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Notes and explanation of symbols 
The following symbols are used in tables in the Review:

(...) Three dots indicate that data are not available or are not separately reported.

( - ) A dash indicates that the amount is nil or negligible.

A blank space in a table means that the item in question is not applicable.

(-) A minus sign indicates a deficit or decrease, unless otherwise specified.

0 A point is used to indicate decimals.

(/) A slash indicates a crop year or fiscal year, e.g., 1970/1971.

(-) Use of a hyphen between years, e.g., 1971-1973, indicates reference to the complete number of
calendar years involved, including the beginning and end years.

References to “tons” mean metric tons, and to “dollars”, United States dollars, unless otherwise stated.
Unless otherwise stated, references to annual rates of growth or variation signify compound annual rates. 
Individual Figures and percentages in tables do not necessarily add up to the corresponding totals, because of 
rounding.

Guidelines for contributors to 
C E P A L  R e v i e w

The editorial board o f the Review are always interested in encouraging the publication o f articles 
w hich analyse the econom ic and social developm ent o f Latin A m erica and the Caribbean. W ith this 
in mind, and in order to facilitate the presentation, consideration and publication of papers, they 
have prepared the following information and suggestions to serve as a guide to future contributors.
— The subm ission o f an article assumes an undertaking by the author not to subm it it simultaneously 
to other periodical publications.
— Papers should be subm itted in Spanish, English, French or Portuguese. They w ill be translated 
into the appropriate language by ECLAC.

— Every article m ust be accom panied by a  short summary (of about 300 words) giving a brief 
description o f its subject m atter and m ain conclusions. This summ ary w ill also be published on the 
ECLAC H om e Page on the Internet.
— Papers should not be longer than 10 000 words, including the summ ary, notes and bibliography, if 
applicable, but shorter articles will also be considered.
— One copy o f the original text should be submitted, accom panied by a copy on diskette 
(WordPerfect 5.1 format). In the absence of the latter, two printed or typed copies should be provided.
— AH contributions should be accom panied by a note clearly indicating the title o f the paper, the 
nam e of the author, the institution he belongs to, his nationality, and his fax and telephone numbers. 
— F ootno tes shou ld  be k e p t to  the  m in im um , as should the num ber o f tables and figures, which 
should not duplicate inform ation given in the text.
— Special attention should be paid to the bibliography, which should not be excessively long. All the 
necessary inform ation m ust be correctly stated in each case (name o f the author or authors, complete 
title (including any subtitle), publisher, city, month and year o f publication and, in the case of a 
series, the title and corresponding volum e num ber or part, etc.).
— The editorial board o f the Review reserve the right to make any necessary revision or editorial 
changes in the articles, including their titles.
— Authors w ill receive a one-year courtesy subscription to the Review, plus 30 offprints of their 
article, both in Spanish and in English, at the tim e o f  publication in each language.
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Institutions and growth:
can human capital

be a link?

T his paper attem pts to  provide a  sounder link betw een institu

tions and econom ic grow th. It does so by i) identifying those 

institutions w hich  m ight m atter the m ost w ith respect to eco

nom ic perform ance, ii) providing a  rationale as to  w hy they 

m ight m atter, and iii) confronting that rationale w ith som e sys

tem atic em pirical evidence. W e postulate that the central and 

com m on characteristic o f  relevant institutions is that they give 

agents a  voice, a  stake in  the system . By doing so, they  increase 

the appropriability o f  benefits or, conversely, reduce the am ount 

o f  rent-seeking. A  com posite  index o f the extent to w hich these 

institutional characteristics aie  attained is constructed for 19 

L atin A m erican countries for the years 1960 to  1986. W ithin an 

otherw ise standard grow th m odel, ou r institutional developm ent 

index is show n to contribute significantly  to the explanation  of 

the variations in grow th rates o f  per capita  incom e across coun

tries and over tim e. Som e determ inants o f institutional develop

m ent, across countries as well as decades, are a lso identified. In 

contrast to  existing studies w hich em phasize a  nexus betw een 

institutional developm ent and per capita incom e grow th operat

ing through physical capital accum ulation, our results suggest 

that a  sim ilar nexus operating through hum an capital form ation 

m ay be stronger.

A P R I L  19 9 6
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I

Introduction

O n the research agenda o f  econom ics, institutions to 
day occupy a rather sim ilar position to that occupied 
by technology forty years ago. A lthough A bram ovitz 
and Solow  were clearly not the first econom ists to 
em phasize their im portance, they were pioneers in at 
least two fundam ental ways. First, they courageously 
dism issed the profession’s belief that the topic should 
be better le ft to others, in this case, to engineers. 
Second, they understood that w ithout an explicit and 
cogent attem pt at quantification, there would be nei
ther a m arshalling o f  talent to research the topic, nor 
any substantial progress. They knew  the profession 
needed some m easure o f its ignorance.

A fter three Nobel prizes, it w ould be difficult to 
find today anyone who believes that institutions 
should be better left to others, presum ably political 
scientists. In the case o f institutions, however, noth
ing is yet to be seen that is anything like the im pres
sive m arshalling o f  talent working on the topic, the 
profession’s enthusiasm , and the sequence o f  m ajor 
breakthroughs that m arked the study o f technological 
change in the 1960s. N ot only does the profession 
still seem  to be looking for the size o f the residual or 
a  m easure of its ignorance, but also the links betw een 
institutions and econom ic growth rem ain very m uch

□  The authors express their appreciation to the Inter-University 
Consortium for Political and Social Research (1CPSR) for sup
plying much of the data used in this study and to the following 
individuals for their many useful comments on earlier versions 
of the paper: Irma Adelman, Jean-Marie Baland, Kaushik Basu, 
Hans Brinkman, Hamid Davoodi, Richard A. Easterlin, William 
Easterly, Joño Carlos Ferraz, Adolfo Figueroa, Giuseppe 
Iarossi, Steve Knack, Michael Lipton, Norman Loayza, Floren
cio López de Silanes, Abraham Lowenthal, Paolo Mauro, James 
McGuire, Hamid Mohtadi, Christian Morrisson, Vai-Lam Mui, 
Mustapha Nabli, Moisés Naim, Mancur Olson, Manuel Pastor, 
Jean-Philippe Platteau, George Psacharopoulos, Lant Pritchett, 
Martin Ravallion, James Robinson, Dani Rodrik, William 
Savedoff, Christopher Scott, Gerald Scully, Erik Thorbecke, 
Douglas Walker, Eduardo Wiesner, three anonymous referees, 
and other participants at the Development Workshops in Na
mur, Belgium, the United Nations Headquarters, the University 
of Southern California, and the First Annual Meeting of the 
Latin American and Caribbean Economic Association (Mexico 
City). While many of the suggestions have been implemented, 
some have not. Hence, in no way can these reviewers be held 
responsible for remaining errors of commission or omission.

underexplored. As a result, w e are left w ith many 
unansw ered questions, am ong them: W hich institu
tions m atter m ost for econom ic growth, and why? 
Can these relevant institutions be measured, and if 
so, how ? Can their effect on econom ic growth be 
dem onstrated? W hat are the determ inants o f these 
institutions? W hat is the link between institutions and 
econom ic growth? C an this link be hum an capital?

This paper attem pts to contribute at least m od
estly to answering these im portant questions, on the 
basis o f the Latin A m erican experience. It begins, in 
section II, by surveying the characteristics o f  institu
tions deem ed im portant to econom ic growth. It then 
describes an essential, central and com mon charac
teristic o f  growth-prom oting institutions: namely, that 
they give agents a voice, a stake in the system, 
thereby increasing the appropriability o f  benefits or, 
conversely, reducing the am ount o f rent-seeking. 
M ore specifically, w e identify the im portance o f an 
institution for econom ic developm ent with the degree 
to which it helps to ensure that the tastes, needs and 
preferences o f the citizenry are reflected in i) the 
organization o f the State, ii) the functioning o f the 
government, and iii) the form ulation and im plem en
tation o f public policies.

Based on this notion, in section III w e construct 
a com parative index o f institutional developm ent 
(CUD) for 19 Latin A m erican countries for the period 
from  1960 to 1986. In section IV  w e incorporate our 
CIID m easure into an otherw ise standard model o f 
econom ic growth. Since the CIID w ould seem  to be 
potentially endogenous, section V  explores its deter
m inants and re-estim ates the growth model using in
strum ents that represent the CUD rather than the index 
itself. Taken together, our results dem onstrate the sig
nificance o f the CIID in explaining economic per
formance and, m oreover, they point to a strong and 
potentially im portant nexus betw een institutional de
velopm ent, hum an capital and growth in per capita 
income. Finally, section VI presents our conclusions.

W hy should the  experience o f  the 19 Latin 
A m erican countries used in this paper be o f  relevance 
in this context? There are several im portant reasons 
behind this choice. First, in no other part o f the w orld
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have the shifts in developm ent strategy and the atten
dant structural reforms been as striking. Second, since 
sustaining these reforms appears to remain a  more seri
ous challenge in Latin A m erica, success in extending 
and sustaining them  w ould  seem  to require an espe
cially delicate balance w ith respect to the role o f  the 
State. W hile in  som e respects the State needs to  be 
strengthened to  take on new  tasks (Edwards, 1995), 
in  other respects its ro le  m ay have to be dim inished 
and changed so as to  allow greater play for the m ar
ket (W iesner, 1994; N aim , 1995). Third, am ong the 
developing regions, the data required for m easuring 
and endogenizing institutional developm ent are only 
available for Latin A m erica. G iven our interest in

exam ining hum an capital as a possible link between 
institutions and econom ic growth, it is relevant to 
note that it  is in  Latin A m erica that it has been sug
gested that institutional developm ent can contribute 
positively to  econom ic developm ent only if  it suc
ceeds in realizing m ore fully the reg ion’s hum an 
capital potential (Londoiio, 1995). L ast but by no 
means least, it is in Latin  A m erica, w ith its relatively 
high level o f resource endowm ents but its very con
siderable growth rate differences from  one decade to 
another (with especially disappointing growth rates 
since the late 1970s), that the case for exam ining the 
role o f institutions in explaining growth rate differ
ences w ould seem  to be of param ount importance.

II
Which institutions matter for 
economic growth, and why?

Although very substantial progress has been m ade in 
explaining both the determ inants and effects o f insti
tutions a t the m icroeconom ic level (Lin and Nugent, 
1995) and variations in  growth rates across countries 
(Barro and Sala-i-M artin, 1995), much less progress 
has been m ade in explaining the relationship between 
institutions and econom ic grow th.1 Five features o f 
institutional analysis w ould seem  responsible for 
lim itations in this respect: i) the persistent difficulty 
o f operationalizing the term  “institution” (M énard,
1995); ii) as suggested by Bardhan (1996, p. 1), the 
insufficient attention given to the identification o f 
“w hich institutions affect the process o f  developm ent 
and how"; iii) the pessim istic tone o f m uch o f  the 
literature, w ith its em phasis on “path dependency” 
and “institutional im pedim ents” to developm ent; iv) 
the excessively narrow  and  often negative role attrib
uted to the State by m any m odem  practitioners o f 
institutional analysis, and v) the general failure to 
integrate politics and the tradeoffs between efficiency 
and distribution into policy objectives (Robinson,
1996).

1 Porter and Scutly observe that “Like two ships passing in the 
night, there exist two bodies o f scholarly literature that are 
largely unaware of each other, but are related to the problem of 
economic growth: the neoclassical theory of economic growth 
and the new institutional economics” (Porter and Scully, 1995, 
P. 17).

Each o f  these lim iting features and ways o f over
com ing them  will be considered in turn. First, we feel 
that the m uch-belaboured distinction between institu
tions and organizations has been over-emplrasized 
and should be softened.2 A t the sam e tim e, however, 
w e believe that institutions need to be m ore strongly 
distinguished from  policies and policy strategies. In
deed, it m ay be hypothesized that differences in insti
tutions can explain why the effectiveness o f a 
com m on policy adopted to overcom e the sam e prob
lems in two different countries may vary consider

2 For example, North (1990, p. 107) defines institutions as so
ciety’s rules of the game, that cannot be seen, felt or even 
measured, and “organizations” as the players, i.e., “groups of indi
viduals bound by a common purpose to achieve objectives” (North, 
1995, p. 23). A softening of the distinction would seem desirable 
because of: i) the fact that the very substantial time devoted to 
drawing such an inevitably arbitrary distinction could be better 
spent on empirically investigating relevant hypotheses concern
ing the effects of either or both, and ii) in the light of the 
important time delays and rent-seeking behaviour which arise 
from conflict-prone reforms, the demonstrated ability of certain 
organizations to reduce these conflicts and thereby contribute to 
a better match between policies and long-run economic develop
ment.

INSTITUTIONS AND GROWTH: CAN HUMAN CAPITAL BE A UNK? • NAURO CAMPOS AND JEFFREY B. NUGENT
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ably.3 This leads us to a conclusion sim ilar to that o f 
Adelman and Morris (1989, p. 1429): “institutions matter 
greatly because they determine which government poli
cies are likely to be adopted, and which institutions 
w ill be strengthened, introduced or w eakened.”

W ith respect to w hich institutions matter, even 
the following brief survey reveals som e very useful 
suggestions. For exam ple, North asserts that “the in
ability o f  societies to develop effective, low -cost en
forcem ent o f  contracts is the m ost im portant source 
o f both historical stagnation and contem porary un
derdevelopm ent in  the Third World” (North, 1990, 
p. 54). Likewise, Reynolds (1983, p. 976) attests that 
“the single m ost im portant explanatory variable [in 
explaining long-run development] is political organi
zation and the adm inistrative com petence o f  the gov
ernm ent." Olson (1996, p. 6) em phasizes the role o f 
incentive structures, which depends not only on w hat 
econom ic policies are preferred in each period, but 
also on long-term  or institutional arrangements: the 
legal system s that enforce contracts and protect prop
erty rights, and the political structures, constitutional 
provisions and the w eight o f  special-interest lobbies 
and cartels. Similarly, Sachs and W arner (1995, p. 5) 
argue that countries w ith inefficient institutions, such 
as those w hich do not have secure property rights, 
credible trade openness policies, convertible cur
rency, etc., are unlikely to achieve any convergence 
(towards h igher stable levels o f per capita income), 
w hatever the underlying production function or in
itial level o f hum an capital. A ccording to Easterlin 
(1996, p. 56), the establishm ent of the rule o f law, 
the fulfillm ent o f contracts, political stability, and 
the elim ination o f arbitrary appropriation or taxation 
o f property by despots or others, together with uni
versal education, are am ong the m ost essential insti
tutions for m odern econom ic growth.4 Finally, 
A bram ovitz and D avid (1996, pp. 50-51) identify

3 The usefulness of this distinction has been widely recognized 
in drawing lessons for other regions from the East Asian mir
acle, e.g., in understanding how heavily interventionist policies 
have been helpful to growth in East Asia but apparently harmful 
to growth in other countries.
4 As already noted, our econometric results solidly confirm this 
view. While the effect of institutions on economic development 
seems to be independent of investment in physical capital, the 
same is not true of investment in human capital. In particular, 
the effect of the growth of human capital only becomes statisti
cally significant once international development is achieved.

“social capacity” -defined  as the attributes, qualities 
and nature o f the people and o f social organization 
which originate in social and political institutions and 
influence reactions to econom ic opportunities- as the 
factor affecting a country’s capacity to catch up.5

W ith regard to the third lim iting feature - th e  
pessim istic approach taken to the possibility that in
stitutions m ay be m od ified - the above-m entioned 
success o f the new  institutional economy at the micro 
level - th a t is to say, in showing how and why the 
agents can escape the institutional and poverty traps 
that beset them  and the vicious circles o f underdevel
o pm en t- m ay suggest that parallel efforts at the 
macro level to bring about institutional changes fa
vouring growth could be equally effective.

Finally, w ith regard to the third and fourth fea
tures -excessively  narrow  concepts o f the S tate and 
econom ic ana ly sis- it should be noted that “good” 
institutions, such as w ell-defined property rights, do 
not drop dow n like m anna from  heaven. In actual 
fact, as N orth (1995, p. 20) points out, it is the politi
cal system  w hich defines and enforces property 
rights. Consequently, it w ould seem reasonable that 
econom ic policy considerations should play a larger 
part in explaining the causes and m acroeconom ic ef
fects o f  institutions6 (Lin and Nugent, 1995, p. 2325). 
Doing this w ould not only broaden the scope o f insti
tutional analysis but w ould also build an effective 
and useful bridge between two approaches which are 
related but have so far been kept apart: that o f devel
opm ent specialists regarding “governance” , and that

5 “Social capacity” includes the culture of a society; the 
priority given to economic achievement; the rights, restrictions 
and obligations connected with property ownership; and all the 
incentives and inhibitions to which they can give rise with re
spect to effort, investment, enterprise and innovation. It also 
affects the form and activities of organizations, including 
the provision of public services and infrastructure.
6 As Bates (1995, p. 44) suggests, ‘Thus, taking political factors
into account helps to explain the direction and magnitude of 
the deviations from the status quo permitted by economic insti
tutions and sheds some light on the reasons for their variable 
behaviour. The new institutionalism has its roots in economics. 
In order to fill its agenda, however, it must move towards the 
study of politics too. It must take account of the distribution 
of power in society and the impact of the political system on 
the structure and behaviour of the economic institutions”.

INSTITUTIONS AND GROWTH: CAN HUMAN CAPITAL BE A  LINK? • NAURO CAMPOS AND JEFFREY B. NUGENT
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of political scientists regarding “dem ocracy” .7 L ike
w ise -a n d  quite n a tu ra lly - the analysis o f institutions 
would tend to lead  in a m ore norm ative direction: if  
the institutions that m atter can also be changed, m ore 
attention should be given to finding the best way o f 
prom oting the developm ent o f institutions that foster 
growth.

The -adm itted ly  se lective- study m ade here of 
the institutions considered to be im portant for long
term  growth suggests how som e o f  the m ain  lim ita
tions in  the analysis of institutions could be 
overcome. W ith regard to the last two cases, this is 
done by incorporating econom ic policy considera
tions in such analysis. W e thus arrive at the following 
premise: the quintessential institution for econom ic 
developm ent is the degree to  which the tastes, needs 
and preferences of citizens are reflected in i) the or
ganization o f the State, ii) the functioning o f  the gov
ernment, and iii) the form ulation and im plem entation 
of public policies.

U nlike m uch o f the literature on institutions and 
developm ent, w hich is based alm ost exclusively on 
the product or results o f  institutions - ite m  i) o f  the 
previous paragraph- our proposal lays great stress on 
the inputs o f the institutional developm ent process 
(items ii) and iii) o f the previous paragraph). Thus, 
the essence o f a successful institutional developm ent 
process does not lie only in the degree of State inter-

7 Governance is marked by the formulation of predictable, open 
and enlightened policies (that is to say, by transparent proc
esses); a civil service imbued with a professional ethos; an Ex
ecutive which is answerable for its actions, and a vigorous lay 
society which takes a part in public affairs, all under the rule of 
law (World Bank, 1994, vii). The concept of democracy held by 
political scientists comprises three independent elements: i) the 
existence of institutions and procedures through which citizens 
can express their effective preferences between elective policies 
and leaders; ii) the existence of effective restrictions on the Ex
ecutive’s use of its powers; and iii) guaranteed civil liberties for 
all citizens. It should be noted that this definition does not speak 
of “voting” but of the effective transmission of preferences (see 
Becker, 1983, regarding this important distinction). Other as
pects, such as the rule of law, systems of checks and balances 
and effective responsibility, may be considered as means or 
manifestations of these general principles. Finally, it is impor
tant to acknowledge that these questions, which had not pre
viously been considered part of the traditional purview of 
economic science, are now increasingly coming within that field, 
because of the recently expanded coverage of economics. We 
may recall, for example, the defence of constitutional govern
ments made by Buchanan (1975), the analysis of cycles of par
ticipation made by Hirschman, and the recent empirical studies 
of the relation between democracy and growth made by 
Helliwell (1994) and Barro (1996).

vention, the efficient provision of public goods, or its 
ability to credibly precom m it to policy decisions 
(Rodrik, 1992).8 Rather, it should also depend on the 
character o f the process in  which these institutions 
and policies are determ ined9 and, in particular, on the 
“stake” in the system which agents perceive they have.

A lthough certainly not the only way o f  identify
ing institutional developm ent, our approach suggests 
that institutions that are transparent and give indi
viduals a “voice” (Hirschman, 1970) or stake in the 
system  could significantly improve m acroeconom ic 
perform ance in the long run .10 If they are given a 
greater “voice” , all participants in the econom ic sys
tem  feel that they have a “stake” in the system. W hen 
this occurs, agents perceive an increase in the appro
priability o f the benefits o f their econom ic activities, 
and this should reduce the extent o f their rent-seeking 
activities.

Identifying the essential institutions for eco
nom ic growth also raises afresh the identity o f the 
m ain link between institutions and growth. T he lit
erature on property rights has led us to believe that 
physical capital formation should be the key link, in 
that institutional developm ent is often em bodied in 
the accum ulation o f physical capital (through the de
velopm ent o f capital and financial m arkets). The way 
in w hich capital and financial m arket institutions 
em erge can reduce uncertainty and/or affect the ac

8 Similarly, with respect to the supply of public goods, our con
cept of institutional development gives at least as much weight 
to choices among the different public goods and the way in 
which society arrives at those choices as it does to the efficiency 
of their provision. There is no need, moreover, to assume that 
efficiency in provision and the way in which the choices are 
made of goods to be produced are independent of each other,
9 For example, with respect to property rights, our definition 
considers important not only the security of such rights but also 
the means by which they are distributed (Shleifer, 1994). That 
the means by which a property right is distributed can signifi
cantly affect efficiency and growth can be illustrated by the 
well-known efficiency comparisons between tariffs and various 
means of allocating import quotas. If the quota is given away 
free, it can give rise to substantial rent-seeking in the form of 
different agents trying to obtain the quota (i.e., the right to im
port the restricted amount). If the quota is allocated to the do
mestic producer of the imported good, that agent will have 
monopoly power and hence further distort resource allocation 
and lower efficiency. On the other hand, if the quota is competi
tively auctioned it will be equivalent to a tariff and have no 
additional welfare or growth-inhibiting effects.
10 The relationship between the “representativeness of govern
ment” and economic growth has recently been formalized by 
Boone (1995) and featured in the literature on the political
economy of growth (Alesina and Perotti, 1992).

INSTITUTIONS AND GROWTH: CAN HUMAN CAPITAL BE A LINK? •  NAURO CAMPOS AND JEFFREY B. NUGENT
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cessibility o f  external finance for d ifferent sizes and 
types o f firm s.11

Yet, an equally strong case might be m ade for the 
em bodiment o f  institutional development in the form of 
human capital or at least for viewing institutional devel
opment as complementary to human capital.12 O f rele
vance to such issues are the widely observed and 
substantial differences in the private and social rates o f 
return on human capital, usually in favour o f the former. 
Since the gap between private and social rates tends to 
be considerably larger in the least developed coun
tries, where institutional development is also low, and 
educational opportunities are limited primarily to a small 
elite group, the high private rates o f return may well 
reflect education-induced opportunities for rent-seeking.

O n the other hand, at higher levels o f institu
tional developm ent, the link between education and

rent-seeking m ight be less pronounced, reducing the 
inflated private rate o f return to education while 
raising its social rate o f  return (Murphy, Schleifer 
and Vishny, 1991).13

Brazil serves as a good exam ple o f the hypothe
sized relationship between institutional developm ent 
and die rates o f return to education. Even though the 
private rates o f  return tend to decline w ith the level 
o f education, according to Psacharopoulos (1973), in 
1970 the private rate o f return to university-level 
education was a whopping 38% but the social rate o f 
return a m ore modest 14%. As w ill be shown below, 
our index o f institutional developm ent reveals a rela
tively low  value for Brazil at that tim e but substan
tially higher values later on. This w ould seem 
consistent w ith a subsequent rise in the social rate o f 
return to education relative to the private one,14

III
The comparative index of institutional 
development (ciid)

As w e noted earlier, w e hypothesize that the quintes
sential institution for econom ic developm ent is the 
degree to w hich the tastes, needs and preferences of 
the citizenry are translated into the functioning of 
governm ent, the organization o f the State, and the 
form ulation and im plem entation o f public policies. In 
the follow ing paragraphs w e w ill construct a Com
parative Index o f Institutional D evelopm ent (CIID) 
based on generally observable indicators w hich, w e

11 Haber (1994) provides historical evidence on this issue. See 
also Roubini and Sala-i-Martin (1992) and De Grigorio and 
Guidotti (1995) for empirical evidence on the negative contribu
tion of financial development to economic growth in Latin 
America. For instance, in De Grigorio and Guidotti financial 
development is proxied by the ratio of bank credit for the private 
sector to GDP, and the relationship is found to be negative in the 
region. On the effects of different types of market development 
on different sizes of firms, see Nugent and Nabili (1992).
12 Throughout this paper, we follow the tradition in applied 
economics of restricting the concept of human capital to the 
outcomes of the formal educational system. We recognize, how
ever, that there are other dimensions to this concept (e.g., on- 
the-job training and improvements in health status), and that 
these could be even more important in the context o f the least 
developed countries. See Becker (1993) for the many aspects of 
the concept of human capital, as well as for arguments stressing 
outcomes of the formal education system.

believe, capture (at least collectively) som e essential 
differences in growth-related institutional environ
ments across countries and over time.

13 When the aforementioned characteristics of an appropriate 
institutional environment are satisfied, and educational opportu
nities are extended broadly, the competitiveness of advancement 
through the educational system should be increased. Eventually, 
this would raise the competitiveness of markets and serve to 
reinforce healthy institutional development. By contrast, if edu
cational opportunities were instead more narrowly distributed, 
advancement would likely be determined more by family 
wealth, ethnic origin, etc., and as a result positive feedbacks to 
institutional development would be much less likely.
14 Another way to illustrate this point is to contrast the experi
ences of South Korea and Venezuela (World Bank, 1993 and
1994). While public expenditure on education in 1985 was 
4.3% of GNP in Venezuela but only 3% of GNP in South Korea,
the share of the education budget allocated to primary education
was 83.9% (2.5% of GNP) in South Korea but only 31% 
(1.3% of GNP) in Venezuela. In most of Latin America, the 
outcome of the educational system is characterized by high 
levels of illiteracy, educational inefficiencies such as high 
grade repetition and under-investment in primary education, 
and the enhancement of existing inequalities (Fajnzylber, 
1990) by over-spending on higher education (Morley, 1995; 
Londofio, 1995). Taken together, these factors greatly increase 
the likelihood of the lack of healthy links between education 
and institutional development in the region.
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To be sure, there are other indexes that capture 
som e aspects o f  institutional developm ent.15 Yet, for 
the follow ing reasons, w e believe there is a need for 
a new  index. First and forem ost, the alternatives are 
extrem ely restrictive in term s o f  tim e coverage. Since 
none o f  their indicators are available for years prior 
to 1971,16 none is able to capture the effects o f  the 
substantial differences in  either institutional orienta
tion or econom ic growth between the 1960s and 
1990s (e.g., the reversal in growth patterns that 
follow ed the oil shocks and the debt crisis).

