapore, and Malaysia are entirely open to foreign
investors, and transactions on the Santiago stock exchange are also
relatively free. By contrast, Argentina and Venezuela impose a
minimum holding period on foreign investors; Brazil limits foreign
investment to special mutual funds; and Mexico permits investment
in only a few companies in addition to a mutual fund established
for this purpose.

Governments often try to justify these limitations on the grounds
that they prevent domestic firms from falling under foreign control.
But this could be accomplished by limiting the share of foreign
ownership in individual firms. If such a limit is reached, two classes
of shares may be effectively created, with shares above the limit
not having voting rights.

Liberalizing existing regulations on the purchase of stocks by
foreign investors would promote the transformation of debt capital
into equity (chapter 5). Furthermore, investments by the Emerging
Markets Growth Fund, established under the auspices of the
International Finance Corporation, and the creation of similar
funds, as well as investments by mutual funds, pension funds, and
insurance companies, should be encouraged.

Foreign investors should also be given opportunities for quasi-
equity investments without full risk bearing. Examples include
production, revenue, and profit sharing through contractual joint
ventures; management and service contracts; and licensing and
franchise agreements (Lessard and Williamson 1985).
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Anti-inflationary Policies

In the absence of inflation adjustments in the tax system, inflation
discourages savings as well as work effort and risk taking by taxing
nominal rather than real incomes. Furthermore, incentives are
provided for capital flight.

Taxing nominal rather than real incomes increases the govern-
ment’s tax take. Governments also receive the inflation tax on the
currency portion of the noninterest-bearing debt, even though at
very high rates of inflation a fall in the real value of money holdings
and increased use of other currencies reduce the extent of these
gains.

The real value of government revenue, derived from tax receipts
and the seignorage on currency, thus has a tendency to increase
with inflation. However, delays in tax collection will eventually
reverse the situation as inflation accelerates. This occurred under
the German hyperinflation of the 1920s and the Argentine inflation
of 1984-85.

The converse of the virtuous circle of lower budget deficits and
interest rates is the vicious circle of inflation, leading to higher
interest rates, thereby adding to budget deficits which, in turn,
raise interest rates that again increase the budget deficit. In
countries with a large domestic debt, this has been the dominating
influence, resulting in increases in the nominal budget deficit,
expressed as a percentage of the gross domestic product.

Higher nominal interest rates may lead to a larger budget deficit
in nominal terms, even if the deficit in real terms is not affected.
In Brazil, for example, the 1985 deficit of the public sector was
above 20 percent of the gross domestic product in nominal terms
and 3 percent in real terms (i.e., after adjustment for the effects
of inflation on interest paid on domestic debt). The corresponding
figures for Mexico are 17 percent and 2 percent in 1986.

From the point of view of the external accounts, the real deficit
matters. However, the nominal deficit influences conditions on
the money market, thereby adding to inflationary pressures, except
in the unlikely case when the holders of government debt auto-
matically purchase the additional debt issues from their interest
receipts. Also, high and rising nominal interest rates may create
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self-fulfilling expectations regarding the acceleration of inflation as
income-earners attempt to get ahead of inflation.

Supply shocks from abroad may also contribute to the acceleration
of inflation unless offset by restrictive monetary measures, leading
to recession. Examples are the quadrupling of oil prices in 1973—
74 and the two-and-a-half-fold increase of these prices in 1979-
80, as well as the large increase in real interest rates in world
financial markets after 1980.

Apart from its adverse impact associated with the taxation of
nominal rather than real incomes discussed earlier, inflation
unfavorably affects economic activity in several respects. First of
all, uncertainty is created about nominal incomes, and changes in
the rate of inflation add to the uncertainty.

Attempts by income recipients to reduce inflation-induced
uncertainty also entail a cost to the national economy. Hedging
against inflation is generally done at the expense of productive
activity. The situation is aggravated under high rates of inflation,
when the gains through speculation often exceed profits from
production.

In the realm of productive activity, short-term considerations
often prevail over long-time objectives under inflation. Investment
activity in general, and investment with a long gestation period in
particular, is discouraged, and short-term contracts are preferred
over long-term engagements.

Further inefficiencies are created by variations in relative prices
and in the profitability of productive activities, which usually
accompany inflation. At the same time, variations in real wages in
toto, as well as among different industries and labor categories,
may—and often do—feed labor unrest. Unrest has at times
developed, even after real wage increases, because of uncertainty
about the appropriate price index for calculating changes in real
wages.

These considerations may explain the negative correlation be-
tween inflation rates and the rate of economic growth in developing
countries.!® Such a negative correlation has been observed in a
cross-section relationship in developing countries as well as in
individual countries over time.

10. For a summary of the evidence, see Johnson (1984), pp. 636-60. See also
Cline (1985-86), pp. 155-72.
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Under certain circumstances, the adverse economic effects of
inflation may be reduced by indexation. But, indexation remained
imperfect even in Brazil, the Latin American country that went
the farthest in this direction. Rents were adjusted once a year,
wages originally once a year and subsequently every six months,
and the exchange rate first weekly and later once a day. Also,
controlled prices were modified intermittently and adjustment lags
in regard to uncontrolled prices varied. Finally, currency and
demand deposits were not indexed.

At the same time, moves toward perfect indexation, aimed at
reducing fluctuations in real values, tend to accelerate inflation.
In particular, given the importance of labor costs and the use of
cost-plus pricing in many Latin American countries, shortening
the period of wage adjustment correspondingly raises the rate of
inflation. This happened, in fact, in Brazil, where reducing the
period of wage adjustment from 12 months to 6 months contributed
to an approximate doubling of the rate of inflation in late 1979.

It appears, then, that while indexation may temporarily reduce
the adverse economic effects of inflation, attempts to improve
indexation lead to more rapid inflation. Inflation also accelerates
under indexation if adverse external shocks occur. And, in cases
when macroeconomic measures are used to reduce inflation rates,
indexation slows the process of disinflation, as in Chile.

After 1973, Chile attempted to reduce inflation rates approaching
1,000 percent a year by using deflationary monetary and fiscal
policies while maintaining the indexation of wages and exchange
rates. As a result, profits were squeezed and a depression ensued
but, after an initial decline, inflation rates remained at between
30 percent and 40 percent.

Then came the fixing of the exchange rate in terms of US dollars
in June 1979, together with the strengthening of backward wage
indexation. This meant that the inflation rates of the previous
period served as a floor for wage increases. Correspondingly,
reductions in inflation rates led to a rise in real wages, compromising
the international competitive position of Chilean agriculture and
manufacturing industries.

In fact, average wages doubled over the next two-and-a-half
years in terms of Chilean pesos and, with an unchanged exchange
rate, also in terms of US dollars. While inflation was reduced to
the US level by 1981, this proved to be temporary. The large
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balance of payments deficit resulting from the increasing overval-
uation of the currency necessitated a devaluation that rekindled
inflationary pressures, which were aggravated by increases in tariffs
(Balassa 1985b, pp. 303-38).

The Chilean experience shows the failure of using the exchange
rate as an anti-inflationary device. Argentina and, in the Middle
East, Israel have fared even worse, with higher inflation rates after
than before the breakdown of similar experiments.!!

Thus, alternative approaches have to be found to reduce very
high inflation rates in Latin America. In this connection, the
Austral Plan in Argentina, adopted in June 1985, and the Cruzado
Plan in Brazil, introduced in February 1986, offer particular
interest.

The Austral Plan involved a substantial reduction in the govern-
ment budget deficit, the nonmonetary financing of the remaining
deficit, and the application of price and wage controls, which were
preceded by adjustments in public-sector prices and a devaluation
of the exchange rate. As a result of these measures, inflation rates
declined from 30 percent to 3 percent a month.

Reductions in the budget deficit involved across-the-board cuts
in expenditures and increases in taxes, in particular export taxes
on wheat and beef. Subsequent reductions in export taxes for the
sake of promoting exports, however, have not been compensated
by reductions in expenditures. Correspondingly, the budget deficit
is estimated to reach 4 percent of the gross domestic product in
1986, contributing to increases in inflation rates to 6 percent a
month.

In Brazil, the Cruzado Plan involved reducing the budget deficit,
setting wages at their average real value of the preceding six
months, with an additional increase of 8 percent (15 percent for
the minimum wages), freezing all prices, and instituting unem-
ployment compensation. Immediately, inflation was brought down
to zero, but low prices of public utilities added to the budget
deficit while the lack of full adjustment of prices for wage increases
prior to the introduction of the plan penalized the steel and
automobile industries. Also, the 8 percent rise in wages put a

11. This result has also been obtained in a theoretical model (van Wijnbergen
1985).
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burden on producers in the public as well as the private sector
and added to aggregate demand pressures. They were aggravated
by reductions in domestic savings, necessitating the subsequent
introduction of compulsory loans, linked to the purchase of auto-
mobiles and gasoline, to dampen these pressures.

The adoption of the Austral Plan and the Cruzado Plan reflects
the recognition that at very high rates of inflation drastic action
needs to be taken to break inflationary expectations. This will
involve taking measures in regard to public-sector deficits, money
creation, monetary reform, wages, and prices.

Reducing the deficit of the public sector is a first priority. If the
deficit is not fully eliminated, its monetary financing would have
to cease. Rather, increases in the money supply should respond
to the needs of the private sector, which will want to rebuild its
real money balances. Monetary reform, involving the replacement
of the old monetary unit, can put an end to inflationary psychology.

Indexation, including the indexation of wages, also should be
eliminated. And the last wage adjustment, undertaken at the time
of monetary reform, should compensate for only part of the inflation
since the previous adjustment, so as to reestablish real wages at
their average level over the period.

For the deindexation of wages to take hold after a long period
of indexation, wage controls would have to be applied temporarily.
At the same time, for reasons of practical politics, wage controls
will generally be accompanied by price control at the time of
monetary reform. But the institution of price control, which should
be temporary, would have to be preceded by adjustments in
relative prices in the public sector.

Gradualism in combating inflation is appropriate in the case of
lower rates of inflation, so as to limit the recessionary effects of
the stabilization policy. Another advantage of gradualism is orderly
adjustment of wages.!? If wage adjustments are synchronized, this
may be done by forward wage adjustments, linking wage increments
to expected inflation. This procedure has recently been used with

12. In the case of staggered wage setting, with adjustments at different times
for different industries or different classes of workers, an adjustment rule
combining backward and forward indexation should be used as it was done in
Brazil in 1965, when the annual inflation rate fell from 92 percent to 34 percent.
For a detailed discussion of the process of indexation, see Simonsen (1983).
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good effect in France, leading to substantial reductions in inflation
rates.

Forward-looking adjustment rules should also be applied to
rents and other incomes subject to government control. At the
same time, guarantees should be provided in case inflation exceeds
projected levels. This could be done by introducing a trigger clause
in formulating the rules of adjustment.!® Once inflation rates
decline to an acceptable level, indexation should be abolished and
wages and other incomes freed.

In an intermediate zone, inflation rates are not high enough to
create substantial dislocation and not low enough to limit the
recessionary effects of stabilization policy. This is the case, for
example, in Mexico, where the inflation rate averages 80 percent
a year.

Reducing inflation rates from such high levels by using traditional
anti-inflationary measures may involve a large economic cost.
Correspondingly, consideration may be given to monetary reform
in such cases as well. At the same time, it should be recognized
that this will be successful only if the preconditions are fulfilled,
among which reducing budget deficits and their monetary financing
are particularly important.

Summary

Changes in existing policies are recommended to encourage the
generation of savings and their efficient allocation in Latin America
while reversing the capital flight of recent years. Proposals are
also made for measures to reduce inflation rates.

The first priority is to increase public savings. Action should be
concentrated on cutting expenditures and reducing the losses of
public enterprises, rather than raising taxes. At the same time,
the tax system should be reformed, so as to encourage private
savings. Apart from the introduction of inflation accounting, it
would be desirable to tax consumption but not savings.

13. Trigger points should be determined by reference to changes in prices
adjusted for the effects of supply-side shocks.
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Adopting positive real interest rates and narrowing the margins
between lending and borrowing rates through reductions in com-
pulsory reserve requirements for commercial banks and the elim-
ination of taxes on financial transactions would also increase savings
and investment. These changes would further encourage the
efficient allocation of savings among alternative investments. Im-
proving the efficiency of financial intermediation and developing
stock and bond markets, too, would serve these objectives.

Under present conditions in Latin America, investment incen-
tives would also be needed. Such incentives should be provided
across the board, except that investments in export activities would
require additional incentives as long as import protection is
maintained. The incentives should be granted in a form that does
not encourage capital-intensive activities.

The lower taxation of domestic savings and the establishment of
positive real interest rates, together with competitive exchange
rates, would also provide incentives for the reverse flow of private
capital from abroad. Encouragement should be given to foreign
direct investment, which is particularly important in promoting
outward orientation because of the technological know-how and
marketing expertise it brings.

Reducing the deficit of the public sector and the nonmonetary
financing of the remaining deficit is a prerequisite for lowering
inflationary pressures. A further condition is the elimination of
wage indexation. Inflation can be dealt with overnight in the event
of monetary reform in countries experiencing rapid inflation, or
gradually in countries with lower inflation rates.

In the latter case, then, fighting inflation will take time. The
reform of the tax and the financial systems of Latin American
countries will also take time. Nevertheless, early action is needed
to bring about the requisite increases in savings and improvements
in their allocation.
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A central factor that gave impetus to the rapid growth of external
debt in the 1970s and to the severity of the economic and social
crisis of the 1980s was the pervasive and rapidly expanding role
of the state in most of Latin America.! The easy availability of
foreign loans to governments and their agencies was exemplified
by the nearly tenfold growth in the dollar value of the public and
publicly guaranteed external debt from 1973 to 1983. Private
nonguaranteed debt increased fourfold in the same period.

With the notable exception of Chile, Colombia, and several
Central American countries, governments (some of them with a
bent for “strategic” projects and industries) were eager takers of
foreign credits, which financed growing public-sector deficits. At
the same time, foreign lenders, both official and private, indulged
their natural aversion to commercial risk by lending to governments
and to their enterprises. By 1982, about three-fourths of the
region’s entire external debt was owed or guaranteed by the public
sector, and this proportion has since risen as some governments
have taken over the foreign obligations of private companies.

The economic crisis that has engulfed most countries in the
region since 1982 has provoked a lively debate on whether state
intervention has gone too far. With greater freedom in countries
that have moved from military to elected civilian governments,
particularly Argentina and Brazil, the discussion appears to be
evolving into support for more private initiative and less state
control.

1. Although there was already rapid growth in the late 1960s, it was on average
lower than in the 1970s.
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The state functions as regulator, as investor, and as provider of
services. These three aspects are reviewed below, along with the

question: who has borne the greater burden of adjustment since
19827

Historical Background

The rapid expansion of the role of the state in most of Latin
America is part of a worldwide phenomenon of the last twenty
years, which was accelerated by the inflation and the energy crisis
of the 1970s. Latin America has thus not been unique. However,
increases in public-sector deficits have been greater in Latin
America than elsewhere. This has been the case in particular in
Argentina, Brazil, and Mexico, where public-sector deficits reached
15 percent of gross domestic product in the early 1980s.2

Over the last decade, the most rapid growth in public expenditure
took place in Mexico, Peru, and Venezuela, largely because of the
expansion of state oil companies (table 4.1). In Mexico, Uruguay,
and Venezuela, transfers to state enterprises also increased con-
siderably, in some cases to subsidize the consumption of energy
and basic staples, whereas the growth of public consumption
slowed down after rapid increases in several of the countries during
the 1960s (table 4.2).

Much earlier, there had been a very large expansion of the role
of the state in Argentina when Juan Domingo Perén came to
power. There also was a long-term trend toward a larger state role
in Brazil and Colombia, but it was much more moderate than in
the oil-producing countries. Only in Chile did a reversal occur,
after 1973.

Again with the exception of Chile, the state plays a growing role
as investor. Despite the shortcomings of official statistics, which
generally include capital formation by state enterprises as part of
private investment—thus greatly underestimating the govern-

2. The figures, inclusive of nominal interest charges on the domestic debt,
indicate the financial requirements of the public sector. However, from the point
of view of the effects of the deficit on the external balance, the deficit calculated
with real (inflation-adjusted) interest rates will be relevant (chapter 3).
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Table 4.1 Growth of the public sector, 1970-82

Estimated
share of
state enter-

Public-sector prises in Public-sec-
outlays as Of which gross do- tor deficit as
percentage state mestic in- percentage

of GDP enterprises vestment of GDP

Country 1970 19822 1970 1982 (1978-80) 1970 1982
Argentina 33 35 11 12 20 1 14
Brazil 28 32 6 11 39 2 17
Chile 41 36 5 10 13 5 2
Colombia 26 30 6 10 9 4 2
Mexico 21 48 10 26 24 2 17
Peru 25 o7 4 32 15 1 9
Venezuela 32 66 17 45 45 3 4
Weighted 28 42 9 19 29 2 9

average
Malaysia 36 53 4 34 33 12 19
Korea 20 28 7 4 23 4 3
France 38 48 6 7 13 0.5 3
Japan 23 27 8 8 11 1.5 6
Sweden 52 66 4 6 11 2 10
United 43 49 10 11 17 3 6

Kingdom
United States 22 21 10 9 4 1 2

Note: The peak figures for Argentina were 42 percent and for Brazil 35 percent; both
pertain to 1981.

Source: 1DB (1984), Appendix on Public Finances; IMF (1985); Short (1984); Cline (1985—
86): national statistics for Asian and European countries.

ment’s role in the economy—the rough data available suggest that,
in several of the largest Latin American economies, government
enterprises at the end of the 1970s accounted for a larger proportion
of investment than in some of the advanced industrial countries,
such as France, Sweden, and the United Kingdom, where the
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Table 4.2 Central government expenditures
(percentage of GDP)

Country Expenditure 1973 1982 1983
Argentina Consumption 6.3 6.1 5.5
Transfers 8.1 7.1 10.3

Investment 2.9 2.7 2.1

Interest 0.5 4.6 2.3

Total 17.8 20.5 20.3

Brazil Consumption 4.4 3.9 3.7
Transfers 9.3 12.3 12.0

Investment 1.9 1.8 1.7

Interest 1.1 3.0 3.7

Total 16.7 21.0 20.1

Chile Consumption 13.9 10.8 10.1
Transfers 11.6 20.5 18.4

Investment 7.2 2.2 2.2

Interest 0.2 0.5 1.2

Total 32.9 34.1 31.9

Mexico Consumption 5.6 7.5 5.9
Transfers 2.2 11.3 6.1

Investment 3.7 6.8 4.7

Interest 0.9 4.4 9.4

Total 12.4 30.0 26.1

Peru Consumption 9.7 8.1 n.a.
Transfers 2.3 2.5 n.a.

Investment 3.8 4.1 3.6

Interest 2.0 3.9 3.8

Total 17.8 18.6 18.9

Uruguay Consumption 9.8 11.5 10.4
Transfers 7.3 14.9 11.5

Investment 1.5 2.2 1.8

Interest 0.5 1.0 1.2

Total 19.1 29.6 24.9

Venezuela Consumption 10.8 11.7 11.5
Transfers 3.4 6.4 6.7

Investment 6.7 8.9 6.7

Interest 0.3 2.1 2.3

Total 21.1 29.1 27.0

(continued overleaf)
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Table 4.2 Continued
(percentage of GDP)

Country Expenditure 1973 1982 1983
Greece Consumption 17.7 n.a. n.a.
Transfers 1.9 n.a. n.a.

Investment 7.1 n.a. n.a.

Interest 1.1 n.a. n.a.

Total 27.8 n.a. n.a.

