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FOREWORD

In this document, the ECLAC Secretariat has sought to present a synthesized study of the main
lessons left by the economic crisis of the 1980s. On this basis, it presents a proposal, for
consideration of member States’ governments, for the development of the Latin American and
Caribbean countries for the 1990s and beyond. This proposal revolves around what is considered to be
the primary and common task of all the countries: the transformation of the productive structures of
the region in a context of progressively greater social equity. Such a process is intended to create
new sources of dynamism which will, in turn, make it possible to achieve some of the objectives
inherent in a contemporary conception of development: growth, improvement of income distribution,
consolidation of the democratization process, greater autonomy, establishment of conditions which
will halt the deterioration of the environment, and improvement of the quality of life of the
entire population.

It should be noted, however, that the proposal does not pretend to offer a single, universally
applicable recipe: rather, it consists of a set of guidelines which must, of course, be adapted to the
particular situations of the individual countries.

The study is set out in six chapters. The first chapter presents an introduction and summary of
the main ideas contained in the document. The second analyses the initial setting, noting that there
has been a slowing down of growth, macroeconomic disequilibria, a regressive adjustment process,
weakening of the public sector, and a decline in investment. The third chapter then analyses some of
the factors conditioning the transformation of the productive structure: the international environment,
macroeconomic equilibria, the availability of development financing, and the support of diverse actors
of societies. The fourth chapter goes on to set forth the main features of changing production
patterns with social equity, together with some of the dilemmas that the process will be faced with.

On the basis of what has been covered in the preceding chapters, chapter five outlines some
basic policies which would facilitate the desired changes in production patterns. After analysing the
subject of specific national features, it deals with policies designed to support true cocmpetitiveness,
‘o sirengthen production linkages, and to improve interaction between public and private agents.
Finally, chapter six deals with the contribution that economic integration could make to the preeess
of change in production patterns and propcses some policies in the areas interacting with the
international economy, promoting production linkages, and strengthening the institutional foundation
of integration.

This study is based on the rich and varied lessons learnt during the 1980s, both within and
{)ulside the region, and on the anaiysis of concrete experiences, some of which are briefly described
‘n boxes in order to illustrate the propcsed policy outlines. Like every undertaking of this scale, the
document forms part of a broader and deeper process. Thus, it not only contains the general thrust
Of 3 proposal, but also sketches the broad priorities of the future work programme of the Secretariat.
Ultimately, this study and future activities which will stem from it seek to contribute to the present
and future debate in the region, as it approaches the twenty-first century, on how to achieve
sustained development.



L INTRODUCTION AND SUMMARY

a) The starting point

The development experience of Latin America and the Caribbean in the 1980s has already been
thoroughly explored by the ECLAC Secretariat in numerous documents, which stress the setbacks

indicator such as the evolution of the per capita gross domestic product, this expression even falls
short, for at the end of 1989 the real per capita product stood at the level, not of ten years
earlier, but thirteen, and even more in some economies. Consequently, the countries of the region are
entering the 1990s under the burden of the recessionary inertia of the 1980s, the heavy load of their
external debt commitments and the f undamental lack of correspondence between the structures of
international demand and the structures of Latin American and Caribbean exports.

Furthermore, the region continues to suffer f rom a number of serious shortcomings, including in
particular unsolved macroeconomic disequilibria, the increasingly obsolete stock of capital goods and
physical infrastructure (due to depressed levels of investment), a growing gap between the intensjve
technological changes taking place in the world and their application in the region, the erosion of
the financial and managerial capacity of governments, the frustration of an ever-increasing number of
people who are trying to enter the work force, the misuse and destruction of natural resources, and
the degradation of the environment.

change. Efforts to take greater advantage of the potential offered by regional integration were
redoubled, and substantial progress was made in overcoming false dilemmas regarding the relations
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between industry versus agriculture, the domestic versus the external markets, the State versus the
private sector, and planning versus the market.

The by no means negligible economic changes which took place, even in the context of the frail
performance of the region’s economies in the 1980s, were also part of the painful learning process.
The heterogeneous performance of different areas of industrial activity was brought out, and the
relative vitality of the agricultural sector was confirmed: also, in many countries the big urban
concentrations suffered a heavier impact than smaller cities and rural areas. The export coefficient
was raised in a wide range of activities, an increasing number of dynamic entrepreneurs emerged, and
the coverage of certain social services, such as education, was maintained in spite of budgetary
restrictions. The demand for certain kinds of goods and services continued to expand: home electricity
consumption and the per capita availability of television receivers maintained their upward trend, in
contrast with the regressive performance of aggregate economic indicators.

Thus, in the 1980s opposing trends existed side by side. In the institutional sphere, political
interaction was strengthened, but public institutions were weakened. Adjustment had a very high
social cost, especially for the middle-level and popular strata, but those who were most seriously
affected often devised their own defence mechanisms. The economies were characterized by a
generalized loss of dynamism and a marked deterioration in the levels of equity, but at the same time
a process of adaptation to the changing circumstances began, and in the course of it many
enterprises improved their international competitiveness, while there were many examples of
creativity and originality.

In short, the 1980s represented, in historical terms, a turning point between the previous pattern
of development of Latin America and the Caribbean and a phase which is not yet fully defined but
will undoubtedly be different and which will mark the future development of the region. This lost
decade of painful learning might parallel past periods which other nations have had to go through in
all the successful cases of late industrialization. Perhaps this will prove to be the basis on which
the region will be able to resume the path of growth, with different modalities regarding institutions
and policies, and accompanied, this time, by a sustained effort to overcome shortcomings in the areas
of equity and international competitiveness; all this within an environmentally sustainable context.
The purpose of this document is precisely to contribute to this task.

b) The challenges of the 1990s

Thus, as they enter upon the decade preceding the new millennium, Latin America and the
Caribbean stand at a new crossroads. The challenge is none other than to find the path that leads to
development: a path from which the countries seem to have gone astray in the turbulent decade
which has just ended. The task of overcoming the crisis brings with it an extraordinary mass of
demands. For example: on the one hand it is necessary to strengthen democracy, while on the other
countries are called on to adjust their economies, stabilize them, bring them into a world of
intensive technological change, modernize their public sectors, increase savings, improve income
distribution, introduce more austere consumption patterns, and moreover do all this within the context
of environmentally sustainable development.

Debilitated economies, societies and States can hardly tackle this mass of demands successfully
without carefully weighing, in a climate of consensual mutual support, various Kinds of options,
priorities and sacrifices. Indeed, the task before them is so great and so complex that it would hardly
be possible to tackle it from a single holistic perspective, especially in view of the enormous
diversity of situations which exists in the region. There are, in addition, pressing immediate matters
which have so far obliged the authorities to focus their attention on short-term economic policy to
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the detriment of longer-term projects and proposals, even though these may be essential in order to
correct the existing imbalances: this happens to be the case, for example, regarding the balance of
payments. In this respect —taking advantage of the longer time horizon of fered by the beginning of
the 1990s— this document stresses what it considers to be the prime common task of all the
countries: the transformation of the productive structures of the region in a context of growing
social equity.

¢) Some conditions for the transformation of the productive structures

The direction and results of the domestic efforts to overcome the crisis will depend to a
considerable extent on the external environment, which will always decisively influence the
performance of the economies of the region. Among the various elements conditioning this
performance are, in particular, the degree of openness of international trade; the way in which
excessive indebtedness —a problem that limits both the import capacity and the investment
possibilities of many economies of the region— is managed; and the possibilities of gaining access to
technologies and know-how on terms that facilitate changing production patterns so as to achieve
international competitiveness.

The conditioning factors of external origin are intermingled with others of internal origin and
often act to strengthen them. Among the latter factors, in particular, there is the need to correct
macroeconomic disequilibria, which were the dominant feature of the 1980s. A major query also arises
as to the manner in which development will be financed, in view of the massive negative transfer of
financial resources of recent years. Thirdly, the guidelines offered by this document take into
account the need to maintain social cohesion, a matter which places clear limits on the content of
economic policies and strategies.

d) The domestic effort and international co-operation

Promoting the transformation of the productive structure and clearing the way for greater social
equity are tasks that call for decided, persistent and whole-hearted efforts by governments and all
members of society. These efforts will only bear fruit, as already noted, in an external environment
which provides conditions that are at least minimally favourable to such vital matters as f inancing in
general (including, more specif ically, a solution to the external debt problem), trade, and the transfer
of technology and know-how. All this raises more forcibly and enhances the priority of the need for
international economic co-operation.

In this respect, it is to be hoped that the region will be able to face the international dialogue
and negotiations from a more favourable position than in the past, for if the countries of Latin
America and the Caribbean adopt their own strategies which enable them to progress in changing
their pattern of production, this would put them in a more legitimate, credible and efficacious
position for demanding that the industrialized countries should shoulder their own responsibilities in
the ordering of a vigorous world economy capable of offering dynamic growth to all countries.
Moreover, the reactivation of the economies of the region, accompanied by a higher degree of
intraregional co-ordination, would strengthen the bargaining power of the Latin American and
Caribbean countries vis-a-vis other nations.

Furthermore, the industrialized countries themselves seem to be rediscovering at least some of
the advantages ot muiulateral-type arrangements. In connection with sub jects such as the environment
Or marine resources, it has become clear that the bilateral arrangements so dear to the main
developed economies in recent times are insufficient for dealing effectively with certain problems. It
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is to be hoped, then, that those economies will also accept, more specif ically, the idea that the
possibility of keeping up a sustained and orderly expansion of the world economy as a whole depends
in essence on finding ways and means which benefit both the developed and the developing countries.

e) The central proposals of this document

The statements set forth below all stem from a single conviction: that although the countries of
the region do indeed face serious obstacles, there are ways of overcoming them. In some respects,
this conviction allays the discouragement generally felt when viewing the situation of Latin America
and the Caribbean as the new decade unfolds. It is based on the advances made in other parts of the
world, where structural and short-term difficulties have also been encountered (some of them similar
to those now affecting the development of most of the countries of the region), as well as on the
painful lessons of the last decade and on the rich store of assets built up by the region in the
chequered course of recent decades.

The complexity and magnitude of the task at hand call for a more or less lengthy period of
learning and adaptation. Many ccuntries have already completed part of this process, so that
concrete achievements may be expected in the early years of the 1990s. Even so, there is still a long
way to go. This statement also holds implications for the field of international co-operation: the
countries need a certain amount of leeway in their external sector in order for their eff orts to bear
fruit, and time is also needed before the benefits are borne out.