Second, the available alternatives are incom plete 
in  that they fail to  consider w hat w e have called  the 
“input side” o f the process. For instance, the indica
tors used by K nack and  K eefer focus exclusively on 
the efficiency o f  the provision o f  public goods (an 
outcom e), but exclude im portant factors such as the 
choice o f the specific public goods to be provided 
and the way in w hich that choice is made. L ikew ise, 
the contract-intensive m oney m easure (CIM) of 
Clague, Keefer, K nack and O lson (1995) is perhaps 
too closely related  to credit flows, financial interm e
diation and investm ent to lend conviction to their 
argum ent that the causality goes from  CIM to the rate 
o f growth.

Third, existing m easures have been subject to an 
im plicit selection bias in  that country coverage has 
been restricted to countries where foreign investm ent 
is, o r has been, im portant. Only for such countries 
has there been sufficient incentive to invest in the 
developm ent o f  the inform ation necessary for con
structing such indicators,17

A fourth and  final reason is m ethodological. 
S ince institutional developm ent is m ultidim ensional, 
any single index requires aggregation, the results of 
w hich m ay be sensitive to arbitrary choices o f 
weights. F or exam ple, M auro’s index of institutional

15 Such as those found in Scully (1988), Mauro (1995), Knack 
and Keefer (1995), Clague, Keefer, Knack and Olson (1995) and 
Gwartney, Lawson and Block (1996).
16 Because they base their index on the widely available data on 
the components of the money supply, Clague, Keefer, Knack 
and Olson (1995) constitute a significant exception. In contrast, 
the Gastil indexes used by Scully start in 1973, and those used 
by Knack and Keefer (1995) only extend from 1972 on in some 
cases and from 1980 on in other cases. The indicators Mauro 
(1995) used, which come from Business International (now in
corporated into The Economist Intelligence Unit), are available 
from 1971 on, and, finally, the indicator constructed by Gwart
ney, Lawson and Block (1996) is available only from 1975 on.
17 For example, the set of indicators Mauro used for Latin 
America are available for Argentina, Chile and Mexico, but not 
for Bolivia.

efficiency was obtained by averaging nine indicators, 
thereby arbitrarily w eighting each o f them  equally.18 
Although the arbitrariness of weighting the individ
ual com ponents o f the aggregate index can be re
duced through the use o f  principal components and 
other m ethods,19 m ost authors (except K nack and 
Keefer) have chosen not to use them, generally on 
the m istaken grounds that the underlying variables 
were highly correlated.

To overcom e the latter shortcom ing, the con
struction o f our CUD variable is based on the principal 
com ponents method.20 First, w e selected the eight in
dicators listed in  table 1 (from  Gurr, 1990) as the 
“underlying variables” o f  the c i i d ,21 As noted in the 
table, these include both the com petitiveness and 
openness o f executive recruitm ent, constraints on 
chief executives, com petitiveness and regulation of 
participation, legislative effectiveness and selection, 
and lim itations on the econom ic scope o f  governm ent 
actions. Each of these eight indicators is scored ac
cording to the coding indicated in table 1. Admit
tedly, for lack o f  relevant indicators across countries 
and over time, this index m ay give short shrift to 
other com ponents o f  w hat Trebilcock (1995) refers to 
as the “institutional m atrix” , such as the quality of 
both the bureaucracy and the legal system.

B ecause of the d ifferent scales used in these 
eight indicators, it is necessary first o f all to stand
ardize their values, nex t to use the covariance m atrix 
as the starting point, and finally to  equate the result
ing index (CIID) to the value o f the “dom inant factor”

18 The Economic Freedom Index constructed by Gwartney, 
Lawson and Block (1996) has 17 components. These authors 
offer three versions of the index, each based on a different ag
gregation scheme. One gives equal weight to all 17, while the 
other two use survey responses of two different types -from 
“experts on economic freedom" and “experts on particular 
countries” to rank these 17 components over time.
19 Another method used to construct composite indexes is the 
Borda ranking technique. See Thomas and Wang (1996) for a 
recent example of indexes of “distortions” and “interventions”, 
constructed using the Borda technique.
20 One use of the principal components method is to identify a 
small number of “latent variables” in such a way as to retain as 
much information (variance) as possible from the original or 
underlying variables. For this purpose, it estimates linear combi
nations of these original variables, all orthogonal to each other 
(components), with the property that the components are 
“uncovered” in decreasing order according to the amount of 
the total variance in the original variables that they capture 
(Greene (1990), pp. 271-273).
21 An advantage of these data is that they are non-proprietary 
and available from the Inter-University Consortium for Political 
and Social Research (ICPSR).
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TABLE 1
Variables underlying the CIID (codes)

Competitiveness of manner 
o f generation of the 
executive authorities

0 = power transfers not regulated
1 = hereditary succession, designation or a combination of both
2 = one executive is chosen by hereditary succession and the other by competitive

elections
3 = selection is the result of a competitive election between two or more major parties or

candidates

Openness of executive generation 0 = power transfers not regulated
1 = hereditary succession (closed)
2 = hereditary succession plus executive or court selection of an effective chief minister
3 = selection of an effective chief minister through elections
4 = open recruitment process

Constraints on Chief Executive 1 = unlimited authority
2 = (intermediate category)
3 = slight to moderate limits on executive authority
4 = (intermediate category)
5 = substantial limitations
6 = (intermediate category)
7 = parity or subordination of the executive

Competitiveness of 
participation

1 = competition suppressed
2 = restricted/transitional participation
3 -  factional competition
4 -  transitional competition
5 = competitive

Regulation of participation 1 = unregulated participation
2 = factional or transitional
3 = factional/restricted
4 -  restricted
5 = regulated participation

Legislative effectiveness 0 = no legislature exists
1 = ineffective
2 = partially ineffective
3 = effective and independent of t(ie executive

Legislative selection 0 = no legislature exists
1 = non-elective
2 = elective

Scope of government actions 1 -  totalitarian
2 = (intermediate category)
3 = segmental plus
4 = (intermediate category)
5 = segmental
6 = (intermediate category)
7 = segmental minus
8 = (intermediate category)
9 = minimal.

Source: Gurr (1990).

(i.e., the first com ponent). This yields a “set o f load
ings’* for each individual country, used to generate a 
tim e series o f values o f Cltt) for the period 1960 to 
1986,22 from  w hich decade averages are derived.

Since the CUD is also based on subjective indi
cators constructed by G urr from  different, country- 
specific secondary studies, the values o f the index are

22 On average, the first of the principal components captures
70% of the variance.

m ore com parable across tim e than across countries. 
Not surprisingly, there is substantial variation in the 
index across countries at any particular tim e period. 
Yet there is also a surprising am ount o f variation 
over time: substantial increases between the 1960s 
and early 1980s in Brazil, Colom bia, Dom inican R e
public and Paraguay, substantial declines in Chile, 
Costa Rica, Jam aica, M exico, N icaragua and Uru
guay, and substantial fluctuations in Bolivia, Ecua
dor, Guatemala, H onduras, Peru and El Salvador.
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IV
The impact of institutions on economic growth

In order to  answer the question “D o institutions 
m atter?” , in this section w e add our index o f institu
tional developm ent ( c u d )  to  an otherw ise standard 
Solow grow th m odel, and then use that m odel to ex
plain variations in grow th rates across 19 Latin 
A m erican countries in  the last three decades. The use 
o f the Solow  m odel is m otivated prim arily by the fact 
that it contains a shift param eter that “reflects not ju st 
technology, but resource endow m ents, clim ate, insti
tutions and so on” (M ankiw, R om er and W eil, 1992, 
pp. 410-411, italics added), thereby m aking explicit 
the link between institutions and econom ic growth. 
Additional advantages o f  the Solow  model in this 
context are: i) the com parisons it affords with the 
many other studies w hich use this fram ework, ii) its 
ability to test som e other im portant hypotheses such 
as (a) that incom e per capita should be positively 
related to savings and negatively related  to popula
tion grow th rates, and (b) that countries converge to 
their steady-state levels o f incom e per capita, and iii) 
that it w orks especially w ell (with convergence prop
erties fulfilled) in  sam ples of relatively hom ogeneous 
countries like those o f  Latin  A m erica.23

The central piece in  this m odel is, o f course, a 
production function with positive and diminishing mar
ginal products and constant returns to scale. It relates 
output (Y) to a pair o f essential inputs, capital and 
labor (K  and L), and to the shift param eter (A) repre
senting either technology or institutions. I f  the func
tion is o f  Cobb-D ouglas form , output in period t is:

( 1) Y=K?(AlLt),-a 0< a  < 1

23 Several authors have found the Solow framework, at least in 
modified form, to be superior to the endogenous growth models. 
For example, Cardoso and Fishlow (1992) find an augmented 
version of the Solow model incorporating the external sector to 
be superior. Even among those who embrace the endogenous 
growth framework, there is open recognition that its “silence 
with respect to the underlying model" is an important shortcom
ing (De Gregorio, 1992, p. 69). Levine and Renelt (1992) pro
vide evidence that the econometric results from endogenous 
growth studies tend not to be robust. Finally, it should be noted 
that we do not know of other studies on the role of institutions 
and economic growth that attempt to establish this relationship 
from a standard theoretical framework.

It is assum ed that the technological or institu
tional progress is labour-augm enting and that the 
rates o f growth of population (n), technological or 
institutional progress (g) and  depreciation (8) are 
constant and exogenous for any period.24 I f  k is the 
capital-labour ratio and y  is incom e per worker, the 
assum ptions about the growth of population and 
technology imply that, in the steady state (i.e., when 
the various quantities grow at constant rates), kt 
would converge (for sm all values o f n, g and 8) to  a 
value k* given by:

(2) k* = [
n + g + 8

Substituting (2) into the production function and 
taking logs, the steady-state incom e per worker be
comes:
(3)

, r t t 1 j  aln[~—] = In A0 +gt + -------L, 1 - a

a
-  ln(s) -----------ln(n -l- g + 8  )

1 - a

This yields the well-know n hypotheses o f the 
Solow model: the higher the rate o f saving, the richer 
the country; and the higher the rates o f population 
growth, labour-augm ented technological change and 
depreciation, the poorer the country.

The m odel not only predicts that incom e per 
capita in  each different country will converge to  its 
steady-state value, but also yields estim ates o f  the 
speed at w hich this convergence occurs. L et y* be the 
steady-state level o f incom e per worker from  (3), and 

be the actual value at tim e t. In  the neighbourhood 
o f the steady state, an approxim ation o f the speed o f 
convergence p  is given by:

(4)

where

d t a ( y , )

d t

ß  = -  (n+g+S) (1 -a ).

24 See also Dixit (1976), Artus (1993), and Barro and Sala-i- 
Martin (1995).
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I t should be noted that the speed o f convergence 
depends on the determ inants o f  the steady state as 
well as on the level o f incom e per worker at the 
beginning o f the period.25

T here are good reasons to expect that this m odel 
w ould  perform  better w hen tested for samples that 
are relatively  hom ogeneous (in the steady-state 
sense). F o r exam ple, M ankiw, R om er and Weil 
(1992) obtain quite different param eter estim ates for 
countries o f  the O rganization for Econom ic Coopera
tion  and D evelopm ent (OECD) than for non-oil ex
porting LDCs, They found evidence o f “unconditional 
convergence” am ong the OECD countries,26 but little 
or no such evidence for their larger -a n d  m uch less 
hom ogeneous- sam ples. Since our sam ple is lim ited 
to L atin  A m erican countries, this fram ework w ould 
seem  quite appropriate for beginning our investiga
tion  o f  the im pact o f  institutional developm ent.

O ur first step is to  assess the specification given 
in M ankiw , R om er and W eil (1992). They assum e 
that g and 5 are constant across countries (because 
the technology frontier is universal and data on 
country-specific depreciation rates are not available) 
and  take the values 2% and  3%, respectively.27 They 
also assum e that the effects o f population growth (n) 
and savings (i) are independent o f country-specific 
factors (captured by the stochastic term), thereby 
justify ing  ordinary least squares estim ation. The 
M ankiw, R om er and W eil specification therefore re
quires that a coefficient for initial incom es [from (4)], 
a  constant, and a  stochastic term  should all be added 
to  equation  (3) above. This specification also as
sum es that the production function is the sam e across 
countries and over tim e. Table 2 shows the results for

25 The concept of conditional convergence does not imply any 
tendency for the dispersion (or variance) of per capita incomes 
to decrease (the latter is often referred to as o  convergence) 
(Barro and Sala-i-Martin, 1995, pp. 383-387).
26 The importance of homogeneous samples can be appreciated 
from the fact that Barro and Sala-i-Martin (1995) {»resent similar 
findings (unconditional convergence) for the states of the 
U.S.A., regions within Europe, and prefectures in Japan.
27 This is obviously a very strong assumption, as correctly
pointed out by Srinivasan (1994, p. 271). Yet, since this is not
directly relevant to our present purposes, and for convenience,
the same assumption is made here. Helliwell discusses studies 
that use different values of g, thus giving international transfers
o f knowledge a key role to play in the convergence process 
(Srinivasan, 1994, p. 237). See also Goldman, Kato and Mui 
(1991).

TABLE2

Latin America (19 countries):
Tests for conditional convergencea
(Dependent variable: log difference o f GDP per 
working age person, 1960-1985)

Constant 2.409 2.259
(2.266) (1.980)

Ln (YGO) -0.455 -0.438
(-3.965) (-3.553)

Ln (I/GDP) 0.492 0.5333
(3.216) (2.942)

Ln (n+g+5) 0.054 0.051
(0.725) (0.667)

Ln (SCHOOL) -0.014
(-0.460)

Adjusted R2 0.55 0.53
Observations 19 19

Source: Data taken from Mankiw, Romer and Weil, 1992. 
a r-statistics are in parentheses. YGO is GDP per working-age 

person in 1960.
Investment (I/GDP) and population growth (n )  are averages for 
1960-1985.
(g+8) is assumed to be 5%. SCHOOL is the average percentage of 
the relevant working-age population enrolled in secondary school 
in 1960-1985.

the specification, obtained w ith the use o f  their data 
for Latin Am erica.28

In general, this specification fits the data quite 
well. T he adjusted R 2 is only slightly sm aller than the 
one obtained by M ankiw, R om er and W eil (1992) for 
their sub-sam ple o f 22 OECD countries (0.65). This 
seems to support our claim  that Latin A m erica may 
be m ore hom ogeneous (in term s o f  determ inants o f 
the steady state) than the w orld as a  w hole or even 
A sia or A frica alone. In other im portant respects, 
however, the results are m ixed.29 On the one hand,

28 The sample is the same set of 19 countries referred to in table 2. 
It should be noted that for none of these Latin American coun
tries was the quality of the data used as low as the “D” rating of 
the Penn World Tables, Mark 5.6 (which is reserved for data 
based on extremely scarce primary sources and considered to be 
of inferior quality).
29 The small sample size may also adversely affect these results. 
Nevertheless, problems are common in growth studies which 
include human capital, as is well documented by Benhabib and 
Spiegel (1994) and Pritchett (1996).
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the convergence and the investm ent coefficients both 
have the expected  signs and are significant. O n the 
other, the coefficients for hum an capital and grow th 
o f population have the “w rong” signs, although 
neither is significantly different from  zero.30

To help overcom e these shortcom ings in the 
application o f  the m odel to Latin A m erica w e have 
m ade the follow ing m odifications: i) the inclusion of 
a  tim e-dim ension by separating the cross-sections 
by decades (1960s, 1970s and 1980s); ii) the use of 
a  better proxy for hum an capital,31 and iii) the intro
duction o f our com parative index o f institutional 
developm ent ( c i id ) .

A central issue in  the use of panel data is how  to 
deal w ith heterogeneity  of the data and, conse
quently, w ith the choice o f estim ation procedure. In 
our case, heterogeneity  is treated in part by the in
troduction o f decade dum m y variables, im plying the 
use o f the fixed effects m ethod (Hsiao, 1986). In the 
present context, use o f this m ethod implies that, al
though the underly ing production function is the 
sam e for each country, it m ay differ over tim e.32 
As noted above, w e believe the experience o f  the 
countries in the region to be relatively hom ogeneous, 
although their perform ance during the 1980s (“ the 
lost decade”) was in stark contrast to that o f  previous 
decades.33 Two other reasons for the choice o f  the 
fixed effects m ethod are that it perm its com parison 
w ith previous studies and tha t it facilitates the use of 
a  sim ultaneous equations approach.

O ur next step is to  assess the way in  w hich the 
M ankiw, R om er and W eil (1992) specification from  
table 2 w ould behave w ith the above m odifications in

30 These last two results (on human capital and population) are 
very important because they could constitute a case against the 
use of the Solow model for this particular region. This would not 
be so, however, if in fact education has been characterized by 
over-investment in higher education and/or inefficient allocation 
of resources. These possibilities suggest the need for better 
measures of educational investment in the labour force than 
gross enrollment rates. In addition to the usual shortcomings, 
gross enrollment data are particularly problematic for Latin 
America. Morley shows that, between 1986 and 1989, Brazil 
failed to graduate 78% of those who entered primary school, 
Guatemala 64%, Honduras 57%, and Bolivia 50% (Morley, 
1995, p. 60 et. seq.).
31 We chose to use the Barro and Lee (1993) data and to define 
human capital as the average years of schooling of the popula
tion over 25 years of age. The other comparable option would be 
the Nehru et al. data set, but two of the countries in our sample 
(Guatemala and Dominican Republic) are not covered by it.

the hum an capital m easure, the inclusion o f dum m y 
variables for the 1970s and 1980s (to reflect changes 
in the production function over time), and sub
sequently the inclusion o f  the c i id .  The data sources 
and descriptive statistics are presented in table 3 and 
the results in table 4.

The specifications in the first three colum ns o f 
table 4 test for unconditional convergence (column 1), 
and for conditional convergence in the basic version 
o f the Solow m odel (colum n 2) and in the hum an 
capital-augm ented version (colum n 3).

It should be noted that the coefficients for con
vergence (initial income, In YÔ), the dummy variable 
for the 1980s in all three colum ns, and the share of 
investm ent as a  proportion o f g d p  (In I /g d p ) in col
umns (2) and (3) are significant and o f the expected 
sign. These results are quite robust since they obtain 
regardless o f subsequent changes in  specification.

W ith respect to the coefficients on population (In 
n+ g+ S) and growth o f hum an capital ( h k g r o w t h ) ,  

our results only m arginally im prove upon the ones in 
table 2 (i.e., those obtained with the data and specifi
cation of Mankiw, R om er and Weil, 1992). A lthough 
the coefficients on population and human capital are 
not significant, at least they have the expected signs 
(and for human capital this holds irrespective o f the 
specification).

Beginning with colum n (4), the results reflect 
the inclusion o f  our index o f institutional develop
m ent (In CUD). Its inclusion raises the value o f the 
adjusted R 2, and its coefficient is positive and sig
nificant. Even when investm ent is excluded from  the 
m odel, as shown in colum n (5), the coefficient o f 
c i i d  rem ains positive and significant. M ore im por
tantly, it should be noted that in  colum n (6), when w e

32 To evaluate this assumption that the production function is the 
same across countries, but differs over time, we reestimated all 
the specifications below using a random-effects estimator, the 
Fuller-Battese error components model. The results (available 
from the authors on request) are very similar to the ones pre
sented below (using a fixed effects estimator) and, therefore, the 
assumption seems to be a reasonable one to maintain.
33 See Fishlow (1991), Cardoso and Fishtow (1992), and 
Edwards (1995).
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Descriptive statistics and data sources
TABLE 3

Mean Std Dev Minimum Maximum Source

Growth rate of real per capita G D P 8 1.28 2.34 -3.48 6.85 Summers and Heston, 1994
Growth rate of population8 2.42 0.7418 0.3209 3.75 Summers and Heston, 1994
Average rate of investment 16.0721 4.8688 7.18 28.47 Summers and Heston, 1994
Log of real per capita GDP at start of decade 7.8253 0.5072 6.9412 8.9539 Summers and Heston, 1994
Population at start of decade 14,102 23,716 1,145 121,286 Summers and Heston, 1994
Comparative index of institutional development 1.6115 0.7347 0.0263 2.8822 Own calculations
Growth rate of stock of human capital 1.8592 1.2538 0.1152 5.3756 Barro and Lee (1993)
Human capital at start of decade 
Ratio of public expenditure on tertiary

3.5758 1.2806 1.1550 6.6300 Barro and Lee (1993)

education to primary p lus secondary 0.3222 0.2069 0.0303 1.4000 UNESCO, Statistical Yearbook, 
various issues

Gini coefficient for land holdings 0.8503 0.0603 0.6940 0.9400 Persson and Tabellini (1992) 
Adelman and Fuwa (1994)

Black market exchange premium 0.3121 0.4965 - 2.9550 Barro and Lee (1993)
Civil liberties 3.0818 1.7301 0.5000 6.0000 Barro and Lee (1993)
Revolutions 0.2175 0.3191 - 1.3 Barro and Lee (1993)
Coups d ’Etat
Coefficient of variation of growth of real

0.0713 0.1143 - 0.4000 Barro and Lee (1993)

per capita GDP 1.0881 0.4877 0.3294 2.7063 Summers y Heston, 1994
Rate of change of labour force in agriculture -1.545 1.066 -4.700 0.624 FAO, Production Yearbook,

various issues

8 By the ordinary least squares method.

TABLE 4
OLS (ordinary least squares) results,a based on 
Solow and Manklw, Romer and Weil
(Dependent variable is OLS growth o f  real per capita GDP; 
number o f observations is 57 = 3 x  19)

(1) (2) (3) (4) (5) (6)

Constant 0.408 b 0.208784 0.181036 0.33565 0.41494 d 0.290241
(2.866) (0.966) (0.811) (1.629) (1.904) (1.449)

In (Y0) -0.0497 c -0.0489 c -0.0466 e -0.064 b -0.0621 b -0.0614 b
(-2.574) (-2.613) (-2.416) (-3.497) (-3.172) (-3.474)

In (I/GDP) 0.02445 e 0.0237 c 0.0262 c 0.024477
(2.101) (2.008) (2.423) (2.343)

In (n+g+8) -0.047432 -0.051800 -0.03696 -0.031783 -0.04685
(-0.823) (-0.883) (-0.691) (-0.555) (-0.903)

HKGROWTH 0.001249 0.003686
(0.595) (1.836)

In (CIID) 0.0077 e 0.00732 c 0.0099 b
(2.564) (2.260) (3.159)

Adjusted R2 0.5152 0.5528 0.5439 0.6174 0.5609 0.6438

a Numbers in parentheses are r-statistics. (YO) is per capita GDP at the beginning of the decade. Population growth (n)  is the OLS growth rate, 
per decade. I/GDP is average investment rate per decade. Following Mankiw, Romer and Weil (1992), (g+S) is assumed to be 5%.
HKGROWTH is the rate of change in average years of schooling of the population over 25 years of age (fromBarro and Lee, 1993). CIID is 
the authors’ index of institutional development, 
b Significant at the 1% level. 
c Significant at the 5% level. 
d Significant at the 10% level.
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include our hum an capital variable ( h k g r o w t h ) ,  the 
coefficients o f  both institutions and human capital 
are now positive and significant, whereas, before, the 
effect o f  hum an capital alone was not significant.34 
One possible explanation lies in the possibility that, if  
le ft unchecked by appropriate institutions, those w ith 
m ore hum an capital may be m otivated to take advan
tage o f rent-seeking opportunities, thus im plying 
that hum an capital accum ulation m ay be counterpro
ductive to econom ic growth. O n the other hand, w ith 
appropriate institutions, the incentives for rent- 
seeking activities m ay be reduced and those for pro
ductive activities increased, thereby raising the 
attainable rate  o f econom ic growth (M urphy, 
Schleifer and Vishny, 1991).35

W e believe this to be our m ost m eaningful find
ing, nam ely, tha t only after the c u d  is included does 
the effect o f  hum an capital becom e positive and sig
nificant.36 In contrast w ith existing studies w hich em 
phasize a  nexus between institutional developm ent 
and per capita incom e growth operating through 
physical capital accum ulation, these results suggest 
that a sim ilar nexus operating through hum an capital 
form ation m ay be stronger.

Given that the CUD is itself a  very specific aggre
gation of the eigh t individual indicators (shown in 
table 1), a question w hich arises naturally in  such a 
situation is w hether the aggregate CDD perform s bet
ter, w orse or the sam e as its individual com ponents.

Notably, however, the aggregate index has a  level o f 
significance exceeding that o f any individual com po
nent alone.37

Judging by the values o f the adjusted coefficient 
o f  determ ination and the robustness o f the results, the 
preferred specification is that in column (6). N ote 
that the value o f  adjusted R2 is 0.61, which is quite 
com parable to that obtained by Mankiw, R om er and 
W eil (1992) for their o e c d  sam ple (with a reported 
adjusted R2 o f  0.65) and considerably h igher than 
the values they obtained for their LDC samples 
(adjusted R 2 o f  0.46).38

The coefficients o f  initial incom e (convergence), 
investment, and the dum m y variables for the 1980s 
have the expected signs and rem ain highly significant 
across the different specifications. Indeed, their sig
nificance is raised slightly by the inclusion o f the 
CUD and the accum ulation of hum an capital. O ur re
sults w ith respect to  the CUD strongly suggest that 
institutional developm ent should be considered 
am ong the variables w hich have to be controlled in 
explaining the continent’s postw ar growth experi
ence. Institutions do m atter for econom ic grow th and 
w hen both the c i i d  and human capita] appear in the 
same equation, the explanatory pow er and signifi
cance of each is increased. This suggests the exist
ence o f an im portant and hitherto neglected nexus 
between institutions and growth as m easured through 
hum an capital.

34 In order to further explore the relationship between human 
capital and institutional development, various interaction terms 
and non-linearities were introduced, taking us farther from the 
Cobb-Douglas form and closer to the translog form (Lau, 1996). 
Yet, as discussed in an earlier version of the paper, the introduc
tion of quadratic terms for CIID and HKGROWTH and a CllD- 
HKGROWTH interaction term failed to increase the explanatory 
power or to alter the other results significantly. For this reason, 
such results are not presented here (they are available from the 
authors on request).
35 Another interesting possibility is provided by Azariadis and 
Drazen (1990) who formalize the Bowman-Anderson-Easterl in 
argument that there ate threshold externalities associated with 
the accumulation of human capital: that is to say, that economic 
growth should be correlated with human investment relative to 
per capita income, with high rates of growth being associated 
with the prior attainment of especially high levels of human 
investment relative to per capita income (Azariadis and Drazen, 
1990, p. 519). See Behrman (1993) for the relevance of these 
considerations in the Latin American context. It should be noted 
that the recent empirical literature incorporates this possibility, 
albeit indirectly, by preferring to use secondary education 
enrollment data as a proxy for human capital.