Spain Consumption 9.1 11.5 9.7
Transfers 7.4 14.0 16.2

Investment 2.7 3.9 3.7

Interest 0.5 0.7 1.2

Total 19.7 30.0 30.9

Korea Consumption 5.5 7.9 7.8
Transfers 4.8 6.5 6.4

Investment 2.5 3.4 2.6

Interest 0.4 1.2 1.2

Total 13.2 19.0 17.9

Singapore Consumption 9.9 13.1 12.4
Transfers 1.7 0.9 0.8

Investment 1.6 4.7 0.7

Interest 1.5 3.2 4.6

Total 14.7 21.9 23.5

n.a. Not available.

Source: IMF (1985).

public sector has traditionally played a major role in investment
(table 4.1).

The tendency to rely on state intervention and enterprise for a
wide variety of activities is partly the result of history, especially
in Spanish America. In these countries, the Spanish colonial
tradition of special concessions and monopolies for particular
enterprises dies hard. This tradition has lasted in various forms
for over four centuries. Its consequence is a tendency on the part
of the state to consider economic affairs as coming under its
authority.

Also, large areas of business look to the state for protection.
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Personal relationships with the government are often essential to
business success. Some large private businesses thus often end up
as the keepers of privileges granted by the state, rather than as
Schumpeterian entrepreneurs fighting it out in the marketplace.
This tends to support the status quo, rather than promote a
dynamic economy that would bring rapid employment growth.

These historical reasons, especially important in Spanish Amer-
ica, plus the small size of most domestic markets (the GNP of all
Latin America and the Caribbean is about equivalent to that of
West Germany while the average Central American economy has
a national market comparable to Albuquerque, New Mexico, or
Newark, New Jersey), explain in part why the bracing winds of
competition and private enterprise are not universally accepted in
Latin America.

The shift toward inward orientation in Latin American countries
after World War II also contributed to the growing importance of
the state as it assumed a larger role as a protector of emerging
industries and even as investor. By contrast, under outward
orientation, government interventions would interfere with the
exploitation of the possibilities available in international markets
and such possibilities are generally better utilized by private firms
that are more flexible than public enterprises.

The natural coziness of relatively small markets was enhanced
in the 1960s and 1970s by an increasing tendency to regulate
investment flows and prices. These trends favored larger estab-
lished enterprises and, especially, state enterprises that had the
influence to induce governments to act. At the same time,
restrictions on ownership and on profit remittances effectively
discouraged investment by foreigners. This was particularly true
in the Andean Group in the 1970s.

In addition to restrictive regulations, red tape in implementing
the regulations has constricted investment and adds to the cost of
doing business, raising prices and compromising international
competitiveness. Smaller enterprises, in particular, cannot afford
to go through endless trdmites (bureaucratic red tape). Perhaps
even more than taxes and regulations, red tape is responsible for
stimulating the development of a large “informal sector” and
hindering the natural growth of small businesses into larger
enterprises.

Despite these obstacles, since the 1970s an increasing group of
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industrialists engaged in exports has been lobbying for the partial
opening up and deregulation of economies in countries such as
Brazil and Colombia. At the same time, the evident costs of the
excessive external borrowing by the public sector have led to
widespread criticisms of the state’s large role in the economy. The
increased freedom of the press and public discussions that accom-
panied the replacement of military governments by civilian elected
regimes, especially in Argentina and Brazil, have heightened the
shift against the past, and the governments themselves have come
out in favor of reducing the role of the state.?

Regulations

Most of the larger Latin American countries are among the world’s
most regulated market economies, at least on paper. Among the
most important economic regulatory mechanisms are controls on
the establishment of firms and on new investments, restrictions
on inflows of foreign investment and outflows of profit remittance,
price controls, import barriers, discriminatory credit allocation,
high corporate income tax rates combined with discretionary tax-
reduction mechanisms, as well as limits on the firing of employees
(table 4.3). In a number of Latin American countries, the web of
regulation is administered by underpaid administrators. The po-
tential for corruption is therefore great.

Productive activity may be regulated by legislation, by govern-
ment decrees, and case-by-case decision making. This latter
practice is widespread and pernicious in Latin America as it creates
considerable uncertainty and provides opportunities for corruption.
It also discriminates against small and medium-sized businesses
which, although important creators of employment, seldom have
access to the higher reaches of the bureaucracy.

Bureaucratic regulations and controls circumscribe a firm’s
activities from birth to demise. Establishing a firm involves time

3. In an interview with Business Week, President José Sarney Costa of Brazil
stated: “Private initiative is the engine of economic development. In Brazil we
have learned that every time the state’s penetration in the economy increases,
our liberty decreases.” (11 August 1986).
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and perseverance. In Peru, for instance, it reportedly took 289
days, with the help of an administrative lawyer, to register a textile
factory.* Both mergers and bankruptcies often involve complicated
procedures.

Taxation is generally treated separately from regulation. How-
ever, in any number of Latin American countries, tax systems
encompass a strong regulatory component, partly because nominal
profit tax rates are high and often are offset through concessions
for particular activities. The state motivates or inhibits certain
types of investment, thus attenuating market forces.

Despite the size of the regulatory apparatus, there is widespread
avoidance of regulations—for many reasons. One is the natural
tendency for controls to set up their own antidotes: price controls
generate cartelization and attempts by enterprises to keep price
adjustments ahead of cost increases; interest-rate controls create
a parallel and frequently usurious nonbank market; foreign ex-
change restrictions often lead to overinvoicing of imports and
underinvoicing of exports; credit allocation systems which consider
agriculture to be “good” and services to be “bad” lead to the
diversion of funds to other activities so that agricultural credit rises
rapidly but real farm output does not; limits on labor dismissals
are circumvented by temporary employment; and so on. Also, to
avoid excess exposure to controls, business groups in Latin America
often keep their operations divided into many separate companies,
limiting visibility.

Excessive regulations add to the cost of doing business, especially
for small and medium-sized firms that are less able than large
companies to work within the regulations. In Peru, for example,
extremely complex labor and business regulations have led to the
development of an informal sector estimated, perhaps with some
exaggeration, as providing more than half of urban employment.
The informal sector includes some sizeable industrial operations,
concealed by a multitude of small establishments employing
hundreds of workers. While this sector provides a considerable
part of output, particularly in industry and commerce, firm size
and productivity tend to be low, owing to the lack of formal

4. Information on excessive regulations and on the informal sector in Peru
originates with the Instituto Libertad y Democracia of Lima.
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Table 4.3 State economic regulations

Regulation (1985) Argentina Brazil

Price controls, nine basic staples* (number) 9.0 9

Price controls, five basic manufactures® (number) 5.0 5

Mandatory ceilings on bank interest rates (yes or no) yes yes

Foreign direct investment limitation in
Industrial companies (yes or no) no no
Banks (yes or no) yes yes

Maximum domestic corporate profits tax rate 33.0 35
(percentage)

Withholding on after-tax profits remitted abroadd 17.5 25
(percentage)

Workers’ mandatory profitsharing in industrial yes yes
companies (yes or no)

Fringe benefits as percentage of average industrial 80 80
wage

Limitations on reductions on employment S I

(significant or insignificant)

Source: “Investing, Licensing, Trading Conditions Abroad,” Business International Cor-
poration data for Argentina February 1985, for Brazil January 1985, for Chile October
1985, and for Peru March 1985; “Doing Business in Chile,” Price Waterhouse, October
1985; “Doing Business in Mexico,” Price Waterhouse, June 1984; “Doing Business in
Venezuela,” Price Waterhouse, August 1985.

a. Wheat, bread, meat, poultry, sugar, vegetable oil, milk, soft drinks, basic
pharmaceuticals.

b. Cement, steel, cars and trucks, fertilizer, and tires.

c. First-category tax of 10 percent levied on income, 30 percent levied on taxable income
net of first-category tax.

d. In addition to profits tax.

property rights, the inability to obtain credit, and the need to
escape detection.

The cost of the government bureaucracy also burdens the Latin
American national economies. In recent decades, this burden
increased greatly in Peru, where public employees’ share of total
employment rose from 7 percent in 1961 to 16 percent in 1981.
The same year, governmental employees accounted for 18 percent
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Chile Colombia Mexico Peru Venezuela
0 9 5 9 9

0 5 b 5 3
yes yes yes yes no
no yes ves yes yes
no yes yes yes yes
3(» 40 42 50 50
40 40 55 40 20
no no yes yes yes
65 65 60 50 60
| S S S S

of the nonagricultural labor force in Argentina, and government
wages equaled 16 percent of the total wage bill in Brazil.’
Despite avoidance and evasion, there is an economic cost to
overregulation. Investment is channeled into activities artificially
stimulated by tariffs, tax concessions, and special credit allocations
instead of responding to unbiased market signals. The car assembly
plants set up in most medium-sized Latin American economies in
the 1960s and early 1970s are a prime example of this type of
uneconomic investment.® They created little employment at the
cost of large fiscal subsidies and resource misallocation as they

5. Heller and Tait (1983, tables 22 and 26), and for Peru Caretas, 24 February
1986, p. 55.

6. Kuczynski (1975, p. 83), calculated that the taxes lost through assembly plants
in Peru would have enabled each worker employed in the plants to receive a
state subsidy of $10,000 a year.
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were encouraged by high duties on finished cars and fiscal
incentives for local assembly.

Employment also has been dampened by the labor regulations
in effect. Minimum wage legislation and union pressure raised
wages above market-clearing levels, thus limiting employment and
contributing to the development of a dual labor market. High
fringe benefits have had similar effects (table 4.3).

Furthermore, in countries like Argentina, Venezuela, and Pan-
ama, reducing the work force is extremely difficult even if economic
conditions have deteriorated. In Argentina, for example, the labor
law bestows “job security” on employees after only one year and
severance payments increase with the length of employment. The
situation is similar in Venezuela and it has been estimated that
labor legislation raises labor costs by 30 percent, in addition to
the cost of social security charges and fringe benefits, totaling 59
percent of the basic wages, in Panama (Fischer and Spinanger
1986, pp. 25-28).

On the whole, labor regulations, especially limitations on re-
ductions in employment, inhibit job creation and economic growth
in general in Latin America. They limit hiring during economic
upswings while protecting jobs in the formal sectors of the economy
during downswings. Combined with the tax advantages of invest-
ment in machinery, much of it imported except in the largest
economies, labor regulations create an environment that limits
Latin America’s growth of employment and exploitation of com-
parative advantage in the availability of labor in manufacturing

industries.
Conversely, the lack of restrictive labor regulations helped labor-

intensive industries to expand in the Far East. Not only has
employment increased, but real wages also have risen fast in
contrast to the relatively small increases (and even some declines)
in Latin America (table 1.6).

The Far Eastern countries offer a contrast for Latin America,
although the differences in their economies and political systems
limit the validity of the comparisons. Nonetheless, the disparities
between the types of regulation in the Far East and Latin America
are thought provoking.

® Far Eastern economies more often use state support and
special credit, tax, and import arrangements than prohi-
bitions and restrictions, particularly for export activities.
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e Corporate tax rates are lower and labor markets are freer
in the Far East.

® Protection in Far Eastern countries concentrates on a
limited range of consumer goods that have little effect on
production costs in the rest of the economy.

® Most important, in the Far East, state inducements are
given within a context of realistic prices, especially the
exchange rate, and moderate inflation.

Proper prices may not suffice, however, for sustained growth
unless the tax system also promotes growth (chapter 3). High
corporate tax rates in most of Latin America (table 4.3) are offset
by tax credits for various types of investment, but taxes nevertheless
adversely affect employment and economic growth.” Tax credits,
combined with subsidized state loans and low import tariffs for
investment in plant and equipment, lead to excess capacity, slow
the growth of employment, and result in high corporate debt-to-
equity ratios and hence weak corporate cash flows.

Another feature of Latin American tax regimes is complexity,
with a plethora of regional and sectoral incentives. Yet, despite
years of apparent tax incentives favoring geographic decentraliza-
tion, small enterprises, and agro-industry, most economic activity
in Latin America—except Brazil and Colombia—remains concen-
trated around the capitals. Rural industrialization is limited.

The difficulties of administering overcomplex income tax systems
with underpaid and undertrained personnel mean that direct
taxation provides limited revenue, despite high nominal tax rates.
Inflation further complicates the picture. In 1982, for example,
only 6 percent of the Argentine central government’s current
revenues came from income and profits taxes; the comparable
proportions were 13 percent in Brazil and 15 percent in Peru; in
the latter case, the bulk of revenue is generated by a few oil and
mining companies (IMF 1985). As a result, several countries place
heavy but easily collected taxes on domestic trade and sometimes
foreign trade, which discourage exports.

Describing the regulatory and tax systems of Latin American

7. See, for example, the report of a team led by Dudley Seers (ILO 1970).



136 Toward Renewed Economic Growth in Latin America

economies in these terms is obviously an overgeneralization.
Among the exceptions, Chile and Colombia have relatively strong
income tax systems, and the Central American economies have
traditionallv been moderate on trade and investment regulations.
On average, however, it is probably not unfair to characterize the
1970s and early 1980s in Latin America as a time of proliferating
regulations, which have weighed heavily on economic activity.

Excessive regulation thus costs Latin American economies dearly.
Overregulation requires a large government administrative appa-
ratus, imposes a burden on private business in the formal sector,
provides incentives but also some disincentives to the informal
sector, and contributes to the misallocation of resources. It also
hampers rapid and flexible response to market conditions.

The deregulation process should be directed toward reducing
this cost and ensuring greater flexibility so as to improve inter-
national competitiveness. The regulatory framework should be
made conducive to the expansion of production and investment so
as to create the conditions for the development of a modern
economy.

This would require, first of all, making improvements in regu-
lations on property rights. To ensure the best use of property,
which is in the interest of the community, these rights should be
exclusive, transferable, partitionable, and perceived to be per-
manent (Walter 1986). Appropriate rules should also be set for
patents and copyrights.

Property rights could be assured by establishing a modern legal
framework. The process of registration and licensing should be
simplified and speeded up. Contractual rights should be strength-
ened and an efficient tort system established. There is further
need for a modern bankruptcy system that facilitates the transfer
of assets of bankrupt companies to more efficient users.

At the same time, rules and regulations have to be formulated
and applied generally so as to curtail drastically the scope for
discretionary decision making. Stability in the regulations should
be ensured, and any new regulations should have to pass a cost-
benefit test.

With high population growth rates, the labor force is expanding
rapidly in Latin America. Thus, jobs have to be found for the
millions of people reaching working age. To this end, labor
legislation needs to be reformed in ways that encourage hiring.
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This would involve lowering penalties on a firm that lays off workers
in times of economic difficulties; setting minimum wages at
reasonable levels; and financing a higher share of social-security
benefits from general tax revenue than from wage taxes.

Liberalizing labor legislation, together with deregulation, would
help small and medium-sized enterprises get started. These en-
terprises could play an important role in a modern economy by
providing goods and services to consumers and furnishing large
manufacturers with parts, components, and accessories. Small and
medium-sized firms usually need much less capital to create new
jobs than do larger companies. Besides increasing total employ-
ment, this would compensate for reductions in public-sector
employment as deregulation eliminates certain administrative
functions.

State “Enterprise”

State-controlled companies in Latin America are said to be inef-
ficient. While the statement is an overgeneralization, the perform-
ance of public enterprises in the production and distribution of
goods generally has been weak. Exceptions are well-run public
utilities and a few successful industrial enterprises, such as CVRD
(Companhia Vale Rio Doce, a Brazilian mining and metals proc-
essing company) and CODELCO (Coporacién del Cobre de Chile,
a copper mining, smelting, and refining company). The many
inefficient and loss-making state-run companies range from airlines
to steel mills.

Some of these companies were established by government.
Others, such as state-owned mining companies in Chile and Peru,
or the nationalized banks in Mexico, resulted from state takeovers.
Still other companies were rescued from bankruptcy by the state,
under political pressure to maintain employment. Argentina and
Chile have many such examples as does Mexico, where the number
of state enterprises grew from 39 in 1970 to 677 in 1982.

Some state enterprises do not incur losses, including most but
not all of the state oil companies, but their tax contributions to
the national treasury are no doubt less than if they were run as
private-sector companies. Most state enterprises have been large
contributors to public-sector deficits (table 4.4).
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Table 4.4 State enterprise and public investment
Argentina
Number of state enterprises (1985) 297°
Average
1980-81 1983
Public-sector investment
(percentage of GNP) 12.7 11.9
Of which state enterprisef 4.9 5.0
Private-sector investment 7.7 4.2
Public-sector deficit (percentage of GDP) 5.7 15.7

1980 1982 1984

Outstanding external public debt of
state enterprise (billion dollars) 14.5 28.6 37.6

Source: 1DB (1984 and 1985); national statistics.

a. Public investment for Brazil is only for 10 largest state companies. Deficit data for
Brazil do not include the cost of indexing public debt.

b. Argentina’s largest state enterprises: YPF, Gas del Estado, Segba, ENTEL, Aerolineas
Argentinas, Agua y Energia, Ferrocarriles Argentinos, Elma.

c. Brazil's largest state enterprises: Petrobas, Siderbras, Electrobas, Telbras, CVRD,
RFFSA.

d. Mexico’s largest state enterprises: PEMEX, CFE, (Comisién Federal de Electricidad),
CONASUPO, FERTIMEX, SIDALMEX, Empresas Ferroviarias.

e. Estimated.

f.  Excluding social security system.

While some large state-owned firms based on natural resources
had good financial results and have played an important develop-
mental role in major Latin American economies over the years,
two facts stand out:

® the headlong growth of external borrowing by state enter-

prises to finance a growing proportion of public investment
in the 1970s and early 1980s

e their growing contribution to public-sector deficits.

Consistent data are hard to find but, in rough numbers, in the



The Role of the State and State Enterprise

139

Brazil® Mexico
471 6774

Average Average 1984

1980-81 1984¢ 1980-81
6.7 6.1 11.6 7.6
4.3 3.8 7.6 4.2
15.6 10.2 14.1 10.6
8.1 10.5 11.2 6.9
1980 1982 1984 1980 1982 1984
32.0 46.7 53.3 15.4 32.3 50.6

seven largest Latin American economies, the deficit of state
enterprises in the mid-1970s accounted for one-quarter of the
public-sector deficit but rose to about one-half in 1980-1982, while
the overall public-sector deficit doubled from about 4 percent to
8 percent of GNP. Partly because of price control on basic products,
state enterprises thus accounted for three-quarters of the deteri-
oration in public-sector finances.

Deficits and borrowing are, of course, two sides of the same
coin. The availability of external credit stimulated public invest-
ment in the second half of the 1970s, especially through state
enterprises, which were considered attractive borrowers by the
lenders. International suppliers can often finance their equipment
export sales with credit guaranteed by their own governments.
For such exporters, especially in Western Europe, Japan, and
Canada, state enterprises in the large, emerging developing
countries have traditionally been excellent prospects. At the same
time, complex bidding procedures are sometimes a cover to direct
the business to a particular supplier, and financing tied to the
equipment sale often tips the scale.

For commercial bank lenders, state-enterprise borrowers pro-
vided the security of a government-guaranteed loan, combined
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with likely cash flow and related business opportunities that
generally come with lending to private companies. With the energy
crisis and the high commodity prices of the 1970s, natural-resource-
based state companies, oil companies in particular, were especially
attractive to commercial banks. Petroleos Mexicanos (PEMEX),
the Mexican state oil monopoly, was considered the best credit in
Mexico after the federal government itself and was often used by
the government as a conduit for its own external borrowing; it
thus became difficult to disentangle what the borrowing was for.

It mattered little whether the oil company was an exporter or
an importer of oil. PEMEX was a favorite well before it became
a major oil exporter in 1976, as was the Brazilian state oil company,
Petroleos Brasileios (PETROBRAS), an oil importer. As of 1982,
almost 40 percent of the medium-term debt of the Mexican public
sector to commercial banks was in the PEMEX name. Bankers
also were eager to lend to Petroleos de Venezuela, the state oil
monopoly that emerged after the foreign company nationalizations
of 1974, but the Venezuelan government wisely refrained from
borrowing and Petroleos remains debt-free.