The following sections set forth the criteria on which ECLAC's proposals are based, the
guidelines for designing the policies needed to implement them, and the institutional support they
require,

1) The main criteria

Changing production patterns with equity must be achieved within the context of greater
international competitiveness, based more on the deliberate and systematic absorption of technical
progress by the production process (with corresponding rises in productivity) than on the maintenance
of low real wages. In this respect, proper account must be taken of the need for learning and
dissemination of internationally available know-how: a possibility which has not been suf ficiently
exploited by the region in the past. What is needed is to progress from the "transitory rents" derived
from natural resources to "continuing ‘rents" offered by the absorption of technical change by
productive activities.

Emphasis must be placed on the systemic nature of competitiveness. In the international market,
competition takes place among economies in which the enterprise, though of crucial importance, forms
an integral part of a network of linkages with the educational system, the technological, energy and
transport infrastructure, the relations between employees and employers, public and private
institutions, and the financial sector: in other words, it is integrated into an entire economic and
social system. From this point of view, promoting changes in the pattern of production calls for
decided, persistent and above all properly integrated efforts.

Industrialization is the kingpin of change in the pattern of production, mainly because it is the
vehicle for the absorption and dissemination of technical progress, but also because in today's
circumstances it is necessary to go beyond the narrow sectoral framework within which it has so far
been approached, so as to link it with the areas of primary production and services in order to
integrate the productive system and further the progressive homogenization of productivity levels.



5

Overcoming rigid sectoral divisions is one of the keys to transforming the pattern of production and
entering into the new phase of industrialization.

Sustained growth based on competitiveness is incompatible with the continued existence of lags
as regards equity. This is not to ignore the difficulty of simultaneously attaining equity and growth,
for trade-offs naturally arise in connection with the values to be assigned to these objectives and the

strategic orientations that are likewise of a long-term nature, and which would offer a foundation to
new forms of interaction between public and private agents, as essential ingredients for achieving
equity and social harmony. Such an interaction must, in fact, form part of a new global system of
relations between the State and its citizens.

The imperative of equity means that changes in production patterns must be accompanied by
redistributive measures. No matter how intensive the effort to secure changes is, it will undoubtedly

Latin American and Caribbean integration and intraregional co-operation are essential, as they
make a vital contribution to strengthening changes in production patterns, democratization, and
greater justice in income distribution. In this field, concrete measures are proposed, based on sectoral
—preferably subregional— and gradual criteria which lay stress on competitiveness and profitability

and which presuppose a leading role for the enterprises, institutions and associations already existing

in the region. Such action is designed to ensure that integration assists and strengthens the proposed
development Strategy.



iii) The institutional context

All the foregoing is based on the recognition that the economic strategies and policies must be
applied within a democratic, pluralistic and participatory context. This affects the content and scope
of economic policies and strategies, the way they are formulated and applied, and the forms of
interaction between public and private agents. In this respect, the policies and strategies must
faithfully respect the will expressed by the broad masses and must be subject to change, in
accordance with expressions of the majority opinion.

In democratic societies, the concept of "concerted strategies” takes on decisive importance. Such
strategies comprise a set of broad-ranging explicit and implicit agreements between the State and the
main political and social actors with regard to changing production patterns with equity and the
series of policies and institutional innovations required in order to achieve them. What is at issue is
the due legitimization of mechanisms and actions which, on the one hand, give rise to forms of
behaviour consistent with the common aims and, on the other, prevent the actions of group interests
which could harm collective aims. The capacity of governments to generate agreement on long-term
goals and targets, as well as the means to be used to attain them, is directly related with the degree
of pluralist participation, the suitability of the policies selected, and the effectiveness of their
implementation.

The style of State intervention will no doubt change in relation to past decades. During the
1980s, the priorities of the States in the region were frequently reduced to seeking a form of growth
which would make it possible to service f. oreign debt. Now, however, these priorities must be shif ted
towards the strengthening of a form of competitiveness based on the absorption of technical progress
together with a trend towards reasonable levels of equity. This does not necessarily mean either
increasing or decreasing the role of the public sector, but rather increasing its positive impact on the
efficiency and effectiveness of the economic system as a whole. It also calls for a change in the
State’s traditional procedures in the field of planning in order to create closer links between the
short-, medium- and long-term decision-making processes; to promote intersectoral co~-ordination,
and to provide technical support for the necessary efforts of dialogue and social consensus
building. Clearly, the strategies adopted will be put to the test daily as regards their effects and
their degree of acceptance by the various participants.

f)  The main elements of the proposals *

In addition to the central postulates set forth above, this document makes a number of proposals
aimed at improving the region’s participation in the international economy, promoting better linkages
of productive activities, and inducing a creative interaction between public and private agents, all
with the objective of fuifilling the strategic goal of generating real competitiveness: an objective
which brings together all these specific aims and would constitute a guide for changing production
patterns. These proposals are based on the idea of incorporating the positive experience already put
into practice in various countries of the region. They should therefore be considered in the broader
context of their capacity to help achieve changes in production patterns with equity.

The macroeconomic sphere and the policies which make it up are of vital importance, both for
correcting the disequilibria which marked the 1980s and for achieving the sought-for changes in the
medium and long term. One of the lessons learnt in the past decade was that the imbalances in the
main macroeconomic variables can only be allowed to reach certain limits, and market prices must at
least approximate social prices. Another lesson was that the marked emphasis placed on stabilization,

‘SummryofchaptersVandVlofthisdocnment.
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on adjustment, and on measures to influence demand and the reallocation of resources conflicted, to
some extent, with policies designed to stimulate supply.

There is no need to go into detail here about the content and scope of short-term economic
policy, which will vary significantly from one situation to another. Emphasis should be placed,
however, on the importance of a policy framework which imparts coherence to its various components
and on the need for a reasonable degree of stability in its application. Stress should also be laid on
the extraordinary importance which has been acquired by fiscal policy in the range of instruments
available to governments for tackling sometimes conflicting objectives such as stabilization, growth
and greater equity in income distribution. Financing changes in the production patterns naturally calls
for some reorganization of fiscal policy in order to increase public savings that can be used for
investment. Every effort should be made to improve the allocation of expenditure, but it seems clear
that most of the fiscal adjustment must be through tax reform. A system with relatively few, but
broad, tax bases, using preferentially uniform rates of taxation, is preferable to a complex system
with multiple nominal rates. The adoption of broad tax bases represents an important step towards
the objective of greater equity, and moreover it simplifies tax administration and enables revenue to
be increased.

With regard to trade and exchange policy, achieving changes in productive patterns calls for
greater openness of the economy, as a means of generating increases in productivity and stimulating

In connection with technology policy, the region’s status of "late industrialization" offers
hitherto insufficiently exploited opportunities as regards the learning, absorption and dissemination in
the productive sector of the internationally available stock of technology. As guidelines for the 1990s,

supporting the establishment of new enterprises with a high technological component. It is also
suggested that efforts should be made, through various institutional arrangements, to set up a
network linking the research system and the rest of the technological infrastructure, on the one
hand, with the productive sector on the other, as well as to promote within the latter a system of
close contacts between users and producers of goods and services. This latter objective could be
achieved through various integrated systems of production in which basic experience and competition
has already been built up at the local level (as in the case of certain sectors which process natural
resources and the industries associated therewith). Finally, selective criteria must be applied, as only
in this way will it be possible to generate endogenous nuclei of technological innovation in the
region.
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With regard to the training of human resources, emphasis should be placed on its crucial role in
changing production patterns. This is the area where there is the best possible conjunction of

institutions can make in the field of training human resources. All this f ully justifies the need for a
long-term strategy designed to raise, gradually and steadily, the educational supply in the various
phases and areas: the pre-school, basic and secondary cycles, universities, research centres, training
systems, mass education and adult education programmes, and occupational retraining programmes.

As regards the establishment of enterprises, there is a need to design policies to stimulate the
formation of enterprises and the training of entrepreneurs. It is recognized that this is a complex
task, as the investment process involves factors that are not always included in traditional economic
approaches, and even some that are intangible, such as human creativity. The current conception of
the problem, however, involves giving particular attention to the creation of groups with
entrepreneurial potential, the formulation and implementation of projects, the financing of
enterprises, and the rationalization of the different forms of productive employment at the
national level. At the same time, there is another aspect of special importance for Latin America
and the Caribbean: the need to assign an enhanced social value to entrepreneurial activities.

The industrial policy outlines offered form part of the set of proposals designed to promote,
inter alia, an improvement in production linkages. This set includes gradual and selective trade
liberalization, the integral promotion of industrial exports, the absorption and dissemination of
technical progress, and support for small- and medium-scale enterprises. The proposed actions will
have to be embarked upon in a context of financial restrictions and weakening of public sector
institutions, which gives rise to three challenges: making a coherent selection of those areas that
warrant government intervention; giving priority to the strategic reconstruction of public sector
institutions, and assigning priority to institutional innovation in the management of the productive
process.

With regard to agriculture, intersectoral linkages, and international compelitiveness, in general it
is desirable to get away from the urban/industrial bias in the allocation of economic investments and
social spending, as well as assigning new and higher status to rural areas; to modify the current bias
in favour of large modern agricultural enterprises through a more selective approach which envisages,
as appropriate, the strengthening and modernization of small-scale agriculture; to avoid the
concentration of investment in large-scale water projects, with emphasis instead on the maintenance,
complementation and development of smaller works, as well as the integrated management of water
resources; to strengthen intersectoral linkages and the consolidation of efficient production, transport
and marketing arrangements, while avoiding enclosure in sectoral compartments; and to end the
persistent disputes over land and other ownership by regularizing legitimate title deeds.

The subject of natural resources and production linkages is also dealt with. A policy for the
rational use of the region’s natural resources in the next decade must be aimed at correcting the
shortcomings of the past and making progress in a number of aspects. Natural resources cannot be
left at the mercy of a short-sighted system of maximum immediate exploitation, but must be subject
to a system of careful management which calculates the appropriate rates of use of non-renewable
resources in the light of the present situation and future prospects of the markets and ensures the
maintenance of the reproductive capacity of renewable resources. Nor must the natural resources
sector be viewed as a mere source of income for transfer to other sectors; instead, steps must be
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taken to build up productive systems linked with industry and services, so as to heighten the value of
the resources and contribute to a process of technological and organizational change which will
strengthen their competitiveness.