36 While the accumulation of human capital is also a central 
concern of some contributors to the endogenous growth litera
ture (Barro and Sala-i-Martin, 1995; IDB, 1993, and Behrman,
1995), the reasons and mechanisms they put forward are very 
different from those given here.
37 In a previous version of this paper, we presented results of a 
comparison between our aggregate index (CIID) and its individ
ual components (listed in table 1). Instead of the CIID, we in
cluded all its individual components in the specification in 
column (6) of table 5. We observed that none of these coeffi
cients was “more significant” than the coefficient of the CIID 
itself. Also, using the components instead of the CIID generates 
a  lower adjusted R2. These results are available from the authors 
upon request.

Notice, however, that our results differ from those of 
Mankiw, Romer and Weil (1992) in that theirs are from a cross- 
section of countries.
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What explains institutional development?

H aving established that institutions do indeed m atter 
(with respect to econom ic growth), it becom es im
portan t to  further exam ine both how this role is 
p layed and the direction o f  causality. These are the 
objectives o f the present section.

In order to identify the factors that account for 
differences in institutional developm ent, we face two 
challenges: the lack  o f a rigorous theoretical model, 
and the corresponding paucity o f relevant em pirical 
exercises. W hile, as indicated above, there is a sub
stantial literature on the im pact o f  institutional vari
ables on  econom ic growth,39 there is m uch less on the 
im pacts o f econom ic growth on institutional develop
m ent. Three fine exceptions40 to this assertion are a) 
an article by B ilson (1982) explaining variations in 
the G astil index o f  civil liberties across 55 countries 
in 1979, b) a paper by Helliwell (1994) evaluating the 
two-way linkages between democracy and growth for a 
panel o f  125 countries for the years 1960-1985, and 
c) a  paper by Porter and Scully (1995) explaining two- 
way feedbacks betw een econom ic growth and consti
tutional changes.

Although the Bilson study on civil liberties used 
seven important explanatory variables,41 only two 
(namely, per capita real income and the ratio of 
wages and salary payments to GNP), turned out to

39 The best examples arc Scully (1988), Knack and Keefer 
(1995), and Mauro (1995).
40We selectively emphasize the contributions which had the 
greatest impact in the economics literature. It should be clear, 
however, that there are a number of political science studies that 
should also be considered. In this vein, see Burkhart and Lewis- 
Beck (1994) and the references therein.
41 These were (1) the level of real income per capita (expected
to have a positive sign), (2) the size of the country proxied by its 
population), (3) the ratio of exports to GNP (positive effect), (4) 
the ratio of central government expenditure to GNP, (5) the ratio 
of agricultural income to GNP (both (4) and (5) having effects of 
ambiguous direction), (6) the ratio of wages and salary pay
ments to GNP (expected to have a positive effect because a “high 
labour/income ratio is typically associated with a skilled and 
literate work force and with a relatively even distribution of 
income” (Bilson, 1982, p. 105), and (7) the growth rate of per 
capita GNP over the period 1970 to 1976 (expected to have a 
negative effect due to the fact that, according to Olson, “rapid 
economic growth is a disruptive and destabilizing force that 
leads to political instability” (quoted in Bilson, 1982, p. 106).

have effects significantly different from  zero. Both 
had the “w rong” signs, however.

Helliwell (1994), on  the other hand, com bined 
G astirs  civil liberties and  political rights indexes into 
a  m easure o f dem ocracy, and pooled data on 125 
countries for the period 1960-1985 to evaluate the 
two-way linkages betw een dem ocracy and growth. 
His m ain findings w ere that the level o f  incom e per 
capita and secondary school enrollm ent both have 
positive and significant effects on the level o f  dem oc
racy, and that the degree o f dem ocracy is signifi
cantly higher in  the OECD countries, significantly 
low er in six oil-dependent countries o f the M iddle- 
East, slightly low er in Africa and slightly higher in 
Latin A m erica than in the rem aining countries o f 
Eastern Europe and A sia (Helliwell, 1994, p. 228). 
He also finds that the d irect effect o f  dem ocracy on 
growth is negative, but that its indirect effect 
(through education and investment) is positive and 
som ew hat stronger.

Porter and Scully (1995) explain how the needs 
to offset the dim inishing returns to factor accum ula
tion in the neoclassical growth model give rise to 
attem pts in the political m arket to change the “rule 
space” . A lthough these authors stop short o f a full- 
fledged attem pt to apply such a m odel em pirically, 
they illustrate its application by the need to m ake 
national m arkets m ore efficient in the nineteenth- 
century U nited States. This need was realized 
through the federalization, and hence harm onization, 
o f many state and local rules and regulations and was 
reflected in the acceleration o f new legislation. U nder 
certain conditions (including the efficiency o f the 
political allocation o f rights: an idea very close to the 
spirit o f the CUD in  this paper), the allocation of 
rights and obligations through such rule changes can 
be o f  lower cost than that effected through private 
contracts and transactions.

In this light, our approach to the identification of 
the determ inants o f  institutional developm ent starts 
by devising three classes o f variables, namely, initial 
conditions; structural variables; and the following 
other direct determ inants o f the c u d :  G astirs  index 
of civil liberties (c iv l ib ), the interaction between the
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average num ber o f  revolutions and coups d ’eta t per 
decade (REVCOUP) and the b lack  m arket exchange 
rate prem ium  (BMP), the latter being a proxy for over
all econom ic distortions. O ur expectation is that the 
effects on the cnD o f  the first tw o variables w ould be 
positive and that o f  b m p  negative. For initial condi
tions, w e include the beginning-of-decade levels o f 
population (POP 0), hum an capital (HK 0) and real 
per capita GDP (In YO). O ur expectation is that the 
effects on the CUD o f  the first variable w ould  be 
negative and the latter two positive. Finally, as struc
tural variables, w e include the percentage o f the la 
bour force w orking in  agriculture ( p c t c g a g ) ,  the 
Gini coefficient for land ownership (GiniLand), the 
ratio o f  public expenditures on tertiary education to 
public expenditures on prim ary and secondary educa
tion ( i n e q t  PS),42 and dum m y variables for the 1970s 
and 1980s (D VM 70  and DUM80, respectively). W e ex
pect the direction o f the effects on the CIID to be 
negative in  the first three cases and am biguous in  the 
latter two. Interaction term s betw een som e o f  these 
structural variables were also introduced.

Although the results presented in table 5 are ex
ploratory and should therefore be interpreted care
fully, they are not w ithout interest. Colum n (1) o f 
table 6  gives our initial results for the CUD, based on 
the first four variables m entioned above plus the 
dum m y variables for the 1970s and 1980s, A lthough 
all coefficients have the expected signs, only one o f 
them  (BMP) turns out to be statistically significant. 
The level o f overall econom ic distortions seem s to be 
a pow erful hindrance to the establishm ent o f a sound 
institutional fram ework.

A s shown in  colum n (2), introducing the initial 
condition variables does not im prove the results. I t  is 
noteworthy that the effect o f  b m p  is still negative 
and significant, and  that the level o f  hum an capital 
turns out to be positively related to the level o f  insti
tutional developm ent. The three rem aining structural 
variables are introduced in the specification shown in 
colum n (3). It should be noted that, w hile all have

42 It is quite well documented for Latin America that the distri
bution of human capital is one of the major causes of the persist
ently high income inequality (Behrman, 1993; Londoflo, 1995; 
Morley, 1995; Berry, 1996). Further, data availability across 
countries and over time was a crucial factor in the choice of 
using the determinants instead of using the income distribution 
data directly. For instance, these data are not available for 
Bolivia for all three decades covered by this study (Deininger 
and Squire, 1996).

their expected negative signs, none is significant.43 It 
m ay also be noted that all previous results, including 
the significantly negative effect o f  b m p  on institu
tional developm ent, are essentially unaffected by the 
introduction of these term s.44

G iven the aforem entioned relevance o f incom e 
inequality in general and rent-seeking in  particular to 
our c u d  m easure, the lack  o f significance o f som e o f 
our inequality-related structural variables (INEQT -p s)  
is som ew hat disconcerting. Yet, since the effects o f 
these variables need not be independent o f  each 
other, in  the specification given in colum n (4) we 
include an interaction term  between them . N ote that 
the sign o f  the interaction term  turns ou t to  be posi
tive (suggesting a  reinforcing effect), but m ore im 
portantly, that the introduction o f this term  raises the 
absolute value o f the negative coefficients as well as 
the significance o f  the two separate types o f  inequal
ity. Finally, note that the inclusion o f  this interaction 
term  also raises the significance levels o f BMP.

T he above results allow us to  identify som e fac
tors contributing to the observed intertem poral and 
intercountry variations in our index o f institutional 
development. W e see that policy distortions and in
equalities are the m ain determ inants o f that index. It 
is som ew hat surprising to note that the initial condi
tions play quite an insignificant role. The estim ates 
shown in colum n (5) are deem ed best and serve as 
the basis for endogenizing the cnD. Yet, the possibil
ity o f  sim ultaneous equation bias (to the extent that 
the cnD  is really endogenous in the growth equation) 
raises issues concerning the direction o f  causality.

Table 6  presents the results o f our efforts to 
rem ove th is possible source o f bias and to see how  
m uch difference doing so makes: w e recalculated the 
production function, using the predicted values o f  the 
CIID given by the previous analysis.

Colum n (1) o f table 6 shows the results for the 
per capita incom e growth rate obtained by the two- 
stage least squares method, substituting the predicted 
value of CIID (from  colum n 2) for its actual value in

43 The results are not changed if we include each determinant 
one at a time or if, instead of the interaction terms, we use 
revolutions and coups separately.
44 W e also experimented with other structural variables, but the 
results were similarly unsatisfactory. These variables included 
urbanization, the size of the middle class (third quintile in the 
income distribution), levels instead of rate of change of the la
bour force in agriculture, and the ratio of public expenditure 
on tertiary education to that on primary education (instead of 
primary and secondary).
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TABLE5

OLS (ordinary least squares) estimation 
results for the CIID equation8
(Dependent variable is log o f  CIID; 
number o f  observations is 57 =  3 x  19)

0 ) (2) (3) (4) (5)

Constant 0.508802 -10.997943 -7.130958 0.253676 2.06081
(0.943) (-1.520) (-0.992) (0.033) (0.267)

BMP -0.8207 b -0.715945 c -0.767 b -0.80655 b -0.78124
(-3.118) (-2.674) (-2.982) (-3.306) (-3.154)

CIVLIB 0.175158 0.038966 0.001829 0.048117 0.124254
(1.407) (0.273) (0.013) (0.364) (0.979)

REVCOUP -2.349367 -2.760597 -2.795151 -2.67501
(-1.331) (-1.567) (-1.673) (-1.693)

In (YO) 1.362371 1.68551d 1.585619 d 1.399613
(1.401) (1.769) (1.758) (1.537)

POP 0 -0.0000038 0.0000079 -0.000011 -0.000016
(-1.174) (0.369) (-0.491) (-0.460)

HK 0 0.557943 0.67181 d 0.295608 0.214968
(1.414) (1.721) (0.717) (0.527)

INEQT_PS 0.091166 -27.99896 d -29.426 c
(0.124) (-2.044) (-2.123)

GiniLand -0.0821 c -0.14271 b -0.147 b
(-2.429) (-3.280) (-3.350)

PCTCHGAG -0.896798 -0.63082
(-0.696) (-0.515)

INEQT J>S x GiniLand 0.318286d 0.3339 c
(2.053) (2.129)

Adjusted R2 0.0638 0.0841 0.1836 0.2704 0.2443

4 Numbers in parentheses are t-statisties. CIID is the authors’ index of institutional development.
BMP is the black market exchange rate premium. CIVL1B is Gastil’s index of civil liberties.
REVCOUP is the average number o f revolutions times the average number of coups d ’Etat, per decade.
(YO) is the real per capita GDP at the beginning of the decade.
HK 0 is the average number of years of schooling of the population over 25 years of age, at start of decade. POP 0 is the population at 
start of decade. GiniLand is the Gini coefficient for land ownership.
INEQT_PS is the ratio of public expenditure on tertiary education to public expenditure on primary and secondary education. 
PCTCHGAG is the rate of change of the percentage of the labour force working in agriculture. 

b Significant at the 1 % level. 
c Significant at the 5% level. 
d Significant at the 10% level.

the growth equation. I t should be noted that when 
this is done, all the previous results rem ain valid. In 
addition, the significance o f both institutional devel
opm ent and the accum ulation o f  hum an capital are 
increased.

Given the possibility that these results obtain be
cause the initial level o f  hum an capital is am ong the

first-stage determinants o f the c i id ,  in  colum n (3) o f 
table 6 w e show the two-stage least squares estimates 
o f the param eters of the growth equation obtained 
after excluding the initial conditions variables from the 
c i i d  equation. The results for this stream lined c i id  
equation are given in colum n (4). As can be seen, this 
change does not alter the results obtained earlier.

INSTITUTIONS AND GROWTH: CAN HUMAN CAPITAL BE A UNK? * NAURO CAMPOS AND JEFFREY B. NUGENT



C E P A L  R E V I E W  « 4  * A P R I L  1 9 8 8 23

TABLE 6

2SLS {two-stage least squares) estimation results a
(Number o f  observations is 57  = 3 x  19)

Per capita 
GDP growth 

(1)

CUD

(2)

Per capita 
GDP growth 

(3)

CUD

(4)

Constant 0.231133 12.954153b 0.305327 2.060810
(1.132) (3,564) (1.478) (0.267)

In (YO) -0.055116 b -0.068274 b 1.399613
(-3.089) (-3.578) (1.537)

In(I/GDP) 0.020837 c 0.021503 d
(1.927) (2.008)

In (n+g+5) -0.054306 -0.062904
(-1.016) (-1.183)

HKGROWTH 0.004590 0 0.004536 d
(2.026) (2.033)

In (COD) 0.013326 c 0.013377 b
(2.738) (2.792)

BMP -0.841141 b -0.781242 b
(-3.509) (-3.154)

CIVLIB 0.199194 d 0.124254
(1.850) (0.979)

INEQTJ>S -32.253824 c -29.424568 c
(-2.714) (-2.123)

GiniLand -0.147159 b -0.147273 b
(-3,504) (-3.350)

INEQT„PS x GiniLand 0.364231 c 0.333876 c
(2.717) (2.129)

HKO 0.214968
(0.527)

FOPO -0.000010488
(-0.460)

Adjusted R2 0.6216 0.2519 0.6266 0.2443

a Numbers in parentheses are i-statistics. The CUD equation in column (3) does not contain initial conditions variables 
(i.e., In YO, HK 0, and POP 0). 

b Significant at the 1% level. 
c Significant at the 5% level. 
d Significant at the 10% level.

VI
Conclusions and suggestions for 
further research

W e believe that we have been able to advance under- tional developm ent the sam e attention as the “output
standing o f  the determ inants o f per capita growth by side” , this turns out to have a robust, positive and
bringing institutional developm ent explicitly into an significant effect on the rate o f per capita incom e
otherw ise standard growth m odel. In particular, when growth across countries and over time. W e believe
institutional developm ent is defined (as in our c u d )  that this index is relevant for econom ic growth be-
in such a way as to give the “input side” o f  institu- cause o f  the greater “stake in  the system ” that indi-
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viduals w ould be likely to feel in countries and tim e 
periods characterized bv high levels o f c i id .  W ith 
such high values o f  the cnD, the opportunities for 
rent-seeking w ould seem  to be reduced, thereby 
raising the incentive for the efficiency-enhancing 
exercise o f “m aking one’s voice heard” and causing 
greater energies to be devoted to productive eco
nom ic activities.

M oreover, the fact that the cnD index displays 
considerable variation not only across countries but 
also over tim e suggests that the relevant institutions 
for econom ic growth are not as fixed as they are 
generally perceived to be. This calls attention to the 
possibility that institutions (as opposed to policies) 
could deliberately be changed in ways that w ould 
raise the overall rate o f econom ic growth. M oreover, 
since an im portant reason for the positive influence 
o f the c i i d  on econom ic growth is due to the reduc
tion in opportunities for rent-seeking caused by the 
fact that m ore people feel they have a “stake” in the 
system, the positive influence o f  institutional devel
opm ent on growth need not occur at the expense of 
greater incom e inequality.

A nother and perhaps even m ore im portant find
ing concerns the identity o f the link between institu
tional developm ent and econom ic growth. Both the 
positive effect o f  the level o f hum an capital on our 
institutional developm ent index ( c i id )  and the fact 
that both the m agnitude and significance o f the effect 
o f  hum an capital growth on per capita incom e growth 
are raised by the inclusion o f the influence o f  the c u d  

on growth suggest that hum an capital could consti
tute an im portant link by w hich institutions affect 
growth.45 W hile this need not refute the relevance of 
physical capital form ation as another link between 
institutions and developm ent, given the virtually ex
clusive attention that has been given to the physical

45 Since the CIID and rent-seeking should be negatively corre
lated, the finding of a significant negative effect of human capi
tal growth on CIID appears to support Pritchett’s conjecture that 
“the institutional environment in many countries has been suffi
ciently perverse that accumulated human capital has no effect 
on, or even has lowered, economic growth even though the re
turns to schooling have been substantial because schooling has 
facilitated rent-seeking” (Pritchett, 1996, p. 33). See also the 
important work of Murphy, Schleifer and Vishny (1991), dis
cussed earlier.

capital link in the existing property rights literature, 
this is an im portant finding. A t a  minimum, greater 
attention should be given in  future research to the 
triadic relationship between institutions, hum an capi
tal and real per capita incom e growth. A t a maxi
m um , this w ould suggest the genuine im portance of 
identifying policies which w ould increase both 
hum an capital and the CIID and thereby raise the 
attainable rate  o f  econom ic growth.

Our growth analysis also demonstrates that, when 
the sam ple is lim ited to countries which are relatively 
hom ogeneous, considerable support is provided for 
the findings o f  unconditional and conditional conver
gence and the effect o f the investm ent rate on the rate 
o f econom ic growth. All o f the relevant m easures for 
these variables w ere found to have the expected signs 
and to be statistically significant, especially w hen the 
sim ultaneous equation bias is elim inated. Hence, in 
the latter respects the results also confirm  the find
ings o f previous studies, suggesting the relevance of 
physical capital investm ent and conditional conver
gence, after controlling for a  num ber o f variables that 
now include institutional developm ent.

O ur analysis o f institutional developm ent dem 
onstrated that the c i i d  responds negatively to the 
overall level o f distortions in the economy (repre
sented by b m p ), and inequality in educational expen
ditures or land ownership. These findings seem  to 
support our interpretation o f the COD as a m easure of 
institutional developm ent that reflects “stake in the 
econom ic system” and is therefore o f  d irect rele
vance to the rate o f econom ic growth rather than to 
political dem ocracy as it m ight at first sight seem.

O ur suggestions for future research are the 
following:

i) Priority should be given in future research to 
analysis o f the triadic relationship between institu
tions, human capital and econom ic growth. This may 
be particularly im portant in the context o f  Latin 
Am erica, because o f s ubstantial evidence that the 
average level o f  education is distorted (tow ard types 
which yield high private rates o f return, due to 
opportunities for rent-seeking, but low social rates of 
return).

ii) G iven the relatively low value o f the adjusted 
R 2 in the equation for the COD, a second priority for 
future research should be given to the introduction of 
additional variables w hich w ould increase the ex
planatory pow er o f  the m odel w ithout increasing its 
com plexity unnecessarily.
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iii) I t w ould be valuable to investigate different 
lag structures in order to provide additional insights 
into the direction o f  causality.

iv) A nother im portant extension o f these models 
w ould be to  improve some o f the measures used as ex
planatory variables. Candidates for improvement would 
include the human capital measure (for example, by the 
inclusion o f health indicators) and the C1ID itself (by in
cluding aspects related to the bureaucracy and judiciary).

v) Finally, once the aforem entioned extensions 
and im provem ents are carried out for Latin America, 
for which the relevant data for com puting the CUD 

and hum an capital are m ore readily available and the 
hom ogeneity problem s are som ew hat less severe than 
in other regions, it w ould be highly desirable to ex
tend the analysis to other regions such as Sub-Saha
ran  Africa and Asia.

(Original: English)
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External capital flows in
Latin America and the

Caribbean in the 1990s:
experiences and policies

This article analyses the experiences of a  group o f Latin Ameri
can and Caribbean countries with high inflows of external capi
tal in 1992-1996 and places them within the context of the 

capital movements which have taken place in the region since 

1977. Over the last two decades, capital flows to the region 

have been marked by their great variability: periods of high 
inflows of capital have alternated with periods of low inflows. 
In the three-year period 1992-1994, there was a heavy inflow o f 

capital which was concentrated in a few countries, was more 

volatile because its composition changed in the direction o f 
portfolio investments, and continued to be high in 1995-1996 in 
some countries. Analysis of the period from 1992 to 1996 

shows the incentives behind the high inflows of financial capi
tal and the response they elicited from national saving, the bal

ance of payments current account deficit and the real exchange 

rate and summarizes the macroeconomic and financial effects o f 
the decline or reversal o f capital flows in certain countries in 

1995-1996. The experiences of the countries of the region show 

that in order to take advantage of capital inflows and avoid their 

macroeconomic and financial risks, external capital attraction 

policies should: i) view access to external resources as part of a 

broader policy for strengthening national saving and developing 

the financial systems of the recipient countries; ii) seek such 
resources only as a  function o f the sustainable balance of pay

ments current account deficit of the country in question, and

iii) envisage m onetary and exchange-rate system s w hich 

permit the gradual and regulated opening-up of the balance of 

payments capital account and promote changes in the level and 

composition of capital inflows towards flows which are stable 

in the medium and long term.
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I
Introduction

External capital flows can make an important contri
bution to economic and financial development. They 
mobilize saving from the capital-exporting countries, 
thus increasing the resources of the recipient coun
tries and improving international resource allocation. 
In the recipient countries, these flows make it possi
ble to compensate for reductions in foreign exchange 
availability due to fluctuations in their exports and in 
the terms of trade and also further diversify the finan
cial assets and liabilities of the countries involved, as 
well as providing other benefits (ECLAC, 1995).

Inflows of external capital also bring with them 
risks and costs, however. The abundant loans that the 
international banking system made in the second half 
of the 1970s aided the growth of the countries of the 
region while they remained available, but they also 
brought with them excessive aggregate spending, 
high current account deficits and other macroe
conomic imbalances, which culminated in the exter
nal and domestic debt crisis which spread to most of 
the countries of the region in the early 1980s.

The present study deals with the experiences and 
policies regarding the procurement of external capital 
by the Latin American and Caribbean countries

which had heavy inflows of external capital between 
1992 and 1996. The study is divided into five sec
tions, including the present introduction. Section II 
highlights the variability of capital movements over 
the last two decades and uses various criteria to iden
tify the countries of the region which had heavy capi
tal inflows in 1992-1996. Section III describes the 
incentives which led to these heavy inflows of finan
cial capital, together with their consequences for na
tional saving, the current account deficit and the real 
exchange rate, and studies the macroeconomic and 
financial effects of the decline or reversal of external 
capital flows in some countries in 1995-1996.

Section IV deals with policies for the procure
ment of external capital within the framework of 
a development policy which strengthens national 
saving and domestic financial markets, and examines 
the concept of a sustainable current account deficit. 
The analysis of external capital procurement policies 
stresses the importance of monetary and exchange- 
rate regimes and looks at various instruments that 
can be used to regulate capital inflows and adjust to 
them. Finally, section V presents the main conclu
sions of the study.

Features of capital flows In Latin America 
and the Caribbean In recent decades

1. T h e  v a ria b ility  a n d  o th e r fe a tu re s of capita l 
m o v e m e n ts  b etw e en  1977 a n d  1996

Table 1 shows the capital account and current ac
count balances of the balance of payments of coun
tries of the region between 1977 and 1996. The 
capital flows show great variability. In a period of 
less than two decades it is possible to identify two 
periods of high capital inflows with averages equiva
lent to 5.3% and 4.3% of the regional GDP (1977- 
1981 and 1992-1994, respectively), a period of low

capital inflows, with an average of 1.3% of gdp in 
1983-1989, and two periods of medium-level inflows 
equivalent to 2.6% of GDP in 1990-1991 and 2.5% 
in 1995-1996.1

Of the total inflows in 1977-1996, 85% or more 
went to only six of the 19 countries shown in table 1, 
largely because of the size of the recipient countries. 
Thus, for example, Mexico alone received nearly 
40% of net capital inflows in 1992-1994, and Argen-

1 Capital flows in 1982 are excluded because this was a very 
irregular year.
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Latin Am erican and Caribbean countries: 
current and capital account balances
(As average percentages o f GDP)

C ountry\ 1977-1981 1983-1989 1990-1991 1992-1994 1995-1996 “

\  Year
Current
account

Capital
account

Current
account

Capital
account

Current
account

Capital
account

Current
account

Capital
account

Current
account

Capital
account

Argentina -0.2 1.7 -2.2 1.6 1.4 0.5 -3.2 4.3 -1.1 1.4
Bolivia -8.4 7.4 -14.1 14.6 -6.5 6.9 -10.0 11.6 -4.3 6.0
Brazil -4.1 4.2 -0.6 0.9 -0.6 0.8 0.4 2.0 -2,8 4.3
Chile -8.3 11.8 -6.3 6.6 -1.8 7.6 -3.6 8.3 -1.9 4.5
Colombia -0.4 3.1 -2.3 2.4 3.4 -0.6 -1.9 2.7 -5.1 6.1
Costa Rica -12.2 12.5 -8.3 10.1 -6.3 7.6 -6.6 6.3 -1.4 2.3
Ecuador -7.1 7.5 -5.0 4.9 -4.6 7.3 -3.7 5.7 -1.8 -0.2
El Salvador -3.3 2.3 -5.4 6.2 -6.5 7.3 -4.1 5.6 -2.3 3.8
Guatemala -3.4 2.9 -4.3 4.6 -2.4 5.2 -6.2 6.5 -3.4 3.3
Haiti -14.4 13.4 -12.4 12.4 -10.1 10.3 -6.8 4.7 -3.5 6.5
Honduras -10.0 9,9 -8.6 8.7 -10.5 12.0 -12.6 11.6 -5.3 7.2
Mexico -4.1 4.5 0.6 -0.4 -4.4 6.3 -7.3 6.5 -0.6 -2.0
Nicaragua -11.5 9.4 -36.9 38.3 -42.9 44.3 -49.9 49.6 -27.7 -20.5
Panama -8.5 8.7 4.6 -5.0 -3.3 8.1 -2.4 3.9 -2.5 3.0
Paraguay -5.8 10.4 -7.9 6.4 -5.2 9.7 -10.3 10.5 -5.1 5.2
Peru -2.8 4.5 -3.1 3.3 -3.6 5.1 -5.5 8.6 -6.5 6.8
Dominican Republic -7.4 7.7 -5.4 5.5 -1.6 3.7 -3.5 2.4 -0.9 1.1
Uruguay -4.5 6.4 -1.0 2.0 1.0 0.7 -2.3 3.1 -1.6 2.7
Venezuela -1.6 4.5 1.1 -2.9 10.4 -5.2 -0.9 -0.1 8.0 -3.7
Latin America and 
the Caribbean -43 5.3 -13 13 -1.0 2.6 -33 43 -1.9 2.5

Source: Balance of payments figures: International Monetary Fund (IMF). Figures ft»1 GDP in current dollars: BCLAC estimates.
6 The figures for 1995-1996 are based on the new definition of “Capital and financial account” established by the International Monetary 
Fund (IMF).

tina, Brazil and Chile together have accounted for at 
least 40% of the flows in all the sub-periods except 
1990-1991.2

Table 2 shows the standard deviation from the 
average of the capital account balances of the re
gional balance of payments, as an indicator of the 
variability of capital movements in the region in the 
period 1977-1994,3 Short-term loans display very 
high variability (almost 12 times their average 
value); portfolio investment also displays high vari
ability (almost twice its average value); long-term 
loans display a certain amount of variability (1.5 
times the average value), and foreign direct invest
ment is marked by a low level of variability (equiva
lent to half its average value). This latter component 
has shown the most uniform behaviour; over the

2 In the case of Nicaragua, the high share registered in 1983- 
1989 is accounted for mainly by unrequited official transfers.
3 This table was limited to the period 1977-1994 because the 
IMF made changes in the classification of capital flows as from 
1995.

w ho le  perio d  i t  s to o d  a t a round  1.0% o f  reg ional GDP, 
a lthough  it has d isp lay ed  substan tia l variations a t the 
ind iv idua l coun try  level.