Naturally enough, public investment emphasized energy and
mining. Substitution of oil imports was an obvious priority, while
economic growth was expected to generate rapid growth of demand
for electricity. Assuming yearly economic growth at 6 percent,
Latin American planners expected electricity demand to increase
50 percent faster, 9 percent a year, a doubling every eight years.

Hydroelectricity was a substantial part of capacity expansion.
Hydropower, in which Latin America has a huge potential, made
sense to save expensive oil; however, it also has an investment
cost about three times higher than conventional oil-using thermal
plants. As a result, public investment in energy, which is almost
entirely in the hands of the state, ballooned. For Latin America
as a whole, public investment in energy may have reached about
5 percent of GNP in 1980-81, up from 3 percent in 1973.

The decisions for this massive investment assumed that growth
would go on without major interruptions and that oil prices would
remain high. The counterparts to nuclear plants and oil shale
projects in the United States were dams and transmission systems
in most of Latin America. However, when the world recession
came in 1981, and was followed by a gradual but profound
weakening of the international oil market, energy projects were



The Role of the State and State Enterprise 141

hit hard. The projects were not necessarily worse in Latin America.
The main difference has been that uneconomic private-sector
projects in North America have subsequently been reorganized or
mothballed at very substantial cost to bank creditors, while the
state-sponsored investments in Latin America, because they were
guaranteed by their governments, still carry the full value of the
debt.

The past energy investment has left in place good facilities and
a strong base for future growth. But, in the meantime, the costs
to the Latin American economies are high. While it would be
incorrect to say that public investment in natural resources and
energy and related fields on the whole has been inefficient, some
major investments have turned out poorly because of inadequate
planning or are not needed today because of the downturn in
demand for energy in depressed economies.

Other large state industrial investments have been disappointing
because of high costs and the worldwide recession and increasing
competition in foreign markets. This has been the case, in partic-
ular, for metals and a number of chemicals.

Among the state investments that have turned out poorly are:

® the Las Truchas steel complex in western Mexico. Built
with the help of loans from suppliers and from the World
Bank, its accumulated losses since 1976 probably exceed
the original investment of $800 million. The plant’s pro-
duction costs are reportedly twice those of Korean plants.

® the Majes irrigation project in Peru. About $700 million
has been spent on a water diversion scheme since 1970,
but so far only about 6,000 hectares are irrigated, and no
money is left to build the planned hydroelectric plant. If
completed, the scheme likely will have the world’s highest
capital costs per acre of irrigated land.

e the Brazilian nuclear program. About $4.2 billion had been
spent since a major nuclear plan was announced in 1975.
None of the proposed plants was operating in 1986, and at
least another $3 billion is needed, not counting interest,
in order to commission the first two medium-sized units
in the first half of the next decade.
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® the Acominas 2 million-ton steel plant in Minas Gerais,
Brazil. It was built in the late 1970s at a cost of more than
$2.5 billion. Financed almost entirely with external bor-
rowing, some of these funds were reportedly diverted to
financing the central government deficit. While its effi-
ciency is no worse than that of the rest of the state steel
sector, Acominas is likely to incur very heavy losses after
start-up in 1986, five years behind schedule.

® transport projects. Several large projects, especially sub-
ways, have had huge cost overruns. The capital investment
on the Mexico City subway, undoubtedly a necessary
project, works out to $2,500 per inch of route (Pfeffermann
1985, p.60). In that regard, Latin America is no different
from the rest of the world, but it is in no position to afford
the costs.

® the Cobriza copper mine in the Central Andes of Peru.
The expansion in the late 1970s of this state-owned mine,
undertaken with the help of multilateral development
banks, faced a different type of problem. After start-up in
1981, the ore reserves were found to be inadequate to
sustain economic production for the size of the facilities
built with the loans.

While public criticism has focused on recent state investments,
public enterprise has along and checkered history in Latin America.
In Argentina, Fabricaciones Militares, the military-industrial com-
plex, which may account for about 2.5 percent of GNP, produces
machinery and armaments, but also timber and petrochemicals,
at a high cost. In Mexico, government subsidies to its high-cost
railways nearly match its expenditures on health care.®

Many of the state enterprises’ problems are not of their own
making. Politicians are ambivalent about them; they like to talk
about efficiency but often do not hesitate to reduce managerial
compensation, favor price control on the output, and impose all
kinds of operating restrictions.

Unrealistically low salaries for high-level professionals encourage

8. Economist, 16 February 1985, p. 67.
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a brain drain to the private sector and international agencies. Price
controls depress the financial results of public enterprises as do
operating restrictions imposed on them.

In Mexico, for example, all expenditures by public enterprises,
including current expenditures, are subject to government ap-
proval. State enterprises prepare annual budget proposals, receive
monthly disbursement authorizations with very little room for
reallocating funds, and report monthly on their expenditures. At
the same time, the supervising agencies focus on the company’s
compliance with the budget, rather than on its efficiency.

In contrast to Mexico, public enterprise managers in Brazil have
considerable freedom of action, which may explain their relative
efficiency. But, in the absence of constraints on investment either
from the government or the market, they also have been prone to
overinvestment.

Every government believes its state enterprises are different
(“We do not have these problems here”). With the exception of
Brazil, however, the well-run enterprises are along industry lines
rather than geographical ones. Most electric utilities have avoided
the excesses of other state enterprises, as have some of the oil and
mining companies that were originally privately run, mostly by
foreign companies. Since the early 1950s, the World Bank has
influenced the electric utilities, through its loan requirements, to
maintain discipline. The Inter-American Development Bank has
supported these efforts since the 1960s. The international financial

agencies have had less impact on investment in manufacturing
industries. Lending has been smaller, objective standards are more
difficult to set, and the state in general is notoriously poor at
selling products that have to compete in the market.

Yet public manufacturing enterprises have been granted various
privileges vis-a-vis their private counterparts. They receive pref-
erential credit allocations, budget support, and have no dividend
obligations. Often but not always exempted from trade liberalization
(for example, Argentina in the early 1980s), public enterprises
strongly support the maintenance of protection.

Public enterprises frequently hold a monopoly position, as
suppliers of inputs to private enterprises, or a monopsony position,
as purchasers of products from them. This has put private firms
in a tenuous position, with little bargaining strength, because the
state stands behind the public enterprises.
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Latin American state enterprises have received between $80
billion and $100 billion in foreign loans in 1973-1982,° yet the
public knows remarkably little about their business and financial
affairs. Virtually no consistent information exists over time for such
basic numbers as sales, employment, value added, profits, subsi-
dies, or investments. Much can be done to improve information
so as to create an awareness of the problems of state enterprises.

Beyond providing information, the question remains of how to
solve the problems raised in regard to state enterprises. Recom-
mendations have been made for opening up state monopolies to
private industry, for improving competitive conditions for private
firms, as well as for closing down public enterprises or streamlining
their management and operating procedures.

The subject of “privatization” has been eagerly embraced by a
number of international agencies and outside observers. However,
in Latin America most of the limited progress so far has been
achieved on the initiative of the countries themselves.

In Brazil, General Joao Baptista de Oliveira Figueiredo’s Gov-
ernment offered to sell 89 companies, all of them private firms,
mostly small, that had gone broke and been taken over by the
state. When he left office, 20 of them had been privatized and 27
merged or taken over by local authorities. President José Sarney
Costa added a dozen companies to the list and announced plans
to sell or close another hundred state companies from a list of 520.
In turn, toward the end of 1985, Brazil sold about $400 million
nonvoting equity shares in Petrobras.

In October 1985, Mexico sold the Nacional Hoteleria chain that
had been controlled by the Banco Nacional de Mexico, a leading
private bank until the nationalization of 1982. It was purchased by
a private investment group, backed by two state banks as minority
partners, for $84 million. A few months later, the government
formally decided to “liquidate, dissolve, merge, transfer or sell”
236 state companies within a year. A number of these companies
are not economically attractive, however, and so far few have been
sold. In February 1986, a further 80 public companies were put
up for sale, including shares in Mexicana de Aviacion and two
publicly owned hotel chains. !

9. The data derive from the sources cited in table 4.4 and from national statistics.

10. Economist, 21 December 1985, p. 29, and Financial Times, 28 February
1986.
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Privatization can be successful if carried out realistically. Poli-
ticians must be dissuaded from thinking, as some do now, that
assets should necessarily be sold for anything approaching their
book value. The disposal of a loss-making asset at “fire sale” prices
may cost taxpayers far less than waiting for a turnaround that never
comes.

Values can be improved by breaking up enterprises into several
parts that may attract particular buyers. The root causes of losses,
such as featherbedding, excessive bureaucracy, and price control,
are best dealt with before a sale is started. Otherwise the private
enterprise might seek government help later on. Avoiding further
concentration of ownership is another important goal, which can
to some extent be met by liberalizing the excessive restrictions on
domestic stock markets or by arranging sales of companies in small
units.

Specialized international agencies, such as the World Bank,
together with the International Finance Corporation, can help set
the stage for privatization. Governments should, however, resist
the temptation to involve these agencies as a substitute for action.
Lengthy studies and unrealistically complicated bidding procedures
often nurture inertia.

The example of the reprivatization in 1983-85 of the nationalized
conglomerate Rumasa in Spain should be studied by advocates of
privatization in Latin America and elsewhere.!! A clear political
will to carry out the privatization, clear lines of decision making,
and realistic valuation and sales methods were some of the key
ingredients of this complex divestiture by the state, which involved

over two hundred companies of various sizes.

Following the March 1986 election, the new French government
has undertaken to reprivatize the companies nationalized after
May 1981, when the socialists came to power. At the same time,
it wants to go further in also denationalizing the large banks and
insurance companies that were taken over by the state in 1945.

The largest laboratory of privatization is, of course, the United
Kingdom, where about one-third of the nationalized work force
has been transferred to the private sector, with the sale of $29
billion of state assets.!2 This would have been impossible had the

11. Institutional Investor, international edition, December 1985.
12. Wall Street Journal, 20 February 1986.
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government not overcome opposition from the public-sector bu-
reaucracy.

The British example shows that privatization is a long process
and needs thorough preparation. First of all, the areas the state
wants to retain must be selected. These usually include public
utilities, although the United Kingdom and several Asian devel-
oping countries have decided to privatize state-owned telephone
and telegraph companies.

The state may also wish to retain natural resource-based indus-
tries. But the Argentine government has decided to invite bids
from foreign oil companies, and Chile is attracting foreign interests
in copper mining.

Public and private firms could also operate side by side. This
alternative would invite competition, if the operating conditions
for public and private firms were equalized. Public firms do not
have any special role to play in most processing industries so that
their privatization should be envisaged.

The privatization process could begin by the sale of firms that
have gotten into public hands through bankruptcy and of subsi-
diaries of public enterprises whose activities lie outside the
enterprise’s main productive activity. Public sale of shares in state
enterprises that leaves the government with majority ownership
cannot be considered privatization. This would divert private funds
that might otherwise have been used to finance private firms.

The limited availability of private finance is considered an
obstacle to privatization, but sound opportunities in a setting
favorable to private investment will attract investors. Also, priva-
tization may provide an opportunity to transform foreign debt into
equity (chapter 5).

In hopeless cases, public enterprises should be closed down as
the Mexican government did in May 1986 with Fundidora de
Monterrey, a large state steel producer once in the private sector.
The remaining firms in the competitive sector should be trans-
formed into independent enterprises, with managers held respon-
sible for profits and losses and largely autonomous boards of
directors.

Government as Provider of Basic Services

Most Latin American countries have made considerable progress
in providing basic public services in the last twenty years. While
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there are still large deficiencies in the quality and equitable
distribution of services, especially in education and health care,
overall progress has been comparable to the average for upper-
middle income groups of developing countries and, in some
instances, has even surpassed these countries. Thus, adult literacy
rates and secondary school enrollment increased to a considerable
extent and Latin American countries experienced substantial in-
creases in life expectancy and reductions in infant mortality as
health services have improved, including the rise in the number
of doctors and medical assistants and the increased availability of
clean water.

For the future, the major issue facing governments in providing
basic services is the very high proportion of government outlays
that has to be spent on debt service, limiting what is left for basic
government functions. For the seven largest Latin American
countries, interest on domestic and external debt has grown from
8 percent of central government outlays in 1975 to 20 percent in
1984 (IMF 1985). This increase, especially in recent years, when
economies have been depressed and tax revenues have stagnated
in real terms, does not augur well for the future provision of basic
government services. In fact, such services already show signs of
deterioration, especially in Mexico. There may thus be a case for
the private sector to substitute for the government in providing
some services.

The progress of the last two decades can be seen in human
longevity, reductions in infant mortality, improvements in diet
and in the availability of medical care, higher rates of literacy and
enrollment in primary and secondary schools, and better availability
of basic services such as electricity and water (table 4.5).

However, the distribution and the quality of these services can
be criticized. While the lack of statistics makes judgments difficult,
there are obvious regional disparities—between the rich South
and the poor Northeast of Brazil, between the Coast and the Sierra
in Peru, and between urban and rural areas. Basic services are
much less adequate in rural areas, where 30 percent of the people
live in the larger countries. This is a lower proportion than in
some newly industrializing Far Eastern countries like Korea or
Taiwan, where the rural population is close to 40 percent of the
total. The paucity of public services in rural areas of Latin America
contributed to migration to major cities and the increasing cen-
tralization of economic activity through 1982. While a slowdown
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Table 4.5 Social welfare indicators

Argentina Brazil Chile Colombia
1960 1980 1960 1980 1960 1980 1960 1980

Average life expectancy 65 70 55 63 57 67 53 63
at birth (years)

Infant mortality (per 61 45 118 77 114 43 93 56
1,000 live births)

Population (per doctor) 740 530 2,210 1,700 1,780 1,930 2,640 1,710

Population (per medical 750 n.a. 2,810 820 640 450 4,220 800
assistant)

Percentage of na 125 na 109 na 114 na 108
minimum daily
calorie requirements
supplied

Enrollment in school
(percentage of age

group)

Primary 98 116 95 93 109 117 77 128

Secondary 23 56 11 32 24 55 12 46
Adult literacy rate 91 93 61 76 84 na. 63 81

(percentage)

Energy consumption 1,177 2,161 385 1,102 833 1,137 519 970
per capita (kg coal
equivalent per year)

Electricity consumption 513 1,406 325 1,149 598 1,058 244 890
per capita (kw/hour)

Percentage of 51 58 32 56 63 78 54 56
population with
access to piped water

n.a Not available.

Source: Government compilations by the IDB; special communications.

in migration occurred subsequently, it would be necessary to
increase public services outside the main cities.

There is little doubt that public social services, such as education
and public health, are on average of poor quality in much of Latin
America. The reason is simple: lack of money. For example, in
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Upper mid-
dle-income
Ecuador Mexico Peru Uruguay  Venezuela  countries

1960 1980 1960 1980 1960 1980 1960 1980 1960 1980 1960 1980

51 61 58 65 47 58 68 71 57 67 57 60
140 82 91 56 163 88 50 40 85 42 103 62

2,670 760 1,830 1,260 1,910 1,390 960 540 1,510 990 2,606 1,689
2,360 570 3,650 1,420 3,530 970 800 190 2,840 380 2,678 1,010

n.a. 8 n.a. 121 n.a. 99 n.a. 110 n.a. 112 n.a. 115

83 107 80 120 8 112 111 105 100 104 88 104
12 40 11 37 15 56 37 60 21 39 20 48
68 81 65 83 61 80 n.a 94 63 82 61 76

216 692 786 1,684 433 807 1,020 1,160 3,014 3,039 798 1,677

567 n.a. n.a. 601 2,298 n.a. n.a.

o
[}
(o2}
Ut

n.a. n.a. 313 97

n.a. 57 38 50 45 51 n.a. 80.4 50 80 n.a. n.a

1983 with a public school enrollment of 19.2 million and a total
annual budget equivalent of $3,340 million, Mexico can afford to
spend only $174 per public school student, while Brazil can afford
only $74. This compares, for example, with $840 in the case of a
recently industrialized country such as Spain. Repeater rates in
public schools are high, and retention in rural areas is also low,
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because of the paucity of services combined with the pressure to
find early employment.

In energy, a major area of public services, electricity generation
for public use is almost entirely in the hands of the state. Oil
companies are monopolies or major factors in oil production and
distribution. On the whole, the state has done a creditable job in
stimulating and providing energy and related services. The elec-
tricity shortages of fifteen or twenty years ago are over, although
part of the comfortable surplus results from economic stagnation
since 1982. In oil, the upsurge of prices after 1973 spurred a major
effort on the part of oil-importing countries to increase production.
Colombia will become a net exporter in 1986 because of a policy
to stimulate private producers combined with more realistic
domestic oil prices. Argentina, because of the exploration successes
of private producers and the state oil company, is now self-
sufficient. Brazil has cut its oil import needs from 70 percent of
total oil consumption in 1973 to less than 40 percent today, as a
result of successful offshore exploration by Petrobras, combined
with the equally successful but costly government-sponsored al-
cohol conversion program, and may become self-sufficient in energy
by 1990.

Abundant energy, together with low product prices limiting
energy conservation efforts, especially in the oil-exporting coun-
tries, have given Latin America a relatively high use of energy in
relation to its GNP. Much of this has gone into private transport.
Latin Americans have 1 car for every 4 families, compared to 1
for every 20 in the Far Eastern newly industrializing countries
(Pfeffermann 1982). The type of development that has taken place
in most Latin American countries is illustrated by what has
happened in energy: a stimulus to consumer demand through low
or subsidized prices; emphasis on consumption rather than savings;
an important, though not exclusive, role for government in pro-
viding basic services; as well as a major role for it in regulating
the economy.

For the future, greater attention should be given to laying the
foundation for long-term growth while providing the basic services
essential to improve the lives of the poor. This will require
improving physical infrastructure, in particular transportation and
port facilities for exports, as well as upgrading education and health
services.
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Table 4.6 Impact of adjustment

1. GDP per capita, cumulative change (percentage) 1980-85
Latin America -8.9
Argentina -17.7
Brazil -3.0
Colombia -0.5
Chile -9.1
Ecuador -4.0
Mexico -3.6
Peru -14.6
Uruguay -19.1
Venezuela -20.8
2. Gross fixed investment (percentage of GDP) 1980-81  1983-84
Argentina
Public sector 12.7 11.1
Private sector 7.7 4.4
Brazil
Public sector? 6.7 7.4>
Private sector 15.6 12.4%
Mexico
Public sector 11.6 7.5
Private sector 14.1 10.4
3. Domestic banking system credit (percentage of GDP) 1981  1983-84
Argentina
Public sector 5.3 9.3
Private sector 26.0 13.2
Brazil
Public sector 2.9 5.5
Private sector 14.5 10.8
Mexico
Public sector 13.9 18.1
Private sector 13.7 9.4

Source: (1) ECLA (1985b).
a. Only 10 largest state enterprises.
b. 1983.
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Who Pays for Austerity?

In the austerity crunch after 1982, Latin American governments
squeezed the private sector first and themselves second. While
most governments cut deficits, most state enterprises continued
to expand, so that the share of the public sector in overall bank
credit increased. Thus, domestic credit cuts, designed to reduce
import demand and conserve foreign exchange, fell heavily upon
the private sector (table 4.6), leading to declines in investment
and employment and to de facto bankruptcy of some major
corporations. In several countries, large real-wage cuts in 1983
and 1984 accompanied these events.

On the whole, the private sector and its wage earners, as well
as the unemployed and the underemployed, have borne the brunt
of the belt-tightening in much of Latin America since 1982. There
were few exceptions, with public investment declining more than
private investment in Mexico and real wages rising after 1984 in
Brazil and Colombia, the two economies with the best record of
adjustment. In turn, real wages increased between 1982 and 1984
in Argentina, only to be reversed afterwards.