With regard to basic support services and their production linkages, the proposed changes will
need the support of the various basic services such as electricity, water, communications, banking,
insurance and transport. Some of these will have to be adapted to the circumstances of the 1990s. In
the case of transport, for example, the use of the market mechanisms should be favoured where they
already exist or can be created on suitably competitive terms, while it will also be necessary to
prevent the continued concentration of investment in physical infrastructure and to try to ensure that
the transport services are appropriate, in terms of quality and cost, for the process of change in
productive patterns. Furthermore, isolated actions in the individual transport media must give way to
the establishment of properly integrated transport systems.

In respect of financial systems and changing production patterns, it is noted that in the 1990s a
basic objective of the banks and development funds will be to procure on the market medium- and
long-term resources to supplement those that may be provided or channelled by the public sectors.
This points to the importance of issuing securities that offer a good yield, the emphasis that must be
placed on the profitability of investment projects, and the need for project financing formulas that
keep down the loan risks of the development institutions.

Measures to secure active interaction between public and private agents and the restructuring
of the public sector will form part of a process whose content and scope cannot be subject to
preconceived formulas. They will depend not only on the institutional, social, economic and political
context in which they take place, but must also arise from a broad effort at consensus building
among the various representative forces. Consequently, this document only offers some general
principles for State action in support of changing production patterns with equity. Qutstanding among
these principles are selectivity in the actions of the State, the self-limitation of such actions, the
simplification and decentralization of State intervention, and improvements in the medium-term
forecasting capacity through new forms of planning.

Economic integration, as a process which contributes to changing production patterns with social
equity, will be an aspect that acquires fresh relevance and support in the 1990s. In the context of
the objectives of change in the patterns of production, it is proposed to promote innovation, learning
and the dissemination of technology through the expansion and extension of relations between
enterprises, sectors and institutions at the subregional and regional level, together with the
application of flexible integration instruments and geographical groupings. Liberalization of
intraregional trade, co-operation in transport and in trade facilitation together with the rehabilitation
of payments mechanisms, would expand markets and promote competition, thus helping to create a
svmbiosis between external and regional demand. This would increase competitiveness and the
possibilities of increasing exports to the region and to the rest of the world. All this would be
facilitated by selective co-operation in the field of sectoral policies and through the establishment of
a wider scientific and technological outreach, with joint actions in such aspects as intellectual
property and information technology. Furthermore, it is proposed to explore the possibilities of
making use of joint trade liberalization, perhaps by selectively binding tariffs, as a negotiating
instrument for guaranteeing access to external markets. Emphasis is also placed on the need to
strengthen the institutional basis of integration, with greater participation of the various tyres of
actors, both public and private, in the decision-making process.
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II. THE STARTING POINT: RECENT EVOLUTION AND CURRENT SITUATION
OF THE LATIN AMERICAN AND CARIBBEAN ECONOMIES

The term "lost decade" was used in past assessments to illustrate the extent of the economic
setback suffered by the vast majority of the countries of the region. Even if economic performance
for the fact is that at the end of 1989 the region’s average per capita gross domestic product was 8%
lower than it had been in 1980 and was the same as that of 1977 (see table II.1 and figure IL.1). If
to this is added the fact that such decline had a markedly regressive bias, then it can responsibly be
asserted that, in terms of the level of material well-being of the Latin American and Caribbean
population, the 1980s witnessed a decline of capital proportions.

However, such mixed trends do not adequately reflect the significance of a decade which will
surely go down as a landmark or turning point in the region’s economic history. The term “crisis” js
applicable to the performance of the vast majority of the economies and also to the re-emergence of
various long-standing failings and shortcomings that were highlighted by the highly unf avourable
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Table I.1
LATIN AMERICA AND THE CARIBBEAN: PER CAPITA GROSS
DOMESTIC PRODUC
(On the basis of figures in dollars at constant 1980 market prices)
1981 1982 1983 1984 1985 1986 1987 1988 1980®  1981-
1989

Latin America
(excluding Cuba) -1.9 -35 -5.0 12 13 14 0.7 -15 -1.0 -83
Oil-exporting
countries 33 -3.1 -14 0.1 0.1 33 -1.0 08 26  -142
Bolivia -1.7 6.9 9.0 -3.0 -28 -5.6 0.6 0.0 04 -266
Ecuador 0.9 -1.7 -3.8 20 21 0.7 -115 14.1 -2.0 -1.1
Mexico 6.1 -3.0 6.5 12 02 60 038 -1.1 0.8 -9.2
Peru 1.6 -23  -141 21 03 62 46 -109 -124 -24.7
Trinidad .
and Tobago -1.8 -1.2  -150 49 4.5 43 83 49 -53 408
Venezuela 4.0 4.0 8.1 42 -1.0 31 0.5 21 -108 249
Non-oil exporting
countries -53 -39 -3.4 1.9 22 44 1.6 -1.9 0.1 4.8
Antigua

" and Barbuda 35 0.8 4.1 6.2 64 7.1 7.4 63 - -
Argentina -84 -72 11 09 -5.9 44 0.5 4.4 6.7 235
Bahamas -10.6 6.2 15 5.1 35 -0.2 33 28 - -
Barbados -23 -52 00 32 0.6 4.7 24 2.6 22 8.1
Belize 08 -2.6 -39 0.9 0.1 0.2 113 55 - -
Brazil 6.5 -1.6 -5.6 28 6.1 52 15 -24 0.9 -0.4
Colombia 0.1 -1.1 02 1.7 1.7 49 37 1.6 0.9 13.9
Costa Rica 53 -100 03 438 -21 24 25 0.1 23 6.1
Cuba ® 33 43 6.5 39 03 4.7 1.0 04 335
Chile 35 -145 22 43 0.7 36 37 53 6.7 9.6
Dominica 5.0 25 0.7 54 03 56 54 43 - -
El Salvador 9.6 6.5 03 13 0.5 -12 08 04 -3.1 -17.4
Grenada 09 54 02 39 43 45 39 32 - -
Guatemala -1.8 -6.1 -54 -28 -33 26 0.7 0.8 08 -182
Guyana 26  -126  -11.7 03 08 -16 -1.1 4.6 -36  -33.1
Haiti 4.5 -5.1 -12 -14 -15 0.8 -2.1 -2.1 -16  -186
Honduras 2.7 -54 36 -12 -19 16 0.7 0.7 07 -120
Jamaica 12 -15 04 -22 6.9 1.0 41 -1.0 0.5 -58
Nicaragua 20 4.0 12 48 -73 43 40 -111 64  -331
Panama 1.7 27 22 26 26 13 0.1 -182 20 -172
Paraguay 53 40 6.0 00 0.9 -33 14 36 26 0.0
Saint Kitts
and Nevis 52 6.1 -1.1 6.6 57 41 44 49 - -
St. Lucia 0.5 13 23 34 43 42 14 34 - -
Saint Vincent and
the Grenadines - 69 33 48 42 37 62 48 64 - -
Suriname 68 438 4.7 -33 03 £.1 93 -13 - -
Domini
Republic 15 -1.1 25 20 4.1 08 47 0.7 0.7 20
Uruguay 08 -106 46 -19 04 72 58 04 01 =72

Sowsee: Br1AC, on the basis of official data.
* Preliminary figures. 'mwmwm(uwmmmrgmq
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Flgure 1.1

LATIN AMERICA AND THE CARIBBEAN: PER CAPITA GROSS DOMESTIC PRODUCT
(Cumulative percentage verlation, 1981 -1989)
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between the previous pattern of development in Latin America and the Caribbean and an
uncompleted but undoubtedly different phase which will mark the f uture development of the region.
The “lost decade”™ was also a decade of painful learning, and could possibly be equated with historical
situations which all countries of late industrialization went through. It could ultimately turn out to be
the decade that put the region back on its way to recovery and development on new bases,

This chapter attempts to describe the main failings that emerged in the 1980s. There are at
least five main interrelated characteristics that should be pointed out, albeit briefly. The first is the
slowdown in economic growth; the second, the persistent macroeconomic imbalances; the third, the
regressive nature of the adjustment; the fourth, the marked weakening of the public sector; and,
finally, the decline in capital formation.

a) The slowdown in economic growth

With substantial differences in degree from country to country, the main sources of economic
growth of the past three decades —i.e., an expanding export sector dependent on primary
commodities, industrialization that was basically fuelled by internal demand, and sustained growth in
investments (especially public investments)-— tended to slow down or even stagnate completely.

In the export sectors of most of the countries the value, though not the volume, of external
sales of traditional products fell considerably due to the decline in unit prices; thus, the value of
total exports stagnated or declined in 11 of the 19 main countries of the region. The decline in
demand for basic commodities was not only due to a long-standing cyclical downturn but also
reflected substantial changes in the structure of such demand.?2 According to ECLAC calculations, a
weighted index of the real prices of 27 commodities exported by the region (including f uels) showed a
decline of over 25% between 1980 and 1989. Without fuels, the decline stood at 20% (see table I1.2
and figure I1.2).

Behind these indicators lies the fact that there is a basic discrepancy between the structure of
demand, production and technology of the international economy and the composition of Latin
American exports. That discrepancy had been growing over the decades but became more pronounced
in the last few years as a result of more rapid rate of world technological change.

The foregoing explains, among other aspects, the gradual decline in the region’s relative position
in world trade which worsened in the 1980s. In 1960, the value of total exports of Latin America and
the Caribbean accounted for about 7.7% of world exports. Twenty years later, that figure had declined
to 5.5%, while in 1988 it stood at 3.9%. The region’s share of imports, for its part, declined from 7.6%
in 1960 t0 5.9% in 1980 and to 3.3% in 1988. These figures reflect not only the decline in the level of
economic activity but also the deterioration in the bargaining power of the countries of the region.

It should be noted, moreover, that intraregional economic integration was able only temporarily
to lessen the recessionary effects produced by the external sector; in the end, regional economic
integration became yet another victim of the crisis. The combination of exchange rate instability,
shortage of foreign exchange and reduced real income, together with the limited scope for reducing
the impact of such factors on trade between the countries, caused drastic declines in intra-Latin
American trade during the first half of the 1980s (see table 11.3).