Consequently, the variability of capital inflows 
into the countries of the region has been associated 
mainly with the variability of short-term loans and 
portfolio investment. Similar results have been ob
tained for industrialized countries (Turner, 1995).

Capital inflows from portfolio investments in 
stocks, other securities and short-term loans are vola
tile because they can quickly be reversed. From this 
point of view, the change in composition in the sense 
of an increase in portfolio investments and a reduc
tion in long-term loans observed in the 1990s indi
cates an increase in the volatility of external capital 
compared with previous periods. In 1992-1994, this 
situation mainly affected Mexico and Argentina, 
since the increase in portfolio investments accounts 
for three-quarters of the increase in total capital in
flows into those countries compared with 1983-1989, 
and it also applied to a lesser extent to Brazil in 
1995-1996.
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TABLE 2
Latin America and the Caribbean: Average and standard 
deviation of the main capital account components, 1977-1994a
(Millions o f current dollars)

Capital account components Average Standard
deviation

Standard deviation/ 
average

Direct investment 6 693 3 617 0.54
Portfolio investment 8 252 15 414 1.87
Short- and long-term loans 8 869 12 574 1.42

Long-term loans 9 466 14 347 1.52
Short-term loans -597 6 953 11.64

Capital account balance 24 963 18 462 0.74
Unrequited official transfers 1 576 943 0.60

Current account balance -20 961 15 454 0.74
Variation in reserves -3 976 11 076 2.78

Source; Balance of payments figures: International Monetary Fund (IMF). GDP figures: ECLAC estimates. 
a Calculated on the basis of the total for each component for the 19 countries listed in table 1.

2. C o u n tr ie s  w ith  h e a v y  in flo w s  of capital in
199 2-1 9 96

A high level or proportion of capital inflows is not of 
itself an adequate criterion for classifying countries 
according to their capital inflows. A number of coun
tries of the region have registered inflows above the 
average for the region, even in periods of high in
flows, but this situation led to an adjustment through 
a high current account deficit which already took 
place in the past Thus, for example, Bolivia had 
capital inflows equivalent to 7.4% of GDP in 1977- 
1981 and 11.6% in 1992-1994 (compared with aver
ages of 5.3% and 4.3% for the region as a whole), but 
at the same time it registered current account deficits 
of 8.4% and 10% of GDP in those periods.

The experience of the countries of the region 
with capital inflows in recent decades suggests that 
the existence of variations in the capital inflows into 
a given country which are equivalent to more than 
two percentage points of GDP in a particular period 
constitutes an important additional consideration for 
classifying countries according to their capital in
flows. Thus, a country marked by low capital in
flows, equivalent to less than two percentage points 
of GDP, which registers an increase of around two 
percentage points in those inflows would qualify as a 
country with medium-level capital inflows. In con
trast, a country marked by medium-level capital in
flows of two to four percentage points of GDP which 
also registers an increase of around two percentage 
points would qualify as a country with high inflows. 
For example, table 1 shows that Argentina registered

an increase in capital inflows from 1.6%  of g d p  in 
1983-1989 to 4.3% of g d p  in 1992-1994, so that ac
cording to this logic it would move up from a situ
ation of “low” capital inflows to one of “high” 
inflows. Likewise, Peru moved up from a situation 
of “medium-level” capital inflows in 1983-1989 
(3.3% of GDP) to one of “high” inflows in 1992-1994 
(8.6% of GDP).

Increases in capital inflows which would lead to 
a country being classified as a “high inflow” country 
do not necessarily translate into a situation of abun
dant foreign exchange. These increases may repre
sent financing for a bigger balance of payments 
current account deficit due to excessive aggregate ex
penditure (consumption and investment) in relation 
to national income. Honduras fits into this situation. 
Its capital inflows amounted to 8.7% and 11.6% of 
GDP in 1983-1989 and 1992-1994, but its current 
account deficits stood at 8.6%  and 12.6%  of g d p  in 
the corresponding periods.

The response of economic policy and macro- 
economic adjustments to greater availability of for
eign exchange is not due solely to increases in capital 
inflows. It can also be due to a reduction in the cur
rent account deficit or an increase in the surplus on 
that account Thus, for example, Chile’s current ac
count deficit went down from 6.3% of GDP in 1983-1989 
to 3.6% in 1992-1994, while its capital inflows increased 
from 6.6% to 8.3% of GDP between those two periods.

In view of the foregoing, we classified as countries 
which had high capital inflows in 1992-1994 (a period 
of high inflows in the region as a whole) those which 
simultaneously displayed the following conditions:
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i) cap ita l in flow s over fou r p e rcen tag e  po in ts o f  
GDP (i.e ., h ig h e r than  th e  average  fo r th e  reg io n  as a 
w ho le),

ii) increases o f  m ore  th an  tw o  percen tag e  po in ts 
o f  GDP in  th e ir cap ita l in flow s, o r s im ultaneous p o si
tive  varia tions in  the  cap ita l an d  cu rren t accoun ts o f  
th e  b a lan ce  o f  paym en ts (increases in  th e  defic it o r 
reductions in  the surplus) equ ivalen t to such  increases.

Table 1 shows that according to the foregoing 
criteria, the following countries qualify for the 
group with high capital inflows in 1992-1994: 
Argentina, Chile, Ecuador, Mexico, Paraguay and 
Peru.4 Brazil and Colombia qualify as countries 
with high capital inflows in 1995-1996, while 
Chile and Peru continued to register high inflows 
in that two-year period.5,6

I ll
The period of high capital inflows Into a 
group of countries of the region in 1992-1994

The factors determining capital movements between 
a capital-exporting country and a recipient country 
may be visualized in terms of the arbitrage conditions 
between interest rates or the rate of return on invest
ments in those countries:

(1) r -  r* + £(dep) + (p - p*) where:
r = Domestic interest rate (or rate of

return)
r* = External interest rate (or rate

of return)
£(dep) = Expectation of depreciation of the

national currency (or exchange risk) 
(p ~P*) = difference between the country risks 

of the respective economies.

This equation shows that a country which has 
opened up its balance of payments capital account 
will receive capital inflows as long as its interest rate 
or rate of return on investment for a given activity is 
higher than the corresponding rate in the capital- 
exporting country, with the interest rate adjusted to 
take account of the exchange risk and the difference 
in the respective country risks.

1. C o u n try  ris k  a n d  e x c h a n g e  ris k  of fin a ncia l 
in v e s tm e n ts

Some major financial reforms and stabilization poli
cies implemented in the late 1980s and early 1990s 
opened up the way for heavy inflows of capital into 
Argentina, Ecuador, Mexico, Peru and Paraguay in 
1992-1994 and into Colombia as from 1994. The

high capital inflows registered by Chile were fa
voured by the reforms in the financial system and 
capital markets made during the 1980s and an econ
omy which was in a marked process of stabilization 
from the end of that decade onwards, although it was 
still subject to widespread indexing practices. In the 
case of Brazil, the hyperinflation from which that 
country had been suffering was solved with the 
monetary reform which brought in the “Real” in July 
1994, thereby giving rise to favourable conditions for 
capital inflows.

These reforms and policies reduced the country 
risk (i.e., there was less likelihood of restrictions or 
disturbances affecting access to the foreign exchange 
market in transactions for taking capital out of the 
country). However, only Chile and Colombia man
aged to qualify as countries with low international 
investment risks (“investment grade”), in 1993 and 
1994 respectively.

The reduction in the exchange risk did a great 
deal to help attract high financial flows, which were 
also encouraged by expectations of revaluation of the 
national currency in the periods of high capital in
flows into the recipient countries.

4 It was decided to exclude Nicaragua because the high capital 
inflows into that country include a substantial proportion of 
unrequited transfers.
5The high inflow registered by Chile in 1995-1996 took place in 
spite of the fact that it made advance repayments on its external 
debt equivalent to nearly 3% of GDP in 1995.
6 It was decided to exclude Paraguay from the countries with 
high capital inflows in 1995-1996 because its inflows fell from 
10.5% of GDP in 1992-1994 to 5.2% in that period.
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The Stability Pact adopted in Mexico in 1989 
strengthened the stabilizing role of the exchange rate. 
Hie exchange rate floating range had a fixed nominal 
floor and a ceiling which moved up in small daily 
steps announced in advance, thus making it possible 
to project the variation in the nominal exchange 
rate. Annual inflation went down from 26.6% in 
1990 to 6.9% in 1994. This policy also concealed the 
exchange risk to some extent, however. While the 
cumulative inflation between 1990 and 1994 came 
to 66.3%, the cumulative increase in the nominal 
exchange rate for the U.S. dollar only amounted to 
20% over the same period.

In Argentina, the April 1991 Convertibility Act 
introduced a monetary and exchange rate regime 
with a fixed nominal exchange rate anchor, as part of 
an ambitious stabilization programme. Inflation went 
down from 172% in 1991 to 4.3% in 1994 (and 0.2% 
in 1996). The fixed nominal exchange rate policy 
wiped out the exchange risk, however. While cumu
lative inflation between 1991 and 1994 amounted to 
43.8%, the cumulative increase in the nominal ex
change rate for the U.S. dollar only amounted to 
4.8% in the same period.

Since 1991, Chilean exchange rate policy has 
involved an exchange rate fluctuation range within 
which the market exchange rate is allowed to vary, 
and a central exchange parity within that range. The 
central rate of the range is designed to give medium- 
term signals on the real exchange rate to the export 
sector. At the same time, the possibility of floating 
within the range permits the existence of some ex
change risk in order to discourage the entry of 
short-term capital.

This policy has been subjected to some adjust
ments in die light of the strengthening of the current 
situation and future prospects of the external sector 
from the late 1980s onward. Among the most impor
tant changes made were the application of a 20% 
compulsory reserve requirement on external credits 
in June 1991 (subsequently raised to 30% and also 
applied to other financial capital inflows, as de
scribed in section IV); the widening of the exchange 
rate range from 5% to 10% in January 1992; the use 
of a “dirty float” within that range since March 1992; 
the decision to link the reference exchange rate of the 
range to a basket of currencies instead of only to the 
U.S. dollar in July 1992; revaluation of the central 
parity of the range by 5% in January 1992 and 9.7% 
in November 1994; and the inclusion of a 2% annual 
comparative increase in productivity in the rules for

determining the reference exchange rate in December 
1995. In October 1996, the maximum proportion of 
investments that mutual funds could make abroad 
was raised from 30% to 100%, and such operations 
and the corresponding remittances in respect of them 
were exempted from the compulsory reserve obliga
tion. These measures helped to induce the market 
exchange rate to rise above the floor of the range, but 
the exchange risk has been depressed by the persist
ent tendency of the exchange rate to fall back to the 
floor and the decline in the reference exchange rate. 
Thus, while cumulative inflation between the end of 
1991 and the end of 1996 came to 68.0%, the nomi
nal exchange rate for the U.S. dollar only rose by 
18.1% in that period.

During the 1990s, Ecuador, Paraguay and Peru 
had exchange rate floating systems involving Central 
Bank intervention in the foreign exchange market, 
against a background of stabilization policies. The 
revaluations of the national currencies likewise re
sulted in a low exchange risk, partly because of the 
capital inflows themselves. The cumulative variations 
in the nominal exchange rate for the U.S. dollar and in 
inflation between 1991 and 1994 came to 110% and 
185% in Ecuador and 44.2% and 64.2% in Paraguay, 
while in Peru the corresponding rates between 1991 
and 1996 came to 217% and 295%, respectively.

At the beginning of 1994, Colombia introduced 
an exchange rate system based on a central parity 
moving according to fixed rules and an exchange rate 
fluctuation range of 15%. This system includes com
pulsory reserve requirements in respect of foreign cur
rency loans, first introduced in 1993 and later modified 
in 1994 according to the term of such loans (see sec
tion IV). Market pressures led to the revaluation of 
the central parity by 7% in December 1994. Political 
uncertainty caused the market exchange rate to rise to 
the top of the range in mid-1995, causing the Banco 
de la República to step in to defend the national cur
rency. Between the end of 1993 and the end of 1996, 
however, the cumulative variations in the nominal 
exchange rate of the U.S. dollar and inflation came to 
16.3% and 46.1%, respectively.

The 1994-1995 Mexican crisis led the Central 
Bank of Brazil to adopt a crawling band, intervening 
to keep the exchange rate within an increasingly 
narrow band which has gradually been moved up to 
bring about small real devaluations (Dias Cameiro, 
1997). Nevertheless, however, the variations in the 
nominal exchange rate and inflation were 57.2% and 
119% respectively between 1994 and 1996.
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2. T h e  rate of re tu rn  o n  Inte rn a tio n a l p ortfo lio
in ve s tm e n ts

High (real) interest rates on both loans and deposits 
were features of the financial liberalization and/or 
price stabilization policies of the countries with high 
capital inflows in the 1990s.7 In the same period, the 
nominal interest rates on loans and deposits in the 
United States sank below their trend levels in 1992- 
1994, going down to 6.5% and 3.8%. This situation 
was partly reversed in 1995-1996, when these rates 
rose to 8.6% and 5.7%, respectively.

Rule 144-A of the United States Securities Com
mission (1990) made it easier to sell securities on that 
country’s capital markets, through American Deposi
tary Receipts (ADRs) and other means, and the same 
occurred in other industrialized economies, espe
cially through Eurobonds (Caro, 1994).

In this context, the reduction and/or elimination 
of exchange risk already referred to lent great signifi
cance to the following factors in the countries receiv
ing high capital inflows in 1992-1994 and 1995-1996, 
according to the respective situations: i) the spread be
tween their interest rates (or rates of return on invest
ment) compared with those of the United States (and 
other capital-exporting countries), as shown in equation 
(1), and ii) the undervaluation (in dollar terms) of do
mestic securities on the emerging stock exchanges of 
the countries of the region around 1990, because of the 
expectations of gain generated by the economic re
forms and the higher price/profit ratios at which 
stocks could be sold through a d r s  on the capital 
markets of the United States.

The differences between the nominal dollar 
equivalent rates on loans in the United States com
pared with those in Chile, Ecuador, Paraguay and 
Peru averaged around 4.4%, 10.7%, 9% and 37.7% a 
year, respectively, in the period 1992-1994, which led 
domestic financial institutions and agents to seek re
sources on the international capital markets.8 In

7 This situation is connected with the low credibility of anti-infla
tion policies, restrictive monetary policies, flaws in regulation and 
prudential supervision which do not place limits on risky credit 
requests in deregulated banking systems, high banking transac
tion costs, insufficient national saving and other factors.
8 The equivalent domestic interest rates in dollars (i*) were obtained 
by applying the following formula: (1 + /*) = (1 + i)!{\ + tc), 
where i is the domestic interest rate in national currency and tc 
is the variation in the exchange rate. In the case of Chile and 
Colombia, the effect of a 30% compulsory reserve requirement 
was introduced by multiplying i* by where e is the com
pulsory reserve rate per unit of inflow of financial capital.

1995-1996, these differences came to 20% in Colom
bia, 7.7% in Chile and 11.3% in Peru (IMF, 1997).

The average spreads between the nominal inter
est rates on deposits in the United States and those in 
Argentina, Chile, Ecuador, Mexico and Paraguay, for 
their part, stood at average levels of 4.2%, 3.4%, 
3.7%, 6.9% and 4% per year, respectively, thus en
couraging foreign investors to channel resources to 
those countries in 1992-1994. In 1995-1996, the 
spreads were 5.1% for Brazil, 13.3% for Colombia, 
4.7% for Chile, and 3.5% for Peru (IMF, 1997).

Between 1990-1992 and the end of 1994, the 
stock exchange price indexes in dollars trebled in 
Brazil and Colombia and doubled in Argentina, 
Chile, Mexico and Peru, providing substantial gains 
for portfolio investors ( e c l a c ,  1996a). These in
creases were associated with big increases in the 
sales of stocks and bonds on international capital 
markets. Table 3 shows that the total amount of gross 
stock issues by countries of the region in those mar
kets increased by a factor of nearly 3 between 1990- 
1991 and 1993-1994, while the total amount of gross 
bond issues increased by a factor of nearly 7 between 
1990-1991 and 1995-1996. Argentina and Mexico re
ceived about two-thirds of these investments in 1992-
1994. Mexico alone obtained over 40% of them in 
that period, and portfolio investments in that country 
went up from slightly negative values in 1983-1989 
to 1.3% of g d p  in 1990-1991 and 5.2% of g d p  in 
1992-1994, forming by far the largest component of 
that country’s capital inflows in that three-year pe
riod. For its part, Brazil accounted for about a quarter 
of total gross stock and bond issues in 1995-1996.

3. R e p la ce m e n t of n ation a l s a v in g  b y  external
s a v in g

Table 4 gives a breakdown of the proportions of na
tional saving, external saving and domestic invest
ment (all at current prices) in countries which had 
high capital inflows in 1992-1994 (Argentina, Ecua
dor, Mexico and Paraguay), 1992-1996 (Chile and 
Peru) and 1995-1996 (Brazil and Colombia). The in
creases in external saving coincided with substantial 
declines in national saving in all those countries 
except Chile and Ecuador.

In Mexico, investment (as a proportion of GDP) 
increased by only two percentage points between 
1983-1989 and 1992-1994, compared with an in
crease in external saving equivalent to over seven
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TABLE 3
Selected Latin American and Caribbean countries: G ross issues of 
stocks (A ) and bonds (B ) on international markets, 1990-1996a
(Millions o f dollars)

^ S .  Year 1990 1991 1992 1993 1994 1995 1996

Country A B A B A B A B A B A B A B

Argentina _ 21 360 795 392 1 570 2 655 6 308 735 5 319 . 6 354 217 13 738
Brazil - - - 1 837 133 3 655 - 6 465 1 028 3 998 296 7 041 387 11 194
Chile 98 - - 200 129 120 288 322 799 155 224 300 297 1 750
Colombia - - - - - - 98 567 207 955 71 1 083 - 1 751
Mexico - 2 477 3 531 3 782 3 077 6 100 2 913 11 339 1 679 6 949 - 7 646 668 17 823
Peru - - - - - - 26 30 133 100 - - 1 052 -

Latin America and 
the Caribbean b 98 3124 3 891 7 522 3 965 12 577 6 022 28 764 4 704 18 097 962 23 071 3 662 47157

Source: ECLAC, on the basis of data provided by the World Bank, the International Monetary Fund (IMF) and Euromoney. 
s The amounts shown are gross in the sense that they do not include amortization of bonds and the flowback of stocks sold through the ADR 
and GDR systems. 
b Also includes other countries.

TABLE 4

G ross national saving (G N S ), external saving (E X S ) and gross 
dom estic Investment (G D I) In countries with high capital Inflows
(Average percentages o f GDP)

Country/period GNS EXS GDI Country/period GNS EXS GDI

Argentina a 
1983-1989 16.3 2.2 18.5

Ecuador
1983-1989 13.8 6.0 19.8

1990-1991 15.7 -1.4 14.3 1990-1991 17.5 2.3 19.8
1992-1994 15.5 2.9 18.4 1992-1994 18.3 2.1 20.4
1995-1996 16.6 1.2 17.8 1995-1996 16.0 1.8 17.8

Brazil
1983-1989 20.9 0.7 21.5

Mexico
1983-1989 21.6 -0.9 20.7

1990-1991 19.6 0.6 20.2 1990-1991 19.5 3.7 23.2
1992-1994 19.6 -0,4 19.3 1992-1994 15.5 6.5 22.0
1995 16.8 2.5 19.2 1995-1996 21.0 0.5 21.5

Colombia b 
1983-1989 19.1 0.6 19.7

Paraguay a 
1983-1989 15.6 7.9 23.5

1990-1991 22.0 -4.8 17.2 1990-1991 18.6 5.2 23.8
1992-1994 19,0 1.5 20.5 1992-1994 10.1 10.3 23.1
1995-1996 15.6 5.5 21.0 1995-1996 8.2 5.1 23.6

Chile
1983-1989 13.6 5.8 19.3

Peru
1983-1989 20.2 2.5 22.8

1990-1991 24.2 1.2 25.4 1990-1991 18.3 2.3 20.6
1992-1994 24.7 2.8 27.4 1992-1994 16.9 5.0 21.9
1995-1996 25.4 2.1 27.5 1995-1996 18.7 6.0 24.6

Source: Prepared by ECLAC on the basis of the national accounts and balance of payments data of countries of the region.
* National saving was calculated as the difference between the domestic investment figures of the national accounts and the balance of 
payments current account balance. b National saving in 1996 was calculated as in note a above.
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percentage points of GDP. In Paraguay, an increase in 
external saving of almost eight percentage points of 
GDP between 1990-1991 and 1992-1994 was accom
panied by a similar fall in national saving, so that 
domestic investment remained almost unchanged. 
Likewise, in Brazil an increase of almost three per
centage points of GDP in external saving between 
1992-1994 and 1995 was not accompanied by any 
increase in the proportion of domestic saving.

In Chile, declines in external saving coincided 
with increases in national saving and hence with de
clines in the proportions of GDP spent on consump
tion between 1983-1999 and 1992-1994. Gross 
national saving increased from 13.6% in 1983-1989 
to 24.7% in 1992-1994 and 25.4% in 1995-1996. 
However, replacement of saving took place at the 
level of individuals. Thus, individuals registered 
practically zero saving in 1992-1994, although their 
compulsory Social Security saving amounted to 
around 3.5% of GDP in that period (Arrau, 1996). 
Such voluntary dissaving indicates that they were no 
exception to the wave of consumption which affected 
all the countries with high capital inflows.

The above facts suggest that there has been a 
substantial process of replacement of national saving 
by external saving in the region. Statistical studies 
taking account of other variables which affect na
tional saving have shown that an increase in external 
saving by one percentage point of gdp has tended to 
reduce national saving by about one-half of one per
centage point of gdp in the region (eclac, 1995).

The fact that financial liberalization measures 
coincided with high current account deficits in a 
number of countries with high capital inflows in the 
1990s was a reflection of the “syndrome” observed 
by Goos in similar cases in the Scandinavian coun
tries and the United Kingdom: falls in saving, a sub
stantial increase in financing of consumption rather 
than of investment, and deterioration of the balance 
of payments current account (Goos, 1996).

The main causal factor in these results in these 
cases was the credit extended by the banking system 
to the private sector to finance consumption. A simi
lar role has been attributed to bank credit in a number 
of countries of the region which had high capital in
flows in the 1990s (Sachs, Tomell and Velasco, 
1996). As a proportion of gdp, bank credit to the 
private sector doubled between 1990 and 1994 in 
Ecuador, Mexico, Paraguay and Peru (IMF, 1997).

Other factors also encouraged consumption in 
the countries with high capital inflows in the 1990s:

the wealth effect connected with the rapid rise in 
share prices (except in Ecuador, which did not have a 
domestic capital market capable of incorporating 
heavy international portfolio investment flows); trade 
reforms which reduced average import tariffs to be
tween 10% and 15% at the same time that there were 
sharp falls in the real exchange rate (table 5), and the 
adjustment in consumption patterns which took place 
in countries which had gained renewed access to ex
ternal financing and credit.

4. T h e  fall in real e x c h a n g e  ra tes

Table 5 shows capital inflows as a proportion of gdp, 
the proportion of those inflows which was placed in 
the international reserves, and the behaviour of real 
exchange rates (effective export exchange rates) for 
some countries of the region in the 1990s, using the 
real 1990 exchange rate as a basis. Six of the coun
tries which registered high capital inflows (Argen
tina, Brazil, Colombia, Ecuador, Mexico and Peru) 
channeled about one-third or less of those inflows 
into the accumulation of international reserves, so 
that two-thirds or more went into the current account. 
Except in the case of Ecuador, national saving in 
those countries remained unchanged or even went 
down (table 4), thus limiting the capacity of their 
Central Banks. In Argentina, Ecuador, Mexico and 
Peru real exchange rates fell (i.e., the currency appre
ciated in value) by around 20% in 1992-1994 com
pared with 1990. In Brazil and Colombia, real 
exchange rates fell by around 30% in 1995-1996 
compared with 1990 (and in the first-named country 
the rate fell by 40% compared with 1992-1994).

The Central Bank of Chile mainly used Social 
Security saving to finance an accumulation of inter
national reserves equivalent to over 50% of the capi
tal inflows in 1992-1996 (and nearly two-thirds of 
those inflows in 1992-1994). Through the sale of 
Central Bank securities to pension funds (almost 
40% of the total funds) there were current account 
deficits of 3.6% of GDP in 1992-1994 and 1.9% in 
1995-1996, in spite of capital inflows equivalent to 
8.3% and 4.5% of GDP in those periods (table 1). This 
was one of the reasons why the real exchange rate in 
Chile registered the smallest decline among the coun
tries which had high capital inflows in the 1990s.