Summary

The opening up of Latin American economies, with the ensuing
pressures and incentives for efficiency, can be expected to propel
Latin American countries toward more efficient, stronger, less
debt-dependent economic expansion. The pursuit of this goal
would further necessitate a drastic reduction and redirection of
the public sector.

To be sure, the international economic crisis of 1981-82, a major
recession in the United States combined with very high interna-
tional interest rates, precipitated the debt crisis. But it was the
internal pattern of development in the debtor countries—inward-
oriented economies combined with excessively large public sectors,
sustained by a nearly tenfold increase in the dollar value of the
external debt from 1973 to 1982—that made most of Latin America
much more vulnerable to the international crisis of 1981-82 than
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developing countries that pursued outward-oriented policies and
borrowed much less abroad.

The historical background of the Spanish-American countries,
with relatively small markets and a long tradition of relying on the
state for basic economic concessions, makes it difficult to deregulate
and privatize their economies. To be successful, both deregulation
and privatization need extensive political and administrative prep-
aration. Without this groundwork, privatization would become
another brief Latin American fling with a new idea.
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By providing similar incentives to sales in domestic and foreign
markets, an outward-oriented development strategy would en-
courage exports and efficient import substitution in primary as
well as in manufacturing activities in Latin America. Increases in
exports, in turn, depend on the availability of foreign markets.
Especially important is access to the markets of the industrial
countries, which take about two-thirds of Latin American—as well
as developing-country—exports.

This chapter briefly reviews the industrial countries’ trade
policies since World War II, examines recent trends in their
manufactured imports, and analyzes market prospects for the
exports of the developing countries in industrial country markets.
It discusses the need for a new round of multilateral trade
negotiations and the role Latin American countries could play in
the negotiations. Consideration is also given to the possibilities for
economic integration in Latin America.

Liberal trade policies in the industrial countries will facilitate
the restoration of economic growth and adjustment to the debt
crisis in Latin America. The burden of adjustment may be further
eased through financial measures taken by industrial countries and
by international ‘institutions. These measures, their possibilities
and limitations, are examined in this chapter.

Industrial Country Trade Policies

Successive rounds of trade negotiations in the postwar period led
to considerable reductions in the tariff barriers of the industrial

154
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countries. The tariff reductions were extended to developing-
country suppliers under the most-favored-nation clause, even
though these countries did not generally offer reciprocal conces-
sions.

In the absence of such concessions, tariffs were reduced less on
products of interest to developing countries than on products of
interest to the industrial countries. This is why post-Tokyo Round
tariffs are lower on the total imports of semimanufactures and
finished manufactures, than on the imports of these commodities
from the developing countries. The respective averages are 4.5
percent and 8.7 percent in the United States, 6.0 percent and 6.7
percent in the European Community (EC), and 5.4 percent and
6.8 percent in Japan.

Tariffs escalate from raw materials to finished goods, thereby
discriminating against processing activities in the developing coun-
tries. Thus, post-Tokyo Round tariff averages on raw materials,
semimanufactures, and finished manufactures are 0.2, 3.0, and 5.7
percent in the United States; 0.2, 4.2, and 6.9 percent in the
European Community; and 0.5, 4.6, and 6.0 percent in Japan
(GATT 1980, pp. 33-37). Tariff escalation is especially pronounced
for processed fruits, oilseeds, and hides and skins that are of
interest to several Latin American countries (Yeats 1981, pp. 85
94).

Agriculture was an exception to the process of trade liberalization
during the postwar period. In fact, rather than declining, agricul-
tural protection in the industrial countries has increased over time.
The European Community has encouraged high-cost production
by setting domestic prices much above world market prices in the
framework of the common agricultural policy (CAP). Agricultural
protection has much intensified in Japan. The protection of sugar,
as well as subsidies to major crops, have increased in the United
States.

Agricultural protection in the European Community and Japan
involves raising domestic prices through protection, thus reducing
consumption. But for cereals, meat, and dairy products, the
principal problem is one of overproduction that spills over onto
world markets. The surpluses generated in response to the high
domestic prices paid to producers under the CAP are sold at
subsidized prices abroad in competition with developing-country
suppliers. The recently adopted US farm legislation also threatens
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to lead to lower world market prices of cereals through increased
supplies (Hathaway 1986). Furthermore, subsidized sales, and
increased US protection, have forced down the price of sugar in
world markets.

In the manufacturing sector, tariff reductions have been followed
by the imposition of import restrictions on certain products. While
the Long-Term Arrangement Regarding International Trade on
Cotton Textiles (1962) was originally aimed largely at Japan, its
successor, the Multi-Fiber Arrangement (MFA), limits imports of
textiles and clothing from developing countries. The MFA earlier
permitted an annual import growth of 6 percent in volume, but
its subsequent renewals and reinterpretations have made it in-
creasingly restrictive.

Japan does not limit imports under the MFA, but it has imposed
restrictions on the importation of silk and cotton products from
the developing countries. Furthermore, Japan severely limits the
importation of footwear from all sources, and several EC countries
limit footwear imports from the developing countries alone (Balassa
1986b).

Nontariff measures have also assumed importance in the case of
steel. The United States has recently introduced limitations on
steel imports from certain developing countries. The European
Community has applied such restrictions in the framework of
industrial programs for several years. Informal measures limit steel
imports from Korea into Japan.

Table 5.1 shows the extent of nontariff barriers applied by the
major industrial countries on their imports from other industrial
countries, from the developing countries, and from all suppliers.
The data refer to agricultural and manufactured imports, with a
further disaggregation of the latter category.!

The results are indicative of the high protection of EC and
Japanese agriculture, where most commodities competing with
domestic production encounter nontariff barriers. With protection
applying chiefly to temperate-zone products, such barriers pertain
to a somewhat higher proportion of agricultural imports from
industrial than from developing-country suppliers, although the

1. The data exclude fuels because the nontariff measures applied do not appear
to aim at protecting domestic production in the industrial countries.
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countries of the Southern Cone of Latin America are adversely
affected. The proportions are about the same in the United States,
where nontariff barriers on agricultural imports are relatively low.

Data on the share of products subject to nontariff barriers do
not, however, indicate the restrictiveness of these barriers. The
European Community, for example, imported substantial amounts
of wheat and beef from Argentina and Uruguay before 1960, but
these imports fell greatly after the implementation of the CAP.
Japan severely limits beef imports, although its annual per capita
beef consumption was only 5.5 kg, compared with 47.6 kg in the
United States and 21.4 kg in the European Community, in 1982
(OECD 1985). An increase in the consumption of beef by 1 kg per
head in Japan would translate into an increase in its annual beef
imports by 120,000 tons; i.e., a doubling of total imports, of which
one-eighth originated in Argentina and Uruguay in 1982.

Also, sanitary regulations often have a protective effect, which
may or may not have been intended. According to the Chilean
Agricultural Federation, Japan uses the existence of fruit flies in
one remote region of Chile as an excuse for prohibiting fruit and
vegetable imports from the entire country.

Government support and investment subsidies may also have
an effect equivalent to protection. Particular cases are the costly
rescue of the major French paper manufacturing firm in 1985 and
the investment subsidies granted to the pulp and paper industry
by Canadian provincial governments.

In the United States and the European Community, nontariff
barriers affect a larger proportion of manufactured imports origi-
nating from developing than from industrial countries. This is
explained by the restrictions imposed on developing-country ex-
ports of textiles and clothing in the framework of the MFA.
However, the data do not include the informal measures employed
by Japan referred to above.

Despite increasing barriers to trade, the share of imports from
the developing countries in the major industrial countries’ con-
sumption of manufactured goods continued to rise over time. Table
5.2 shows the relationship between manufactured imports from
the developing countries and the consumption of manufactured
products, defined as production plus imports less exports, in the
United States, the European Community, and Japan. Information
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Table 5.1 Relative shares of imports subject to nontariff
measures in the major industrial countries, 1985
(world trade weighted?)

Nonfuel
Importer products Agriculture Manufacturing
United States, imports from
All countries® 6.4 11.5 5.6
Industrial countries 3.4 11.7 2.7
Developing countries 12.9 11.8 14.4
European Community, imports from
All countries® 13.9 37.8 10.1
Industrial countries 10.5 46.7 5.7
Developing countries 21.8 27.5 21.4
Japan, imports from
All countries® 9.6 33.8 5.4
Industrial countries 9.5 35.7 5.5
Developing countries 10.5 30.2 5.4

Source: Nogues, Olechowski, and Winters (1985).

a. The data collected by Nogues, Olechowski, and Winters for 1983 have been adjusted
for the termination of the US-Japanese automotive agreement. Other changes in protection
between 1983 and 1985 have been relatively minor. World trade weights are used in
calculating the share of imports subject to nontariff measures in order to abstract from the
effects of restrictions applied by a particular country on its own imports.

b. All countries include the socialist countries of eastern Europe, hence the overall
average does not necessarily lie between the average of imports from the industrial and
from the developing countries.

is provided on the developing countries’ market shares in 1973,
1978, 1981, and 1983.

There are no signs of a slowdown in the growth of the developing
countries’ share in industrial country markets, except for the group
of other semimanufactures, which are heavily weighted with
semiprocessed natural-resource products, such as aluminum, and
for the category of textiles and clothing, where market limitations
have become more prevalent. Nevertheless, in 1984 the imports
of textiles and clothing from the developing countries rose again,
in particular in the United States, reflecting the emergence of new
suppliers and the introduction of new products by traditional
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Textiles
and Iron and  Electrical Transport Rest of

clothing  Footwear steel machinery  equipment  manufacturing
47.8 0.1 21.8 0.0 0.0 0.4
25.5 0.0 24.6 0.0 0.0 0.0
65.3 0.1 4.5 0.0 0.0 1.9
42.4 10.2 37.9 4.2 3.9 3.8
13.6 0.3 33.7 3.1 3.8 2.6
65.2 12.5 28.9 4.7 4.6 5.3
114.0 39.6 0.0 0.0 0.0 6.0
14.0 34.3 0.0 0.0 0.0 7.1
14.2 42.2 0.0 0.0 0.0 1.9

suppliers in the face of limitations imposed on increases in volume.
Furthermore, developing-country exporters increasingly shifted to
the exportation of products that do not encounter barriers, such
as engineering goods.

The data further show an increase in the observed differences
between the United States and the European Community, on the
one hand, and Japan, on the other, in their shares of imports from
developing countries in the domestic consumption of manufactured
goods. Thus, while this share was 1.1 percent in the United States,
0.9 percent in the European Community, and 0.7 percent in Japan
in 1973, the corresponding shares were 3.0, 2.1, and 1.0 percent
in 1983.

The data do not show an acceleration of imports in response to
the appreciation in the real value of the US dollar after 1981.
While the oil shock affected Japan more than other developed
countries, its rapid economic growth may have been expected to
reduce, rather than to increase, differences in imports from the
developing countries vis-a-vis other industrial countries.
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Table 5.2 Relative importance of manufactured imports from
developing countries
(ratio of imports to the consumption of manufacture of goods,
current prices)

Importer 1973 1978 1981 1983

United States
Iron and steel 0.6 0.9 1.4 2.3
Chemicals 0.4 0.5 0.6 0.9
Other semimanufactures 0.9 1.5 1.7 1.9
Engineering products 0.7 1.3 2.0 2.6
Textiles 1.8 1.6 2.3 2.2
Clothing 5.6 11.3 14.0 15.1
Other consumer goods 1.9 3.7 4.8 5.2
All manufactures 1.1 1.8 2.4 3.0

European Community

Iron and steel 0.4 0.4 0.6 0.7
Chemicals 0.5 0.6 0.8 1.1
Other semimanufactures 1.3 2.5 1.9 2.3
Engineering products 0.3 0.9 1.3 1.4
Textiles 2.6 3.7 4.1 4.4
Clothing 5.7 11.4 16.4 16.0
Other consumer goods 1.1 1.6 2.9 3.1
All manufactures 0.9 1.6 2.0 2.1
Japan
Iron and steel 0.2 0.3 1.0 1.6
Chemicals 0.3 0.5 0.8 0.9
Other semimanufactures 1.0 0.9 0.9 0.9
Engineering products 0.2 0.3 0.5 0.4
Textiles 2.2 2.3 2.1 1.9
Clothing 7.6 7.4 8.9 8.2
Other consumer goods 0.8 1.1 1.3 1.5
All manufactures 0.7 0.8 0.9 1.0

Source: GATT, International Trade; United Nations, Yearbook of Industrial Statistics;
and OECD, Indicators of Industrial Activity, various years.
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The growth of US manufactured imports from developing coun-
tries accelerated in 1984, responding largely to rapid economic
growth in the United States. The dollar value of these imports
rose by one-third, compared with increases of one-tenth in the
European Community and three-tenths in Japan, which also
experienced rapid economic growth (GATT 1985). Imports of
manufactured goods by the industrial countries from the developing
countries rose by more than one-fourth overall. With the slowdown
in the US economy, these imports increased much less in 1985,
but accelerated in 1986.

Increased penetration of developing-country exports in the
markets of industrial countries, despite their greater use of nontariff
barriers, suggests the possibilities open to developing countries in
general, and Latin American countries in particular, even if present
protective barriers are maintained. Because protection is concen-
trated in particular sectors, developing countries could alleviate
its impact through product upgrading and export diversification.

Market Constraints on Export Growth

Several authors claim, however, that export-led growth will en-
counter limitations in industrial country markets. Writing about
Latin America, Albert Fishlow speaks of “a fallacy of composi-
tion. If all developing countries tried to pursue the strategy at the
same time, the ensuing competition would push down the gain
for all. Latecomers are likely to obtain less gain in pursuing the
policy than those that preceded them” (1985, p. 138).

The first question concerns the meaning of a strategy of export-
led growth. Paul Streeten suggests that the proponents of such a
strategy advocate discrimination in favor of exports and against
import substitution: “Just as protectionists wish to restrict trade
below the free trade optimum, so the advocates of outward-looking
policies wish to trade beyond it” (1982, p. 416).

These strictures do not apply to the policies advocated in this
report. Rather than “an export bias in trade policies” (Streeten
1982, p. 416), the general thrust of the recommendations is to
provide similar incentives to exports and to import substitution.
Neither is a laissez-faire policy recommended, which is Fishlow’s
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béte noire (1985, p. 137). Thus, it is proposed that infant industries
receive additional incentives in the form of production subsidies
or tariff surcharges. The recommendations further call for export
taxes where a country is assigned a quota under an international
agreement and for the sale of quota rights in markets where quotas
limit exports (chapter 2).

Nevertheless, the question remains whether and to what extent
the expansion of exports from developing countries in general, and
from Latin American countries in particular, is subject to market
constraints in industrial countries. In this connection, primary and
manufactured exports need to be separately considered.

The developing countries are the only exporters of tropical
beverages, among which coffee has been subject to an international
agreement, and an agreement is being negotiated for cocoa. For
all other primary products, Latin American countries compete
with producers elsewhere and their success in exporting will
depend largely on their own policies, except for such industrial
country markets where quantitative limitations apply.

But the outlook for commodity prices is also important in
assessing the feasibility of export-led growth in Latin America.
One cannot predict with confidence any significant early upturn
in these prices, although such a development is by no means
impossible. It is quite unlikely, however, that future declines will
be sizeable if they occur at all.

Moreover, the volume of nonfuel exports by the developing

countries increased pari passu with the gross domestic product of
the industrial countries, and this relationship is expected to
continue in the future. In addition, within the primary sector
there is considerable scope for diversification. Agriculture, in
particular, offers possibilities for shifting from products with poor
export prospects and weak price trends to products with more
favorable market possibilities.

At any rate, economic development involves a shift from primary
products toward manufactures in the export composition of devel-
oping countries in general and Latin American countries in
particular. Thus, the global outlook for primary commodities should
not be a deterrent to adoption of an outward-oriented strategy.

Among manufactured goods, textiles and clothing require special
attention. While the exports of these products are subject to
quantitative restrictions in the markets of the industrial countries,



Policymaking in an Interdependent World 163

the share of the Latin American countries is very small (5 percent
in 1983) and they have not generally filled their quotas. Corre-
spondingly, Latin American countries could increase their market
share if appropriate policies are followed. The conclusion applies
also to new exporters of steel while the growth of exports by
existing exporters is circumscribed by voluntary restraints.

And, Latin American countries could greatly increase their share
in the markets of the industrial countries in all other manufactured
goods that are rarely subject to restrictions. In 1983, Latin American
countries provided only 10 percent of the imports of these products
originating in the developing countries and little more than 0.2
percent of the industrial countries” domestic consumption.?2

Taken together, developing countries supplied 2.3 percent of
the consumption of manufactured goods in the industrial countries
in 1983. Assuming that consumption in the latter countries would
grow at an average annual rate of 3 percent and their imports from
the developing countries would rise 9 percent a year, the share of
the developing countries in the industrial countries’ consumption
of manufactured goods would only reach 4 percent by 1993. Even
if imports from the developing countries rose by 11 percent a year,
as in 1973-83,3 their market share in the industrial countries would
remain below 5 percent after 10 years.

Furthermore, the developing countries can be expected to use
increments in their export earnings to buy manufactured goods
from the industrial countries. With the balance of trade in man-
ufactured goods remaining unchanged, then, industrial activity in
the industrial countries would not be affected in toto while resources
would be reallocated toward high technology industries.

Such reallocation would not occur instantaneously, however.
Policy changes in the developing countries, which are a precon-
dition for the acceleration of their export expansion, would have
an impact only over time. Also, a growing part of trade in
engineering products between industrial and developing countries
involves intra-industry rather than interindustry specialization, so
that changes occur in the product composition of the firm rather
than in the industrial structure of the national economy.

2. For sources, see table 5.2,

3. The data are expressed in constant prices and originate in the GATT statistics.
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Correspondingly, an 11 percent growth rate of manufactured
exports from the developing to the industrial countries could be
attained without major disruptions in industrial country markets.
With their low market share, Latin American countries could
achieve more rapid rates of manufactured export growth than the
average for all developing countries. It does not appear, therefore,
that their manufactured exports would be seriously constrained by
market limitations in the developed countries.

Neither do latecomers face a disadvantage, as Fishlow assumes.
In fact, during the 1970s, 12 new exporting countries (NECs)
reached higher rates of manufactured export growth than 12 newly
industrializing countries (NICs) that had started exporting earlier
(Havrylyshyn and Alikhani 1982, pp. 561-67).*

Average annual manufactured export growth rates, measured in
terms of current dollar values, were 38 percent for the NECs, and
29 percent for the NICs, between 1970 and 1979. These results
have been reconfirmed by estimates for the years 1973 to 1983.
Using a similar country classification scheme, it has been shown
that manufactured export growth rates were nearly one-half higher
in the NECs than in the NICs during this period (Hughes and
Newbery 1986).

The NECs may follow in the footsteps of the NICs in the product
composition of their exports. In this connection, note that the
relative share of traditional labor-intensive exports of textiles and
clothing in the manufactured exports of the NECs was higher in
1979 (39 percent) than it had been in the exports of the NICs in
1970 (28 percent). In subsequent years, the NICs increased reliance
on engineering products that require more skill and technological
sophistication, in particular machinery (21 percent of manufactured
exports in 1979) and transport equipment (6 percent), with the
share of textiles and clothing declining to 23 percent (Havrylyshyn
and Alikhani 1982, p. 657).