With regard to industrialization, it was observed that the value added in this sector grew
faster than the product during periods of expansion but that it declined faster than the product
in periods of recession, at least in those countries where production is basically geared
to meeting domestic demand. In the 1980s, the relative share of industrial value added in the total



15

Table 12

LATIN AMERICA AND THE CARIBBEAN: PRICE INDEXES OF MAIN COMMODITY
EXPORTS, 1981-1989
(1980 = 100)

1981 1982 1983 1984 1985 1986 1987 1988 1989

1. Foodstuffs 76.4 575 61.6 522 45.6 50.5 534 65.1 66.9
Soya meal 96.0 83.0 90.4 749 59.7 70.2 772 101.7 96.7
Wheat 100.9 91.8 89.9 87.1 78.4 653 65.1 832 972
Maize 86.1 653 771 79.5 643 528 520 64.6 68.4
Sugar 589 294 29.5 18.1 14.1 212 235 355 429
Beef 89.1 86.1 879 815 7.5 75.5 859 90.7 89.6
Bananas (1.1) 1072 100.0 1153 98.7 101.6 107.1 99.7 1199 1337
Bananas (1.2) 105.6 101.1 111.8 104.3 100.8 1214 145.7 1348 107.9
Shrimp 95.7 134.8 130.4 114.1 1033 127.2 113.1 122.8 118.1
Cocoa 79.8 66.9 814 92.0 86.6 79.4 76.7 61.0 50.7
Fish meal 927 70.0 89.7 74.0 555 63.6 76.0 1079 80.4
II. Beverages 84.9 79.8 76.8 81.5 833 118.9 63.1 72.4 65.7
Coffee (2.1) 813 831 79.2 824 86.0 1231 68.9 75.6 70.9
Coffee (2.2) 893 68.8 68.4 7.7 72.7 110.7 50.9 58.4 52.7
Coffee 2.3) 83.1 90.7 853 93.5 94.4 125.0 72.8 876 773
III. Oils and
oilseeds 933 80.0 9”8 103.9 823 66.1 67.4 94.4 88.6
Soya oil 84.7 74.8 88.1 1223 95.6 572 559 715 724
Soya 974 825 95.1 952 76.0 70.3 72.8 102.4 96.3

1V. Agricultural and
livestock products 9”2 86.8 93.6 91.7 826 80.1 95.0 97.2 1023

Cotton 91.1 773 90.0 853 65.6 56.1 80.8 674 78.9
Hides and cattle 73.9 718 84.1 102.5 86.7 75.5 82.7 1124 112.7
Wool 91.7 79.5 74.1 72.8 723 753 95.2 106.5 100.0
Coniferous wood 938 829 1115 9.8 9.5 107.7 118.1 1103 1209
Non-coniferous wood 873 822 M3 72.1 70.7 975 1166 1236 1261
Tobacco 1128 128.1 130.1 1302 1293 114.7 110.1 113.5 122.0
V. Minerals 854 789 778 s 71.1 67.7 7.0 1006 1148
Bauxite 101.8 98.0 845 716 773 77.7 775 77.6 776
Copper 80.1 68.1 33 634 65.2 63.2 819 119.6 1344
Tin 843 76.4 77.4 729 712 339 41.0 42.8 543
Iron ore 90.6 9%3 88.1 85.0 834 80.5 81.7 85.0 975
Silver 511 386 55.6 396 299 26.6 34.1 318 26.9
Lead 802 603 47.0 489 432 438 65.9 72.4 72.7
Zinc 1110 976 1003 117.4 99.1 934 1048 162.7 2249
VL. Petroleum and

petroleum products 1135 111.1 98.1 93.0 91.7 474 599 528 6435
Crude petroleum 1159 1159 1015 978 958 474 615 529 652
Petroleum products 1070 984 892 802 80.9 476 556 525 628

VII. Total, excluding

petroleum and

petroleum products 823 M4 726 688 64.1 725 65.1 78.1 805
VIIL Grand total %2 91.2 85.7 8L1 782 59.7 624 652 723

So-e:mc,onmebasisofofﬁu'alﬁgmu.
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Flgure 11.2

LATIN AMERICA AND THE CARIBBEAN: PER CAPITA GROSS DOMESTIC PRODUCT

AND EXPORT PRICES
(Indexes 1980=100)
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Table I13
LATIN AMERICA AND THE CARIBBEAN: INTRAREGIONAL EXPORTS
(Intraregional exports as a percentage of total exports, FOB)

1970 1980 1981 1982 1983 1984 1985 1986 1987 19882

Argentina 210236 193 203 140 182 186 238 215 203
Bolivia 89 367 425 518 550 528 601 645 578  sam
Brazil 16 181 191 150 103 113 96 144 132 119
Colombia 96 166 27 208 11 103 119 107 157 151
Chile 22285 216 193 119 150 144 172 174 135
Ecuador 100202179 22 183 99 93 96 129 148
Mexico 95 S8 97 84 76 61 53  s59° 77 45
Paraguay 82453 502 08 402 319 274 572 488 293
Peru 65 212 127 112 104 119 141 145 176 145
Uruguay 126 373 267 308 23 264 280 391 304 273
Venezuela 25 98 145 152 140 130 125 95 113 97
Total ALADI 25 154 164 150 w7 0S5 w0 1B5 135 13
Costa Rica B8 343 332 280 290 260 28 171 161 168
El Salvador 317285 272 263 253 231 171 140  188° 193
Guatemala 367326 413 376 344 306 254 221 180" 200
Honduras 70135 172 136 125 102 69 43  63° g5
Nicaragua 274197 161 174 101 1S 92 80  121° 123
Total MCCA B4 216 294 269 250 24 183 136 144 154
Barbados 66 173 28 26 185 172 181 72 111 147
Guyana 1722 277 218 24 159 151 520 70% g9
Jamaica 4176 99 146 144 91 91 76 71 g0
Trinidadand Tobago 99 150 168 189 143 130 117 93 134 142
Bahamas 3920023 21 09 09 22 277 2% g
Haiti 5 11 11 12 33 33 16 24 11° 14
Panama 42192 160 160 131 133 140 117 115 168
Dominican Republic 09 104 84 58 32 53 o7 21 21 23
Suriname 07 101 26 141 140 163 165 149 85 119
Total 28 155 165 153 118 16 11 131 131 11z

Source: ECLAC, on the basis of official figures.
* Preliminary estimates.
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25.2% to 23.8% between 1980 and 1989. Consequently, instead of fueling dynamic growth, the
manufacturing sector aggravated the recession.

However, during that period there were substantial changes within the industrial sector. The
most significant of these was the increase in the export coefficient from 8% in 1980 to 11% in 1987.

in 1980 to 40 million tons in 1987; consumption remained constant at 34 million tons, while imports
declined from 8 to 4 million tons and exports rose from 2 to 10 million tons (see figure II.3).

The change in the productive structure of the manufacturing sector becomes evident when the
global annual growth rate of 0.5% is compared with the annual average decline registered in the

Finally, public investments —the third source of dynamism because of its direct impact and its
backward links on private investment— declined considerably. This point will be taken up again later
on.

b) Persistent macroeconomic imbalances

The macroeconomic imbalances which affected many countries of the region in the 1980s had
characteristics and consequences that were quite different from similar imbalances in previous
decades. They were usually much more pronounced than their predecessors. Although many countries
managed to adjust their trade balances, usually through recessive adjustment policies, few indeed of
them managed to simultaneously combat inflation and reduce their external deficits (see table I1.4 and
figures I1.4, I1.5, I1.6, I1.7 and I1.8).

The factors most responsible for that situation included the external debt service and its
consequences for public sector finances and the current account balance. The situation has been
examined at length in several documents and does not need to be elaborated upon here. It is enough
to state that those countries which had the greatest success in adjusting and stabilizing their
economies were the same ones that managed to transfer resources abroad and significantly improve
the financial situation of the public sector. Thus, when the value of exports produced by State
enterprises rose (as happened in Chile, for instance, with respect to copper) the balance of payments
and the fiscal accounts tended to improve as a direct and immediate result, permitting greater growth
and lower inflation. Conversely, when the value of exports fell (as generally happened in recent years
in the petroleum-exporting countries) the fiscal deficit tended to grow and to heighten the external

imbalance.
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Flgure 11.3
LATIN AMERICA AND THE CARIBBEAN:

(Mlillons of tons)

EVOLUTION OF STEEL CONSUMPTION, 1970—1987
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Table I1.4
LATIN AMERICA AND THE CARIBBEAN: EVOLUTION OF CONSUMER PRICES
(December-December variations)

1980 1981 1982 1983 1984 1985 1986 1987 1988 1989°*

Latin America 561 576 848 1308 184.7 2753 646 198.7 7738 10232
Argentina 876 1312 209.7 4337 688.0 3854 819 174 8 3875 3731.0°
Barbados 161 123 69 55 5.1 24 05 63 44 63€
Bolivia 239 252 2965 3285 21772 81705 660 10.7 215 15.7°
Brazil ¢ 953 912 979 1792 2033 2280 584 3659 9798 1476.1°
Colombia € 265 215 241 165 183 23 210 240 282 27.1%
Costa Rica 178 651 817 107 173 111 154 16.4 253 1391
Chile 312 95 207 26 B0 264 174 215 127 211®
Ecuador & 145 179 243 525 251 244 273 325 857 59.2°
El Salvador 186 116 138 155 98 308 303 196 182 212k
Guatemala 91 87 20 154 $2 315 257 101 120 145°
Guyana 85 290 193 9.6
Haiti 156 164 49 112 54 174 -114 4.1 8.6 59f
Honduras 115 92 88 712 37 42 32 27 6.7 1081
Jamaica 286 48 70 167 312 239 105 84 8.8 16.1¢
Mexico 298 287 988 808 592 63.7 1057 1592 51.7 182°
Nicaragua 248 232 22 355 473 3343 7474 13472 336026 67276°
Panama 144 48 37 20 0.9 04 04 09 03 0.1f
Paraguay 89 150 42 141 298 231 241 320 169  287'
Peru 59.7 727 729 1251 1115 1583 629 1145 17226 29488°
Domini
Republic ! 46 73 72 77 381 284 65 250 576  405P
Trinidad and Tobago 166 116 108 154 14.1 6.6 99 83 12.1 110t
Uruguay 428 294 205 515 661 80 764 573 690  899°
Venezuela 196 110 73 70 183 57 123 403 355 90.0°
Souwrce: Intcrnational Monetary Fund, International Financial Statistic, November 1987, and information provided by the
* thummconcspondm to price variations recorded in recent months up to the month indicated for cach country. ®Co-
10 variations between November 1988 and November 1989, © Corresponds to variations between July
1968 and July 1989. ‘Unuilm,emmspondstovaﬁaﬁminmemmerpﬁccindexinRiodeJaneim;fmm
1980, refers to total national variations. ¢ Until 1980, corresponds to variations in the consumer price
index for manual workers; from 1981 onwards refers to total aational variations including both manual and non-manual
warkers. f Refers to variations between October 1988 and October 1989. % Until 1982, refers 10 variations
in the consumer price index in Quito; from 1983 onwards refers to total national variations. b Refers to varia-
tioas between September 1988 and September 1989. ! Until 1982, corresponds to consumer price index variations

in Sasto Domingo; from 1983 onwards refers to total national variations.
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Flgure 11.4
LATIN AMERICA AND THE CARIBBEAN: MACROECONOMIC INDICATORS
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Flgure 1.5
BRAZIL AND MEXICO: MACROECONOMIC INGICATORS
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Figure 1.6
ARGENTINA AND CHILE: MACROECONOMIC INDICATORS
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Flgure I11.7
COLOMBIA AND VENEZUELA: MACROECONOMIC INDICATORS
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Flgure 1.8
COSTA RICA: MACROECONOMIC INDICATORS
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The macroeconomic imbalance described above affected virtually all the countries of the region,
although to varying degrees, and became one more factor for classifying economies. Thus, to the
traditional classifications of large and small countries, relatively highly or less developed countries,
countries with high or low export coefficients or degrees of industrialization, net oil-exporting and
oil-importing countries, heavily or slightly indebted countries, a new category has now been added:
countries that have advanced considerably in applying adjustment programmes and those that have not
done so. The economic imbalances had other consequences that are worth mentioning: for instance,
economic policies have focused more on correcting short-term imbalances (particularly inflation) than
on achieving growth and promoting structural change. Furthermore, the State’s ability to handle and
conduct economic policy has been considerably weakened by the shortage of foreign exchange.