This evidence suggests that the high inflows of 
capital in this period were accompanied by signifi
cant drops in the real exchange rate. In a few cases,
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TABLE 5

Latin American countries with high capital inflows In the 1990s: 
Capital inflows, variation In reserves and real exchange rates

Country/period
Capital 
inflows 

(% of GDP)

Variation in 
reserves 

(% of capital 
inflows)

Real exchange rate (1990=100)

Average
1992-1994

Average
1995-1996

Countries with high inflows in 1992-1994
Argentina 4.3 24.5 76.6 88.0
Ecuador 5.7 34.4 85.6 79.3
Mexico 6.5 -12.6 81.9 115.3

Countries with high inflows in 1992-1996
Chile 6.8 52.9 96.1 90.3
Peru 7.9 35.4 82.9 84.0

Countries with high inflows in 1995-1996
Brazil 4.3 33.3 112.6 67.8
Colombia 6.1 17.1 83.9 73.1

Source: IMF, 1997; ECLAC, 1997.

this process was alleviated to some extent by an in
crease in national saving and its use for a substantial 
buildup of international reserves. The use of the ex
change rate as a stabilization instrument in Argentina 
(since 1991), Brazil (since 1994) and Mexico (in 
1989-1994), together with the marked expansion in 
domestic expenditure which accompanied the high 
capital inflows, among other factors, also influenced 
the declines observed in real exchange rates.

5. M a c ro e c o n o m ic  a n d  fin a n cia l risk s  
a s s o c ia te d  w ith  h ig h  capita l in flo w s

In Mexico, increasingly volatile capital inflows were 
used to finance a current account deficit which 
amounted to 7%  of GDP in 1994, when serious politi
cal events took place in that country. That situation, 
and an exchange rate which had got out of line, re
vealed the external vulnerability of the Mexican 
economy and increased the risk of a reversal of capi
tal flows (Goos, 1996).

A 15% increase in the exchange rate flotation 
band in December 1994 increased the perception of 
exchange risk, gave rise to capital outflows equiva
lent to 7.2%  of GDP in 1995, and caused the stock 
exchange to slump by 62%  (in dollar terms) between 
the third quarter of 1994 and the fourth quarter of 
1995. The run against the peso led to over-devalu- 
ation of the national currency, whose parity fell by 
half in the space of three months. The macroe
conomic adjustment led to a fall of 6.6% in gdp in 
1995 and affected the solvency of the banking sys

tem. The fact that 20% of loans were in the bad debts 
category made it necessary to adopt rescue measures 
which cost the equivalent of 6% of GDP. However, a 
41% rise in the real exchange rate (the effective rate 
for exports) in the two-year period 1995-1996 (table 
5) provided a solid base for reactivating exports and 
activities in the tradeables sector.

The Mexican situation “infected” Argentina by 
giving rise to a perception of exchange risk among 
depositors and investors and compromising the credi
bility of the fixed exchange rate. The withdrawal of 
some 14% of the deposits in the banking system in 
the first quarter of 1995 set off a recessionary adjust
ment process. The GDP went down by 4.4% in 1995 
and stock prices (in dollars) fell by 29.5% between 
the third quarter of 1994 and the fourth quarter of
1995.

The economic recession affected the stability of 
the banking system, causing the proportion of loans 
in the bad debt portfolio to rise to 28%. The Central 
Bank of Argentina tackled the financial instability by 
promoting a private system of guarantees for depos
its, encouraging bank mergers and consolidation and 
keeping up the level of bank credit in spite of the 
heavy withdrawals of deposits. This significantly 
limited the automatic adjustment supposed to be 
characteristic of a fixed nominal exchange rate re
gime (Eichengreen and Wyplosz, 1996; ECLAC, 1996c). 
Even so, the real exchange rate (the effective rate for 
exports) rose by 15% in 1995-1996 compared with 
the three-year period 1992-1994, thus increasing the 
profitability of export and tradeable goods activities.
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The big expansion in credit in Ecuador and 
Paraguay in 1992-1994 gave rise to cases of bank 
insolvency for which the rescue operations cost the 
equivalent of 4.1% of GDP in Paraguay in 1995 and 
1.1% of g d p  in Ecuador in 1996.9

The slump in the Mexican stock exchange led to 
a 5.7% fall in the price index (measured in dollars) 
of the Chilean stock exchange between the third 
quarter of 1994 and the fourth quarter of 1995. This 
slump, together with political uncertainty, seems to 
have been an important factor in the 37% fall in the 
price index (measured in dollars) of the Colombian 
stock exchange in that period. These events did 
not affect the rate of economic activity in Chile in 
1995-1996, however.

IV
External capital

The experience of the Latin American and Caribbean 
countries which have registered high capital inflows 
in recent decades shows the importance of the appli
cation of the following economic policy criteria with 
respect to such inflows in the recipient countries:

i) establishing policies to encourage national 
saving and the development of the domestic financial 
system and capital markets, in order to provide a 
solid base for the financing of domestic investment 
and ensure that capital inflows are in line with a 
sustainable level of external saving;

ii) ensuring that the level and composition of 
capital inflows are compatible with a sustainable 
balance of payments current account deficit;

iii) using policy instruments designed to regulate 
capital inflows in line with the respective monetary 
and exchange rate regimes and to bring about a gradual 
and orderly entry into international capital markets.

Experience also shows that both the capital ex
porting and recipient countries could well strengthen 
their prudential regulations guiding international 
capital flows.

9 The 1994-1995 bank crisis in Brazil was due to political inter
ference in the credit operations of two major State banks and 
flaws in the prudential regulation and supervision of the banking 
system.

The above details show that the macroeconomic 
and financial risks deriving from the high inflows of 
capital into the region in the 1990s were limited to a 
few countries, unlike the generalized external debt 
problems caused by the heavy inflows of external 
credit in 1977-1981. The situation in the 1990s may 
be attributed mainly to two factors: i) the concentra
tion of international portfolio investments in a few 
countries of the region, partly because of the trans
parency and risk assessment requirements charac
terizing the issue and sale of securities on the capital 
markets of the United States and the industrialized 
countries, and ii) the external capital procurement 
policies of some of the countries which registered 
high inflows of capital in that period.

procurement policies

1. P o lic ie s  to  p ro m o te  n atio n a l s a v in g  a n d
fin a ncia l d e v e lo p m e n t

The proportions of national saving of the countries of 
the region have remained at around 20% of GDP since 
the 1970s. The limited degree of financial develop
ment in these countries is reflected in the ratio of M2 
(money and quasi-money) to GDP. In 1994, this in
dicator stood at around 20% of GDP in Argentina, 
Colombia, Ecuador and Peru, and 35% in Chile and 
Mexico (IMF, 1997).

The insufficient level of national saving and the 
small size of domestic financial markets limited the 
economic policy options open in a number of coun
tries with high capital inflows in 1992-1994 and laid 
them open to macroeconomic and financial risks. 
Moreover, the financial instability which affected 
several countries with high capital inflows in that 
period highlights the lack of institutional consolida
tion of their systems of prudential regulation and 
supervision (ECLAC, 1996b).

The foregoing shows how important it is to have 
policies designed to promote saving and the develop
ment of the domestic financial systems, in order to 
back up domestic investment in countries of the re
gion and at the same time ensure that external saving 
is compatible with their sustainable current account 
deficits.
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2. S u s ta in a b le  c u rre n t a c c o u n t  d e fic its

The current account deficit that the capital inflows 
into a country can sustain, and the corresponding 
medium- and long-term real exchange rate, are the 
most important items in the region's experience with 
capital movements over the last two decades. Such a 
deficit is directly connected with a country’s capacity 
to attract foreign capital and maintain its creditworthi
ness over time. The many factors which are involved 
in determining that deficit and the associated real ex
change rate mean that inter-temporal models for esti
mating these variables are very complex (Soto, 1996).

For economic policy purposes, a deficit of a con
servative nature may be determined by using the fol
lowing indicators which increase or decrease the 
sustainable deficit depending on their respective 
signs (Milesi-Ferreti and Razin, 1996):

i) political stability (political instability would 
have a negative sign),

ii) the external debt (a high proportion of such 
debt, or an increase in the ratio of the external debt to 
exports and/or of the external debt to gdp, would 
have a negative sign),

iii) exports (a high proportion in the total or an 
increase in the ratio of exports to GDP would have a 
plus sign),

iv) the real exchange rate (a low exchange rate 
or a fall in the real exchange rate would have nega
tive signs),

v) the rate of national saving (a high proportion 
of total Saving or increases in national saving would 
have a plus sign),

vi) stability of the domestic banking system (a 
transparent and solvent banking system, subject to 
firm prudential regulation and supervision rules, 
would have a plus sign),

vii) the composition of capital inflows (a high 
proportion or increase of short-term inflows and/or 
those of a speculative nature would have a negative 
sign).

The current account balances of the countries of 
the region between 1977 and 1996 given in table 1 
show that only small countries, or those which have 
received high levels of unrequited transfers, have 
been able to sustain current account deficits greater 
than 5% of GDP for considerable lengths of time. The 
sustainable current account deficit for Chile has 
been estimated at 3% or 4% of GDP (Le Fort and 
Budnevich, 1995). This estimate of the deficit con

trasts with the high capital inflows into that country 
between 1983 and 1996, which were equivalent to 
over 6.5% of GDP per year.

The sustainable current account deficit for the 
larger countries of the region, which have lower ex
port/product ratios, may be lower than the percentage 
estimated for Chile. Mexico’s current account deficit 
in 1992-1994, which was around 7% of GDP, was not 
sustainable. Partly because of contagion by the Mexi
can crisis, Argentina's deficit in that period, which 
was equivalent to 3.2% of GDP, did not prove to be 
sustainable in 1995-1996 either.

3. P o lic ie s  to  re g ula te  a n d  a d ju s t to  capita l 
in flo w s

The measures that the Central Bank of a country can 
take to regulate capital flows in periods of high capi
tal inflows or to adjust the exchange rate to deal with 
permanent improvements in the situation and pros
pects of the external sector depend on the monetary 
and exchange rate regime. In principle, the Central 
Bank would not have such means at its disposal for 
this purpose in a system of fixed nominal exchange 
rates, and it would not need them in a system of 
freely floating exchange rates.

A system of fixed nominal exchange rates elimi
nates the exchange risk (provided the exchange rate 
is credible). This system uses complete openness of 
the capital account to assure the economic agents that 
they will enjoy full convertibility of their assets and 
liabilities into foreign currency at all times, and vice 
versa. For this reason, this type of exchange rate 
regime is incompatible with restrictions on capital 
flows.10

In a freely floating exchange rate regime, all for
eign exchange transactions (both on the current ac
count and the capital account of the balance of 
payments) are carried out between those supplying 
and demanding foreign exchange, without any Cen
tral Bank involvement in exchange operations at all. 
In principle, such a regime does not provide for any 
restrictions on capital movements, nor is exchange 
risk a component of exchange rate policy, since it is

10 Monetary policy is completely passive when base money is 
created or reduced only through foreign exchange operations. To 
this effect, the Central Bank acts as a currency board and backs 
the whole of the monetary base with the international reserves.
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internalized by the participants in the foreign ex
change market themselves.11

Because of the effect of country risk, flows of 
funds from a capital-exporting country to an import
ing country will take place until the arbitrage condi
tion shown in equation (1) is fulfilled. Consequently, 
in order to discourage inflows of capital into the lat
ter country, monetary and exchange rate regimes are 
required which limit the arbitrage and make possible 
a gap between domestic and international interest 
rates and/or between domestic and international rates 
of return on financial investments in stocks (and also 
possibly the rates on direct investments).

The arguments in favour of this gap are con
nected with the level of domestic interest rates which 
secures a domestic equilibrium between aggregate 
expenditure and national income and hence the corre
sponding equilibrium level of external saving for the 
capital-importing country. In economies with insuffi
cient national saving, low capital endowments, im
perfect financial markets and stabilization policies 
which are still under way, the level of such rates may 
-when there is an open capital account- at the same 
time attract such large inflows of capital that they 
compromise those balances unless restrictions are 
placed on such inflows. At the same time, heavy capital 
inflows in economies like those in question may also 
encourage the revaluation of existing assets and create a 
risk of a financial bubble instead of financing in
creases in real capital formation (Zahler, 1992).

Monetary and exchange rate regimes which 
make possible a gap in the arbitrage of capital move
ments give the Central Bank a chance to manage 
such movements (and, consequently, some degree of 
autonomy in monetary policy). Such regimes gener
ally involve a dirty exchange-rate float, or a float 
with interventions by the Central Bank in the foreign 
exchange market which are not announced in advance; 
market exchange rates determined on the basis of a 
crawling peg, with suitable adjustment rules and an 
exchange rate band;12 and market exchange rates de
termined within a crawling band.

11 The Central Bank can carry out an active monetary policy 
through exchange operations involving domestic credit, but by 
not participating in exchange operations it leaves the behaviour 
of the exchange rate exposed to variations in capital movements.
12 Such rules take account of the difference between domestic 
and external inflation and the difference between the variations 
in domestic and external productivity.

The main tools used by recipient countries under 
these regimes to deal with high capital inflows are the 
application of taxes and compulsory reserve require
ments, higher exchange risk, the accumulation of inter
national reserves, and exchange rate adjustment.

The application of these tools is entirely compat
ible with measures for gradually opening up the 
balance of payments capital account to both inflows 
and outflows of funds.

a) Compulsory reserve requirements and taxes on
capital inflows
Compulsory reserve requirements and taxes are 

the main tools used to discourage capital inflows 
(Agosin and Ffrench-Davis, 1996). They increase the 
financial cost that domestic agents have to pay to 
gain access to sources of external financing and re
duce the rate of return that foreign agents can obtain 
by investing funds in the domestic markets of the 
capital-importing country.

Reserve requirements may be differentiated ac
cording to the term of the capital in question: while 
long-term capital inflows may be exempt from them, 
they may be used to check the inflow of short-term 
and/or speculative capital. The same results can be 
obtained through taxes differentiated according to the 
term of the inflows. Unlike reserve requirements, 
however, the application of the latter usually requires 
the adoption of an Act of Parliament (Jiménez, 1995).

The application of reserve requirements and/or 
taxes to financial capital inflows is particularly im
portant in two situations. First, when there is a lag in 
the downward trend of domestic interest rates in fi
nancial liberalization and/or stabilization policies in 
countries of the region. Second, when there is a com
bination of domestic and external factors, including 
some of a transitory nature, which may help to attract 
massive inflows of financial capital to domestic mar
kets which are still narrow or incipient, as occurred 
in various countries of the region in 1992-1996.

In Chile and Colombia, compulsory reserve re
quirements have been seen as an important instru
ment for limiting the inflow of short-term capital. In 
both countries, they have been applied side-by-side 
with measures to open up the balance of payments 
capital account (expansion of the range of transac
tions that can be carried out on the formal exchange 
market, authorization for the sale of securities on in
ternational financial markets, deregulation of capital 
outflows, etc.). In the case of Chile, they have been 
used for lengthy periods of time, mainly because of
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TABLEÓ
Chile: restrictions on capital movements

Capital inflows 
Foreign direct'investment

Portfolio investments 
ADRs

Others 
Loans and bonds

Deposits and lines of credit

Quantitative restrictions 
No quantitative restrictions

30% compulsory reserve requirement 
for secondary investments (July 1995)

30% compulsory reserve requirement 
for one year, regardless of term 
30% compulsory reserve requirement 
on monthly average

Other requirements
Minimum term: 1 year for principal; profits 
not subject to any minimum time limit 
Minimum of US$ 10 million for primary 
issue (November 1995)
BBB or higher for finance companies 
BBB+ or higher for banks

Minimum of US$ 25 million 
BBB or BBB+

Capital outflows
Institutional external investments 

Pension funds

Life insurance companies 
General insurance companies 
Mutual Funds

External investments by the 
banking sector

External investments by individuals 
or by the non-financial private sector

9% of total funds (4.5% of assets made 
up of shares)
10% of total funds
15% of the companies’ reserves
30% of the fund

25% of capital and reserves

No quantitative restrictions

Bonds and securities issued or guaranteed 
by foreign governments or Central Banks 
For the acquisition of foreign banks or the 
establishment of foreign branches, a 
capital/assets ratio of 10% is required 
Limitations connected with access to the 
formal foreign exchange market

Source: Le Fort and Budnevich, 1995.

the slow decline in real interest rates (Zahler, 1995). 
In Colombia, the application of reserve requirements 
has been seen as a good way of dealing with massive 
inflows of short-term financial capital (Urrutia, 1995).

Table 6 shows the restrictions on capital move
ments in Chile. Capital inflows, except for foreign 
direct investment and portfolio investment through 
primary ADRs, have been subject to a 30% compul
sory reserve as well as other requirements. This re
serve requirement is applied for a year to all inflows 
of financial capital in the form of bonds, loans, de
posits, lines of credit and secondary ADRs, whatever 
their term. This policy is designed to close the arbi
trage gap between domestic and international interest 
rates or rates of return for up to one year, on the 
assumption that the greater risks will themselves dis
courage inflows of financial capital for longer terms 
(Le Fort and Budnevich, 1995).

In Colombia, compulsory reserve requirements 
have been differentiated according to the term of fi
nancial capital inflows, in order to close the arbitrage 
gaps in question for flows with a term of up to five 
years. Table 7 shows that since 1994, credits with a

maturity of over 60 months have not been subject to 
compulsory reserve requirements, but those require
ments have been increasingly great as the term of the 
credits goes down (Banco de la República, 1995).

In Brazil, the tax on foreign currency loans was 
increased in October 1994 from 3% to 7%, and a 1% 
tax was introduced on portfolio investments, in order 
to limit capital inflows attracted by the high interest 
rates that followed the introduction of the Real. The 
Mexican financial crisis led to the temporary elimi
nation of such taxes in that country, but in August 
1995 the tax on portfolio investments was set at 7% 
and that on external loans was fixed at 5%, the latter 
being subject to a descending sliding scale reaching 
zero for terms of over six years. Since February 
1996, all the financial instruments used in the inter
mediation of external capital flows have been subject 
to a 5% entry tax.

The effectiveness of compulsory reserve require
ments and taxes is conditioned by the macroeconomic 
environment of the countries receiving capital. An 
economy which is quite orderly and stable, with an 
exchange rate in line with the medium- and long-
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TABLE 7

Colom bia: Restrictions on capital Inflows

Capital inflows

Income from the sale of foreign currency 

“Non-export" income in foreign currency

Foneign-currency income from tourism 

Credits

Credits with a term ranging from less 
than 30 days to 60 months:
i) Deposits for 30 days or less

ii) Deposits for 12 months

iii) Deposits for 18 months

iv) Deposits for 24 months

v) Deposits for between 24 and 60 months

vi) Deposits for more than 60 months

Quantitative restrictions

5% commission (April 1991)

3% retention (April 1991) 
10% retention (July 1992)

Limit of US$ 25 000

Other restrictions

140% compulsory reserve 
requirement (August 1994) 
93% compulsory reserve 
requirement (March 1994) 
64% compulsory reserve 
requirement (March 1994) 
42.8% compulsory reserve 
requirement (August 1994) 
30% compulsory reserve 
requirement (August 1994) 
No compulsory reserve 
requirement (August 1994)

Banks must maintain net foreign currency assets, 
which limits the loans they can make in foreign 
currency

Reserves must be maintained for the entire term of 
the loan and must be deposited in advance for 
credits with a term of less than 60 months

The Banco de la República may acquire securities 
with a term of up to 12 months before they 
mature, applying a discount of 55%

Advance repayments may only be made not 
less than 36 months after the procurement of 
the credit, except with the express authorization 
of the Banco de la República

Source: Banco de la República, 1995.

term equilibrium rate, may attract excessive inflows 
of capital, which means that compulsory reserve re
quirements and taxes are justified in order to forestall 
adverse macroeconomic effects. In a country with 
high current account deficits, an overvalued national 
currency and inflationary pressures, in contrast, 
restrictions on capital inflows may be redundant 
because the country risk and exchange risk will 
represent a barrier to international financial integra
tion (Zahler, 1995).

The application of taxes was considered suffi
cient to control capital inflows into Brazil in the 
second half of 1995 and the first half of 1996 (Dias 
Cameiro, 1997). In the case of Chile, there is still a 
good deal of discussion as to whether the compulsory 
reserve requirements have served to reduce the level 
of financial capital inflows, but it is generally agreed 
that they have changed the composition of such in
flows in the direction of more medium- and long
term capital. In Colombia, there is general agreement 
that such controls have had favourable effects both in 
reducing the total amount of external financing and 
in changing its structure in the direction of long-term 
capital (Ocampo and Tovar, 1997).

b) Greater exchange risk
The following exchange rate policies enable the 

Central Bank to achieve higher levels of exchange 
risk, mainly for discouraging inflows of short-term 
capital due to arbitrage:

i) the adoption of an exchange rate regime based 
on a dirty float, instead of a rule fixing the future 
evolution of the exchange rate, as for example by the 
publication of an exchange rate table;

ii) the adoption of an exchange rate rule within a 
crawling peg system which moves the central value 
of the exchange rate band as a function of a basket of 
currencies instead of a single currency, and

iii) broadening the exchange rate band by includ
ing a system of a crawling peg subject to an ex
change rate band, in order to secure greater exchange 
rate flexibility.

The effectiveness of these measures depends on 
whether the reference exchange rate of the respective 
exchange rate regime coincides with the medium- and 
long-term equilibrium rate. If a reference exchange rate 
leads to a market exchange rate which undervalues the 
national currency, then the expectations of revaluation 
may cancel out the greater exchange risk.
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c) Prudential regulation o f financial capital move
ments
The portfolio investments made by institutional 

investors of industrialized countries in emerging 
capital markets, unlike the individual transactions of 
stocks, bonds and other securities by enterprises and 
institutions of the region on the capital markets of the 
industrialized countries, are subject to very little pru
dential regulation. This has led to proposals at three 
levels for reducing the capital flows attracted by con
siderations of short-term liquidity or rates of return 
due to arbitrage (Griffith-Jones, 1996):

i) measures designed to ensure the supply of 
adequate, timely and reliable information on the ex
posure of institutional investors in emerging capital 
markets;

ii) the provision of warning signals about such 
exposure;

iii) the introduction, by the institutions responsi
ble for regulating and supervising the capital markets 
of the industrialized countries, of regulations and 
restrictions on the short-term portfolio investments 
of institutional investors.

Prudential regulation can also play an important 
role in the countries receiving capital. The sale of 
securities to foreign investors by public enterprises 
and quasi-autonomous institutions, or such sales with 
the participation of the public sector, may involve an 
explicit or implicit State guarantee. This guarantee 
over-incentivates demand, so that there are grounds 
for establishing strict requirements regarding the 
issue of these securities and for demanding the 
express authorization of the economic and/or finan
cial authorities of that sector for their sale.

d) Accumulation o f international reserves
The accumulation of international reserves is not 

only justified in countries which have low levels of 
reserves or are subject to major fluctuations in their 
external trade or terms of trade. The Central Bank 
can also accumulate international reserves, by ab
sorbing part of the capital inflows which take place, 
in order to defend the macroeconomic balances and 
the real exchange rate. For this purpose, it intervenes 
in the foreign exchange market through exchange op
erations and sterilizes the monetary effects of those 
operations by selling debt paper on the domestic 
capital markets (thereby giving some degree of 
autonomy to monetary and exchange rate policy). 
Substantial sterilization of capital inflows limits the

expansion of aggregate expenditure and thus prevents 
the replacement of national saving by external saving 
(Fffench-Davis and Griffith-Jones, eds., 1995).

Sterilization depends on the availability of suffi
cient national saving, as was the case in Chile in the 
1990s, and it also has its costs. It helps to raise do
mestic interest rates by encouraging short-term finan
cial capital inflows, which tends to undermine the 
effect of this policy (Steiner and Escobar, 1995), At 
the same time, it can lead to a deterioration in the net 
worth of the Central Bank if the interest rates on the 
latter *s international reserves are lower than those 
paid by the Bank on the securities which it has issued 
in national currency,13

e) Exchange rate adjustment
Continual growth of exports and a current ac

count balance which is consistently within the limits 
of the sustainable deficit, together with high long-term 
capital inflows which persist in time, justify exchange 
rate adjustments for macroeconomic reasons. These 
situations may even make it necessary to reassess the 
size of the sustainable current account deficit.

Persistent improvements in the current situation 
and future prospects of the external sector justify the 
revaluation of the national currency, and vice versa. 
This translates into changes in the explicit reference 
value of the exchange rate, as in the case of a 
crawling peg system, or changes in its implicit refer
ence value, as in the exchange rate that the Central 
Bank seeks to defend through interventions not an
nounced in advance, in an exchange rate system 
based on a dirty float.

In such regimes, timely adjustment of the ex
change rate is essential in order to avoid the forma
tion of expectations of revaluation or devaluation of 
the national currency. If expectations of revaluation 
spread among the economic agents, they will cancel 
out the exchange risk and encourage capital inflows 
even if there are compulsory reserve requirements 
and taxes. In contrast, widespread expectations of de
valuation will give rise to heavy capital outflows which 
will be hard to control even through restrictions.

13 The Central Bank of Chile increased its international reserves 
by some US$ 10 billion between 1990 and 1995, bringing them 
to the equivalent of 24% of GDP in the latter year. As the inter
est rates at which the Bank sells securities on the domestic mar
ket are higher than the international interest rates it receives on 
the international reserves, the corresponding sterilization of 
capital inflows has caused it to suffer a quasi-fiscal deficit 
which was estimated at some 0.5% of GDP in 1995.
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V
Conclusions

Variability has been the main feature of the move
ments o f external capital to the countries of the 
region in recent decades. The high inflows of capi
tal into the region in 1977-1981 (bank loans) and 
1992-1994 (portfolio investments) were preceded 
by periods of low inflows and followed by declines 
in capital flows in 1983-1989 and 1995-1996. Un
like the widespread reduction in capital inflows to 
the countries of the region in 1983-1989 (because 
of the external and domestic debt crisis), however, 
the reversal in financial capital flows in 1995-1996 
was concentrated in just a few countries, especially 
Mexico and Argentina.

The variability of capital movements is due to 
external factors connected with the situation of inter
national financial markets, but it also has an impor
tant domestic component connected with the external 
capital procurement policies and structural factors 
and economic reforms in the recipient countries.

The inadequacy of the policy instruments used 
to regulate capital flows in periods of abundant 
supply of external funds has made possible high 
capital inflows, phases of expansion in aggregate 
expenditure, and high current account deficits in 
countries of the region in the 1990s (as in 1977- 
1981), which have not proved to be sustainable. 
These inflows have themselves led to subsequent 
declines or reversals in capital flows and reces
sionary macroeconomic adjustments. High capital 
inflows have also contributed to the expansion of 
credit to high-risk borrowers which has made it 
necessary to carry out rescue programmes in a 
number of the countries which had high capital in
flows in the 1990s (as also occurred in the external 
and domestic debt crisis of the 1980s).