These results conform to the “stages approach” to comparative
advantage, according to which the structure of manufactured

4. The group of new exporting countries includes Colombia, Cyprus, Indonesia,
Jordan, Malaysia, Morocco, Peru, the Philippines, Sri Lanka, Thailand, Tunisia,
and Uruguay. In turn, Argentina, Brazil, Greece, Hong Kong, India, Israel,
Korea, Mexico, Portugal, Singapore, Spain, and Yugoslavia have been classified
as newly industrializing countries.
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exports changes with the accumulation of physical and human
capital (Balassa 1979, pp. 121-56). This approach also permits one
to dispel certain misapprehensions regarding the existence of a
foreign-demand constraint for the developing countries” manufac-
tured exports.

As developing countries move ahead on the comparative advan-
tage scale, their exports can supplant the exports of countries that
graduate to a higher level. When one developing country merely
replaces another in exporting particular commodities to the in-
dustrial countries, the problem of import adjustment does not
arise.

Thus, as Japan increasingly shifts to the exportation of high
technology products, countries such as Brazil and Mexico can take
Japan’s place exporting metal products and transport equipment
while Latin American countries at lower levels of development
may supplant the exports of commodities from Brazil and Mexico
that utilize mainly unskilled labor. Countries at lower levels of
development may also export such products to the more indus-
trialized Latin American countries which, in turn, may increasingly
replace the exports of developed-country products in their markets.
Furthermore, each stage of industrial development offers possi-
bilities for intra-industry specialization.

These considerations point to the potential expansion of trade
in manufactured goods among developing countries in general,
and among Latin American countries in particular. In fact, prior
to the Mexican financial crisis, Latin American exports of manu-
factured goods to other Latin American countries, as well as to
developing countries outside Latin America, were rising more
rapidly than to the industrial countries.

A return to this trend may occur in future years. Higher economic
growth rates in the developing countries will lead to more rapid
increases in their demand for manufactured imports than in the
industrial countries. With their increasing technological sophisti-
cation, the more industrialized Latin American countries may
supply the needs of countries at lower levels of development, in
Latin America and elsewhere, in an increasing array of commod-
ities, and buy simpler manufactured goods in return.

There are also possibilities for expanding trade in primary
products among Latin American countries. And, if appropriate
policies are followed, these countries can supplant developed-
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country suppliers of primary products in other developing coun-
tries.

A New Round of Multilateral
Trade Negotiations

This discussion points to the conclusion that present conditions
afford the developing countries in general, and Latin American
countries in particular, wide possibilities for increasing their exports
to industrial-country markets. Reductions of trade barriers by the
industrial countries would further the expansion of these exports.

At the same time, the developing countries need assurances
that their exports will not be subjected to new trade barriers;
otherwise, the danger of the imposition of restrictions creates a
risk for exporters and discourages investment in potential export
industries. Also, it is in the mutual interests of the industrial and
the developing countries that highly indebted countries be able
to service their debt through increased exports, rather than through
the application of deflationary policies, which reduce incomes and
employment in these countries and dampen industrial country
exports.

In fact, the developing countries assumed increased importance
as markets for the industrial countries over time, accounting for
6.3 percent of their total sales of manufactured goods in 1981,
compared with 2.9 percent in 1973. The subsequent decline of
this ratio to 5.5 percent in 1983 reflects the adverse impact of the
debt crisis on imports from the industrial countries (Balassa and
Michalopoulos 1986, pp. 3-28).5 These effects were particularly
pronounced in Latin America to the detriment of the United
States.

The interests of the two groups of countries may be served by
undertaking a new round of multilateral trade negotiations that
would address issues relating to actual as well as to potential
barriers to trade. In the framework of the negotiations, the
industrial countries should make a commitment for a standstill in

5. This article was also drawn upon in what follows.
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the imposition of protectionist measures; for the liberalization of
quantitative import restrictions in agriculture, textiles and clothing,
other consumer goods, and steel; and for tariff reductions on
processed goods. An effective safeguard mechanism should also be
established to limit the application of protectionist measures in
the future.

In the case of agriculture, a standstill on export subsidies should
be declared, with subsequent reductions in these subsidies. Fur-
thermore, domestic consumption, and imports from the developing
countries, could be increased in the European Community and
Japan if they shifted from price support, which keeps domestic
food prices high, to income support for needy farmers. Finally,
agricultural support levels would need to be reduced over time to

encourage the shift of resources out of agriculture.
The gradual phasing out of the Multi-Fiber Arrangement would

benefit current exporters in developing countries and permit new
exporters to emerge among the less developed of these countries.
At the same time, existing tariffs on such products would be
sufficient to protect efficient producers in developed countries
once quantitative import restrictions are eliminated.

In regard to steel, the elimination of production subsidies is a
first priority. The liberalization process itself may begin by abol-
ishing quantitative limitations on steel imports from developing
countries. Existing import restrictions on certain consumer goods
originating in developing countries should also be eliminated.

Tariff escalation in industrial countries discriminates against
processing activities in developing countries, including several in
Latin America. To foster export expansion from these countries,
industrial countries should eliminate tariffs on processed foods and
raw materials, including tropical products, where developing
countries are major exporters.

At the same time, the participation of the developing countries
would be necessary for a new round of multilateral trade negoti-
ations to be successful. In fact, future trade liberalization by the
industrial countries would hardly be possible unless the more
advanced developing countries, in Latin America and elsewhere,
liberalize their own import restrictions.

These restrictions create difficulties for particular export interests
in the industrial countries whose support may well be critical to
their governments’ ability to reduce barriers against imports from
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developing countries in general and from the more advanced of
these countries in particular. Also, with rapid increases in the
exports of the more advanced developing countries in the recent
past, it has been increasingly difficult to make a case for unilateral
concessions to them.

This does not mean the advanced developing countries would
undertake the same obligations and apply the same time schedule
in liberalizing their trade as the present-day industrial countries.
But they would need to offer reductions in their import barriers
to ensure that the industrial countries liberalize their own trade.

The Latin American countries’ current difficulties in servicing
their external debt should not deter their participation in the
negotiations. Multilateral trade negotiations take several years after
the preparatory phase, which may require a year or two, and the
implementation of the agreement customarily involves a period of
four- to five years more. Liberalization would be gradual, and the
developing countries would derive important benefits from partic-
ipation in the negotiations.

Participation in the negotiations is vital for obtaining concessions
from the industrial countries on products of interest to Latin
American countries and for being involved in shaping trade rules.
This is also true of negotiations on services, where potential gains
to developing countries have been much underestimated (Bhagwati
1985).

Mexico’s joining the General Agreement on Tariffs and Trade
(GATT) is an important step toward Latin American participation
in trade negotiations, one that other Latin American nonmembers
of GATT might well emulate. Latin America is much less repre-
sented in GATT than developing countries in other areas. Bolivia,
Ecuador, Paraguay, and Venezuela are not GATT members, and
in Central America only Belize and Nicaragua belong.

Increased participation in GATT would increase the bargaining
power of Latin American countries in the negotiations, provided
that they act in unison. Also, Latin American countries have
common interests with the United States, Canada, Australia, and
New Zealand in the reductions of agricultural trade barriers by
the European Community and Japan, and they have common
interests with all other countries in trade liberalization in manu-
factured goods by the industrial countries.

At any rate, apart from the benefits of lower trade barriers on
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their exports, Latin American countries would derive important
gains from liberalizing their own trade (chapter 2). Trade liberal-
ization need not be postponed until the completion of multilateral
trade negotiations, but any unilateral reductions in trade barriers
by Latin American countries must be “counted” in subsequent
multilateral negotiations.

Trade liberalization by the more advanced Latin American
countries would further create opportunities for the less developed
countries of Central America and the Caribbean to sell in their
markets. But while trade liberalization by the latter group of
countries is in their own interest, they may not assume the kind
of obligations the more advanced Latin American countries un-
dertake in the framework of a new round of trade negotiations.

Latin American countries also have an interest in preventing
the future imposition of trade barriers that creates uncertainty for
their exporters. In fact, along with other developing countries,
Latin American countries have suffered from nontariff barriers
imposed outside the GATT framework in recent years. While
GATT Article XIX permits a country to impose trade restrictions
temporarily if imports cause or threaten serious injury to domestic
producers of a competing product, its application is subject to
several conditions and has in practice been bypassed by the
industrial countries. Rather, they have employed voluntary export
restraints and orderly marketing arrangements.

Despite protracted negotiations, no agreement has been reached
on a new safeguard code in the Tokyo Round and thereafter. The
establishment of an effective safeguard mechanism is, however,
necessary to avoid prolonging a situation in which the industrial
countries take measures that do not conform to GATT rules,
thereby undoing the benefits of trade liberalization. At the same
time, existing nontariff restrictions, whether in the form of vol-
untary export restraints, orderly marketing arrangements, or any
other, should be brought under the new safeguard code and a
timetable set for their elimination.

A new GATT safeguard code is thus needed to complement the
liberalization of trade in the framework of a new round of multi-
lateral negotiations. Under such a code, the application of safeguard
measures would be made dependent on the existence of serious
injury to domestic producers that can be attributed, mainly or
fully, to increases in imports.
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Safeguard measures should preferably take the form of increases
in tariffs, with quantitative restrictions applied only in exceptional
cases. If quantitative restrictions are employed, imports from
developing countries should not be reduced below the level
attained prior to their imposition. The measures applied should
be temporary and set on a declining scale.

To ensure that safeguard measures remain temporary, they
should be brought under the surveillance and the scrutiny of the
GATT. While the first imposition of safeguard measures may be
left to the discretion of the country concerned, their extension
beyond an initial period of, say, three years would be conditional
on agreement by the GATT.

The active monitoring and surveillance of such actions by the
GATT should be increased and dispute-settlement procedures
strengthened. Improvements in dispute-settlement procedures
would also be necessary to deal with conflicts that may arise
concerning export subsidies, countervailing action to such subsi-
dies, and the application of antidumping duties.

Such improvements could be made in the framework of the new
round of multilateral trade negotiations. The participating govern-
ments should use the GATT dispute-settlement mechanism as a
forum for presenting their grievances and should abide by the
recommendations of panels or arbitrators. Whenever these me-
diators are overruled by national legislation, financial compensation
should be made.

The authority of the GATT Secretariat for the surveillance of
the trading system should be strengthened. This may take the
form of biannual consultations with the member countries on their
trade policies, including a review of the application of safeguard
measures, countervailing and antidumping actions, and price
investigations. A report of the findings could then be discussed by
a standing intergovernmental body, consisting of the representa-
tives of GATT member countries.

Such a procedure would also permit facts to be ascertained
about any nontariff measures that governments may not have
reported to the GATT. In general, the GATT should improve its
efforts to obtain information on the application of nontariff measures
and should give them considerable publicity.
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Economic Integration

Multilateral trade liberalization would contribute to intra-Latin
American trade as well. The question arises, however, if trade
among Latin American countries could be promoted within a free
trade area or common market. Such arrangements have been
successful in developed countries, but not in Latin America.
Several reasons may be adduced to explain this outcome.

First, there are considerable differences in the level of industrial
development among Latin American countries. At the same time,
it has been claimed that countries at higher levels may experience
more rapid industrial development in an integrated area, partly at
the expense of their less advanced partners. This issue contributed
to the demise of the Latin American Free Trade Association
(LAFTA), and disparities in the distribution of benefits from
integration were largely responsible for the regression of the
Central American Common Market (CACM).

Second, in Latin American countries the availability and the
cost of transportation often favor trade with industrial countries
(in particular, the United States) over trade with other Latin
American countries. Third, as a sympathetic observer has noted,
“Countries find it extremely difficult to relinquish, even partially,
their national interests in favor of global interests when there are
major disagreements about the desired long-term path for their
economies. It is therefore difficult to envisage the successful
integration of countries with conflicting views about the social,
political, and economic characteristics of economic growth” (Blejer
1984, p. 33).

The same author has “stressed the importance of policy har-
monization in any integration framework [when] experience shows
that, to some extent, the harmonization of policies is a precondition
for success and not an additional stage in the process” (Blejer 1985,
p. 33). The lack of policy coordination is especially important in
regard to exchange rates, as large devaluations have repeatedly
and considerably modified the competitive position of individual
countries. Other difficulties include negotiating a common external
tariff and agreeing on the location of new industries, as the Andean
Common Market and other regional groupings have discovered.

In 1980, LAFTA was replaced by a new organizational structure,
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the Latin American Integration Association (LAIA), under whose
aegis countries may negotiate bilateral tariff reductions and regional
tariff preferences. Bilateral arrangements, however, involve dis-
crimination against other Latin American countries. Also, these
countries have widely different and variable tariff levels, so that
preferential margins would differ among countries as well as among
commodities.

Latin American countries have generally appeared reluctant to
offer preferences to other countries in the area that would mean
buying at higher prices than the prices of competing imports from
industrial countries. Such considerations support the proposition
put forward by Arthur Lewis, according to which the route toward
increased trade among developing countries is through offering
goods to each other on a competitive basis (1980, pp. 555-64).

Nevertheless, the economic integration of the countries of
Central America and the Caribbean through the elimination of
trade barriers on their intra-area trade would be desirable, given
the extreme smallness of their markets. Thus, the combined gross
national product of the countries of CACM (Costa Rica, El Salvador,
Guatemala, Honduras, and Nicaragua) hardly reaches 8 percent,
and that of CARICOM (Bahamas, Barbados, Guiana, Jamaica, and
Trinidad and Tobago) 5 percent, of Brazil's GDP.

Some observers have contrasted the failure of Latin American
integration efforts with the success of ASEAN, which includes
Indonesia, Malaysia, the Philippines, Singapore, Thailand, and,
since 1984, Brunei among its members. But these countries have
not been able to coordinate the location of new investments, and
they have not made preferential tariff reductions.

Rather, ASEAN has established a common front vis-a-vis the
industrial countries and, in particular, the European Community,
and has obtained trade concessions from them. The experience of
ASEAN thus indicates the advantages of a coordinated approach
to multilateral trade-policy issues, which requires only a loose
institutional framework.

Transportation and energy offer further possibilities for regional
arrangements with mutual benefits among Latin American coun-
tries. The Pan American Highway System in Central America and
the Salto Grande hydroelectrical project between Argentina and
Uruguay have proven successful, for example.

There may also be opportunities for agreements between indi-
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vidual enterprises, such as the financial arrangements negotiated
through Latinequip, an institution that finances capital goods
exports from Argentina, Brazil, and Mexico. Simplifying customs
regulations and procedures, too, would promote trade among the
countries of the region.

The July 1986 agreement between Argentina and Brazil, among
other things, provides for cooperation in energy development and
aerospace and for the promotion of joint ventures by private
enterprises. It also calls for eliminating mutual trade barriers on
capital goods, to be subsequently selected, between the two
countries.

The Debt Problem

The debt crisis was triggered by Mexico’s suspension of debt
servicing in August 1982. Mexico was also the first country to
benefit from a rescue operation, led by the International Monetary
Fund (IMF), and to carry out an effective adjustment program.
But while it appeared to have overcome the debt crisis in early
1984, Mexico again encountered difficulties as it increased public
spending and failed to maintain a competitive exchange rate. And
the adjustment measures taken in late 1985 and early 1986 were
eclipsed by the precipitous fall in the price of oil, necessitating a
new IMF package in July 1986.

In turn, Brazil's large current account surplus may permit it to
obtain loans on commercial terms, once the question of the foreign
debt of some recently bankrupt private banks is settled. As in
other respects, then, Brazil sets an example for other Latin
American countries.

Overall, the appropriate objective is a return to borrowing on
commercial terms. This will, however, require time and appro-
priate actions by borrowers, lenders, and the international com-
munity. Such actions are examined in the rest of this chapter,®
following a review of a proposal for limiting debt servicing to a
portion of exports.

6. Further alternatives are discussed in Bergsten, Cline, and Williamson (1985).
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In July 1985, President Alan Garcia of Peru declared that his
country would not pay debt service in excess of 10 percent of
export earnings, and suggestions have since been made that other
countries follow his example. On reflection, however, such a
scheme has considerable disadvantages from the point of view of
the debtor countries.

To begin with, such a move would exclude the possibility of
new lending to the countries concerned, thereby reducing net
savings of foreign exchange. Also, the country’s solvency may be
brought into question or, at the least, the size of its debt would
increase as interest and amortization accumulate.” And the debt-
export ratio may rise further, since linking debt servicing to exports
tends to favor high-cost import substitution as export earnings are
used in part to service the debt.®

Nevertheless, it should be recognized that the high interest
burden of the external debt limits the capacity of the Latin American
countries to import and to invest. This is indicated by the high
ratios of interest charges to the exports of goods and services and
to domestic savings. In 1985, these ratios were estimated at 55
percent and 38 percent in Argentina, 44 and 30 in Brazil, 47 and
102 in Chile, 23 and 19 in Colombia, 25 and 20 in Ecuador, 37
and 25 in Mexico, 35 and 40 in Peru, 36 and 70 in Uruguay, and
23 and 31 in Venezuela.® Despite the decline in interest rates in

7. In the event that the rate of growth of exports is less than the rate of interest,
the amortization of the debt must exceed a certain proportion of exports to
prevent an explosive increase in the debt. If, for example, the initial debt-export
ratio is 4, the rate of growth of exports is 5 percent, and the interest rate on the
debt is 9 percent, the country will become insolvent unless the ratio of amortization
to exports exceeds 7 percent (i.e., debt-service payments exceed 16 percent of
exports). Even if this condition is met, the debt may increase considerably for a
while. Under the stated assumptions, the country will fully pay off its debt after
64 years if 11 percent of export earnings are paid in the form of amortization,
but the debt will continue to rise for 27 years, to over twice its initial value,
before declining [After this had been written, John Williamson pointed out that
the same condition for solvency was derived by Daniel Cohen (1985, pp. 139-
56)).

8. In fact, Peru has not been able to obtain new money and its debt-export ratio
has increased, both because of the postponement of amortization and interest
payments and the decline in exports after mid-1985.

9. The ratio of interest payments to the exports of goods is reported in ECLA
1986, table 9. The ratio of interest payments to exports has been calculated by
utilizing national data on the exports of goods and services and on domestic
savings for 1984 (1983 for Chile).
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the first half of 1986, discussed further below, the interest burden
remains heavy.

Yet, the future economic health of these countries is predicated
on their ability to import and to invest, with new investment
necessitating the importation of machinery and equipment. And,
most crucially, the decline in per capita incomes of the last five
years must be reversed. Correspondingly, it will be necessary to
go beyond loan rescheduling and to provide new funds for Latin
American countries to alleviate the effects of their high interest
burden.

By increasing the external debt, new lending adds to the future
burden of debt service. Therefore, the borrowing countries need
effective adjustment programs that permit the productive use of
these funds as well as domestic savings. In turn, new capital inflow
can support the adjustment programs undertaken by Latin Amer-
ican countries.

It has been suggested that funds be made available through the
(partial) capitalization of interest payments, so that bank managers
would not have to ask the board of directors to approve new loans.
But one should not underestimate the sophistication of boards of
directors who may object to the increase in exposure that interest
capitalization entails without a scrutiny of the underlying condi-
tions. Furthermore, under the US accounting conventions, this
alternative involves deducting deferred interest payments from
reported profits, and hence capitalizing interest payments is far
more costly for US banks than providing the same amount in new
loans. This is not the case, however, in some European countries.

Concerning new lending, several questions arise: what are the
external financial needs of Latin American countries; what are the
possible sources of additional loans; what are the possible mech-
anisms of financing; and under what conditions would the loans
be provided. These questions are considered below.

The initiative by US Treasury Secretary James A. Baker III calls
for additional lending of $29 billion over three years, with com-
mercial banks providing $20 billion, and international institutions
$9 billion, to 15 highly indebted countries.!® Of these countries,

10. The countries in question include, in addition to the nine Latin American
countries cited earlier, Bolivia, the Ivory Coast, Morocco, Nigeria, Philippines,
and Yugoslavia.
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10 are in Latin America, accounting for about four-fifths of the
combined external debt of the 15 countries. A four-fifths share for
these 10 Latin American countries would amount to $23 billion
over three years. The needs of these countries, and of Latin
America in general, are considerably larger, however.