¢) The regressive nature of adjustment and the deteriorating social situation

The social cost of the adjustment described in the paragraphs above has fallen disproportionately
on workers and the middle-income strata, who have made the bulk of the sacrifice associated with
the "stagflation"” syndrome. Indeed, one of the most striking aspects of the 1980s is the extent of the
adjustment in distribution and the intensity of the sacrifice made by the most under-privileged
segments of the population.

The persistence of the demographic trends of previous decades helps to explain the regressive
nature of the adjustment. Although the ma jority of the economies stopped growing, the population
continued to increase. At the beginning of the decade, there were 362 million people in the region;
by the end of it, they had increased to 448 million. Furthermore, as a result of the gradual
incorporation of women into the labour market in addition to the population growth rate of previous
periods, the economically active population grew at an average rate of 2.8% a year. In general, the
figures available show that although open unemployment increased, it was not proportional to the
decline in economic activity. A bigger increase in unemployment was partially avoided at the cost of
a deterioration in the quality of jobs (especially in urban areas), an increase in jobs in small and
micro businesses (probably stimulated by the decline in real wages), and a rise in the number of
own-account workers. In other words, there was rapid growth in the informal labour market, and the
relative volume of jobs grew most in the sectors where there was the greatest deterioration in the
level and stability of income.

The slowdown in economic growth, the above-mentioned changes in the employment situation
(which were accompanied by a deterioration in real wages in most of the countries), and cuts in
public spending were jointly responsible, one way or another, for the increase in extreme poverty,
particularly in urban areas. It is estimated in very general terms that in 1980 some 112 million people
of Latin America and the Caribbean (35% of the households) were living below the poverty line; by
1986 this figure had increased to 164 million, representing approximately 38% of the households. Also,
in the vast majority of the countries there were islets of modern production, generally associated
with the export of non-traditional goods, which were in sharp contrast to the picture of
backwardness painted in the preceding paragraphs.

The rates of participation of mothers rose significantly in most of the countries of the region,
reflecting a major effort to supplement household income and thus sustain some of the progress
achieved by families in the previous decades. It is possible that such incorporation of mothers into
the labour market has weakened some of their family functions with respect to socialization and
child care and protection. On the other hand, young people have found themselves denied access to
the labour market at levels commensurate with their years of education, and they are increasingly
exposed to patterns of consumption further and further beyond their means.
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The deterioration in the standard of living, coupled with the frustrations of youth, has
frequently led to social tension, one of the many signs of which is the increased delinquency,
particularly in large cities.

Another indication of the region’s economic and social decline is the gver-increasing number of
Latin American and Caribbean migrants, especially to the United States and Canada. This phenomenon
is in addition to the migratory movements caused by political and military conflicts, as in the case of
the displaced persons and refugees in Central America.

The economic crisis has weakened the capacity of substantial segments of the population o
acquire services on the market,and so there has been a rise in the demand for public services in
such vital areas as education and health, but at the same time the tight financial restrictions on the
State sector have caused significant reductions in per capita spending in these fields in most of the
countries of the region. Parallel with this, and also probably as a result of budget restrictions, the
salaries of civil servants have deteriorated faster than those of workers in other sectors of the
economy. Despite this negative economic setting, however, there has been a rise in the number of
personnel per potential user (ratios of doctors to patients and teachers to pupils) in each of these
social areas, while some major indicators of results have also improved: infant mortality has declined,
more students are enrolled in the secondary and tertiary levels of education, and more pupils move on
from the primary to the secondary levels.

A balanced examination of this background information from the point of view of weifare and
equity should take into account at least three factors. First, through either the improved { ocussing of
services, greater administrative efficiency, or the introduction of technological innovations that have
brought down the cost of the infrastructure required for providing essential services, some countries
of the region have managed to improve the eff iciency of current public expenditure in the social field
and thus counterbalanced the effects of the reduction in spending (for example, by using oral
rehydration therapy to treat diseases that affect infant mortality). Secondly, the reduction in the real
wages of civil servants, including teachers and health workers, has not led to a reduction in the
ratios of doctors to patients or teachers to pupils: such ratios have in fact increased in some
countries. This may indicate, however, that the increase in potential coverage of services may have
been achieved at the cost of a gradual deterioration in their quality and, in the field of education,
perhaps to a growing discrepancy between the education offered and the requirements of the changes
which are foreseen. There are also grounds for assuming that there may be growing shortages of
resources in teaching and health care. Thirdly, the consequences for the welfare of the population
likely to result from the halting of investments in facilities or technological resources can only be
felt during the next decade, but they will have extremely adverse potential implications for changes
in the pattern of production.

d) Weakening of the public sector

With very, very few exceptions, the public sectors of the region went into crisis during the
decade. The excesses that had been committed in previous decades, reflected in bureaucracy,
inefficiency and misallocation of resources, were painfully highlighted by the serious financial
restrictions which characterized the economic situation of most of the region’s countries in the 1980s.

At the beginning of the crisis, there was a slump in the collection of fiscal revenue as a result
of the recession, and tax reforms were implemenied to try to counteract its effects. Likewise, public
service tariffs generally lagged behind during periods of inf lation, while current expenditure tended to
grow, partly as a result of interest payments on the internal and external public debt. The financial
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burden of the external debt increased in terms of national currency as a result of successive
devaluations and rises in international interest rates, as also did the burden of the domestic debt,
mostly as a result of exceptionally high interest rates. In the face of the increasing current account
deficits which characterized the regional situation throughout the decade, it was decided to slash
allocations in areas considered most expendable but whose social cost was high, i.e., public investment
and social spending.

The financial problems mentioned above revealed the shortcomings or waste that already existed
and, in many cases, also the critical need to reform and modernize the public sector and strengthen
the State’s capacity to govern. The main options for attaining this goal were the liberalization of
regulations, the sale of franchises, and especially the privatization of public enterprises. In some
cases —the least numerous— it was decided to privatize public enterprises with the explicit aim of
reducing the size of the State sector, but in the majority of cases, this was an expedient to read just
the State’s involvement to the situation of financial austerity and ensure that its activities were
carried on in a smaller field and were implemented more effectively and eff iciently. It also served as
an expedient to cover up the withdrawal of certain subsidies from various groups of the population.

At all events, the weakening of government action during the 1980s means that, in the f uture,
the restructuring of the public sector in general and the modernization of tax systems in particular
will be topics of vital importance in economic policy.

e) The steep decline in investment

A phenomenon linked with the gradual slowdown in the Latin American and Caribbean
economies in the 1980s was the marked decline in net investment in many countries. In
previous decades, the expansion in productive capacity —both for export and for internal
supply— had been based on a relatively high and rising level of private and public investment,
which stood at between 22% and 25% of the gross domestic product (see figure I1.9).

The situation in the 1980s was very different. As a result of the decline in the terms of trade
and the rising external debt service, which was accompanied almost always by a decline in the
inflow of external capital, net potential investment resources shrank considerably. Thus, the region’s
net investment coefficient dropped from nearly 23% in 1980 to 16.5% in 1988 (see table II.5 and
figure I1.9). This phenomenon affected the majority of the countries, although not all of them. It also
reflects the generally adverse evolution of public finances that has already been mentioned.

Furthermore, the way in which the fiscal deficit was financed created unf avourable expectations,
made private investments difficult, reduced the public sector’s financial leeway and, in general,
created a vicious circle that fuelled the crisis. Thus, in some cases the availability of credit for the
private sector was reduced through the use of forced savings mechanisms within a context of
financial repression which provoked flights of capital. In other cases, public debt certificates were
issued in situations where they helped to signif icantly increase interest rates while at the same time
generating expectations of future taxes. There were also cases where money was simply printed as
required, thus stimulating demand, raising inflation and causing a foreign exchange crisis. Many
countries are currently faced with the problem of increasingly obsolescent production facilities and an
alarming deterioration in the physical infrastructure as a result of the above-mentioned trends.