Excessive capital inflows in periods of high 
supply and shortages of capital inflows in periods 
of low supply warrant the adoption of external 
capital procurement policies which graduate the 
level and composition of such inflows in the light 
of the volatility characteristic of the different 
capital flows. Such policies seek to encourage the 
entry of medium- and long-term capital to finance 
real investments and to discourage short-term in

flows of a speculative nature, in order to stabilize 
the flows over time and bring them into line with 
the sustainable level of current account deficit of 
the recipient countries.

External capital procurement policies should 
form part of broader policies to strengthen capital 
formation in the countries of the region. These poli
cies have the following main components:

i) instruments designed to increase national 
saving and develop a solvent and efficient domes
tic financial s ystem, in order to provide com
petitive national options for the financing of 
investment, with funds to sterilize excessive in
flows of capital, and also to permit orderly out
flows of capital;

ii) a monetary and exchange rate regime which 
will make it possible to manage and regulate capital 
movements and exchange rate adjustments to cope 
with lasting changes in the current situation and 
future prospects of the external sector;

iii) a macroeconomic environment with mar
ket exchange rates and interest rates which are in 
line with medium- and long-term conditions and 
which avoid expectations of revaluation or de
valuation of the national currency, in order to en
courage capital inflows based on medium- and 
long-term considerations and to avoid capital 
flights.

Increases in national saving, the achievement 
of stabler and deeper domestic financial systems 
and capital markets, and credibility with regard to 
macroeconomic organization and stabilization are 
structural conditions which directly affect the 
benefits and risks associated with capital inflows. 
These conditions can only be achieved in the medium 
and long term, thus warranting the gradual and regu
lated opening up-of the balance of payments capital 
account and progressive entry into international 
financial markets.

The main instruments for dealing with high 
capital inflows in the recipient countries are the 
following:

i) the introduction of compulsory reserve re
quirements or taxes and of measures to increase the
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exchange risk for short-term capital inflows moti
vated by arbitrage and mainly of a speculative nature;

ii) prudential regulation of capital movements in 
the industrialized countries and the recipient coun
tries, in order to help stabilize such flows and restrict 
those of a short-term speculative nature;

iii) the accumulation of international reserves by 
the Central Bank, if the recipient countries have 
insufficient reserves;

iv) measures to facilitate the outflow of domestic 
capital, including direct investment and certain forms 
of financial investment, and

v) the acceptance of gradual falls in the real 
exchange rate in so far as they represent adjustments 
to the medium-and long-term equilibrium values.

The application of these instruments depends 
very much on the availability of national saving, 
and their effectiveness is conditioned by the macro- 
economic environment, which should have exchange 
rates and interest rates in keeping with the medium- 
and long-term conditions, so as to avoid exchange 
risk and expectations of revaluation of the national 
currency.

(Original: Spanish)
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The Central Bank and
Chilean macroeconomic

policy in the 1990s

This article aims to describe and analyze the formulation, im

plementation and results of the macroeconomic policy carried 

out by the Central Bank of Chile in the first half of the 1990s. 

Section I explains the importance of the macroeconomic bal

ances from the standpoint of the Central Bank of Chile. Section 

II describes the Central Bank’s objectives and its interpretation 

of the achievement of domestic and external balances. Section 

m  summarizes the institutional, structural and conjunctural fea

tures which make the Chilean experience a special case. Section 

IV sets out the criteria adopted by the Bank in formulating and 

implementing its macroeconomic policy. Section V describes 

and explains the essential features of the monetary, exchange- 

rate, international reserves and capital account openness poli

cies carried out during the period. Finally, section VI describes 

the most important results of the above policies and sums up the 

main conclusions of this study.
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I
The basic macroeconomic balances

One of the most important items in the design of 
economic policy is the role played by the mainte
nance of the macroeconomic balances in the economic 
growth process. Fiscal, monetary, exchange-rate, wage 
and financial policies are of key importance for 
achieving and maintaining the fundamental macro
balances of the economy, both with regard to em
ployment and stability of prices and of the system of 
payments (the domestic balance) and with regard to 
the external sector balance.

In order to achieve and maintain the domestic 
balance, the level of utilization of the production re
sources of the country must be such that it does not 
give rise to inflationary pressures greater than those 
provided for in the national economic programme. To 
this end, macroeconomic, and especially monetary 
and fiscal, policy must be aimed fundamentally at 
ensuring that aggregate domestic demand is in line 
with the production potential (the aggregate supply) 
of the economy.

Although it is true that, as a general trend, global 
expenditure should not grow more than the potential 
product1 -a  growth rate estimated at approximately 
6.5% in real terms per year for the Chilean economy 
during the first half of the 1990s-,2 it is both possible 
and desirable to supplement domestic saving appro
priately with resources of external origin for financ
ing investment. This makes it desirable that the level 
of domestic expenditure should only exceed national 
income by a proportion which depends on the 
amount, nature and sustainability of the sources of 
external finance. In the case of the Chilean economy,

□ The author wishes to thank Hector Assael, Gunther Held and 
Andras Uthoff for their valuable comments,
1 Strictly speaking, this assertion is true when the economy is at 
its production frontier. When it is below this level, it can grow 
faster (if external constraints permit this). When the economy is 
overheated, however, it is necessary to adjust levels of activity, 
so that during this period expenditure must grow more slowly 
than the potential product.
2 See P. Rojas, E. López and S. Jiménez, “Determinantes del
crecimiento del producto potencial de Chile: el rol del comer
cio", in Análisis empírico del crecimiento en Chile, F, Morandé 
and R. Vergara (eds.), CEP/ILADES-Georgetown, Santiago, 
Chile, June 1997.

it w as estim ated  tha t m a in ta in ing  the  ex te rna l bal
ances w as eq u iv a len t to accom m odating  a  tren d  defi
c it on  the  balance o f  paym en ts  cu rren t a cco u n t w ith in  
the  range  o f  3%  to  4%  o f  GDP.3

A low rate of inflation is essential when it is 
sought to achieve ambitious goals in terms of eco
nomic growth, investment, employment and reduc
tion of poverty. Since the Central Bank does not have 
the direct tools for achieving these objectives, it must 
concentrate its efforts both on reducing the rate of 
inflation and on progressing towards greater price 
stability; only in this way can it make an effective 
contribution to the achievement of such objectives 
and, hence, the development of the country. It should 
be noted that price stability is not an easy objective to 
attain, above all in a country with a history of chronic 
inflation, like Chile, and with several decades of 
application of very generalized price indexing 
mechanisms. Furthermore, in the first half of the 
1990s the Chilean economy was operating, for all 
practical effects, in a situation of full employment 
and without idle production capacity.

A macroeconomic environment which ensures 
that inflation is first of all brought under control, then 
gradually reduced, and finally stabilized at a low rate 
is an essential prerequisite for achieving high rates of 
investment and sustained increases in employment 
and in factor productivity. Experience has shown, 
however, that bringing inflation down from very high 
rates to moderately low rates is the easiest part of the 
stabilization process. The most difficult part is 
achieving subsequent convergence towards the rates 
of inflation registered by the industrialized countries. 
This calls for an unremitting effort to establish condi
tions favouring a sustained process of slowing down 
inflation, while at the same time minimizing the pres
ence of distortions which can bring about undesirable 
fluctuations, if not actual reversal, of that process. 
The requisites for achieving this result are, among 
others, the maintenance of strict control over the

3 See N. Eyzaguirre and P. Rojas, “Las políticas monetaria y 
cambiaria en Chile durante los noventa”, Santiago, Chile, 
Central Bank of Chile, January 1995.
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public finances to avoid expansionary cycles in ex
penditure; a monetary policy which makes possible 
real interest rates consistent with the productivity of 
capital in the long term; a real exchange rate which 
ensures adequate competitiveness of the tradeables 
sector while at the same time making possible a level 
of utilization of external saving in keeping with 
the viability of the balance of payments in the 
medium term, and a financial policy which ensures 
the stability and solvency of the financial system, 
in order to forestall and prevent repercussions of a 
macroeconomic nature due to its possible mal
functioning, fragility or even crisis.

It would of course be an exaggeration to pretend 
that macroeconomic stability is sufficient of itself to 
achieve high and sustained growth rates. There are 
other elements of a more structural nature which are 
also decisive conditions for generating and promot
ing economic growth and which are connected with 
the existence of competitive and flexible markets, es
pecially those for the factors of production, and the 
application of policies to regulate the structure and 
functioning of some key markets such as the finan
cial market or monopoly markets, as well to foster 
the processes of saving and investment, human 
capital formation, and scientific and technological 
research.

The criteria set forth in the above definition of 
the macroeconomic environment are not easy to 
measure. There is therefore usually a good deal of 
discussion as to whether the levels of interest rates, 
the exchange rate or the balance of payment current 
account balance are the right ones for each particular 
period, and it consequently becomes difficult to 
judge, when taking a medium-term view, whether or 
not there are deviations from the macroeconomic 
equilibrium conditions. The greater the stability of 
the economy and the more ambitious the anti-infla
tion objectives pursued, the more complex this prob
lem of diagnosis becomes. Thus, the conditions of 
macroeconomic instability which give rise to infla
tion of the order of 30% per year or more are easily 
identifiable, but those that represent only marginal 
deviations from an objective of a low rate of infla
tion, such as that registered in Chile towards the end 
of the first half of the 1990s, are the subject of con
siderable discussion and controversy. Prudence, good 
judgment, careful observation, comparison with the 
experiences of other countries, and an independent 
approach in making judgments are very important

assets for making a proper macroeconomic diagnosis 
in such circumstances.

The difficulty of precisely defining the right en
vironment for the achievement of macroeconomic 
stability is the reason why, in practice, the rate of 
inflation is one of the main indicators used for assess
ing the skill of the economic authorities in control
ling that environment.

It is not only the rate of inflation in a given 
period that is important, however, but also its sustain
ability in time. Obviously, authorities which repeat
edly allow high rates of inflation do not have proper 
control of the economic situation; the economic 
agents end up by incorporating a factor of mistrust 
and uncertainty in their patterns of conduct, which 
causes them to believe that somehow and some time 
it will be necessary to make an adjustment in expen
diture. There are also situations of low inflation 
where the policies applied are not sustainable either, 
however. These cases, which are marked by signifi
cant fiscal deficits or balance of payments current 
account deficits, have usually been followed by the 
sudden resurgence of latent inflationary problems.4 
In these situations, the fiscal and current account 
deficits are useful indicators for anticipating that in 
most cases the low rates of inflation observed will 
not be sustainable in time.

Only those cases where the Central Bank and the 
government economic authorities have been able to 
create a sustained environment of low inflation -low 
in terms of its level or trend- have been successful 
and have therefore been capable of generating expec
tations that the current macroeconomic policies will 
be maintained or, if changes have to be made, that 
these will be carried out gradually.

In short, the results obtained in terms of inflation 
and the implementation of policies which are in 
keeping with the objectives pursued in this respect 
are of fundamental importance for securing the credi
bility of economic policy. This credibility encourages 
the process of saving and stimulates business invest
ment, initiative and innovation, with a corresponding 
positive impact on the creation of jobs and economic 
growth.

4 It should be noted that there are some cases where, when there 
are well-developed capital markets of adequate depth, moderate
fiscal deficits are not necessarily a source of inflationary 
pressures.
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Policy objectives

The Charter of the Central Bank of Chile lays down 
three objectives for that institution: those of ensuring 
the stability of the currency, the proper functioning of 
domestic payments, and the proper functioning of ex
ternal payments. The Charter also states that when 
adopting agreements the Central Bank must bear in 
mind the general lines of the government’s economic 
policy. During the 1990s, the Central Bank of Chile has 
concentrated its efforts on the gradual, systematic and 
sustainable reduction of inflation, the definition of a 
range within which the balance of payments current 
account deficit must be maintained, and the estab
lishment of suitable conditions for ensuring the stability 
and soundness of the domestic financial system.5

Consequently, the formulation and execution of 
the Central Bank’s policies were not directly aimed at 
the achievement of other government economic pol
icy objectives such as stimulating economic growth, 
increasing saving and employment, or improving in
come distribution. There were three reasons for this: 
first, because the Bank’s objectives are defined by 
law; second, because the instruments available to the 
Central Bank are limited, to such a point that some 
observers claim that the institution does not have the 
necessary capacity for achieving the three objectives 
laid down by law, and third, because the achievement 
of these objectives was approached in such a way as 
to make it functional to the government’s global de
velopment strategy of economic growth with equity.

The objectives laid down by law for the Central 
Bank of Chile were implemented on the under
standing that they would be defined in a long time

5 The present article only analyzes the actions of the Central 
Bank of Chile with regard to two of these objectives: the control 
of inflation and the maintenance of the external balance of the 
Chilean economy. Much of the success achieved in the attain
ment of these two objectives has been due to the establishment 
of suitable conditions for the soundness of the domestic financial 
system and their supervision and follow-up, however. Although 
it is outside the scope of this article, the “financial development" 
option (including not only the banking system but also the non
bank financial intermediaries and their proper supervision and 
regulation, in contrast with the more simplistic policies of 
“financial liberalization”) has played an important part in the 
establishment of a macroeconomic and institutional framework 
favouring coherent economic policies.

horizon, so that their achievement would take place 
over time, in a sustainable manner. This would also 
help to give credibility to macroeconomic policy and 
impart stability and sustainable dynamism to the de
velopment process. Another basic feature of the way 
the Central Bank’s objectives were understood was 
that they should be achieved within a balanced con
text, without giving rise to traumas in other key areas 
of the economy and without it being necessary or 
even desirable to show spectacular immediate achieve
ments. Instead, priority was given to continuity, a sys
tematic approach, solidity, stability and credibility, 
together with global macroeconomic balance, with its 
corresponding positive impact on saving and invest
ment decisions, employment and wages, in a kind of 
virtuous circle of the economic development process. 
The alternative would have been to flaunt the appar
ently rapid and highly successful or even spectacular 
achievement of a few objectives, but at the cost of giv
ing rise to serious imbalances in other key areas of the 
economy or society. Experience shows that achieve
ments of this type are marked by their fragility and 
short duration in time, consequently making it neces
sary to slow down or even reverse reforms and policy 
implementation, thereby affecting the confidence of 
the economic agents and the effectiveness and bases 
of the macroeconomic programme.

1. T h e  a n ti-in flation  o b je ctive

Article 3 of the Charter of the Central Bank of Chile 
lays down that one of the objectives of the institution 
is to ensure the stability of the value of the national 
currency. In other words, it lays down the objective 
of price stability, which was interpreted in the first half 
of the 1990s as the systematic and sustainable reduction 
of the rate of inflation to single-digit levels.6

The priority given to the objective of price sta
bility is often questioned on the grounds that the re

6 The Central Bank’s aim was to bring the inflation rate down to 
the level of the industrial countries, that is to say, between 2% 
and 3% per year. In accordance with this objective, inflation was 
to be brought down to single-digit levels by 1995-1996 and then 
gradually approach the figures in question.
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ally important goal is economic development and 
monetary policy should therefore be subordinated to 
that objective. This type of criticism is more frequent 
in periods or situations when the campaign against 
inflation, reflected in a monetary policy seen as re
strictive, leads to a slowdown in the growth rate of 
the economy.

Empirical studies on the relation between infla
tion and growth carried out on the basis of data cor
responding to developing countries suggest however 
that, all other things being equal, a higher rate of 
inflation means a lower rate of growth in the long 
term. This relation is even more marked in countries 
with moderate or high inflation. Likewise, the same 
empirical studies also show that in countries with 
low and stable inflation rates -around a single digit— 
variations in those rates tend not to have a serious 
effect on the economic growth rate.

The objective of price stability, which is shared 
by almost all the Central Banks in the world -and 
certainly by all those which are independent, as is the 
Central Bank of Chile- is not an end in itself. Obvi
ously, the main objective of the economic authorities 
as a whole is to achieve greater national development 
and improve the living conditions and quality of life 
of the population, for which a high economic growth 
rate is a necessary condition. This does not contradict 
the achievement of the anti-inflation objective, how
ever. On the contrary, it has been shown both theo
retically and empirically that price stability favours 
economic growth in the medium and long term. The 
Federal Reserve Board (Central Bank) of the United 
States, for example, recently published a study in 
which it shows that lower inflation increases the pro
ductivity of the economy. Moreover, inflation is actu
ally a (non-legi slated) regressive tax, since it most 
heavily affects those with fewer resources, who have 
less possibility of protecting themselves against it. 
Consequently, price stability also has a positive effect 
on income distribution and helps to achieve a society 
with greater opportunities. Thus, an institution like 
the Central Bank which seeks to achieve the anti- 
inflation objective is also collaborating and assisting 
in the medium and long-term economic development 
of the country.

During the 1990s, the Central Bank of Chile has 
taken the view that price stability is a necessary con
dition for rapid and sustained economic progress and 
that international experience proves this. From this 
standpoint, such stability is just one of the measures 
for the achievement of the more global objective of

good economic performance. An ambitious objec
tive, but one which can reasonably be attained in the 
case of the Chilean economy, is to arrive at low and 
stable annual inflation rates like those currently 
registered in the developed countries. Beyond any 
doubt, it would be best to be able to live in a world 
without inflation. The rigidities which have to be 
faced in real life, however, may make it necessary to 
permit a slow increase in the price levels of the econ
omy, although at very low rates, in order to facilitate 
some adjustments in the structure of relative prices. 
Improvements in the quality of goods and services 
also involve a tendency toward a statistical rise in 
price levels. Nevertheless, a stable annual rate of in
flation like that registered in the industrial countries 
could be described, without exaggeration, as thor
oughly positive, since the serious problems associ
ated with inflation tend to disappear as the rate of 
inflation approaches this range.

The aim of achieving a rate of inflation similar 
to that of the developed countries is also justified 
because the internalization strategy of the Chilean 
economy becomes much more efficient in a context 
of domestic price stability. Likewise, the fact that the 
consolidated public sector (even after inclusion of the 
Central Bank accounts) does not show a deficit, to
gether with the increasing soundness of the macroe
conomic performance of Chile, indicate that there are 
no reasons for having inflation rates higher than the 
international levels. It should, however, be noted that 
the generalized indexing of the Chilean economy on 
the basis of past inflation suggests that it would be 
desirable to progress gradually towards the objective 
of price stability, for such an approach minimizes the 
short-term costs in terms of economic activity and 
employment connected with price stabilization pol
icy, while at the same time the economic authorities 
steadily gain credibility. This tends to impart growing 
legitimacy to the anti-inflation policy and makes it 
possible to further improve monetary policy and 
make it more efficient, without unnecessarily sacri
ficing other economic policy objectives.

2, T h e  e xte rn a l b a la n c e  o b je ctive

Article 3 of the Charter of the Central Bank of Chile 
also lays down that another of the institution’s objec
tives is to ensure the normal functioning of external 
payments. In other words, it lays down the objective 
of achieving external balance, which has been inter
preted as meaning that the balance of payments cur
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rent account is an important element and that any 
deficit on it must be kept within a predetermined range.7

It is often objected that too much importance is 
attached to the balance of payments current account 
deficit in the design of macroeconomic policy. It is 
maintained that the developing countries need exter
nal saving to finance investment, and that this deficit 
is not very important if its financing is covered by net 
inflows of “private” and “voluntary” capital. It is also 
argued that the deficit is not a cause for concern when the 
excess of imports is concentrated in capital goods, espe
cially if the latter are designed to increase the production 
capacity of the tradeables sector of the economy.

Although the above considerations do make some 
sense, they are not so important compared with what 
really matters: the acceptable limits -in terms of both size 
and duration- of the balance of payments current account 
deficit The emphasis placed on this deficit, which is fun
damentally a reflection of the excess of domestic expen
diture over the income of the economy and, more 
specifically, the emphasis placed on controlling the trend 
deficit of the balance of payments current account are 
justified by the decisive influence that external constraints 
-including the impact of the evolution of the terms of 
trade and of international interest rates, among other 
factors connected with Chile’s form of insertion in 
the international economy- have always had on the 
vulnerability of the Chilean economy in the past.

Moreover, focusing attention on the evolution of 
the balance of payments current account deficit is 
another way of taking care that external saving does 
not take the place of domestic saving but comple
ments it, so that the latter may finance a high and 
significant percentage of domestic investment, which 
is a decisive factor for the stability and sustainability 
of economic growth.

An item of the greatest importance in the design 
and execution of Chilean macroeconomic policy in 
the first half of the 1990s has been the fact that the 
Central Bank has always resisted the temptation to 
relax monetary policy ahead of time, in spite of the

7 In the case of Chile, this range was determined, on the one 
hand, by the fact that it was estimated that the potential product 
in dollars, at a constant real exchange rate, grows at the rate of 
about 8% per year. Furthermore, as the external debt in the early 
1990s was slightly more than 50% of GDP, a balance of pay
ments current account deficit of (a maximum of) 4% of GDP 
means that the external debt/GDP ratio would remain constant. 
The range adopted (between 3% and 4% of GDP) meant that it 
was not desired to exceed the limit of an external debt equiva
lent to 50% of GDP; indeed, it was considered prudent to gradu
ally reduce this ratio, which did in fact take place.

easy situation in the external sector due both to the 
very favourable evolution of exports, whose volume 
grew at an average annual rate of 10%, and the sig
nificant net inflow of external capital, which aver
aged 6%  of GDP. It may be noted that in this period 
there was heavy pressure for relaxation of the mone
tary policy (reduction of domestic interest rates) and 
the modification or even complete elimination of the 
system of an exchange rate variation band, the inter
national reserves policy, and also the policy designed 
to deal with short-term inflows of external finance. 
Yielding to this pressure would have led to greater 
appreciation of the Chilean peso that that which actu
ally took place during this period, but the distinctive 
feature of macroeconomic policy in those years was 
in fact its clear and firm definition and defence of the 
global strategy, maintaining the monetary policy as 
long as was necessary to make serious and solid ad
vances in the control of inflation and refusing to al
low a larger deficit that that laid down for the balance 
of payments current account. In this way, the Central 
Bank helped to consolidate high economic growth 
for Chile, financed primarily with domestic saving, 
and in the process it ensured a gradual but credible, 
sustained and sustainable reduction of inflation, with
out endangering the medium- and long-term external 
equilibrium of the Chilean economy.

Consequently, regardless of who was "responsible” 
for excess domestic expenditure (the public or private 
sector), the source of its financing (inflows of voluntary 
external financing or expansion of domestic credit), the 
composition of imports (consumer or investment goods), 
or the use made of the latter (expanding the production 
capacity of the tradeables or non-tradeables sector of 
the economy), the prime objective of Chilean macroe
conomic policy in the first half of the 1990s was to 
establish conditions which would prevent the genera
tion of a balance of payments current account deficit 
that might bring into question the sustainability and 
credibility of the macroeconomic policy.

Although the exact size of the current account 
deficit that a developing country can reasonably sus
tain is hard to specify and may vary from one country 
to another or over time within a given country, the 
range of 3% to 4% of GDP mentioned above for Chile 
in the early 1990s was arrived at on the basis of three 
main guiding criteria.

First, although the trend deficit on the balance of 
payments current account was substantial, it made it 
possible to keep steady or slightly improve the usual 
indicators of external solvency such as, for example,

THE CENTRAL BANK AND CHILEAN MACROECONOMIC POLICY IN THE 1990> •  ROBERTO ZAHLER



C E P A L  R E V I E W  6 4  •  A P R I L  1 9 9 8 55

th e  ex ternal d e b t as a  p ro p o rtio n  o f  GDP or o f  exports  
o f  goods an d  serv ices.

Second, in the light of the level of net international 
reserves considered desirable, a balance of payments cur
rent account deficit of that order of magnitude was in line 
with the projections of the supply of net medium- 
and long-term external financing available to Chile.

Lastly, the acceptance of significantly higher 
levels of current account deficit, even though they

may be considered capable of being financed for a 
certain length of time, leaves the economy exposed 
or vulnerable to changes in the liquidity conditions or 
expectations of international financial markets. These 
may register sudden big changes due to various types 
of shocks, ranging from those of a political nature to 
others such as significant falls in the terms of trade of 
the economies of the region or rises in interest rates 
in the industrial countries.

Ill
Initial conditions

Some structural features of the economy, such as the 
initial conditions and the institutional context in 
which macroeconomic policy was carried out in the 
1990s, are of great importance because they define 
and delimit certain special situations which such 
policy had to deal with in the case of Chile.

a) S truc tu ra l reform s
At the beginning of the 1990s, the Chilean econ

omy had already been operating for some years with 
a scheme under which various structural reforms had 
been made, including tariff reduction and simplifica
tion, the privatization and radical modification of the 
Social Security system, liberalization and new legis
lation for the banking system, fiscal reform, and the 
privatization of a large number of public enterprises. 
Many of these reforms suffered serious setbacks over 
the course of time, but in general the tendency was to 
reformulate and improve them rather than reverse them.

b ) G row ing  openness to the  ex te rio r
The Chilean economy is small and quite open to 

international trade and finance. During the first half 
of the 1990s, these features became still more pro
nounced. Thus, the coefficient of exports of goods 
and services as a proportion of GDP rose to over 35%, 
tariffs were lowered from 15% to 11%, the regula
tions on the foreign exchange earnings of Chilean 
exporters were steadily eased and finally completely 
removed, and various bilateral free trade agreements 
were put into effect.

On the financial level, there was also a process 
of growing openness to the exterior, with regard to 
both the inflow and outflow of capital. Foreign in
vestments by Chileans were completely liberalized,

except for those made by banks, pension fund man
agement companies, insurance companies and mutual 
funds. In the case of these institutions, the liberaliza
tion process was more gradual and selective, both 
through legal restrictions and through those of a pru
dential nature, mainly promoted by the Central Bank. 
There was also a growing process of liberalization of 
capital outflows by non-residents. Thus, for example, 
the minimum term for the repatriation of foreign in
vestment capital was reduced from three years to one 
year, the outflow of investments under chapter XIX 
of the Compendium of International Exchange Regu
lations was completely liberalized,8 and the advance 
repayment of foreign debts was liberalized, as was 
the minimum percentage of external credit that must 
accompany foreign direct investment.

With regard to the inflow of capital, there was a' 
significant increase in foreign direct investment, and 
new mechanisms were authorized and developed such 
as ADRs (American Depositary Receipts), bonds, and 
bonds convertible into equity, the conditions of which 
were also liberalized over time. Because of the nega
tive impact that the excessive inflow of short-term ex
ternal finance was having on monetary and exchange 
rate policy, the rate of inflow of such capital was 
checked and the cost of this type of finance was in
creased by imposing a requirement for a one-year non- 
interest-bearing compulsory reserve in respect of 
most external credits and other sources of foreign- 
currency financing, which meant an extra charge in
versely proportional to the term of such financing.