According to A. David Knox, the Vice President of the World
Bank for Latin America and the Caribbean, “conservative estimates
place the needs of Latin America, from all sources and not only
commercial banks, at a net inflow of $20 billion per year in each
of the next three or four years.”!! The same figure has been
advanced by the United Nations Economic Commission for Latin
America and the Caribbean (ECLA) as being necessary for the
region to recoup its 1980 per capita income by 1990 (1986, p. 39).
It is in line with the July 1986 IMF program for Mexico that calls
for new money of altogether $12 billion to be provided to Mexico
by the end of 1987.

A projected net capital inflow of $20 billion a year compares
with a net capital inflow of $5 billion and net payments of profits
and interest of $35 billion in 1985 (ECLA 1986, p. 101). It would
be compatible with decreases in debt-export ratios as long as the
dollar value of exports rises by at least 5.5 percent a year, which
is below expectations.12

In turn, the 1986 Report of the Inter-American Dialogue calls
for an additional net capital inflow of $20 billion, for reaching
economic growth rates of 4 percent to 5 percent a year in Latin
America. The report further suggests that approximately $12 billion
a year could come from commercial banks, $4 billion from the
multilateral agencies, $1 billion to $1.5 billion each from foreign
direct investment and bilateral lending, and $1 billion to $2 billion
from the return of flight capital (Inter-American Dialogue 1986).

Measures to encourage foreign direct investment and the reversal
of capital flight were considered in chapter 3. At the same time,
prudential considerations, as well as banking regulations, will limit
the growth of new lending by commercial banks.

11. Speech delivered at the Bankers Club, in Tokyo, on 20 February 1986.

12. According to IMF projections for 1988-91, Latin American exports would
grow 4.2 percent a year in volume, and dollar export prices would rise by 4.2

percent a year for primary products and 4.5 percent for manufactured goods
(IMF 1986, tables A53 and A56).
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Budgetary constraints limit lending by the US government, the
major bilateral lender. Budgetary considerations also constrain
direct lending by the government of Japan, but its large balance
of payments surplus may be utilized to provide financing to highly
indebted countries through the banking system, possibly in con-
junction with World Bank lending.

While Japanese participation in public-sector projects in Mexico
is also being discussed, one should avoid linking such credits to
projects of uncertain social profitability. Official export credit
agencies ought to emphasize rehabilitation of existing projects,
instead of promoting new projects, which may reflect more the
desire to export equipment by the donor country than the needs
of the recipient.

To provide for Latin’s America’s financial needs, it will thus be
necessary for international financial institutions to step up their
lending. This will require using more of the funds they already
have for loans as well as being provided with additional funds.

At the end of 1985, the International Monetary Fund had
outstanding credits of $2.3 billion to Argentina, $4.6 billion to
Brazil, $1.1 billion to Chile, $3.0 billion to Mexico, $0.7 billion to
Peru, and $0.3 billion to Uruguay, totaling $12.0 billion; it had no
credits outstanding to Venezuela. None of these countries did fully
utilize their borrowing potential, which totaled about $30 billion
at the end of 1985.

Under programs in effect in mid-1986, the countries of the
region had net repayments of $5.9 billion in 1986-88, 13 from which
$1.6 billion for the July 1986 standby to Mexico should be deducted.
At the same time, the IMF guidelines leave room for continued
financial assistance to Latin American countries that need such
assistance and are prepared to continue with their adjustment
effort.

IMF financing may be provided under standby arrangements
and the extended Fund facility. While some Latin American
countries may not wish to utilize these facilities, applying the rules
on access to Fund credit flexibly would permit the ceiling to be
exceeded (a cumulative limit of 400 percent to 450 percent of the
country quota) in the case of others. In fact, the IMF Executive

13. Morgan Guaranty Trust, World Financial Markets (February 1986, table 11).
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Board is empowered to do so for a country with a large balance of
payments deficit that makes a serious adjustment effort.

Latin American countries that meet the relevant conditions
could draw on the compensatory financing facility (CFF), which
makes loans to partially offset export shortfalls. The maximum
limit under this program is 83 percent of quota.!* Net CFF
drawings fell in 1984 and 1985, and Latin American countries have
substantial repayment obligations in 1986 and 1987. Yet, the oil-
exporting Latin American countries would need financing for

export shortfalls following the precipitous fall of oil prices in early
1986.
As envisaged under the Baker initiative, the World Bank would

make increased use of nonproject lending to countries that have
effective adjustment programs. It has further been proposed that
the Inter-American Development Bank (IDB) undertake non-
project lending.

Apart from increased nonproject lending, raising the cost-sharing
limits for project lending by the World Bank and IDB would bring
substantial additional funds to Latin American countries. This
conclusion is strengthened, considering that budgetary stringency
in several countries may preclude some investment projects
acceptable to the two international financial institutions.

For the July 1985 to June 1986 period, World Bank disburse-
ments of project loans to Latin American countries are estimated
at $3.1 billion, with considerable increases foreseen in the future.
The IDB disbursed $2.3 billion to these countries in 1985, and
further increases are planned. Taken together, raising the cost
sharing of the two banks by 15 percentage points from the present
average of about 60 percent may involve an additional transfer of
nearly $1 billion dollars a year.

To provide for increased lending, the World Bank’s capital would
have to be substantially raised. Increasing capital contributions is
preferable to raising the gearing ratio that may adversely affect
the conditions under which the Bank borrows in financial markets. s

14. CFF can also provide for the excess cost of cereal imports, but the combined
limit under the two programs cannot exceed 125 percent of the quota. These
limits are additional to the 400 percent limit noted earlier.

15. In April 1986, Standard and Poor assigned a triple-A rating to the World
Bank’s $500 million of continuously offered long-term securities, making reference
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At the discretion of the Board of the World Bank, additional capital
contributions do not have to be paid in an arrangement used on
some earlier occasions. Increases in the capital of the IDB would
also be desirable.

Parallel with its increased lending, the World Bank should
assume a greater role in organizing financial packages based on
medium-term adjustment programs and monitoring the imple-
mentation of these programs. This would entail an explicit linkage
between debt rescheduling, additional financing, and the adoption
of a comprehensive reform program. Such a procedure, used
effectively in Chile and Colombia, can ensure that desirable
adjustment measures are taken and that they are supported by
additional financing.

It would further be desirable to increase the involvement of the
private sector in Bank project lending through cofinancing arrange-
ments. Also, the International Finance Corporation, which lends
to and participates in private enterprises in developing countries,
should be considerably strengthened.

In a growing economy, loans in the aggregate are not repaid
but renewed practically indefinitely. Nevertheless, the external
debt of some Latin American countries may be excessive from the
point of view of their economic potential. These countries—and
any country wishing to alleviate its debt burden—may explore
other alternatives to limit borrowing.

To begin with, countries can offer financial inducements for
repatriation of private capital (chapter 3). Furthermore, the trans-
formation of debt into equity can be promoted by extending to
foreigners the facilities provided to domestic residents (chapter 4)
as it is done in Chile!® and is planned in Brazil. And while

to the fact that “the Bank’s policy of effectively backing borrowings one-to-one
with capital and surplus ensures close scrutiny of members, who must approve
capital increases for any significant lending expansion.” It was further added that
the lending increase called for under the Baker initiative “will require another
capital injection. This is important since the World Bank’s leverage is the highest
among triple-A multilateral development banks” (Associated Press—Dow Jones
News Service, 2 April 1986).

16. In order to avoid a subsequent reverse flow, after the transformation of debt
into equity no profits can be remitted for four years and the capital cannot be
repatriated for 10 years.
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transforming debt into equity may involve banks accepting the
valuation of loans below par, it would be desirable to change
regulations in the industrial countries so that these adjustments
do not burden the banks™ balance sheets.

Countries may also use innovating techniques, introduced in
world capital markets in recent years, to improve the management
of their external debt. Interest options can be used to protect
against short-term increases in interest rates while currency options
reduce the cost of a country’s debt without affecting its obligations
to creditors.

The suggestions put forward in this chapter would not reduce
the value of Latin American countries’ external debt to their
creditors. This would occur, however, under proposals for reducing
interest rates on the debt, partial debt forgiveness, or both. Such
proposals are contained in the plan put forward by Senator Bill
Bradley (D-N]J) as an alternative to the Baker initiative.

While the plan adopts Secretary Baker’s proposal to increase
lending by international institutions by a total of $9 billion over
three years, instead of asking commercial banks to increase their
own lending, it imposes an obligation on them, as well as on official
creditors, to provide debt relief. This would take the form of
reducing interest rates by 3 percentage points and forgiving 3
percent of the principal of these loans annually over a three-year
period. According to Senator Bradley, such debt relief would be
worth $57 billion to the 15 Baker countries, of which $42 billion
would be at the expense of commercial banks, with most US banks
losing no more than 3 percent of their capital. However, Senator
Bradley appears to underestimate both the cost of his plan and its
potential benefits.

To begin with, the plan would eliminate the profits of the nine
largest US banks if regulatory authorities required them to set
aside loan loss reserves and half of their profits if they were
dispensed from such requirements. Losses of interest and principal
would reduce the capital of these banks by 17 percent or 15
percent, depending on tax offsets.!”

At the same time, forgiving part of the debt would not increase

17. William R. Cline, “Bradley’s Debt Plan Won't Work,” Washington Post, 15
July 1986.
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the availability of foreign exchange to the developing countries
since their debt is regularly rescheduled or rolled over. Also, the
cessation of new lending must be weighed against reductions in
interest charges. According to calculations by William Cline of the
Institute for International Economics, reductions in interest pay-
ments to the banks would total $24 billion over three years under
the Bradley plan, compared with new money of $20 billion under
the Baker initiative. And while debt relief would reduce the
developing countries’ future repayment obligations, it would post-
pone their return to international financial markets under normal
conditions, and new lending to them would be cut off for a long
time to come.

In turn, initiatives such as the July 1986 program for Mexico
offer considerable promise for other highly indebted Latin Amer-
ican countries. Nevertheless, further measures would need to be
taken to ease the interest burden of these countries and to provide
them with a favorable world economic environment.

Market interest rates fell in late 1985 and the first half of 1986;
in July 1986, the London Interbank Offer Rate (LIBOR) on six-
month dollar obligations was 6.0 percent, compared with an average
of 8.6 percent in 1985. The precipitous fall of oil prices allows
further reductions in interest rates, which would, however, require
coordination by the governments of the major developed countries.

Apart from lower market interest rates, effective adjustment
programs by the debtor countries should permit the commercial
banks to reduce their margin over LIBOR, as earlier in Mexico
and more recently in Brazil. Correspondingly, the interest burden
of the debtor countries would decline further. A LIBOR of 5.5
percent, and a decrease in average margins of between 0.3 and
0.5 percentage points, would mean a decline of one-third in
interest payments by Latin American borrowers compared with
1985.

Lowering interest rates would have further beneficial effects on
Latin American countries by promoting world economic growth
without the danger, under present conditions, that inflation will
reignite. In particular, the acceleration of economic growth in the
industrial countries would boost imports from Latin American
countries.

Finally, preparations for contingencies must be made. While
declines in export prices can be dealt with through the CFF,
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possible increases in interest rates could be handled by establishing
an interest equalization scheme in the IMF. The new facility could
provide loans to compensate for a substantial part, say two-thirds,
of the excess burden of interest payments on loans subject to
variable rates, whenever LIBOR rises above a predetermined
benchmark calculated in real terms, possibly indexed to changes
in the developed countries’ export prices.

The introduction of an interest equalization scheme would reduce
uncertainty for the debtor countries. The same objectives would
be served through the introduction of long-term index-linked
bonds and commodity bonds (Lessard and Williamson 1985, pp.
81-84). One may envisage, for example, establishing a link between
debt payments and oil prices in the case of the oil exporting
countries.

Summary

This chapter has put the outward-oriented development strategy,
proposed in chapter 2, in an international context. Having reviewed
recent changes in protection in the industrial countries, it has
indicated that Latin American countries have considerable oppor-
tunities for expanding their exports to the industrial countries
under present conditions.

Exports could increase further if trade barriers were reduced in
the framework of a new round of multilateral trade negotiations.
Import liberalization by the industrial countries in agriculture,
textiles and clothing, and steel would be in the interest of the
developing countries, including the countries of Latin America.
Tariff reductions on processed goods would also benefit exporters
of primary goods, among which Latin American countries are
important.

The participation of the developing countries would, however,
be necessary for the success of a new round of multilateral trade
negotiations, and the more advanced developing countries should
make reciprocal concessions. Import restrictions by the developing
countries create difficulties for the export interests of the industrial
countries, whose support is critical if their governments are to
reduce import barriers. Also, with rapid increases in the exports
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of the more advanced developing countries, it becomes increasingly
difficult politically to offer unilateral concessions to them.

Participating in the negotiations would further permit developing
countries in general, and Latin American countries in particular,
to influence the shaping of the international trade rules. In this
connection, particularly important issues are establishing a new
safeguard code, tightening procedures for antidumping and coun-
tervailing action, improving the dispute-settlement mechanism,
and reinforcing the authority of the GATT.

Multilateral trade liberalization would also promote trade among
developing countries. Although regional integration schemes have
not been successful, goods from the developing world are becoming
increasingly competitive in developing-country markets. At the
same time, regional integration may offer benefits to small Latin
American countries.

Proposals put forward in recent years for unilateral action on
the part of the indebted countries, such as linking debt-service
payments to exports, would not serve the interests of these
countries. Similar considerations apply to proposals for debt relief,
such as the Bradley plan. Rather, there is need for new lending,
designed to finance a substantial part of the interest charges on
the existing debt, in consideration for adjustment programs adopted
by the debtor countries. International financial institutions should
play a central role in the process.

New lending would increase the debt of the developing countries,
although the debt-export ratio is expected to decline. At the same
time, commercial banks could reduce the debt burden by lowering
the margin over LIBOR for debtor countries with effective ad-
justment programs. Furthermore, governments of the principal
industrial countries should undertake joint action to lower interest
rates. Such a policy would provide additional benefits to debtor
countries by contributing to world economic growth, with little
danger of rekindling inflation under present conditions.

However, the development strategy recommended here for
Latin America should be pursued under virtually any foreseeable
evolution of the world economy. The need for such reform would,
in fact, be even greater if the world economy soured—because
Latin America would then find it even more difficult to reconcile
achievement of broad-based economic growth with continued
servicing of the external debt without far-reaching policy reform.



: e -y -.
gt B . T oo . h ot |

S asr
| i Pt Y

OO It A A A A AP AR oeer———

Balassa, Bela. 1979. “A ‘Stages’ Approach to Comparative Advantage.”
In Economic Growth and Resources, vol. 4, National and Inter-
national Issues, edited by Irma Adelman. London: Macmillan.
Reprinted in The Newly Industrializing Countries in the World
Economy, edited by Bela Balassa, essay 6. New York, NY: Pergamon
Press, 1981.

— . 1984. “Adjustment Policies in Developing Countries: A Reas-
sessment.” World Development vol. 12, no. 9 (September).

— . 1985a. “Adjusting to External Shocks: The Newly-Industrializing
Developing Economies in 1974-76 and 1979-81" Weltwirtschaf-
tliches Archiv, vol. 121, no. 1.

— . 1985b. “Policy Experiments in Chile, 1973-83.” In The National
Economic Policies of Chile, edited by Gary M. Walton. Greenwich,
Conn.: JAI Press.

. 1986a. “Policy Responses to Exogenous Shocks.” American
Economic Review, Papers and Proceedings, vol. 76, no. 2 (May).

— . 1986b. “Japanese Trade Policies Towards Developing Coun-
tries.” Journal of International Economic Integration, vol. 1, no.

1 (Spring).
. Balassa, Bela, and Associates. 1971. The Structure of Protection

in Developing Countries. Baltimore, Md.: Johns Hopkins Univer-
sity Press.

. 1982. Development Strategies in Semi-Industrial Economies.
Baltimore, Md.: Johns Hopkins University Press.

Balassa, Bela, and Constantine Michalopoulos. 1986. “Liberalizing Trade
Between Developed and Developing Countries.” Journal of World
Trade Law, vol. 20, no. 1 (January—February).

Bank for International Settlements (BIS). 1984. The Maturity Distribution
of International Bank Lending. Basel, Switzerland.

Bergsten, C. Fred, William R. Cline, and John Williamson. 1985. Bank
Lending to Developing Countries: The Policy Alternatives. POLICY
ANALYSES IN INTERNATIONAL ECONOMICS 10. Washington: Institute
for International Economics.

184



References 185

Bhagwati, Jagdish. 1985. “Trade in Services and Developing Countries.”
Annual lecture, London School of Economics, London, 28 Novem-

ber.

Blejer, Mario 1. 1984. “Economic Integration: An Analytical Overview.”
In Economic and Social Progress in Latin America Economic
Integration, 1984 report. Washington: Inter-American Develop-
ment Bank.

Blejer, Mario I., and Mohsin S. Khan. 1984a. “Private Investment in
Developing Countries.” Finance and Development, vol. 21, no. 1

(June).

. 1984b. “Government Policy and Private Investment in Devel-
oping Countries.” IMF Staff Papers, vol. 31, no. 2 (June).

Bruton, Henry J. 1967. “Productivity Growth in Latin America,” Amer-
ican Economic Review, vol. 57, no.5 (December).

Cline, William R. 1982. “Can the East Asian Model of Development Be
Generalized?” World Development, vol. 10, no. 2 (February).

. 1985-86. “Debt, Macro Policy and State Intervention: The
Next Phase for Latin America.” Journal of Interamerican Studies
and World Affairs, vol. 27, no. 4 (Winter).

Cohen, Daniel. 1985. “How to Evaluate the Solvency of an Indebted
Nation.” Economic Policy, vol. 1, no. 1 (November).

Corbo, Vittorio. 1986. “Problems, Development Theory and Strategies
of Latin America.” Paper prepared for the Twenty-fifth Anniversary
Symposium of the Economic Growth Center, Yale University, New
Haven, Conn., April.

Dooley, Michael, W. Helkie, R. Tyron, and J. Underwood. 1986. “An
Analysis of External Debt Position of Eight Developing Countries
through 1990,” Journal of Development Economics, forthcoming.

Elias, Victor J. 1985. “Government Expenditures on Agriculture and
Agricultural Growth in Latin America.” Research Report No. 50.
International Food Policy Research Institute. Washington, Octo-

ber.

Enders, Thomas O., and Richard P. Mattione. 1984. Latin America: The
Crisis of Debt and Growth. Washington: Brookings Institution.

Fischer, Bernhard, and Dean Spinanger. 1986. “Factor Market Distortion
and Export Performance: An Eclectic Review of the Evidence.”
Kiel Working Paper 259, June.

Fishlow, Albert. 1985 “The State of Latin American Economics.” In
Economic and Social Progress in Latin America External Debt:
Crisis and Adjustment, 1985 report. Washington: Inter-American
Development Bank.



186 Toward Renewed Economic Growth in Latin America

General Agreement on Tariffs and Trade (GATT). 1980. The Tokyo Round
of Multilateral Trade Negotiations, 1I-Supplementary Report. Ge-
neva, January.

— . 1985. International Trade, 1984-85. Geneva.

Harbison, Frederick H., Jan Maruhnic, and Jane R. Resnick. 1970.
Quantitative Analyses of Modernization and Development. Prince-
ton, NJ: Industrial Relations Section, Department of Economics,
Princeton University.

Hathaway, Dale E. 1986. Agriculture and the GATT. Washington:
Institute for International Economics, forthcoming.

Havrylyshyn, Oli, and Iradj Alikhani. 1982. “Is There Cause for Export
Optimism? An Inquiry into the Existence of a Second Generation
of Successful Exporters.” Weltwirtschaftliches Archiv, vol. 118,
no. 4.