The following chapters will examine how such characteristics of the current Latin American and
Caribbean economies hinder development, and proposals will be put forward on how to overcome
these problems. ’
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Figure 11.9

LATIN AMERICA: GROSS FIXED CAPITAL INVEST MENT AS A PERCENTAGE

OF THE GROSS DOMESTIC PRODUCT
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Table I1.5
LATIN AMERICA: INVESTMENT COEFFICIENT
(Gross fixed investment as a percentage of the gross domestic product. )*

1980 1981 1982 1983 1984 1985 1986 1987 1988°  1989°
Latin America 227 225 20.0 166 159 162 168 168 16.5 16.4
Argentina n2 196 15.1 14.0 124 115 118 132 11.7 9.9
Bolivia 142 138 102 11.0 104 95 9.5 9.7 96 10.1
Brazil 29 21.0 195 16.9 162 16.7 190 183 17.6 179
Colombia 16.8 174 178 176 172 15.7 158 149 153 149
Costa Rica 239 184 143 15.1 17.7 18.5 19.0 204 18.7 18.6
Chile 16.6 18.5 14.0 12.0 123 138 14.1 155 16.0 172
Ecuador 23.6 211 210 15.7 143 146 145 17.0 13.8 129
El Salvador 13.6 132 12.6 116 116 12.6 134 143 139 138
Guatemala 16.4 17.5 16.2 120 109 103 10.7 119 129 142
Haiti 16.9 204 182 183 188 20.7 203 199 189 19.6
Honduras 242 18.6 156 179 209 20.0 16.5 148 156 15.5
Mexico 2438 26.5 22 16.6 170 17.9 164 16.1 16.9 17.8
Nicaragua 14.6 22 18.0 18.0 18.7 198 18.7 19.1 20.9 18.6
Panama 243 273 263 204 19.0 194 20.6 202 10.6 104
Paraguay 27.2 29.5 243 20.6 20.1 194 20.0 20.4 19.8 19.8
Peru 235 26.1 255 20.5 184 16.1 17.7 189 18.0
Dominican
Republic 23.6 20.8 178 19.7 19.8 18.9 204 263 283
Uruguay 16.7 16.0 15.1 108 95 73 76 8.6 89 9.0
Venezuela 252 263 25.6 199 16.4 17.1 184 17.8 179 145
Source: BCLAC, on the basis of official figures.
* Gross fixed investment equals gross domestic investment less accumulated stocks.

® Preliminary figures.
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Notes

1 See for example: ECLAC, Latin American and Caribbean development : obstacles, requirements
and options (LC/G.1440-P), "Cuadernos de la CEPAL" series, No. 55, Santiago, Chile, June 1987,
United Nations publication, Sales No. E.87.11.G.9, especially pp. 17-19; ECLAC, Towards sustained
development in Latin America and the Caribbean: restrictions and requisites (LC/G.1540-P),
"Cuadernos de la CEPAL" series, No. 61, Santiago, Chile, January 1989, United Nations publications,
Sales No. E.89.11.G.3, especially pp. 17-23; and also the Preliminary Overview of the Latin
American Economy, which is presented every December (especially the last part).

2 Over and above the familiar phenomenon of low income elasticity of demand for such products
on the world market, demand for many of the food items and drinks has also been affected by a
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. THE MAIN CONDITIONS FOR CHANGING PRODUCTION PATTERNS
WITH SOCIAL EQUITY

In the following chapters of this document, strong emphasis is placed on the domestic effort needed
to reverse the crisis of the 1980s, and proposals aimed at changing production patterns within a
context of greater social equity are explored. No matter how great and well-conceived this effort may
be, however, its results will depend on a certain minimum set of conditions regarding the functioning
of the world economy. In other words, the external environment will continue to exert a decisive
influence on the performance of the economies of the region. The international economy is therefore
one of the factors conditioning the degree of success that the Latin American and Caribbean
countries can achieve in bringing about changes in production patterns together with social equity.

The conditions of the external environment are intertwined with others of domestic origin which
they help to intensify. Among the latter are, in particular, the maintenance of the macroeconomic
balances, which involves the solution of one of the outstanding problems of the 1980s; the
improvement of development financing in contrast with the severe restrictions imposed in recent years
by the transfer of financial resources abroad, and, finally, the maintenance o f social cohesion and the
consolidation of the processes of democratization, all of which can have unsuspected repercussions on
the formulation and application of economic policies and strategies. The strategy of change in
production patterns proposed in this document is conceived within the framework of these initial
conditioning factors, but its content is also aimed at ensuring the long-term stability of the
macroeconomic balances and attaining greater social consensus.

The sections below contain some comments and appraisals on each of these factors conditioning
change in the region’s production patterns with social equity.

A. THE INTERNATIONAL ENVIRONMENT

1. The external environment and the economic evolution of
Latin America and the Caribbean

The influence of the external environment on the economic evolution of the region has always been
of fundamental importance. There is no need to go back to the primary export economies of the 19th
century and the early 20th century or to go into detail about the process of industrialization through
import substitution, for there are more recent situations which back up this assertion.

It is sufficient to recall the early years of the 1980s, when there were striking turnarounds in
the economic policy of the developed countries, which sought to combat their situations of stagflation
through restrictive monetary policies. In the United States in particular, where inflation had reached
unprecedented levels, the very sharp rise in interest rates, together with the rise in the value of the
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dollar, succeeded in checking the inflationary tendencies, but only at the cost of a recession which
was paralleled to a greater or lesser extent in all the countries of the Organization for Economic
Co-operation and Development (OECD) during the period 1981-1982. There is no need to enlarge on
the dramatic subsequent results of this turnaround —especially for Latin America and the
Caribbean— since they are all too well known.

The current phase of expansion in the economic activity of the developed countries has been the
longest since the end of the war, although in the 1980s the growth rate has been slower than in
previous decades and many official sources forecast that it will go down still further in 1990.! The
dynamism shown by the economies of the OECD countries, as well as by the recently industrialized
nations, especially those of southeast Asia, has been reflected in a significant increase in the volume
and value of world trade. Most of the countries of Latin America and the Caribbean were not in a
position to take full advantage of the potential impulse offered by this expansion, however. Whereas
in the 1960s and 1970s the growth rate of the countries of Latin America was higher than that of
the OECD nations,? in the 1980s this situation was abruptly reversed and the growth rate of the
industrialized countries was three times that of our region.

Furthermore, the instability and uncertainty implicit in the new practices of giving interest rates
and exchange rates an increasingly important role as variables determining the adjustment of
international trade relations have meant that the "old order” which was set up at Bretton Woods and
remained in force until 1971 has gradually been replaced by a system of "controlled instability".
Although there has been a trend towards some degree of co-ordination of economic policies by the
seven main OECD countries since 1975, in recent years the fiscal, trade and exchange imbalances
between the great creditor countries with massive trade surpluses (Japan and West Germany) and the
great debtor country with a trade deficit (the United States) have contributed to this climate of
uncertainty.

In addition, there are still further phenomena which have contributed to this state of affairs. As
we enter the 1990s, the main factor of future change in the world economy will be the consolidation
and further expansion of the new technologies which are making their appearance, with all their
repercussions in the reorientation of forms of production and marketing at the world level. Another
tendency which is likely to spread in the 1990s is the consolidation or emergence of great economic
blocs in the developed world. The European Economic Community (EEC) will complete its process of
unification —including unification’in the monetary field— in 1992. The United States and Canada are
building up another powerful bloc whose "field of gravity" may increasingly include some other
economies of the region, especially Mexico. The possibilities of a free trade association between
various countries of the Pacific are also being explored.

No less important than this is the astounding acceleration of political détente between East and
West, with striking trends towards liberalization among the countries forming part of the Council for
Mutual Economic Assistance (CMEA). The repercussions of these trends may come to be of crucial
importance, especially in relations between Eastern and Western Europe. The impact of this process
on Latin America and the Caribbean is difficult to predict, however, for although on the one hand
this détente will increase world trade and investment, on the other hand Eastern Europe will absorb
capital for its own process of economic change and will therefore be competing with our region for
the available resources. The question of which of these effects will predominate —that is to say, the
expansion of world trade or the diversion of financial resources— will depend largely on whether or
not it is possible to achieve a satisfactory solution regarding the reduction of the region's external
debt so as to eliminate or drastically reduce the negative resource transfer; in addition, it will
depend on the capacity and possibilities of the countries of the region to take advantage of the new
trade opportunities and to overcome the existing trade barriers by negotiating their reduction or
elimination.
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Finally, another source of major changes in the economic situation of the future will be the
growing economic differentiation among the developing countries. The newly industrialized countries
of southeast Asia have escaped from their peripheral position in the world division of production and
have become major exporters of manufactures. Other great countries of Asia such as China and Irdia
--¢ speecing up the diversification of their productive structures and going out to compete on the
world market for manufactures. The oil-exporting countries, for their part, continue to form a
separate group, although their international weight is now somewhat less. Finally, there are still many
Asian and —in particular— African countries which occupy more traditionally peripheral positions.
Against this background, Latin America and the Caribbean, as a semi-industrialized developing
region, continues to occupy a peripheral position in the world division of production, with more
than 70% of its exports made up of primary commodities (including fuels).

2. Structural aspects of international trade and the
Latin American and Caribbean position

Over the four-year period 1986-1989, the growth rates of the volume of imports of the developed
countries have been much higher than expected, ranging between 6.5% and 9%. Thus, trade has grown
more rapidly than the product. Against this background of recent global dynamism, it is worth taking
a quick look at the nature and breakdown of the fastest-growing segments of international trade.

If we look at the trends over the period 1962-1985, we see that the growth rate of exports of
primary commodities (1.6%) was less than that of natural-resource-based manufactures (mainly
processed foodstuffs), which grew at the rate of 3.7%. Traditional non-natural-resource-based
manufactures, for their part (mainly labour-intensive consumer goods), grew at the rate of 6.8%, while
the highest growth rate, 8.1%, was registered by the new manufactures heavily reliant on research
and development (microelectronics, telematics, biotechnology, genetic engineering and new materials).

It should be noted that the new waves of technical progress are not only reflected in the
appearance of new products, but also in the reorganization of the production of traditional goods
through new processes (robotization, digital control, "just in time" production techniques which make
it possible to reduce stocks considerably, and the emergence of new species through genetic
engineering) which alter the relative degree of use of the different factors or the types of imports
required. This has given rise to another challenge which must be suitably faced by all the developing
countries and by Latin America and the Caribbean in particular.

As already noted, generally speaking the countries of Latin America and the Caribbean have
specialized precisely in the export of those goods whose international trade is least dynamic.
Paradoxically, it is also these goods which tend to run into special trade barriers in the developed
countries, and trade in them is usually particularly prone to non-tariff restrictions.

Much of the trade in high-technology products is the material basis for the growing trade in
non-factor services associated with the expansion of telecommunications and telematics and the
cross-border circulation of all kinds of information traded on the international market. The big
transnational expansion of banking and finance is also based to a considerable extent on these new
technical facilities.

These trends in international trade and the reorganization of production are the frame of
reference in which the efforts of Latin America and the Caribbean to transform and modernize their
production must fit, apart from what may be achieved through international economic negotiations,
particularly those of the Uruguay Round of GATT. In the final analysis, gaining access to the most
dynamic markets means incorporating technologies which are under a high degree of transnational
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control. Without a regional-level effort in the field of research and development supported by or
linked with international technical co-operation and, sometimes, foreign direct investment, it will be
difficult to gain a significant share in the expansion of these markets.