8 A set of regulations governing the conversion of external debt 
into investments, introduced during the crisis of the early 1980s.
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c) H ig h  ra tes o f  d o m estic  sa v in g
Another significant feature of the Chilean econ

omy in the early 1990s was the high level of domes
tic saving. Thus, whereas in the first half of the 1980s 
domestic saving was less than 10% of GDP, in the 
second half of the decade it exceeded 16% and in 
1989 it was a little less than 24% of GDP. Between 
1992 and 1996, the level exceeded 25%. It may be 
noted that the volume of domestic saving depends on 
the country’s attitude and policies with respect to ex
ternal saving, since there is abundant empirical evi
dence of the replacement of domestic saving by 
external saving, which generally takes place when, in 
particular circumstances, there is indiscriminate ac
ceptance of “excessive” inflows of external finance, 
especially of a short-term nature.

d) D eve lo p m en t o f  the  ca p ita l m arke t
There has been very considerable development 

of the capital market in Chile, which has made possi
ble increasing deepening of the financial system. In 
particular, the demand for Central Bank financial pa
per, both by banks and by pension fund management 
companies and insurance companies, has helped not 
only to create a long-term capital market but also to 
ensure the smooth execution of open market opera
tions, which have become an effective monetary 
policy instrument.

e) F isca l su rp lu s
In recent years, the fiscal budget has always 

shown a surplus, which made it possible to bring 
about a relative reduction in both external and do
mestic debt. The most noteworthy point, however, is 
that such a surplus was essential if it was desired to 
offset the substantial quasi-fiscal deficit registered by 
the Central Bank because, on the one hand, of the 
sequels of the “rescue” of the private Chilean finan
cial system carried out in the early 1980s and, on the 
other, the losses suffered by the Central Bank as a 
result of the significant buildup of international 
reserves in the first half of the 1990s.

f )  E ffec tive  GDP very  s im ila r  to the  p o ten tia l GDP
It may be recalled that in the five-year period

from 1985 through 1989, the main macroeconomic 
constraint was the shortage of foreign exchange, due 
mainly to the over-appreciation of the peso in the late 
1970s and early 1980s and the consequent balance of 
payments and external debt crisis and its sequels. More
over, the high average annual growth rate of GDP in that

period (6.6%) is largely explained by a recovery from 
the sharp drops suffered in 1982 and 1983 (14.1% 
and 0.7%, respectively), which meant that in that five- 
year period the effective evolution of GDP was far 
below that of the potential product (except in 1989).

In the period from 1992 to 1996, in contrast, 
there were almost no unused resources in terms of 
idle production capacity or in the labour market, 
while the external constraint disappeared as a result 
of the strong growth in exports and the big inflow of 
foreign direct investment and international credit dur
ing those years. Moreover, because of the overheat
ing of the economy in 1989 and the subsequent 
evolution of expenditure, GDP growth in the 1990s 
was close to the limit of the production frontier, or, in 
other words, the actual level of g d p  was very similar 
to the potential level of the product.

With regard to the economic situation at the end 
of 1989, this had been preceded by a five-year period 
in which, as already noted, there had been strong 
growth of economic activity, led by the increase in 
gross fixed capital formation and exports. In this con
text, with GDP growth of 9.9% in 1989, there was 
obviously excess spending, reflected not only in a 
level of economic growth which was not sustainable 
over time, but also in the speeding up of inflation and 
excessive growth of imports. This situation required 
an adjustment process in 1990, which was marked by 
the adoption of an austere fiscal policy and a restric
tive monetary policy.

g) G enera lized  indexing  o f  p r ices
Generalized indexing of prices is another feature 

of the Chilean economy. As a result of chronic infla
tion and the size and unexpected fluctuations of price 
increases, Chilean society had got used to “living with 
inflation”, protecting itself from some of its harmful 
effects by the incorporation of price readjustment 
clauses based on past inflation. In this way, such deci
sive prices as the exchange rate, interest rates, wages, 
rents and taxes, among others, have to a large extent 
incorporated indexing clauses which, while they have 
relieved some of the problems caused by inflation and 
have helped to increase financial saving, have also 
affected the design and execution of fiscal, monetary, 
exchange rate and wage policies.

h) A lm o s t com p le te  absence  o f  dom estic  f is c a l d eb t
There is practically no domestic fiscal debt in

Chile: its place is taken by the domestic debt of the 
Central Bank. Thus, as a consequence of the rescue
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operation for much of the private banking system 
affected by the financial crisis of the early 1980s, 
the Central Bank directly and indirectly took re
sponsibility for avoiding the effects of the moneti
zation of that rescue operation by issuing domestic 
debt paper, mostly in “readjustable” pesos. Likewise, 
in the 1990s the Central Bank took responsibility for 
and paid the cost of avoiding the monetary impact of 
the significant accumulation of international reserves, 
by issuing its own debt paper, so that in practice it 
has been responsible not only for monetary policy 
but also for that of the Treasury, that is to say, for 
managing the domestic public debt.

i) A u to n o m y  o f  the  C en tra l B ank
Another feature worthy of note is the recently 

introduced autonomy and independence of the Cen

tral Bank, which is a decisive factor in the design of 
macroeconomic policy and in the institution’s will 
and credibility for combating inflation, with the con
sequent impact on fiscal policy and the formation of 
expectations among the various economic agents.

j )  The sh a red  o b jec tives o f  the  governm en t a n d  the
C entra l B ank
Finally, another important point is the fact that 

the government and the Central Bank share the same 
objectives. Thus, beyond any differences of opinion 
and emphasis which may exist between the two, 
there has been coordination and collaboration be
tween the fiscal and monetary authorities with regard 
to the broad lines of macroeconomic policy, and this 
has undoubtedly contributed to the effectiveness of 
the design, formulation and results of that policy.

IV
Criteria for the formulation and 
execution of macroeconomic policy

In the light of the initial conditions of a struc
tural, institutional and current nature which 
marked the Chilean economy at the end of the 
1980s, the Central Bank laid down four basic cri
teria which were to govern its action during the 
first half of the 1990s.

1. T h e  g lo b a l m a c ro e c o n o m ic  b a la n ce

A fundamental criterion in the Central Bank’s anti
inflation policy was to avoid giving rise to major 
imbalances in other key areas of the economy. Thus, 
achievements with regard to inflation must not be 
secured at the cost of generating a substantial in
crease in the levels of unemployment and idle 
capacity, upsets in the financial markets or an un
sustainable deterioration in the external accounts. 
Such internal or external imbalances not only involve 
high costs in themselves but also undermine the 
credibility of the stabilization effort, shed doubts 
on its sustainability, delay its effects, and finally turn 
out to be counter-productive if that effort finally has 
to be abandoned halfway.

2. T h e  m e d iu m - a n d  lo n g -te rm  h o rizo n s

A second fundamental criterion for understanding the 
Chilean Central Bank’s actions in the first half of the 
1990s was the time horizon that it took into account 
in adopting its policies. It always tried to ensure that 
its decisions gave priority to the stability and solidity 
of the economy, which meant setting itself a time 
horizon that took account mainly of medium- and 
long-term trends; in other words, the Bank's policies 
must go beyond the short-term, day-to-day situation.

The current or short-term economic situation must of 
course be observed with close attention, since it affects 
the future evolution of the various economic variables. 
Nevertheless, the Central Bank must take its decisions in 
the light of the medium and long term, because ultimately 
what it really wants to do is to ensure the stability of the 
main macroeconomic variables over time, and not give 
rise to transitory or temporary booms which later have 
to be reversed, with the consequent negative impact in 
terms of accentuating the cycles of activity and con
traction, as well as the greater uncertainty generated 
in the taking of decisions by the economic agents.
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There are various grounds for the importance of 
the medium-and long-term horizon in the Central Bank’s 
decisions. On the one hand, there is an ongoing dis
cussion about the medium- and long-term effects of 
short-term measures. Thus, in certain circumstances 
it is possible to stimulate economic growth temporar
ily by relaxing monetary policy. This would reflect a 
short-term approach, however, since generally speak
ing it would adversely affect the long-term growth 
possibilities of the country. Moreover, it would un
doubtedly be necessary sooner rather than later to 
apply an adjustment policy and hence return to a 
more restrictive monetary policy. It is because of this 
conflict between the short and long term that many 
countries have decided to make their Central Banks 
autonomous, entrusting them with the basic objective 
of combating inflation. Monetary policy is thus given 
a longer time horizon, precisely because of the need 
to avoid the application of a short-term approach in 
its execution; when such an approach is taken, it 
tends to be reflected in the adoption of hasty or even 
frankly mistaken monetary policy decisions every 
time that one or another of the economic indicators 
shows a certain amount of weakness.

Secondly, the Central Bank of Chile has been 
criticized on a number of occasions, perhaps by per
sons who were not aware of the medium- and long
term approach taken by it in its actions, for not 
having achieved major advances in terms of price 
stability. It was claimed that it would have been pos
sible to make faster progress in this respect, and ref
erence was often made to the experiences of other 
countries of the region which appeared to be obtain
ing quicker or more spectacular results than Chile in 
controlling inflation. In response to this criticism, it 
should be pointed out that there has in fact been no
table progress in controlling and reducing inflation. 
Thus, after standing at 27.3% in 1990, the growth 
rate of prices went down steadily to values almost 
identical with the planned goals in terms of inflation. 
In 1996, inflation was 6.6%, which was very similar 
to the goal of 6.5% set for the end of the year. More
over, although indexing does have some positive as
pects, it makes the abrupt reduction of inflation too 
costly in terms of its effects on the product and em
ployment. For this reason, it has been preferred to 
deal with inflation through a gradual strategy, on a 
secure and consistent basis. It should also be noted 
that Chile has not used the exchange rate for anti
inflation purposes. If it had done so, it would have

progressed more rapidly in bringing down inflation, 
but most likely the short-term benefits of that strat
egy would have been offset by the costs that would 
be incurred in the longer term. The painful experience 
of the early 1980s was something that the Central Bank 
of Chile was not willing to repeat. As was made clear 
on that occasion, the use of the exchange rate to achieve 
better anti-inflation results is a policy which more 
often than not tends at some point in time to lose its 
effectiveness and to begin to militate against the 
possibility of achieving the objective pursued.9

Third, experience has shown that monetary 
policy takes some time to begin to affect the course 
of the economy: for a country like Chile, the 
measures in this field must be taken bearing in mind 
their effects in the following 6 to 18 months.

Finally, on various occasions the conduct of 
agents who are using very short-term horizons con
flicts with the elements defining the conditions for 
medium- and long-term equilibrium and develop
ment. Thus, for example, financial logic, which is 
more often than not of a very short-term nature, may 
give signals and determine prices which cause the 
tradeables sector of the economy to take mistaken 
decisions with regard to investment and resource 
allocation. Likewise, short time horizons like those 
typical of some information media or specific sectors 
of activity may affect expectations and investment 
decisions and even the policy options of the author
ity, through signals and prices which are not correct 
from the medium- and long-term development stand
point. Thus, this once again justifies the medium- and 
long-term approach taken by the Central Bank, which 
helps to correct or at least limit the distorting effects 
of an excessively short-term approach on the conduct 
of the economic agents.

3. P ru d e n c e  a n d  g ra d u a lity

The Central Bank is an institution which, by the very 
definition of its objectives -seeking the stability of 
the currency and the normal functioning of internal 
and external payments- must be very prudent in its 
actions. Any decision taken hastily, without prior 
appraisal of its effects, can and usually does have

9 Sooner or later, the appreciation of the currency becomes un
sustainable and costly and complex side effects are generated in 
other key areas of the economy, such as loss of competitiveness 
and deterioration of the banking system and/or the need for an 
eventual devaluation which completely wipes out the progress 
made against inflation.
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extremely harmful consequences for the functioning 
of the economy.

Moreover, the approach based on the use of 
medium-term horizons also suggests that a prudent 
reaction should be taken to the short-term variations 
displayed by some individual indicators. Monetary 
and exchange rate policy decisions must be based on 
the trends of a broad set of indicators, and not on 
very short-term data covering one or two months. In 
effect, the policy measures adopted by the Central 
Bank of Chile were not the result of hasty reactions 
to indicators for a particular month or period or iso
lated figures, no matter how spectacular they might 
be. It should be clearly understood in this respect that 
the monthly fluctuations shown for example by the 
Monthly Index of Economic Activity (IMACEC) or the 
consumer price index itself (CPI) merely represent a 
couple of items in a considerable group and only 
assume their true importance when they used, not in 
an isolated manner, but in terms of their trend values 
and in conjunction with other complementary indica
tors such as the evolution of employment, wages, the 
exchange rate, expenditure, the trade balance and the 
balance of payments.10

In line with this approach, the Central Bank must 
proceed on solid bases, although this does not mean 
reacting in a tardy manner. On the contrary, the really 
important thing is that the institution should always 
try to take measures which anticipate inflation rather 
than waiting for the latter to show itself openly. Thus, 
as inflation usually reveals itself with some delay, the 
Central Bank must be on the watch for incipient 
signs of inflationary pressures and must act firmly to 
forestall them and neutralize them as soon as possi
ble. It is neither prudent nor efficient to put off cer
tain adjustments until the imbalances are reflected in 
the inflation rate itself. At that point in time, the 
inertia introduced through nominal adjustments in 
wages and prices, together with the loss of credibility 
in respect of the anti-inflation commitment of the 
authorities, make necessary stronger adjustments 
which secure the same results against inflation, but at 
a considerably higher cost in terms of employment 
and economic activity.

Consequently, the reactions of the monetary

10 It should also be noted that this approach based on prudence 
and graduality is not only useful for understanding the monetary 
and exchange rate policy of the Central Bank of Chile during the 
1990s, but also for understanding its strategy with regard to the 
opening up of the capital account.

authorities must be timely, but never hasty. Some
times, the institution is criticized for not reacting im
mediately to particular market signals. The truth is 
that on most occasions it would have been a mistake 
for the Central Bank to react to a short-term phe
nomenon which has a high probability of being re
versed in the future. Acting in this manner would 
only result in the adoption, within a short space of 
time, of decisions in one direction or another which 
soon had to be reversed, thus eventually merely 
adding still more “noise” to the economy and 
generating adverse effects on the level of activity, 
investment and employment.

On the contrary, the past experience of Chile, as 
well as of various other Latin American countries, 
indicates that very drastic or shock-type measures are 
justified mainly in the case of critical or veiy special 
situations, such as very high and uncontrollable infla
tion or a growing fiscal deficit, or else in order to 
bring about a significant turnaround in expectations. 
The impact of the Central Bank’s policies is so great, 
however, and has so many repercussions on different 
economic sectors, that as a general rule the Bank 
must be extremely prudent and proceed in a gradual 
manner in adopting its decisions. For the same rea
son, it is necessary to make systematic assessments of 
the direct and side effects of those decisions. Graduality 
and prudence are therefore very good guidelines for the 
taking of decisions, since they make it possible to 
correct situations in a non-traumatic manner. To put it 
more bluntly, the Central Bank should not have any 
interest in seeking to show spectacular results which 
the slightest unforeseen event could reverse but should 
prefer forms of progress which are more gradual but 
have stable and solid bases on which they can be 
firmly consolidated.

It is important to emphasize the significance of 
graduality when describing anti-inflation policy, 
since although more significant and more rapid ad
vances in this respect might seem desirable, they 
could end up having too high a cost in terms of em
ployment and production, especially in cases like 
those of Chile, where indexing practices (on the basis 
of past inflation) are generalized and extend to the 
most varied kinds of transactions. Thus, as in other 
matters, in combating inflation the Bank gave prior
ity to a strategy which is gradual but rests on solid 
and permanent bases. This has enabled the progress 
made not only to be solidly based but also to be 
perceived as solid and unlikely to be reversed in the 
future. Moreover, since the anti-inflation strategy
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itself formed part of the approach based on the global 
macroeconomic balances, the Chilean economy has 
not shown any major imbalance which could give 
rise to fears of runaway inflation in the foreseeable 
future. It should also be noted that an inflation reduc
tion policy which is gradual and sustained means that, 
as the Central Bank gains increasing credibility, con
tracts and expectations will incorporate the descending 
goals in terms of inflation established by the Bank, thus 
minimizing the risk of giving rise to imbalances 
in other markets and consolidating the continued 
existence of the advances achieved in the past.

It is worth noting that, thanks to this gradual 
approach, it was possible to make a highly significant 
achievement: to stabilize inflation within a range not 
seen in Chile for decades past. Thus, on the last two 
occasions when the country attained a level of infla
tion similar to, although somewhat higher than, that 
registered in the mid-1990s, the accumulated imbal
ances were such that in a few months everything that 
had been gained was dramatically lost. One of these 
episodes was in 1981, when, after the fixing of the 
exchange rate, inflation went down to 9.5%; on that 
occasion, the external imbalance was so great that the 
following year it was necessary to devaluate the cur
rency and inflation rose to over 20%. The other, more 
recent, episode took place at the end of the 1980s, 
when, after going down to less than 13% in 1988, 
inflation speeded up again in 1989 because of the big 
increase in accumulated expenditure in previous 
years. The important thing, then, is to achieve a per
manent, sustained reduction in inflation rather than 
bringing it down in one or two years only for it to 
speed up again later. Thus, in the period from 1992 to 
1996, an average annual rate of inflation of 9.7% was 
achieved, which is the lowest rate registered for a 
five-year period in Chile for over half a century, and 
it must be emphasized moreover that this anti
inflation achievement took place in an environment 
of strong but sustainable growth of economic activity 
and solid external accounts.

The gradual approach, together with the use of a 
medium- and long-term time horizon, is also re
flected in the strategy for the opening up of the capi
tal account. As we shall see later in this article, the 
Central Bank has made significant progress in this 
field in recent years. Some analysts, however, main
tain that the progress should have been even more 
rapid, even going so far as to suggest total and imme
diate indiscriminate financial openness. The problem 
of hasty openness is that it usually gives rise to seri

ous upsets in the economy, including abrupt changes 
in the real exchange rate or problems in the financial 
sector. We may recall, for example, the experience of 
some Latin American countries in the indiscriminate 
opening up of their capital accounts in the late 1970s, 
as well as some more recent examples, prior to the 
Mexican crisis at the end of 1994, which mostly 
ended up as resounding failures, with a capital 
account that was more closed in practice than it 
had been before the attempt was made.

In saying this, we are trying to emphasize that 
although growing and decided linkages with the 
international financial markets are desirable, the 
success of this process depends largely on ensuring 
that its form, speed and selectivity are such as not to 
give rise to major upsets in the national economy. 
Financial openness must therefore be introduced in a 
prudent, careful and gradual manner.

4. T h e  ro le  of th e  m arket in  d e te rm in in g  k e y
prices

In an economy, there are certain key prices which it 
is extremely important to determine correctly, that is 
to say, in such a way that they reflect the true supply 
and demand conditions, which are those of the most 
structural nature. The main prices are wages, interest 
rates, the exchange rate, and the prices of certain assets, 
especially those on the stock exchange and in the real 
estate sector. The two key prices where the Central 
Bank has intervened most directly are the exchange rate 
and interest rates. If these prices are out of line with 
their fundamental determinants, this usually causes 
serious damage to the financial system and adversely 
affects the basic macroeconomic balances.

There are important precedents, especially in 
Latin America, of distorted key prices which sub
sequently led to serious crises. Generally speaking, 
one of the first sectors to be affected has been the 
financial sector. Thus, for example, unsuitable legis
lation, supervision or regulations for the financial 
system have given rise to problems of what is known 
as “moral risk”, which tend to foster the existence of 
abnormally high interest rates. Such interest rates, 
even though they are market rates, are not equilib
rium rates and are not sustainable in time, and they 
end up by undermining the payment capacity of the 
financial system’s debtors. What happened in Chile 
in the second half of the 1970s is a typical example 
of this. Quite a number of analysts attribute the finan
cial crisis of that period to unusually high real interest
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rates which, although they were market rates, could 
not be home indefinitely by the system. In cases like 
this, monetary policy becomes very ineffective, while 
the fragility of the banking system is greatly increased, 
thus endangering the macroeconomic achievements.

Something similar can occur with the other key 
price mentioned above: the exchange rate. Fixing an 
excessively depreciated exchange rate, or carrying 
out indiscriminate or over-hasty opening up of the 
capital account, usually results in heavy external in
debtedness, generally of a short-term nature, and an 
over-appreciated domestic currency. When this situ
ation has to be reversed -in  order to cope with the 
servicing of that debt- the effects are usually trau
matic: big falls in real wages and employment and/or 
reductions in the liquidity and solvency of the finan
cial system, all of which jeopardize the macroeconomic 
balances. Moreover, the effects of an over-appreciated 
domestic currency on the balance of payments cur
rent account make the country very vulnerable to any 
kind of external shock or to changes in the expecta
tions of international creditors and investors.

In short, distorted key prices can produce serious 
crises both in the financial system and in the mainte
nance of the macroeconomic balances.

This does not mean that the authorities should 
constantly intervene in these markets. Indeed, the

y
Central Bank i

contrary should be the case: that is to say, official 
intervention should be kept to the minimum, or car
ried out only when a major short-term imbalance is 
being produced; instead, mechanisms should be es
tablished which make possible suitable regulation 
and supervision under which the market can operate 
more freely and efficiently.

In the light of the foregoing, it should be noted 
that one of the explicit objectives of the Central Bank 
was to give the market an increasingly large role in 
the determination of these key macroeconomic 
prices, because as the Chilean financial and exchange 
markets develop and become deeper and more so
phisticated, there will be fewer and fewer market 
flaws in the determination of such prices. Examples 
of this are the broadening of the range of fluctuation 
of the exchange rate, the application of more flexible 
rules on the exchange operations that banks can carry 
out, and the development of private mechanisms for 
covering exchange risks. In the monetary and finan
cial area, an example is the growing use of the sys
tem of auctioning Central Bank promissory notes, so 
that the Central Bank now concentrates the bulk of 
its monetary policy on direct management of the one- 
day interest rate, while the market is an increasingly 
prominent actor in the determination of interest rates 
for longer terms.

1. M o n e ta ry  p o lic y

The monetary policy of the Central Bank of Chile 
has been based on the aim of keeping short-term real 
interest rates at a level in keeping with the targeted 
inflation.12 The reason for this policy lies in the influ
ence of interest rates on the rate of expansion of 
aggregate expenditure.

In order to achieve a nominal objective such as 
price stability, monetary policy must have some 
nominal “anchor”. Two of the most frequently used 
anchors are the control of some monetary aggregate 
and the use of the nominal exchange rate. In the case 
of Chile, the first of these was discarded because no 
stable and predictable link was found between the 
nominal monetary aggregates and nominal expendi-

ture or income, due mainly to the instability of short
term demand for money. In these circumstances, the 
establishment of fixed intermediate goals would not

11 The control of aggregate demand, which is the main founda
tion of macroeconomic stability, calls for coordination between 
fiscal policy and monetary policy. Moreover, this coordination 
must go beyond measures to avoid the monetization of public 
deficits and must also extend to control over the growth of pub
lic expenditure in the medium term and the design of an explic
itly counter-cyclical fiscal and tax policy. An analysis of aspects 
of the coordination of these two policy areas and of the fiscal 
policy of the period in question is outside the scope of the pre
sent article, however. The omission of this issue here is in fact 
an acknowledgement of its importance, which is so great that it 
would require treatment equivalent to that given to the Central 
Bank policies themselves.
12 Because of the indexing of the Chilean economy, real interest
rates have been used: i.e., rates adjusted by the rate of inflation.
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be an efficient way of achieving a given objective, 
and furthermore it would give rise to big fluctuations 
in interest rates, which would affect investment and 
economic activity. In various international cases, the 
use of the nominal exchange rate as a monetary an
chor has proved to be a very risky instrument which 
usually involves high costs in terms of employment 
and loss of external competitiveness. Generally speak
ing, the anti-inflation achievements obtained through 
this instrument are only temporary, as occurred in Chile 
in the early 1980s, for over-appreciation of the local 
currency adversely affects the achievement of external 
balance, giving rise to a devaluation which ends up 
by wiping out or even reversing the advances made 
in the reduction of inflation. Moreover, an anchor of 
this nature leads to excessive rigidity in the design 
and formulation of general economic policy.

The instability of the relationship between these 
intermediate objectives and the final objective of 
controlling inflation caused the Central Bank to 
centre its action directly on the final objective: the 
reduction of inflation. Thus, the nominal anchor of 
monetary policy was the explicit inflation goal, an
nounced each year by the Central Bank in its official 
report to the Senate. The inflation goal was sched
uled to follow a downward path, and its value was 
fixed by agreement with the Ministry of Finance with 
a view to progressing towards price stability, but 
without sacrificing economic activity, employment or 
other key macroeconomic variables such as saving 
and investment, the external balance, or the stability 
and solvency of the financial system.13

The role of the inflation target as the guiding 
thread of its policies has permitted the Central Bank 
to take timely preventive action, based on the whole 
of the information available, directly adjusted in the 
light of the evolution of the underlying or trend infla
tion. A tradeoff of the flexibility provided by a strat
egy based on the final objective of reducing inflation, 
without intermediate monetary policy objectives, is 
that it requires great credibility. It should be empha
sized that although the Central Bank did not lay 
down explicit intermediate objectives, it was always 
on the watch for the first signs of macroeconomic 
imbalances, especially deviations between the levels

13 This policy obliges the monetary authorities, in the event of 
an unexpected disturbance or when the effective inflation devi
ates significantly from the target figure, to make the changes 
needed to deal with these situations and comply with the infla
tion goal whenever needed and as vigorously as is necessary.

and  grow th  ra tes  o f  do m es tic  expend itu re  an d  the 
effec tive  GDP, on  th e  o n e  hand , and  be tw een  the  e f
fective an d  th e  po ten tia l GDP, on the  other.

The gap between the growth of domestic expen
diture and the growth of GDP is a signal of the future 
evolution of the country’s external accounts. If the 
growth in expenditure is very rapid, this indicates 
that there will be an accentuation of the balance of 
payments current account deficit. Depending on the 
initial starting point, the evolution of the terms of 
trade, and the external balance objective, such a dete
rioration may not be a cause for much concern. A 
significant and lasting discrepancy is more than just a 
warning sign about the failure to comply with the 
external equilibrium objective and the need to carry 
out an adjustment, however.