Heller, Peter S., and Alan A. Tait. 1983. “Government Employment

and Pay: Some International Comparisons.” Occasional Paper, no.
24. Washington: IMF, October.

Hughes, Gordon A., and David M.G. Newbery. 1986. “Protection and
Developing Countries’ Exports of Manufactures.” Economic Policy,
vol. 1, no. 2 (April).

Inter-American Development Bank (IDB). 1984. External Debt and
Economic Development in Latin America: Background and Pros-
pects. Washington.

. 1985. Economic and Social Progress in Latin America: External
Debt—-Crisis and Adjustment. Washington.

Inter-American Dialogue. 1986. Rebuilding Cooperation in the Americas.
Aspen Institute for Humanistic Studies. Washington, April.

International Monetary Fund (IMF). 1983. “Interest Rate Policies in
Developing Countries.” Occasional Paper, no. 22. Washington,
October.

— . 1985. Government Finance Statistics Yearbook: 1985. Wash-
ington.

— . 1986: World Economic Outlook. Washington, April.

Johnson, Omotunde E.G. 1984. “On Growth of Inflation in Developing
Countries.” IMF Staff Papers, vol. 31, no. 4 (December).

Knox, David A. 1986. Address at Bankers Club, Tokyo, 20 February.

Krueger, Anne O. 1981. “Alternative Trade Strategies and Employment
in LDCs: An Overview.” Pakistan Development Review, vol. 20,
no. 3 (Autumn).



References 187

Kuczynski, Pedro-Pablo. 1975. Peruvian Democracy Under Economic
Stress: An Account of the Belaunde Administration, 1963-1968.
Princeton, NJ: Princeton University Press.

Leechor, Chad. 1986. “Tax Policy and Tax Reform in Semi-Industrial
Countries.” Industry and Finance Series, vol. 13. Washington:
World Bank.

Leff, Nathaniel H., and Kazuo Sato. 1980. “Macroeconomic Adjustment
in Developing Countries: Instability, Short-Run Growth, and

External Dependency.” Review of Economics and Statistics, vol.
62, no. 2 (May).

Lessard, Donald R., and John Williamson. 1985. Financial Intermediation
Beyond the Debt Crisis. POLICY ANALYSES IN INTERNATIONAL
ECONOMICS 12. Washington: Institute for International Economics.

Lewis, W. Arthur. 1980. “The Slowing Down of the Engine of Growth.”
American Economic Review, vol. 70, no. 4 (September).

Macario, Santiago. 1964. “Protectionism and Industrialization in Latin

America.” United Nations Economic Bulletin for Latin America
(March).

Maizels, Alfred. 1963. Industrial Growth and World Trade. London:
National Institute of Economic and Social Research.

Marsden, Keith. 1983. “Links Between Taxes and Economic Growth:
Some Empirical Evidence.” World Bank Staff Working Paper, no.
605. Washington, August.

McKinnon, Ronald I. 1973. Money and Capital in Economic Development.
Washington: Brookings Institution.

Michalopoulos, Constantine. 1985. “Private Direct Investment, Finance
and Development.” Asian Development Review, no. 2.

Myint, Hla. 1985. “Growth Policies and Income Distribution,” Devel-

opment Policy Issues Discussion Paper, no. VPERS 1. Washington:
World Bank.

Nogues, Julio J., Andrzej Olechowski, and L. Alan Winters. 1985. “The
Extent of Non-tariff Barriers to Industrial Countries’ Imports.”
World Bank Development Research Department Discussion Paper,
no. 115. Washington, January.

Organization for Economic Cooperation and Development (OECD).
1985. Food Consumption. Paris.

Papanek, Gustav. 1973. “Aid, Foreign Private Investment, Savings, and
Growth in Less Developed Countries.” Journal of Political Econ-
omy, vol. 81, no. 1 (January—February).



188 Toward Renewed Economic Growth in Latin America

Pfeffermann, Guy P. 1982. “Latin America and the Caribbean: Economic
Performance and Policies.” The Southwestern Review of Manage-
ment and Economics, no. 2, no. 1 (Winter).

— . 1985. “World Bank Policies in Relation to the External Debt
of Member Countries.” In External Debt Management, edited by
H. Mehran. Washington: IMF.

Prebisch, Raul. 1961. “Economic Development or Monetary Stability:
The False Dilemma.” Economic Bulletin for Latin America (March).

. 1964. Towards a Dynamic Development Policy for Latin
America. New York, NY: United Nations.

. 1986. “Notas sobre el intercambio desde el punto de vista
periferico.” Revista de la Cepal, no. 28 (April).

Riedel, James. 1985. “Economic Development in East Asia: Doing What
Comes Naturally?” Paper prepared for the Industrialization Work-
shop, National Center for Development States, Australian National
University, Canberra, Australia, September.

Seers, Dudley et al. 1970. Towards Full Employment: A Programme for
Colombia. Geneva: International Labour Office.

Short, R. Peter. 1984. “The Role of Public Enterprises: An International
Statistical Comparison.” In Public Enterprises in Mixed Economies:

Some Macroeconomic Aspects, edited by R. Peter Short, Robert
H. Floyd, and Clive S. Gray.

Simonsen, Mario H. 1983. “Indexation: Current Theory and the Brazilian
Experience.” In Inflation, Debt, and Indexation, edited by Rudiger
Dornbush and Mario H. Simonsen. Cambridge, Mass.: MIT Press.

Streeten, Paul. 1982. “Trade as the Engine, Handmaiden, Brake or
Offspring of Growth?” The World Economy, vol. 5, no. 4 (Decem-
ber).

Summers, Robert, and Alan Heston. 1984. “Improved International
Comparisons of Real Product and Its Composition, 1950-80.”
Review of Income and Wealth, series 30, no. 2 (June).

United Nations. 1959. The Latin American Common Market. New York,
NY.

United Nations, Economic Commission for Latin America and the
Caribbean (ECLA). 1985a. Crisis and Development: The Present
Situation and Future Prospects of Latin America and the Caribbean.
Santiago, Chile, 25 April-3 May.

. 1985b. Preliminary Overview of the Latin American Economy:
1985. Santiago, Chile, December.



References 189

— . 1986. The Economic Crisis: Policies for Adjustment, Stabili-
zation, and Growth. Mexico City, 8 April.

Van Agtmael, Antoine. 1984. Emerging Securities Markets. London:
Euromoney Publications.

Van Wijnbergen, Sweder. 1985. Fiscal Deficits, Exchange Rate Crises
and Inflation. Discussion Paper, no. 87. London: Centre for
Economic Policy Research, December.

1983. “Interest Rate Management in LDCs.” Journal of
Monetary Economics, vol. 12, no. 3 (September).

Walter, Alan Rufus. 1986. “Economic Growth and the Property Rights
Regime.” Paper presented at a conference, in honor of P.T. Bauer,

on Development Economics After Forty Years, Washington, 1
May.

Weisskopf, Thomas E. 1972. “The Impact of Foreign Capital Inflow on
Domestic Savings in Underdeveloped Countries.” Journal of In-
ternational Economics, vol. 2, no. 1 (February). '

Wolf, Charles, Jr. 1986. Markets or Governments: Choosing Between
Imperfect Alternatives, chapter 7. Santa Monica, Calif.: Rand
Corporation, forthcoming.

World Bank. 1982. World Development Report 1982. Washington.
— . 1986. World Development Report 1986. Washington.

Yeats, Alexander J. 1981. “The Influence of Trade and Commercial
Barriers on the Industrial Processing of Natural Resources.” World
Development (May).






| Ak ol L VA SUIAAAE L 0N K " g4

Appendix A Individuals consulted in Latin
America concerning this

stuﬂy

ARGENTINA

Jorge Aceiro
President

Rio Colorado (Bridas)

Guillermo Alchourron
President
Sociedad Rural Argentina

Carlos Pedro Blaquier
President
Ledesma, S.A.

José Roberto Canton
President
Stock Exchange

Carlos Carballo
President
Banco Finamerica, S.A.

Luis Cetra
Director
Diario Tiempo Argentino

Carlos Dietl
President

Petroquimica Argentina, S.A.

(PASA)

Roberto Favelevic
President
Industrial Union

Luis Maria Flynn
President
Cargill, S.A.

Ernesto Grether
President
Cédmara Argentina de Comercio

Ricardo Gruneisen
President
ASTRA, S.A.

Roque Maccarone
President
Asociacion de Bancos Argentinos

Rodolfo Martelli
President
Bank Roberts, S.A.

Luis M. Otero Monsegur
President
Banco Francés del Rio de la Plata

Enrique Nosiglia

Adviser

Consejo Asesor para la
Consolidaciéon de la Democracia

Roberto Rocca
President
TECHINT, S.A.

Carlos Videla
President, Argentine Chapter
Consejo Interamericano del

Comercio y Produccién
(CICYP)

Federico Zorraquin
President
Banco Comercial del Norte

The views expressed in this report are not necessarily those of the individuals consulted or

of the organizations they represent.

191



192

BRAZIL
André de Botton

President
Mesbla, S.A.

Keith Bush
Director
Sao Paulo Alpargatas, S.A.

Rodrigo de Pddua Lopes
President
Dragagem Fluvial, S.A.

Jacky Delmar
President
Brascan Imobiliaria, S.A.

Arthur Jodo Donata

President

Federacio das Industrias do Rio de
Janeiro

Geraldo de Figueiredo Forbes
President
Finacorp Ltda.

Peter -Landsberg
President

Verolme—Estaleiros Reuindos do
Brazil, S.A

Roberto Maluf

President and Chief Executive
Officer

Eucatex, S.A.—Industria e
Comercio

Marcilio Marques Moreira

Vice President

Unido de Bancos Brasileros, S.A.
(Unibanco)

José Mindlin
President
Metal Leve, S.A.

Sergio Quintella
President
Internacional de Engenharia, S.A.

Appendix

Roberto Teixeira da Costa

President

Brasilpar Comércio e
Participagées, S.A.

Amaury Temporal

President

Asociacao Comercial do Rio de
Janeiro

CHILE

Anacleto Angelini

Agent

Industrias Pesqueras y otras

Elias Brugere
President
Céamara de Comercio Minorista

Alvaro Donoso
Economist, Former Director
Bureau for National Planning

Jorge Fontaine

President

Confederacién de la Produccién y
del Comercio

Jaime Guzmaén
Chief Legal Counsel
Partido U.D.L

Felipe Lamarca
Economist
Businessman

Elidoro Matte
President

Banco Industrial y Comercio
Exterior (BICE)

Hermégenes Perez de Arce
Lawyer and Journalist

Manuel Valdés
President
Sociedad Nacional de Agricultura

COLOMBIA

Jaime Lizarralde Lora
Former President
Celanese Corporation



Appendix

COSTA RICA
Edmondo Gerli G.
President

Botica Francesa

MEXICO

Jorge Chapa Salazar

Former President
Management Advisory Council

Mario Garza Gonzilez
Director of Public Relations
Grupo VITRO, S.A.

Alejandro Garza Laguera
President of the Advisory Council
Cigarrera la Moderna, S.A.

Bernardo Garza Sada

President and Executive Director of
the Council

General Grupo ALFA, S.A

Andrés Marcelo Sada Zambrano

General Director

Celulosa y Derivados, S.A.
(CYDSA)

Francisco Patifio Leal
General Director
Banco Mercantil del Norte

Alberto Santos de Hoyos
President, Grupo Gallertera
Méxicana (GAMESA) and
Member, Comité Asesor Industrial
de la Presidencia de la Reptblica

Guillermo Velasco Arzac

Secretary of the Director’s Council

Confederacién Patonal de la
Repiblica Méxicana

(COPARMEX)

Lorenzo Zambrano Trevino
General Director
Cementos Mexicanos

NICARAGUA

Ramiro Gurdian

President

Nicaraguan Agricultural Federation

193

PANAMA

Rafael Arosemena

Vice President

Asociacién Bancaria Panamena

José Chirino
President
Pepsi Cola

Carol V. de Montenegro

President

Feria Internacional de Agricultura,
Ganaderia, Pesca, y Alimentacién

Alberto C. Motta
Manager

Motta International, S.A.

George Richa
Former President
Sindicato de Industriales de Panam4

J.J. Vallarino Jr.

President

Coca Cola, Panama, and

Continental President

Consejo Interamericano del
Comercio y Produccién (CICYP)

PERU

Antonio Aguirre Roca

President of the Board of Directors
Fabrica de Eternit, S.A.

Ernesto Baertl Montori
General Managing Director
Cia Minera Milpa, S.A.

Luis Paz Silva
President
Fundacién Nacional de Desarrollo

Walter Piazza
Executive President
COSAPI, S.A.
Ingenieros Contratistas

Julio Piccini
President
Compania Constructora Upaca, S.A.



194

Ramén Remolina
Consultant
Banco de Crédito

URUGUAY

Ernesto Julio Carrau
President

Carrau Hermanos

VENEZUELA

Rafael Alfonso

President

Caracas Industrial Council

Roger Boulton
Director
Boulton Group

Vincente Brito
President
Managas Industrial Council

Antonio Herrera Vaillant
Director for Institutional Relations
Organizaciéon Diego Cisneros

Economics

ARGENTINA
Alvaro Alsogaray
Congressman

Guido Di Tella
Economist
University Professor

Luis Maria Dagnino Pastore
Former Minister of Economics

Adalbert Krieger Vasena
Former Minister of Economics

Marcos Victoria

President

Instituto de Estudios
Contemporédneos

Javier Villanueva
Professor
Catholic University

Appendix

Freddy Muller Borges
Lawyer, and Former President
Tamanaco Hotel

Noel Teale James
President
Publicidad Corpa

Mario Palenzona
President
Palenzono Laboratories

John P. Phelps
Director

Sindicato Phelps

Carlos Guillermo Rangel
Executive Vice President
La Metropolitana

Arnando Sehwerert

Executive Director

Venezuelan Pharmaceutical
Association

BRAZIL

Antonio Carlos Porto Gongalves
Economist

Fundacio Getiilio Vargas

CHILE
Eduardo Aninat
Economics Consultant

Pablo Baraona
Economist
Former Minister of Economics

Jorge Desormeaux
Professor of Economics
Catholic University

Carlos Hurtado
Economic Consultant

Carlos Massad
Former President, UNECLA
Central Bank of Chile



Appendix

MEXICO

Everado Elizondo

Director of Economic Studies

Cédmara de la Industria de
Transformacién (CAINTRA)

Rolando Espinoza

Director

Centro de Estudios en
Economia y Educacién

Rafael Garza Berlanga
Professor
University of Monterrey

Edgardo Reyers Salcido

Director of Special Studies

Grupo Vallores Industriales, S.A.
(VISA)

Government

ARGENTINA
Mario Brodersohn
Minister of Finance

Juan Ciminari
Secretary of Communications

Francisco Delich
Secretary of Education

Horacio Juanarena
Minister of Defense

Marcelo Kigel
Secretary of the Board of
Government Industries

Roberto Lavagna
Minister of Industry

Jestis Rodriguez
Congressman

Federico Storani
Congressman

Marcelo Stubrin
Congressman

195

PERU

Ivan Alonso

Manager, Business Department
Instituto Libertad y Democracia

Hernando de Soto
President
Instituto Libertad y Democracia

Luis Morales Bayro
Manager, Economics Department
Instituto Libertad y Democracia

Maria Murillo
Manager, Housing Department
Instituto Libertad y Democracia

Pedro Trucco
Minister of Public Works and
Services

DOMINICAN REPUBLIC
Eduardo Fernandez
Former President

Central Bank

Miguel Gerrero
Press Secretary to the President

Carlos Morales Troncoso
Vice President of the Republic

Pedro Morales Troncos
Former Director
Tourist Bureau

MEXICO

Luis Aguilera

Deputy Secretary

Department of Commerce and
Industrial Development

Lucas de la Garza

Chief of Staff of the Governor’s
Office

Estado de Nuevo Leén



196

Miguel Mancera
General Director
Bank of México

Jorge Trevifio
Governor
Estado de Nuevo Leén

PANAMA

Diémedes Concepcién
Assistant Director General
National Port Authority

Dorothy de Sing

Vice-Minister

Ministery of Commerce and
Industry

Miguel del Cid
Director of Planning

Ministery of Labor and Social
Welfare

Lahor

CHILE
Guillermo Medina
Union Representative

Corporacién del Cobre
(CODELCO)

Eduardo Rios
Union Leader
Trabajadores Portuarios

Guillermo Santanta

Union Leader

Central Independiente de
Trabajadores

MEXICO

Gustavo Flores Candanosa

General Coordinador

Federacién Nacional de
Sindicatos Independients

PANAMA

Ricardo Monterrey

Secretario General

Confederacién de Trabajadores
de la Republica de Panam4d

Appendix

Rubén Dario Ortega Vieto

Deputy Executive Director

Instituto Panameno de Comercio
Exterior

Juan Luis Moreno
Director
Office of Economic Planning
Ministery of Planning
and Economic Policy

Rita Mariela Pérez
Adpviser to the Minister
Ministery of Commerce and Industry

Julio Sosa
Executive Director
National Investment Council

Amilcar Villareal
Director
Nacional de Estadisticas

PERU

Sixto Aguilar
Representative

Congreso Nacional del Peru

Mario Aranzaes

Secretary for Organization

Confederacién Nacional de
Trabajadores

Teobfilo Carranza

Project Coordinator

Asociacién Fomento de la Educacién
Laboral y Investigaciones
Econémicas y Sociales (AFELIES)

Julio Cruzado Zavala

President

Confederacién de Trabajadores del
Peri



Appendix

"Céstulo Ferndndez
Secretary of Organization
Federacién de Trabajadores

de Tejidos del Peri

Alex Kong Lu

Assistant

Asociacién Fomento de la Ecucacién
Laboral y Investigaciones

Econémicas y Sociales (AFELIES)

Political Analysis

ARGENTINA
Mariano Grondona

Television Commentator and
Editor, A Fondo

Luis Stulhman

Executive Director

Fundacién para el Cambio en
Democracia

BRAZIL

Roberto Civita
Manager

Editora Abril, S.A.

Oliveiros S. Ferreira
Editor in Chief
O Estado de Sao Paulo

Eurico Figueiredo
Professor of Social Sciences
Federal University of Rio

Cindido Mendes de Almeida
Dean
Cé4ndido Mendes University

197

Victor Sianchez Zapata

President

Confederacién Nacional de
Trabajadores

Teodosio Torres

Secretary General

Confederacién Nacional de
Trabajadores

Caio T4cito P. de Vasconcelos

Lawyer, Head of Presidential
Commission to Create a Plan for
the Reform of the Brazilian
University System

CHILE

Pilar Armanet

Director ‘

Instituto de Estudios Internacionales
University of Chile

Genaro Arriagada
Political Analyst

Carlos Cruz Coke
Lawyer

Gustavo Cuevas

Director

Institute of Political Science
University of Chile

Oscar Godoy

Director

Institute of Political Science
Catholic University



198

Francisco Orrego

Former Director

Institute of International Studies
University of Chile

MEXICO

José Luis Coindrau

Editorialist and Press Secretary

Partido Accién Nacional Eduardo
Sudrez

PANAMA
Laureano Crestar Durén, Pbro.
Parroquia Santisima Trinidad

Appendix

Rubén Darlo Carles
President
La Prensa

Luis Shirley

Lawyer, Former Under Secretary

Ministery of Labor and Social
Welfare



Appendix B Americas Society Board of

Directors and Chairman's
Gouncil Members participating

in the Study

Charles F. Barber

United States

R. P. Cezar de Andrade Brazil
Gustavo Cisneros Venezuela
John C. Duncan United States
Henry Eder Colombia
Agustin E. Edwards Chile

José A. Estenssoro Argentina
Jaime Garcia-Parra Colombia
David Garza Laguera Mexico
Marife Hernandez United States
Amalia Lacroze de Fortabat Argentina
George W. Landau United States
Fernando Leniz Chile

Allan MacEachen Canada

John D. Macomber United States
Jorge Mejia Colombia

Seymour Milstein
Martha Muse

United States
United States

Arnaldo T. Musich Argentina
Luis A. Noboa Ecuador
Luisa E. M. de Pulido Venezuela

David Rockefeller
C. Fernando Romero

United States
Bolivia

Julio Mario Santo Domingo Colombia
Joaquin J. Vallarino Panama
Paulo D. Villares Brazil
Federico J. L. Zorraquin Argentina

The views expressed in this report are not necessarily those of the participants in the study,
listed above.