3. Basic commaodities in the exports of Latin America
and the Caribbean

World trade trends are undermining traditional forms of specialization in the production of basic
commodities and changing the relative importance of the respective markets. The medium- and
long-term projections prepared by the main multilateral agencies generally agree that there are no
grounds for expecting a significant recovery in the real prices of most primary commodities, with the
important exception of fuels. This whole process has been heavily influenced by the growing weight
of the developed countries in temperate-zone agricultural production.

With regard to imports, the relative share of the developing countries has increased compared
with that of the developed nations. This fact is of vital importance for evaluating the location of the
most dynamic markets for basic commodities. Although it still represents only one~third of the total
world market, the developing countries’ demand for this type of products —foodstuffs, agricultural
raw materials and minerals— is growing three times faster than that of the developed countries.

On the other hand, the trends already referred to in the technical progress of the developed
countries are tending to bring down the cost of labour, of primary inputs and of energy per unit of
final manufacturing product. The growing recycling of waste materials, the miniaturization of
products, the replacement of traditional materials by new artificial products and the greater efficiency
in the use of inputs —together with the smaller stocks required for the production cycles— all
contribute to this trend.

In the case of traditional tropical-zone food products (coffee, cane sugar, cocoa, bananas) the
consumer market in the developed countries is beginning to show signs of saturation, with levels of
income elasticity that are extremely low or even negative. The effects of substitution are also
beginning to be felt in the case of some products, as for example the use of fructose instead of
sugar or the growing use of vegetable oils other than those extracted from cocoa beans in the
manufacture of chocolate. In both cases, some of the products which can be used as substitutes, such
as maize and soya beans, are temperate-zone foods produced on a large scale by some of the
developed countries themselves.

Despite the undeniable problems arising from the global situation in question, the
above-mentioned changes will nevertheless create new market opportunities for commodities in the
fields of both foodstuffs and raw materials. These opportunities must not be wasted, especially as
increased export possibilities may arise in the short or medium term without necessarily involving the
need for foreign capital or technology.

Apart from taking advantage of some favourable aspects of specific markets (the so-called
"niches"), the developing countries will undoubtedly need to keep a close watch on the profound
changes taking place in the industrial activities of the centres. This is particularly important in the
field of new materials, so as to be able to anticipate future demand trends for the imports required
for the manufacture of fibers, the new ceramic materials, plastics and other compounds, and the ways
in which these trends are likely to affect demand for traditional raw materials.

The differing forms of evolution of the markets in the developed and developing countries may
help in this transition. Thus, the traditional primary products will probably remzin in demand longer
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in the developing world, in contrast with the slackening of demand for them in the more developed
countries as the new waves of technological progress continue to transf orm their industrial systems.
In this respect, proper use of the Latin American and Caribbean market itself would appear to be an
option that should clearly be explored. Indeed, this option could assume great importance when the
economies of the region overcome their present crisis and resume the minimum rates of development
required.

4. Protectionism as a tax on changing production patterns

The protectionist barriers erected in the markets of the developed countries are an important factor
standing in the way of the potentially positive effect of the growth of international trade on the
transformation of the production patterns of Latin America and the Caribbean.

In the GATT negotiations, the developing countries have drawn attention to various international

trade problems which are adversely affecting multilateral discipline. Among these are the failure of

trade in agricultural products; the fact that agreement has not been reached on a binding code
regarding countervailing duties; the absence of binding GATT rules on agricultural products; and the
lack of special measures to reduce the use of progressively rising tariffs and voluntary export
restrictions,

The trade barriers applied by the developed countries tend to be greater with regard to imports
of manufactures from developing countries than those from other developed countries, and the tariffs
applied under the most-f avoured-nation principle tend to be higher in the case of products exported
on a substantial scale by the developing countries. The highest rates are f requently concentrated in
textiles, clothing, footwear and some petrochemical products of interest to the developing countries,
while the Generalized System of Preferences frequently excludes the developing countries’ main
industrial exports.

A particularly serious matter is that of the diff. erential protectionism against products of higher
added value which could be exported competitively by the developing countries. In practice, this type
of protectionism is a veritable international tax on increased added value: that is to say, a tax on
changes in production patterns. The selective protectionism applied to the developing countries
impedes the emergence of new exporters who often try to take over the positions that the newly
industrialized countries abandoned precisely because of such protectionism.

In the last few years, the fear has arisen that economic and trade blocs may be created because
of the increase in bilateral trade agreements, the adoption of bilateral reprisals, and some trade
measures adopted within the regional groupings. The US. Omnibus Trade Expansion and
Competitiveness Act of 1988 provides for the holding of bilateral negotiations to improve market
access, and if these negotiations do not go well this could have a significant impact on the region’s
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external trade with that country. Likewise, in accordance with the Single European Act of 1986, the
EEC will form a single internal market in 1992. The programme of reforms of the internal regulations
governing the movement of goods and services will affect trade practices and their effect on the
degree of openness of the European market can only be a matter of conjecture.

With regard to the trade in services, the negotiations are currently in full swing. In this
connection, the developing countries have put forward several desirable conditions, including relative
reciprocity, the undesirability of automatically transferring the rules on the trade in goods to the
trade in services, non-discrimination between factors, and the establishment of strict discipline and
objective criteria for the application of anti-dumping measures.

5. The main challenges in the area of international finances
and the external debt problem

Within the present international financial system there are various features worthy of special
consideration from the point of view of their effects on Latin America and the Caribbean. Firstly, the
various national currencies used as international reserves are constantly subject to different degrees
of exchange instability, which are kept within margins considered to be acceptable by the
governments of the Group of Seven through the co-ordinated action of their central banks. In
practice, what is operating is a system based on a U.S. dollar standard with varying exchange
parities, within which the German mark and the Japanese yen are other important reserve currencies
while the role played by Special Drawing Rights (SDR) is of little significance. These exchange
variations change the competitiveness of Latin American and Caribbean exports within extremely
short spaces of time.

Secondly, the creation of international liquidity is irregular and is largely dominated by the
actions of national and transnational private agents, with supranational control over this function
being quite limited. Even the actions of the monetary authorities of the Group of Seven have little
influence in this process. Furthermore, the expansion of international liquidity is not regulated as a
function of the development of the world economy and still less as a function of the special needs of
the developing countries.

Thirdly, the history of international finance in recent years has been characterized by serious
imbalances in the external accounts of some industrialized countries, while the demands made on the
countries to correct their macroeconomic imbalances are structurally asymmetrical. At the present
time, the United States trade and fiscal deficits have been fluctuating around USS$10 billion per
month, which represents a situation of serious imbalance. This can only be maintained and financed
through capital transfers in amounts similar to those mentioned above, which are generated in the
two great economies registering sustained balance-of -payments surpluses, namely Japan, followed by
the Federal Republic of Germany. This heavy transfer of resources among the three main
market-economy industrialized nations, although mostly carried out in the form of loans, also takes
place through the growing foreign investments in the United States. An eloquent illustration of that
curious form of equilibrium, which has already been kept up for eight years now, is that on the one
hand the total federal debt of the United States is estimated to be close to its annual gross
domestic product, while on the other hand the commercial banks of Japan have come to occupy a
dominant position in world financial affairs, to such a point that of the ten largest commercial banks
in the world, nine are from that country.

At the same time, in order to make this transfer of capital resources from Japan and West
Germany to the United States attractive and feasible, it is necessary that the interest rates on loans
and the profitability of investments in the sphere of international finances should be relatively high
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in real terms. Thus, the flow of resources to the United States, which is a prime debtor with great
economic potential, in practice establishes a minimum internationally acceptable level of capital yield.

This is the context of the real and financial problems generated by the external indebtedness of
the countries of Latin America and the Caribbean and especially of those countries which are heavily
indebted to the international private banking system. Whereas this debt gives rise to heavy servicing
commitments, new financing has significantly contracted, and in the case of most of the countries of
the region the private banks limit themselves to making a few "involuntary" loans in connection with
the restructuring of the debt. At the same time, the contribution of the multilateral credit agencies
has gone down —and even in many cases become negative— while the payments of interest and
principal on the debts accumulated in previous periods are constantly growing. Likewise, the financial
contribution made by foreign direct investment has gone down as part of the general situation of
recession characterizing the region.

As a result of the simultaneous presence of the foregoing elements, together with the generally
unfavourable trading situation of the countries of the region, exemplified by the deterioration in the
terms of trade, an unprecedented state of affairs has arisen in the 1980s whereby Latin America and
the Caribbean as a whole have become a region which is a net exporter of financial resources. Thus,
it is calculated that in the last eight years this cumulative transfer came to over US$200 billion.
The excessive level of indebtedness has played a decisive role in this phenomenon, so that finding a
solution to that problem has assumed top priority in the external economic relations of most of the
countries of the region.3

With regard to possible external financing for Latin America from the multilateral credit
agencies, it is true that the emergence of more favourable prospects will depend largely on the
effectiveness of the adjustment policies followed in the various countries of the region and on their
effective generation of suitable investment and development projects. It is equally true, however, that
those agencies need to replenish their capital in order to be in a position to meet the growing
demand for fresh financial resources.

6. Foreign direct investment and access to technology

The share of Latin America and the Caribbean in total world direct investment has gone down
substantially since the onset of the external debt crisis, so that in the period 1986-1987 it came to
only 5.3%, compared with 12-13% in the period 1977-1981.

The transformation of the region’s production patterns could benefit from an increase in f. oreign
direct investment in sectors that further the introduction of technical change and especially those
that generate exports. This would also offer possibilities of trying out new forms of association
between national and external capital.

Forms of foreign direct investment capable of furthering the above objective must promote an
effective contribution of capital, technology and managerial capacity to the recipient economies, as
well as possibly facilitating access to external markets. In this respect, it is the responsibility of the
various national legislations to establish suitable systems of incentives and regulation of the foreign
investments which may be received by the various Latin American countries.

There are two aspects which call for comment in this connection. On the one hand, it would
Seem obvious that foreign investments can play a more dynamic role of supplementing investments and
favouring technological innovation if they really do represent new investments and not the mere
burchase of existing assets and/or enterprises. On the other hand, when foreign investments arise
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from external debt conversion operations and the investors acquire the debt paper on the market at a
price far below its nominal value, in practice this represents a revaluation of it, because the value
fixed by the authorities for them is close to their nominal value. When this takes place, all that is
happening is that external indebtedness is being replaced by foreign investment without permitting
the debtor country to share in even part of the discount at which the external debt paper is being
traded on the secondary markets.