199






o A o o A A W A P o A 8 TV

Index

Agriculture, industrial nations’
protection of, 39, 155-56

Agriculture, Latin American:
exports, 49, 73; output, 91; price
controls, 93

Argentina: Austral Plan, 105, 120;
education, 47; energy supply, 150;
exports, 21, 49, 59; export
subsidies, 62, 63; external shocks
and, 65; IMF outstanding credit
to, 177; interest rates, 103;
investment ratio, 97; monetary
reform, 22; per capita income, 18,
49, 51, 69; state enterprises, 137,
state role in economic life, 125,
142

Austral Plan, 105, 120, 121

Austria, 50

Baker, James A., III, “Baker Plan,”
22, 41, 175, 180, 181

Balance of payments, 75, 76, 120

Banks, 109-10

Bradley, Bill, 180, 181

Brazil: Cruzado Plan, 120-21;
currency devaluation, 62, 78;
current account surplus, 173;
economic growth, 17, 68, 69, 74;
energy supply, 150; exchange
rate, 69, 78; exports, 18, 21, 25,
59, 79; external shocks and, 65;
GDP, 77: inflation, 119; interest
rates, 105-06; investment
incentives, 107; investment ratio,
97; monetary reform, 22; nuclear
program, 141; per capita income,
49, 68; population, 17, 48; state-
owned steel plant, 142; state role
in economic life, 125, 137, 143;
wages, 71

201

G M N AP S S PN 1 S S A T Q) 2. W S IR

AN WA 011 TS A 2l o NG W1 A N A T OIS YRR s 0 St VA (i I 0 AL SR U vl $ig Y Py B S A R

Budget deficits, Latin American:
dissaving from, 29; and domestic
savings, 100; external shock and,
70; public enterprises and, 137-
39; reducing, 14, 30

Burma, 51

CACM. See Central American
Common Market .

CAP. See Common agricultural
policy

Capital: inflow to Latin America, 14,
16-17, 28, 29, 97; markets, 109,
110; outflow from Latin America,
19, 70, 80-81, 111-12

Capital-output ratio, 60, 64, 74

CARICOM, 172

Central American Common Market
(CACM), 171, 172

CFF. See Compensatory financing
facility

Chile: anti-inflation policies, 119;
exchange rate, 79; exports, 49, 59,
60, 64; external shocks and, 65,
66, 69; IMF outstanding credit to,
177; investment ratio, 97; per
capita income, 18, 49, 51, 68;
state enterprises, 137

China, 45

Cline, William R., 181

Colombia, 17; currency devaluation,
62; economic growth, 74; energy
supply, 150; exports, 18, 49;
external shocks and, 65, 66;
investment ratio, 97; per capita
income, 49, 69

Common agricultural policy (CAP),
155, 157

Compensatory financing facility
(CFF), 178, 181



202

Cruzado Plan, 120-21
Currency: devaluation, 62, 78, 95;
overvaluation, 80

Debt. See External debt

Deregulation, 31, 101, 130, 136

Developing countries: industrial
nations” imports from, 160-61;
manufactured exports, 25; per
capita income, 51

Dividends, 97, 103

ECLA. See Economic Commission
for Latin America, UN

Economic Commission for Latin
America, UN (ECLA), 23, 55, 59,
83

Economic crises, Latin American:
global recession and, 17-18;
potential for meeting, 20~-22;
sources, 19

Economic growth, Latin American:
import substitution and, 61-62;
inflation effect on, 118-19; past
strategies for, 23; potential for
improving, 20; proposed strategy
for, 13, 23-24; role of industrial
countries in promoting, 34-37

Economic integration, Latin
American, 171-73

Ecuador, 17; economic growth, 74;
exports, 49; investment ratio, 97;
oil price rise and, 65; per capita
income, 49, 69

Education: level, 46-47; quality,
14647, state expenditures for,
14849

Egypt, 51

Employment, 13, 96; effect of labor
regulations on, 134; outward
orientation and, 33

Energy: public investment in, 140-
41; supply, 150

European Community, 39, 60n;
import restrictions, 155, 156, 157;
manufactured imports, 157-61

Exchange rates: competitive, 13, 22,
26, 76-83, 111; dual, 82; need for

* stable, 81; overvalued, 111; trade

policies and, 26-27, 86-88

Index

Exports, Latin American:
agricultural, 49, 73; competitive
exchange rates and, 76, 77, 83-84;
expansion, 21, 49; industrial
nation market restraints on, 162;
manufactured, 25, 51, 54, 56, 155;
primary product, 25-26, 48; shifts
in nature of, 165; stimulation, 18,
24, 6263, 73, 84-86, 161; taxes,
96

External debt, 13; capital outflow
and, 70; interest rates and, 69,
174, proposals for dealing with,
40-42, 173-79; for state
enterprises, 124, 141; total, 16

External shocks, 45, 65-67, 69

Financial intermediation, 108-09
Finland, 18, 50
Fishlow, Albert, 161, 164

GATT. See General Agreement on
Tariffs and Trade

GDP. See Gross domestic product

General Agreement on Tariffs and
Trade (GATT), 35, 38; and Latin
America, 22, 85, 168-70

Government. See State role in
economic life

Gradualism, 121

Greece, 18, 50, 68

Gross domestic product (GL P): per
capita, 52-53; ratio of dom- stic
investment to, 97, 98-100; )atio of
domestic savings to, 61; ratio of
exports to, 51, 77

Health care, 147

IDB. See Inter-American
Development Bank

IMF. See International Monetary
Fund

Import protection, industrial
nations, 155-58

Import protection, Latin America,
13; competitive exchange rates to
reduce, 77, 86-87; time limit for,
88-89



Index

Import substitution, 13, 23, 24, 27;
competitive exchange rates and,
76, 83-84; cost of, 61; economic
growth and, 61-62; explanation of,
56-57; high protection stage, 58—
59; reasons for, 55

Income, Latin American per capita,
16, 18-19, 69; comparison with
other countries, 49-50, 51, 53, 68

Income distribution: employment
and, 96; improvement in, 13;
trade policies effect on, 93-94

Indexation, 33, 119

India, 53

Inflation, 33; economic effects, 118—
19; external debt and, 70; and
financial intermediation, 109; and
indexation, 33; policies to reduce,
117, 120-22; and taxation, 103,
117; world, 22

Inter-American Development Bank
(IDB), 15, 41, 42, 86, 143, 178

Interest payments, 97, 103

Interest rates, 14; capital outflow
and, 111; equalization plan for,
182; external debt servicing and,
69, 174; market-clearing, 106-07,;
need for positive, 29; negative
real, 105, 106, 123; world, 22; and
world economic growth, 181

International Finance Corporation,
42, 145, 179

International Monetary Fund (IMF),
15, 35; outstanding credits to
Latin America, 177; proposed
lending changes, 41; rescue
package for Mexico, 173

Investment: efficiency, 32, 74;
foreign direct, 28-29, 112-16;
incentives, 107-08, 123;
promotion of, 41-42; public, 125,
140—-42; ratios, 97

Israel, 51

Italy, 49, 50

Japan, 19, 39, 49, 50, 51; import
restrictions, 155, 156, 157;
manufactured imports, 157-61;
shifts in exports, 165

Knox, A. David, 176

203

Korea, 18, 45, 48, 50, 51, 62, 64, 67

LAFTA. See Latin American Free
Trade Association

Latin American Free Trade
Association (LAFTA), 171

Latin American Integration
Association, 172

LIBOR. See London Interbank
Office Rate

London Interbank Office Rate
(LIBOR), 69, 181, 182, 183

Macario, Santiago, 58

Manufactured exports, 25; to
industrial countries, 160-61; per
capita, 54; ratio to GDP, 51; ratio
to value added, 56; tariffs on, 155.

Mexico: currency overvaluation, 80—
81; debt crisis, 173; exports, 18,
49; export subsidies, 63; external
shocks and, 65, 66; IMF
outstanding credit to, 177; import
protection, 61; imports, 18;
investment ratio, 97; per capita
income, 18, 49, 69; privatization
of state enterprises, 144, 146;
public expenditures, 125, 143;
reserve requirements, 101; state
enterprises, 137; state role in
economic life, 125; steel complex,
141; transportation projects, 142

MFA. See Multi-Fiber
Arrangements

MIGA. See Multilateral Investment
Guarantee Agency

Monetary system reforms: in
Argentina and Brazil, 22;
international, 3941

Morocco, 51

Multi-Fiber Arrangements (MFA),
156, 157, 167

Multilateral Investment Guaranty
Agency (MIGA), 14, 22, 115

NECs. See New exporting countries

New exporting countries (NECs),
164

Newly industrializing countries
(NICs), 45; exports, 48, 164; per



204

capita income, 19; response to
global recession, 18

NICs. See Newly industrializing
countries

OECD. See Organization for
Economic Cooperation and
Development

Oil crises, 22, 45, 65

Organization for Economic
Cooperation and Development
(OECD), 25, 38

Outward orientation, 13, 24-25;
advantages, 32-33, 77; and
investment allocation, 100;
policies for, 26-29, 76; and
savings, 100. See also Exports,
stimulation; Import substitution

Pakistan, 51

PEMEX, 140

Peru, 21; exports, 49; external
shocks and, 65; IMF outstanding
credit to, 177; import protection,
61, 62; per capita income, 49, 51,
69; public expenditures, 125; state
enterprises, 137; state irrigation
project, 141; state-owned copper
mine, 142; state regulations, 131

PETROBAS, 140

Philippines, 51

Population, 17, 48

Portugal, 18, 50

Prebisch, Radl, 55n, 58-59

Price controls, 92-93, 95, 143

Privatization of public enterprises,
22, 102, 14446, 153

Productivity, 71

Public enterprises, 128; for energy,
140; external credit for, 13940,
144; monopoly by, 143;
performance, 137-39;
privatization, 22, 102, 14446,
153; private sector versus, 151-52

Public expenditures, 101, 127

Public services, 146; for education
and health care, 147—49; for
energy, 150

Recession, global, 1980s, 17-18
Regulations, government, 30-31,

Index

129; cost, 131-33; extent of, 130;
labor, 134, 136-37; by tax system,
131, 135-36

Reserve requirements, 101, 109,
110

Savings: allocation of, 13; budget
deficit and, 100; import
substitution and, 74; public, 101~
02, 122; raising level of, 13, 27,
29: rates, 21; ratio to GDP, 61, 97

Singapore, 45, 62, 67

Southern Cone countries, 79, 80

Sri Lanka, 53

State role in economic life, 14, 30—
32; expansion of, 124-25, 126,
historical basis for, 128-29; as
investor, 125-26; as provider of
services, 146-50; as regulator,
129, 130-37. See also Public
enterprises; Public expenditures;
Public services

Stock market, 109, 116

Streeten, Paul, 161

Subsidies, government: for exports,
62, 63; for public utilities, 102

Taiwan, 18, 45, 48, 50, 51, 62, 64,
67

Tariffs, 27; industrial country, 154—
55; Latin American, 80, 87-88

Taxation: dividend, 103, export, 90—
91; income, 135-36; interest
income, 103; land, 91; value-
added, 104

Tax credits, 135

Tax policy: to encourage savings, 14,
29, 102; inflation and, 103; for
regulation, 131, 135-36

Terms of trade, 55

Thailand, 51

Tokyo Round, 84, 155, 167

Trade policies, industrial countries:
import restrictions, 155-56;
manufactured imports from
developing countries, 160-61;
multilateral trade round with
Latin America, 38-39, 16668,
169; nontariff barriers, 156-59;
postwar liberalization, 154-55;



Index

potential for expansion, 163-65;
tariffs, 155

Trade policies, Latin America:
exchange rate policies and, 26-27;
recommendations for, 38-39, 166
68, 169. See also Exports, Latin
American; Import Protection,
Latin America; Import
substitution

Turkey, 18, 19, 24; economic
reforms, 48, 67

Unemployment, 16, 71

United Kingdom, 145-46

United States: effect of Latin
American growth on, 35-36;
imports of manufactured goods,
157-61; policies to support Latin
American strategy, 14-15;
recommendations for improving
economy, 37; tariffs, 155

205

Uruguay: education, 47; exchange
rate, 79; exports, 49, 59; external
shocks and, 65, 66, 69; IMF
outstanding credit to, 177;
investment ratio, 97; per capita
income, 18, 51, 68

Value added, 56, 104

Venezuela: budget surplus, 70,
currency overvaluation, 80;
exports, 49; investment ratio, 97;
oil price increase and, 65; per
capita income, 51; public
expenditures, 125

Wages: controls on, 121;
manufacturing, 71-72; period of
adjustment, 119

World Bank, 16, 35, 41, 86, 145,
178, 179



Other Publications from the Institute
POLICY ANALYSES IN INTERNATIONAL ECONOMICS SERIES
1 The Lending Policies of the International Monetary Fund

John Williamson/August 1982

2 “Reciprocity”: A New Approach to World Trade Policy?
William R. Cline/September 1982

3 Trade Policy in the 1980s
C. Fred Bergsten and William R. Cline/November 1982

4 International Debt and the Stability of the World Economy
William R. Cline/September 1983

5 The Exchange Rate System, Second Edition
John Williamson/September 1983, rev. June 1985

6 Economic Sanctions in Support of Foreign Policy Goals
Gary Clyde Hufbauer and Jeffrey J. Schott/October 1983

7 A New SDR Allocation?
John Williamson/March 1984

8 An International Standard for Monetary Stabilization
Ronald 1. McKinnon/March 1984

9 The Yen/Dollar Agreement: Liberalizing Japanese Capital Markets
Jeffrey A. Frankel/December 1984

10 Bank Lending to Developing Countries: The Policy Alternatives
C. Fred Bergsten, William R. Cline, and John Williamson/April 1985

11 Trading for Growth: The Next Round of Trade Negotiations
Gary Clyde Hufbauer and Jeffrey J. Schott/September 1985

12 Financial Intermediation Beyond the Debt Crisis
Donald R. Lessard and John Williamson/September 1985

13 The United States—Japan Economic Problem
C. Fred Bergsten and William R. Cline/October 1985

14 Deficits and the Dollar: The World Economy at Risk
Stephen Marris/December 1985

15 Trade Policy for Troubled Industries
Gary Clyde Hufbauer and Howard F. Rosen/March 1986
BOOKS
IMF Conditionality
John Williamson, editor/1983

Trade Policy in the 1980s
William R. Cline, editor/1983

Subsidies in International Trade
Gary Clyde Hufbauer and Joanna Shelton Erb/1984

International Debt: Systemic Risk and Policy Response
William R. Cline/1984



Economic Sanctions Reconsidered: History and Current Policy
Gary Clyde Hufbauer and Jeffrey J. Schott, assisted by Kimberly Ann Elliott/
1985

Trade Protection in the United States: 31 Case Studies
Gary Clyde Hufbauer, Diane T. Berliner, and Kimberly Ann Elliott/1986

SPECIAL REPORTS

1 Promoting World Recovery: A Statement on Global Economic Strategy by
Twenty-six Economists from Fourteen Countries/December 1982

2 Prospects for Adjustment in Argentina, Brazil, and Mexico: Responding to
the Debt Crisis

John Williamson, editor/June 1983

3 Inflation and Indexation: Argentina, Brazil, and Israel
John Williamson, editor/March 1985

4 Global Economic Imbalances
C. Fred Bergsten, editor/March 1986

FORTHCOMING

The Politics of United States Trade Policy
(With The Twentieth Century Fund)
I.M. Destler

Agriculture and the GATT: Issues in a New Trade Round
Dale E. Hathaway

Another Multi-Fiber Arrangement?
William R. Cline

United States—Canadian Interdependence: The Quest for Freer Trade
Paul Wonnacott

Capital Flight and Third World Debt
Donald R. Lessard and John Williamson

Target Zones and Policy Coordination
Marcus Miller and John Williamson

The United States as a Debtor Country
C. Fred Bergsten and Shafiqul Islam

Domestic Adjustment and International Trade
Gary Clyde Hufbauer and Howard F. Rosen, editors

Auction Quotas and US Trade Policy
C. Fred Bergsten and Jeffrey J. Schott



/

i

Other Institute Publications

Studies in the POLICY ANALYSES IN INTERNATIONAL ECONOMICS series

10 Bank Lending to Developing Countries: The Policy Alternatives
C. Fred Bergsten, William R. Cline, and John Williamson

Examines two dozen widely discussed policy options ranging from modest revisions in
lending terms to various interest rate “capping” ideas to sweeping debt relief, and their
effects on debtor countries’ economies and the financial health of the banks.
“Bergsten and his colleagues deserve congratulations for the comprehensive and rigorous
way in which they have analysed the issues involved in this difficult question.’
1985/ISBN 0-88132-032-3/221 pp. —A.D. Crockett, Banker

12 Financial Intermediation Beyond the Debt Crisis
Donald R. Lessard and John Williamson

Examines new methods of financing the external deficits of the developing countries,
assuming that private bank lending continues to grow much more slowly than before the
debt crisis. Analyzes the outlook for traditional and possible new sources of private funding
and the prospects for increased public participation, especially by the World Bank.
1985/ISBN 0-88132-021-8/130 pp.

4 International Debt and the Stability of the World Economy
William R. Cline

“A comprehensive analysis of the current interpational debt crisis. . . an excellent little
book that will appeal to the broad group of readers, including bank officials, academics
and politicians.” —]Journal of International Money and Finance’
1983/ISBN 0-88132-010-2/134 pp.

SPECIAL REPORTS

3 Inflation and Indexation: Argentina, Brazil, and Israel
Edited by John Williamson

All three of these previously hyperinflating countries had extensive indexation, including
linkage of wages to the inflation rate. This Special Report, many of whose recommendations
have now been adopted, discussed questions such as: What strategy offers the best hope
for controlling inflation in each case? Is deindexation necessary to curb inflation and how
might it be achieved? What can be learned from previous attempts at monetary reform
and deindexation?

1985/ISBN 0-88132-037-4/191 pp.

BOOKS

International Debt: Systemic Risk and Policy Response
William R. Cline

“A clear, focused, and balanced synthesis of the principal issues. . . . : Altogether a most
useful and impressive work.” —Bahram Nowzad, Finance and Development

“When future analysts reflect on the developing-country saga and its literature they will
undoubtedly read Dr. Cline’s book. . . . [It] is a prodigious effort to inform the public
policy debate in the middle of a crisis.” —Richard O’Brien, World Economy
1984/ISBN 0-88132-015-3/336 pp.

IMF Conditionality
Edited by John Williamson

“A stimulating collection of papers . . . . Williamson has skillfully balanced both a variety
of views about Fund conditionality and a range of informative country experiences.”

—Donald V. Coes, Journal of Economic Literature
“This large and excellent collection of papers and comments—mostly by economists—looks
at the experience of a number of countries and has something to say on almost every aspect
of the subject.” —William Diebold, Jr., Foreign Affairs
1983/ISBN 0-88132-006-4/695 pp.

To request free catalog of publications, or to order books, write:
Institute for International Economics
11 Dupont Circle, NW, Washington, DC 20036 ISBN 0-88132-045-5