In the area of technology, the developing countries are faced with a variety of obstacles to
their access to modern technology, especially as regards information systems, since such access is
conditioned or influenced by financial, technical or legal factors. In this respect, the developing
countries have pointed out the need to prohibit measures and practices which restrict or impede
access to information networks and distribution services, as well as to the technical innovations in
this sector; to eliminate measures which impede or limit free choice in the acquisition of technology
or restrict access through price manipulation; to facilitate the training of local personnel; to promote
the participation of national suppliers in the research and development activities of foreign suppliers;
and to establish focal points on the supply of technological services in the industrialized countries
and on the demand for such services in the developing countries.

B. THE MACROECONOMIC BALANCES

In the 1980s, macroeconomic imbalances reached unprecedented levels. Moreover, these imbalances
occurred simultaneously on the external, fiscal and production levels, being reflected in the form of
foreign exchange constraints, high rates of inflation, low investment and underutilization of installed
capacity. Furthermore, as noted in the preceding chapter, both the outbreaks of inflation and the
attempt to restore a balance involved huge social costs which resulted in practice in still greater
inequalities.

A central lesson which emerges from the experience of the 1980s is that, in order to grow in a
solid and sustained manner, it is essential to maintain the macroeconomic balances. Between 1950 and
the first oil crisis, the region suffered from chronic inflation of around 20% per year —although the
current account deficits were less than 1% of the gross domestic product— but this did not prevent
solid, sustained growth of 2.5% per year in the per capita product (see table IIL.1). In the 1980s,
however, many countries registered current account deficits equivalent to over 4% of the product and
inflation rates of three and even four digits: imbalances which clearly go beyond all tolerable limits,
both economically and socially. Indeed, such imbalances make it virtually impossible to carry out the
rational processes of calculation or economic evaluation needed in order to effect transactions and
investment plans. > ‘

The experience of the region also shows that it is not only the macroeconomic upsets themselves
which are costly, but also the programmes that have to be applied to restore a balance, for although
it is theoretically possible to design non-recessive stabilization and adjustment programmes, in
practice such programmes have turned out to have contractionary effects, and this is particularly
marked in the case of external imbalances, since the longer they last, the more costly the subsequent
adjustment is. Moreover, the confidence and credibility needed to ensure the resumption of solid
growth are not recovered instantly through the restoration of the basic balances, but require that
the latter should be fully consolidated, as shown by the experiences of Bolivia after 1985 and Mexico
after 1987. Finally, when one stabilization attempt fails, the next attempt made is likely to be even

more costly, as suggested by the various stabilization efforts made after the failure of the Austral,
Cruzado and Inti plans in Argentina, Brazil and Peru, respectively.
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Table III.1

LATIN AMERICA; GROWTH, INFLATION AND EXTERNAL IMBALANCES,
1950-1988

(Annual averages Jor each period)

1950-  1955- 1960- 1965- 1970- 1975- 1980- 1982-
1954 1959 1964 1969 1974 1979 1981 1988

1. Annual growth rate of
per capita GDP 2.0 1.9 2.8 2.7 4.3 3.1 1.0 -0.8

2. Annual rate of inflation a/ 13 17 25 19 23 50 57 240
3. Current account deficit/GDP 0.3 0.7 0.6 0.8 1.5 3.2 4.6 1.2 b/
4. Net inflow of capital/GDP 0.4 0.7 0.5 1.0 2.3 4.4 4.5 1.4

5. Net resource transfer/GDP ¢/ -0.3 -0.1 -0.2 -0.3 0.3 1.4 1.5 -4.0

2/ Average of national inflation rates, weighted by the population of each country,

b/ 1983-1988, since much of the adjustment was still not complete in 1982 and the ad justment was
still being financed from the reserves,

¢/ Positive figures represent a transfer to Latin America; those preceded by a minus sign represent
transfers abroad.

sufficient condition to ensure growth, but it is nevertheless a very necessary condition. In the 1980s
it became abundantly clear that the production capacity, the amount of resources that the public
sector can procure, and the availability of foreign exchange impose real limits on macroeconomic
Mmanagement. Thus, although all the countries of the region were hit by the crisis, growth generally
suffered less in those economies where inflation was more moderate or less variable.

It is also necessary to combine pragmatically the stabilization and ad justment objectives with the
objectives of change in the pattern of production, orienting macroeconomic policy towards the
objective of growth. In this respect, a brief analysis is given below of the various instruments for
achieving full use of installed capacity, increasing investment and developing exports.

1. Making full use of the margin for expansion of the product

Despite the serious current imbalances in the public finances and the foreign exchange constraints,
there is still considerable room for expanding the product through a suitable combination of domestic
¢conomic reorganization and better use of the capacity of the economies to generate and/or save
foreign exchange.

In order to take advantage of this_possibility, it is necessary to take account of three central
facts in designing economic policy. The first of these is the acute shortage of foreign exchange due
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to the turnaround caused by the external debt crisis in the transfer of resources, which has forced
the economies of the region to adjust their external accounts by saving on imports, even at the cost
of a drop in the level of domestic activity. Possible reduction of the external debt is an essential
complement to the domestic effort to generate and save foreign exchange. In view of the magnitude
of the negative resource transfer and the most reasonable projections on its evolution in the
foreseeable future, however, it will not be feasible to resume development without a large-scale
domestic effort to promote exports. Consequently, sound export development measures are one of the
most vital elements in any recovery and growth strategy.

The second factor is that of the serious fiscal imbalances. The recent stagnation of many
economies is due to sharp price rises or else to recessions associated with the stabilization plans
applied in order to check outbreaks of inflation which were getting out of control. A high and
persistent fiscal imbalance, financed through inflation, makes growth impossible, not only because of
the adverse effects of the outbreaks of inflation on the level of activity, but also because of its
particularly negative effect on investment demand. In such a situation, the level of the product
stagnates and its composition is altered in that there is a drop in the investment coefficient. Thus,
the attainment and maintenance of a sound fiscal situation is the second central component in the
design of a macroeconomic strategy for recovery and growth.

The public deficit depresses investment in various ways. Thus, the expedient of financing the
public debt through money issue pushes up the cost of credit, and this, together with the decline in
the level of activity, inhibits potential investment plans. In the past, attempts have been made to
ensure the availability of cheap credit to cover the public deficit by fixing interest rates, sometimes
at negative real levels, and thus trying to prevent a rise in such rates from aggravating the deficit
still further by increasing the public domestic debt service burden. By keeping down interest rates,
however, such financial repression encourages capital flight and diverts financial saving to informal
channels, severely prejudicing private investment and resource assignment. Moreover, if the deficit is
covered directly by money issue, this tends to set off an outbreak of inflation. The cnormous
variability of relative prices associated with these phenomena encourages speculative operations which
act to the detriment of production and investment.

The third central factor is connected with the margin of idle installed capacity and the high
rate of underutilization of the labour force. If it were possible to overcome the constraints arising in
the external and fiscal areas, there would then be considerable room for economic growth. The
application of a set of policies which bring the economy up to f ull-capacity production could result in
higher levels of per capita product, investment, saving and consumption, as well as higher wages. This
objective naturally calls for the careful management of certain key prices and expenditures, but this
approach does offer promising prospects in the midst of the frustration currently aff ecting the region
as a whole.

2. Exports and investment as two key factors

The concept of recovery can be equated with a phase in which the effective product is close to the
potential product, while that of growth can be equated with the subsequent expansion of both these
variables. The path of recovery must fulfil two objectives. The first of these is that the fiscal and
foreign exchange constraints must be overcome sufficiently rapidly to make a recovery in production
a viable matter. The second is that during the recovery process there should be a gradual rise in the
investment coefficient so that when the economy recovers full use of its installed capacity the
investment coefficient will stand at a level that permits sustained expansion of the product at rates
similar to those which prevailed before the 1980s. It is estimated that, as an average, such a
coefficient would be around 22%.
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In order to achieve recovery and growth, it is essential that the fiscal and external gaps should
evolve in a coherent manner. If it is borne in mind that the difference between the effective and the
potential product of the region may be of the order of 15%, then it will be appreciated that the first
requisite for ensuring that the investment coefficient rises to 22% by the end of the recovery phase
is that per capita consumption should expand significantly slower than the per capita product.4 This
is the only way of reconciling the increases in saving and investment which are required.

In order to ensure that consumption increases at such a moderate rate in spite of the already
extremely low level of consumption of great masses of the Latin American and Caribbean population,
priority attention will have to be given to the way in which the consumption of the high-income
strata evolves. Developments as regards public expenditure, monetary and credit policy decisions and
wages must also be in keeping with this objective. The expansion of government consumption must be
subject to severe limitations, in view of the vital need to maintain the fiscal balance and recover
from the depressed levels of public investment, not only in the infrastructure and other expenditure
complementary to private investment, but also in human capital (education, health). Economic
recovery would give the public sector access to new resources, thanks to the foreseeable increase in
tax revenues, a possible improvement in the financial situation of State enterprises connected with
the domestic market, the presumable reduction in expenditure on unemployment benef its, and the
seigniorage ® deriving from the probable expansion of the real monetary base. In many cases, fiscal
reforms and improvements in tax administration will be required in order to increase tax revenue.
These resources must be managed with extreme prudence, in order to avoid generating fresh
imbalances.

Perhaps the most complex challenge is that of gathering together external resources in order to
help finance recovery and growth. The magnitude of the resources required is all the greater because
investment —the level of which must be raised— involves intensive use of foreign exchange.
Although some further progress may be made in the area of import substitution, it seems clear that
the main burden of the strategy will fall on the capacity of the economies to expand their exports
without affecting the reduction which it is essential to achieve in the external debt service. Without
a major and persistent effort in this direction (this topic is dealt in the following chapters), there
will be little real possibility of recovery and growth.

In short, the resumption of growth calls for a reasonable balance in the public finances, the
initiation of an expansionary cycle headed by exports and investment, and a controlled increase in
consumption and imports. This general criterion is valid for the region as a whole. At the same time,
however, the various national situations cover a very wide and varied spectrum, ranging from
economies which are relatively balanced and/or are making virtually full use of their installed
capacity (Chile, Colombia, Uruguay), to others where there are enormous imbalances and acute
under-utilization of production potential (Argentina, Brazil, Peru). The specific conditions prevailing
in each economy will determine the proper mix of objectives and policies. Economic policy must
give priority to the gradual reduction of the existing gap, that is to say, efforts should be
concentrated initially on fiscal adjustments, the generation and saving of foreign exchange, and
the expaasion of production capacity, depending on which of these three basic balances