The gap between the effective and potential GDP, 
for its part, is a sign that there may be problems in the 
domestic component of the inflationary trend, although 
the lag and size of that relation may vary. Naturally, in 
order to determine this gap it is necessary to have 
some kind of estimate of the potential GDP.14

Nor is it possible to ignore the importance of 
certain conditions which ensure the proper function
ing of a market economy and have a positive effect 
on productivity.15

We should not lose sight, however, of the fact 
that the product gap -that is to say, the difference 
between the effective and potential GDP- is only one 
of the factors determining inflation. In any case, it is 
necessary to make a distinction here between the 
growth rates and levels of the product. Inflation de
pends mainly on the levels of the product or, in other 
words, it is the difference between the effective GDP 
and the potential GDP which puts pressure on prices. 
This is an important point, because if at a given mo
ment a country has a level of product which is sig
nificantly below the potential level, it may grow 
faster than the potential product itself, thus reducing

14 For this purpose, a production function is estimated in which 
the physical stock of capital is undoubtedly an important ele
ment which reflects the existence of a close correlation between 
economic growth and the rate of investment. This does not, 
however, mean that there is a simple linear relationship between 
growth and investment, nor does it mean that we can ignore the 
fact that there are other elements in that function, such as tech
nology, the labour force and its level of skills.
15 Thus, it is well known that prices which accurately reflect the
conditions of relative scarcity, competition, openness of the 
economy, etc., among others, are important factors which make 
it possible to raise the levels of productivity and hence the level 
-and probably also the growth ra te- of the potential GDP.
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the product gap, without this resulting in major 
inflationary problems.16

With regard to the implementation of monetary 
policy, the product gap was just one of a number of 
indicators, although this did not mean that it was any 
less important. Thus, there are other indicators which 
also have to be taken into account when taking a 
decision on monetary policy. In the case of Chile, the 
indicators used included those on the labour market 
(nominal and real wage increases, narrowness of the 
market, etc.); the evolution of the monetary aggre
gates (growth rates of M l, M2, etc.); credit informa
tion (growth rates of consumer loans, mortgage 
loans, total credit to the private sector, etc.); indica
tors of aggregate expenditure (industrial sales, im
ports, private consumption); and the evolution of 
inflation and of some prices (the exchange rate, 
prices in the non-tradeables sector, etc.). Thus, for 
example, if the country was affected by a recession 
but at the same time wage demands continued to rise, 
the monetary policy should not be relaxed until those 
pressures on costs disappeared. The same would ap
ply if other indicators, such as those just mentioned, 
were not in line with the Central Bank’s objectives 
with regard to price stability. In short, what we are 
trying to emphasize is that the product gap is not the 
only determinant of inflation.

A problem arises with the above approach when 
there are mixed signals. Theoretically, an increase in 
the product gap should be accompanied by other ele
ments which also show a fall in inflationary pres
sures. This is because a low economic growth rate 
reduces the, growth rate of demand for both money 
and credit. Likewise, as demand in the labour market 
goes down, wage pressures should also go down. 
This is what we ought to be able to expect in theory; 
to have clear signals for both the short and the long 
term. In practice, however, monetary policy is a good 
deal more complex and it is not possible to wait for 
the long term in order to have signals that are less 
ambiguous. The fact is that mixed signals are the rule 
rather than the exception. For example, the recovery 
of an economy may be just around the comer, but it 
may be far from being reflected in the product or 
other measures of economic activity. In this case, if 
the monetary authorities over-react to the product

16 This is one of the factors which explain what happened in 
Chile in the second half of the 1980s, when the starting point of 
the GDP was very low because of the severe recession that took 
place at the beginning of that decade.

gap they could be giving rise to problems of inflation 
in the future of making them worse. This means that 
although the product gap is an important indicator, it 
should not be given excessive weight and still less 
should it be considered as the final objective of 
monetary policy. Once again, what is involved here is 
the credibility of the Central Bank. In order to main
tain this, it is essential that the Bank should show a 
strong commitment to its main goal: price stability.

At the same time, some comments are called for 
on the well-known topic of timing in monetary pol
icy. We have already mentioned some of the reasons 
why giving disproportionate weight to the product 
gap may be inappropriate in terms of the objective of 
price stability. Another reason is related with the 
monetary authorities’ skill in choosing the right mo
ment. The information on the evolution of economic 
activity suffers from significant lags, and the limita
tions of the main indicators are well known. There 
are also lags between the moment when monetary 
policy measures are applied and the moment when 
they begin to take effect. Consequently, the monetary 
authorities are always faced with the risk of over
reacting -in  a recession, for example- if they do not 
see signs of a recovery. In these cases, it would be 
prudent to use other indicators to confirm or deny 
possible reactivation. Impatience in this respect, re
flected in the provision of an extra monetary stimulus 
by the Central Bank, could finally set off still greater 
inflationary pressures. The opposite would occur in 
boom periods: if a slowdown had already begun, then 
greater monetary restrictions would accentuate it. In 
short, it is essential that monetary policy should try to 
be anticipatory and preventive and that the monetary 
authorities should always be conscious of the exist
ence of lags and the fact that belated action may 
heighten the economic cycle instead of softening it.

With regard to the execution of monetary policy, 
in mid-1995 a change was made in the way this had 
been done for more than a decade. Thus, with a view 
to using more flexible and efficient instruments, the 
Central Bank stopped directly fixing the interest rates 
of 90-day Central Bank paper and concentrated its 
policy on the one-day interest rate.17 The aim of these

17 As a complement to its interest rate policy, the Central Bank 
also made an important change in the determination of the li
quidity conditions of the economy, allowing the market to play 
an increasingly large role in determining medium-and long-term 
interest rates and extending the maturity of the domestic public 
debt.
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measures was, on the one hand, to give the market a 
greater share in determining the price of all the docu
ments issued by the Central Bank, and not just the 
interest rate for medium- and long-term documents; 
and on the other, to regulate liquidity more efficiently 
and prevent expectations of possible changes in the 
interest rate of the longer-term documents of the Central 
Bank from distorting inter-bank market operations. 
In fact, the use of the one-day interest rate as a main 
monetary instrument has been shown to be an effec
tive way of minimizing the influence of capital gains 
or losses and an efficient tool for countries with more 
developed financial markets. Furthermore, this meas
ure was in keeping with the growing financial inte
gration of the Chilean economy, making possible a 
more flexible way of implementing monetary policy, 
for because of the interrelation of domestic and exter
nal interest rates it is desirable to eliminate any ri
gidities which encourage undesirable movements of 
financial resources and prevent adjustments from be
ing made in a manner more evenly shared between 
the exchange rate and interest rates, in order to make 
monetary policy management less complicated and 
more efficient.

To sum up, the new form of monetary policy is 
more effective because it gives the Central Bank more 
initiative and flexibility and permits greater frequency 
in movements of short-term interest rates, which in turn 
affect the rest of the rates, themselves increasingly de
termined by the market. All this makes possible better 
control of liquidity conditions in order to influence the 
evolution of aggregate expenditure and inflation. Under 
these conditions, the impacts and the volatility 
caused by disturbances affecting the Chilean econ
omy are shared out evenly between movements of 
the exchange rate, interest rates and the international 
reserves, and the reconstitution of portfolios.

2. E x c h a n g e  rate p o lic y

After the recovery of access to voluntary external 
financing in the 1990s, the experience of the early 
years of the previous decade made the economic 
authorities wary of basing the struggle against infla
tion on a single instrument such as the exchange rate. 
Such a practice can lead to serious macroeconomic 
imbalances and thus to failure. It has also been seen 
that any attempt to force the value of the real ex
change rate up to a high level is also doomed to 
failure if the exchange rate policy is not accompanied

by extremely austere macroeconomic policies, which 
may lead to the sacrificing of future growth capacity, 
because of the adverse impact that this context usu
ally has on investment.18 Consequently, an artificially 
high real exchange rate does not have any point 
either, except in critical situations. The exchange rate 
policy of the first half of the 1990s therefore sought 
to avoid serious deviations which could divert the 
market exchange rate from its medium- and long
term equilibrium path.19

In the first half of the 1990s, the Chilean econ
omy was in a phase of development different from 
that of previous decades. Its structural reinsertion 
into the international economy was becoming in
creasingly evident, both in the area of finance and in 
that of real trade. The export sector was diversifying 
and considerably expanding its coverage of products 
and markets. The economy was much more open, 
and tariffs continued to be reduced. Foreign invest
ment in and by Chile was increasing to very high 
levels. Moreover, all the indicators of external credit
worthiness were markedly improving, while the 
country risk and external vulnerability were going 
down significantly, and exchange rate policy also had 
to adapt itself to this new environment.

Thus, during the first half of the 1990s the main 
objective in the formulation and execution of ex
change rate policy was to complement the fiscal and 
monetary policies in order to achieve the external 
balance of the economy in the medium term. To this 
end, efforts were made to ensure a suitable flow of

18 After the 1982 crisis, Chile faced serious external constraints 
due mainly to the end of voluntary capital inflows. This made it 
essential to adopt a real exchange rate which was sufficiently 
high to generate the necessary foreign exchange by stimulating 
exports and import substitution activities. The fiscal and mone
tary policies of this period were aimed fundamentally at achiev
ing a “high” real exchange rate, mainly thanks to the high rate of 
unemployment, which made possible a drop in real wages. On 
the other hand, although expenditure was kept at a moderate 
level in order to avoid the inflationary spiral that could be pro
voked by the devaluations, it did not prove possible to make any 
progress against inflation.
19 In an economy like that of Chile in the 1990s, it is not reason
able to suggest that the Central Bank should fix the real ex
change rate, for the growing process of trade and financial 
integration, the volatility of the terms of trade, changes in the 
country risk rating, investment in the tradeable goods sector and 
the unequal technological development of the tradeable and non- 
tradeable goods sectors cause the equilibrium real exchange rate 
to vary. This means that as these structural changes take place, 
the level of the real exchange rate which gives external balance 
changes, and the Central Bank must permit the necessary adjust
ment.
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external saving to complement domestic sources for 
financing investment, which meant seeking a balance 
of payments current account deficit of 3% to 4% of 
GDP, of a structural or trend nature, as a way of 
achieving the Central Bank’s legally mandated objec
tive of ensuring the normal functioning of external 
payments.20 The reason for maintaining this range is 
that a smaller amount of external saving is not suffi
cient for a country like Chile, which requires an ex
ternal contribution in addition to its domestic saving 
in order to finance a high rate of investment, while 
on the other hand the existence of balance of pay
ments current account deficits constantly higher than 
this range could endanger the solvency of the Chilean 
economy. In short, the aim was to avoid levels of 
external indebtedness so high that they could in
crease the vulnerability of the national economy to 
unexpected shocks.21

A second objective of exchange rate policy was 
to deal with the temporary short-term fluctuations in 
the exchange rate in order to partly neutralize the 
effect of the inflow of speculative capital, which 
could adversely affect the achievement of both the 
domestic and the external balance.

At the same time, the policy followed made pos
sible continued gradual progress in the strengthening 
of the Chilean peso, avoiding traumatic adjustments 
and giving the business sector time to increase its 
productivity and adapt to the new situation, in order 
to maintain the dynamism of the export sector.

20 This range (3% to 4% of GDP) must not of course be taken 
rigidly, for in some years there may be temporary situations 
which lead to a level higher or lower than this. In 1992 and 
1994, for example, the balance of payments current account 
deficit was much lower than the range in question, and there was 
even a small surplus in 1991 and 1995. On the other hand, in 
1993 and 1996 the disturbances affecting the prices of the main 
export products were so great that the current account deficit 
slightly exceeded the 4% ceiling. The important thing is not the 
result of a particular year, but the trend observed in this respect. 
In this context, it may be reiterated that the equilibrium real 
exchange rate is that which permits the achievement of the ob
jectives laid down for the current account in the medium and 
long term. This highlights once again the importance of the 
medium- and long-term criteria so often observed in the Central 
Bank’s strategy in the first half of the 1990s.
21 This vulnerability has been markedly reduced. In 1993, for 
example, although this was a very negative year in terms of the 
prices of Chilean exports, the economy nevertheless grew more 
than 6% without this giving rise to inflationary pressures or 
pressures for devaluation. It should be noted that in the past the 
Chilean economy generally suffered severe recessions, accom
panied by devaluations and increases in inflation, every time 
there was an external shock of any magnitude.

Three main elements stand out in the application 
of the above exchange rate policy: the existence of a 
broad pre-announced currency floating band; ii) the. 
transition to a basket of currencies, to the differential 
incorporation of domestic and international inflation, 
and subsequently, to the trend-based appreciation of 
the Chilean peso; and iii) the possibility of Central 
Bank intervention within the band, through a “dirty 
float” mechanism.22

Exchange rate policy was implemented through 
a system of a pre-announced band within which the 
market exchange rate was located. The width of the 
band was increased to plus or minus 10% around the 
central point of the band. This central point, termed 
the “agreement” (‘acuerdo’) exchange rate, is deter
mined on the basis of a basket of currencies23 whose 
weightings reflect the relative importance of the U.S. 
dollar, German mark and Japanese yen areas in 
Chile’s external trade transactions. This central parity 
is adjusted daily by the domestic inflation of the pre
vious month, less an estimate of the international in
flation affecting Chile.24 At the end of 1995, an 
additional discount of 2% per year was included, based 
on the productivity differential between Chile and its 
main trading partners, which meant a gradual apprecia
tion of the peso in response to stable changes in the 
Chilean economy’s linkages with the world economy.25

The justification for the system of an exchange 
rate fluctuation band around a central parity is the

22 The aim of these interventions was to increase or decrease 
temporary fluctuations in the exchange rate, but not to try to 
break trends.
23 The linking of the peso to a basket of currencies, instead of 
solely to the U.S. dollar, made it possible on the one hand to 
make Chilean monetary policy more independent of that of the 
United States and, on the other, to give rise to greater short-term 
uncertainty about the peso/dollar exchange rate (unlike the 
peso/currency basket exchange rate), in order to serve the ob
jective of discouraging interest rate arbitrage.
24 Consequently, the central parity of the basket is announced a 
month in advance, for each day of the following month, whereas 
the peso/dollar, peso/mark and peso/yen central parities are an
nounced daily, as the parities of the main currencies on interna
tional markets become known.
25 In effect, between 1990 and 1996 the level of economic activ
ity in Chile expanded at an average annual rate of 6.8%, 
whereas world production only grew by 3.1%. In the same pe
riod, the average productivity of labour in Chile rose at an aver
age annual rate of around 4.7%, while total factor productivity 
grew by around 2.3% per year. As a result of the higher growth 
of productivity, international competitiveness increased, which 
was ultimately reflected in an expansion in exports and strength
ening of the Chilean peso. The productivity differential ad
justment in the exchange rate rules suggests that this situation 
will continue in the future.
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belief that the long-term equilibrium exchange rate is 
a dynamic concept which must be given a certain 
degree of flexibility and that the economic agents do 
not possess at every moment in time the necessary 
information and background elements for determin
ing the real equilibrium exchange rate. This view im
plicitly involves the need for the authorities to 
provide some guidance about the real exchange rate 
considered to be in keeping with the external balance 
of the economy in the medium term: this is precisely 
the role played by the “agreement” exchange rate in 
the centre of the exchange rate band, for two main 
reasons. Firstly, because the market -especially when 
short-term financial flows are of very considerable 
magnitude- may tend towards a real exchange rate 
which is considerably removed from the medium- 
and long-term equilibrium rate (an “outlier”). Sec
ondly, because it is considered that if the economy 
departs substantially for long from the real equilib
rium exchange rate, this would tend to produce major 
imbalances, with negative consequences for the 
functioning and performance of the economy.

It was also considered desirable to give some 
degree of exchange rate stability to the export sector. 
The difficulty of precisely predicting the real equilib
rium exchange rate, the probability that this rate 
will get out of line with the basic macroeconomic 
balances, and the need to give greater autonomy and 
flexibility to monetary policy, especially in view of 
the growing linkages of the Chilean economy with 
international financial markets, all justified the appli
cation of a broad exchange rate fluctuation band. 
Such a band also makes it possible, within certain 
limits, for the market to play a more important role in 
determining the observed position of the exchange 
rate within the band, thus reflecting the criterion of 
graduality mentioned earlier.

In the five-year period studied, the exchange rate 
band was changed on two occasions, permitting in 
effect a drop in the “agreement” exchange rate. This 
was due to the need to adapt the reference value of 
the medium- and long-term equilibrium exchange 
rate to the new structural conditions in which the 
Chilean economy was operating. The Central Bank, 
which was faced with a growing inflow of foreign 
exchange due both to the very favourable evolution 
of exports and a significant entry of foreign invest
ment and international finance, acted prudently and 
changed the centre-point and width of the band only 
when it was sure that the long-term equilibrium ex
change rate was not properly reflected in the pre

vailing “agreement” exchange rate. Thus, for exam
ple, the observed and foreseeable behaviour of non- 
traditional exports, the size of the balance of 
payments current account deficit, the increase in for
eign investment in and by Chile, together with the 
growing unification of exchange rates and liberaliza
tion of the outflow of capital, the improvement of the 
external solvency indicators and the deepening of the 
Chilean foreign exchange market, were the main 
elements influencing the decision to allow a gradual 
appreciation of the Chilean peso.26

It should be noted that the real appreciation 
registered by the peso during the 1990s, which was 
around 4,5% per year, was the result of a process of 
increasing economic balance due to the structural 
changes undergone by the Chilean economy in recent 
years rather than any manipulation of the exchange 
rate with the aim of artificially reducing inflation. On 
the contrary, a priority objective of the economic 
policies implemented in that period was precisely to 
avoid any artificial appreciation of the peso.27

Thus, Chile’s renewed linkages with the interna
tional economy, already referred to earlier; the be
haviour of the country’s exports and its balance of 
payments current account; the big increases in 
changes in productivity, especially in the tradeables 
sector of the economy, as compared with Chile’s 
main trading partners; and the over-depreciation of 
the peso in the second half of the 1980s (to deal with

26 It may be noted, however, that there was a generalized trend 
in the 1990s towards the appreciation of the currencies of the 
main Latin American countries, as well as those of a number of 
Central and Eastern European countries, for reasons of an inter
national nature. Among these, special mention may be made of 
the relatively low interest rates in the industrialized countries, 
the lower country risk of the countries which had carried out 
structural reforms of their economies, and the decisions of im
portant institutional investors in the developed countries to di
versify their portfolio by making it more international. This 
meant a fresh impulse for foreign direct investment in produc
tion sectors and in portfolio investments, together with flows of 
shorter-term external Finance to the countries of the region, all 
of which contributed to the appreciation of the Latin American 
currencies (with a relatively short interruption due to the 
Mexican crisis at the end of 1994).
27 International comparisons with regard to the real appreciation 
of the Chilean currency show that the real exchange rate in 
Chile has been one of die stablest and least depreciated of the 
whole of Latin America, even though there were capital inflows 
into the whole of the region during the first half of the decade 
before the Mexican crisis. Thus, according to the uniform meth
odology used by the International Monetary Fund (IMF), whereas 
the real appreciation of the currency in the period from 1990 
through 1994 came to 13% in the case of Chile, in Argentina it 
was 63%, in Colombia 21%, in Mexico 18%, and in Brazil 17%.
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the extremely acute shortage of foreign exchange in 
that period), were all factors pointing to the need to 
allow the exchange rate to reflect the greater strength 
of the peso.

The Central Bank authorities’ view in this re
spect was that this need for appreciation of the peso 
was a reflection of the consolidation of various struc
tural changes in the Chilean economy in recent years, 
which meant that the equilibrium exchange rate was 
below the current value of the “agreement” exchange- 
rate. In more general terms, the progress made in 
Chile’s trade and financial linkages with the interna
tional economy warranted a change in the medium- and 
long-term equilibrium exchange rate. Among the struc
tural changes that the Central Bank mentioned as being 
of importance in this respect were: the reduction in the 
levels of relative external indebtedness, from an aver
age of 106% of GDP in the three-year period 1985- 
1987 to 35% in 1994-1996; the buildup of international 
reserves, which in 1994-1996 were double the level 
of the 1985-1987 period as a percentage of imports 
of goods and services, representing over 15 months 
of imports in one of the years in the 1994-1996 pe
riod; the steady growth of exports, which achieved an 
average annual rate of 11,6% in real terms in the 
latter period, compared with the already high level of 
9% registered in 1985-1997; and, lastly, the moderate 
level of external saving that the Chilean economy has 
needed (1.7% of GDP in 1994-1996, which was less 
than the floor level laid down and much less than the 
6.3% balance of payments current account deficit 
registered in 1985-1987).

Finally, it is important to note that the Central 
Bank resisted the downward pressure on the price of 
the cutxency in a number of ways, including in par
ticular massive purchases of international reserves, 
which will be analyzed in the following section.

3. Inte rn a tio na l re s e rv e s  p o lic y

The international reserves policy applied by the Cen
tral Bank during the first half of the 1990s had two 
main objectives:28 on the one hand, to make possible 
Chile’s growing integration into the world economy, 
without exposing the country to any major risks de
riving from changes in the economies of the main 
industrial countries or the volatility usually marking

28 There was also considerable progress in the management of 
international assets and liabilities, with the aim of improving the 
net financial position of the Central Bank.

the behaviour of some international creditors;29 and 
on the other hand, to partly neutralize the short-term 
impact of inflows and outflows of capital on the ex
change rate, through the purchase or sale of foreign 
exchange.

The first objective Was achieved mainly thanks 
to Chile’s abundant international reserves, which 
were one of the determining factors in the country’s 
low risk rating for international investors; this rating 
stimulated foreign direct investment in Chile, while 
at the same time reducing the cost of the external 
financing offered to it. Furthermore, the significant 
accumulation of reserves by the Central Bank in 
those years30 endowed Chile with great external 
strength, which was made evident above all early in 
1995, when the Chilean economy was affected only 
minimally,31 and only for a very short time, by the 
turbulence reigning in international financial markets 
after the Mexican exchange crisis of late 1994. Fi
nally, the comfortable international reserves position 
made it possible to use part of those reserves, without 
compromising the external liquidity and much less 
the external solvency of the country, to pre-pay the 
whole of the external debt still outstanding in respect 
of the refinancing of the crisis of the early 1980s, as 
well as the balance owed to the IMF.32

29 A high accumulation of international reserves is a necessary 
condition for enabling a small country to integrate in a sound 
and effective manner into the international economy, and part of 
the costs of that accumulation may be interpreted as the pre
mium payable for an “insurance policy” to ensure that that inte
gration is effective and does not give rise to any major upsets.
30 Whereas in the late 1980s the international reserves were suffi
cient for five months of imports, in 1994 they covered 15 months 
of external purchases. Likewise, while in 1989 the net international 
reserves amounted to the equivalent of 10.5% of GDP, in 1994 they 
were a little under 26% of GDP. It is also important to note that, at 
the aggregate level, neither the public sector nor the non-financial 
private sector had heavy short-term external liabilities, and the net 
short-term external liabilities of banking system were only around 
4% of GDP, so that the net position of the country with regard to 
liquid international assets was extremely sound.
31 It should be noted that although the Central Bank has made 
significant efforts to increase the yield on the international re
serves, it should not be forgotten that these reserves are not 
maintained exclusively with the idea of obtaining high yields, 
but also as a precaution against unexpected external disturbances, 
in order to have sufficient international liquidity to cope with the 
latter properly.
32 The prepayment of the external debt helped to reduce the 
deficit associated with the existence of an interest rate differen
tial between the international reserves and the external debt, as 
well as to further improve the indexes of external creditworthi
ness of the country, reducing the country risk and improving the 
Chilean private sector’s conditions of access to international 
credit.
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The second objective was achieved through the 
purchase or sale of foreign exchange by the Central 
Bank, accompanied by open market operations to 
neutralize the monetary effects of the exchange op
erations: a system known as sterilizing interventions 
in the foreign exchange market. Indeed, in the first 
half of the 1990s most of the time the exchange rate 
was quite close to the floor of the band, if not actu
ally on the floor itself. Apart from the purchases of 
foreign exchange made necessary by the mechanism 
of the band itself, the Central Bank’s policy was to 
wait a prudential length of time in order to be able to 
distinguish whether the inflow of foreign exchange 
was of a more permanent or a transitory nature. In the 
latter case, when there was an inflow of short-term 
capital which could soon be reversed, the Central 
Bank proceeded to acquire that foreign exchange, ac
cumulating international reserves in order to reduce 
the volatility of the exchange rate. Something similar 
was done in the case of transitory outflows of capital. 
If the inflow or outflow of capital was of a more 
permanent nature, the Central Bank often intervened 
in the exchange market, accumulating or reducing its 
reserves, not in order to go systematically against 
the market forces, which would be unsustainable in 
the long run, but in order to make the adjustment of 
relative prices which would probably be required 
more gradual in time.

The appreciation of the peso already referred to 
took place in spite of the significant effort to accumu
late international reserves carried out by the Central 
Bank: between 1990 and 1996 the international re
serves increased by US$ 9.45 billion, equivalent to a 
little less than 4% of GDP per year. This stock of 
international reserves, which was relatively speaking 
among the highest in the world, has resulted in heavy 
costs to the Central Bank’s financial position,33 but it 
has undoubtedly contributed to the efficient and 
smooth integration of Chile into the international 
economy, by easing the rate of appreciation of the

33 The sterilizing interventions of the Central Bank have meant 
heavy costs for it, because of the higher interest rate that it must 
pay on the domestic debt issued, compared with the yield of the 
international assets it acquires. At the same time, the apprecia
tion of the peso in real terms has caused a deterioration in the 
real value of these assets denominated in foreign currency, in
cluding credit to the government, compared with that of the do
mestic liabilities of the Central Bank. Thus, the effect of this 
policy has been to generate a bigger quasi-fiscal deficit of the 
Central Bank, which has been offset by the corresponding fiscal 
surplus.

Chilean peso and, within the policy of graduality 
already mentioned, to a non-traumatic adjustment of 
the price of tradeable goods compared with non- 
tradeable goods in the Chilean economy.

4. B a la n c e  of p a y m e n ts  capita l a c c o u n t p o lic y

In a small, open economy like that of Chile, greater 
financial integration with the exterior brings substan
tial benefits which must be exploited. Among them 
are the availability of external saving to finance in
vestment; the absorption of temporary shocks with 
regard to the terms of trade, and the diversification of 
risks and sources of national income, all of which 
makes it possible to smooth the path followed by 
consumption and derive greater benefit from com
parative advantages through a deeper insertion of the 
country in the international economy.

Greater financial openness also brings with it risks 
which must be taken into consideration, however. There 
are permanent costs and transitional costs. The loss of 
some leeway in monetary policy management and the 
destabilizing effects that capital movements can cause 
in a small economy are permanent costs of greater fi
nancial openness, while the risks associated with the 
adjustment from a historically closed capital account 
to a suddenly open one are transitional costs.34

The conditions of access to external finance, 
which had been very limited for the region after the 
debt crisis, changed rapidly and significantly in the 
1990s, A better perception of country risk, the low 
interest rates in the industrialized countries and a 
generalized expansion in capital flows to the so- 
called emerging economies significantly increased 
the supply of external funds. Quite suddenly, coun
tries like Chile found themselves in a situation where 
the domestic yield on capital was higher than the

34 Historically, capital flows into and out of Chile were very 
restricted. After the abandonment of the convertibility of the 
peso, massive controls were established on capital outflows. Al
though over the course of time these controls were modified, the 
spirit of the restrictions was maintained, except for intermittent 
periods of greater freedom. With regard to inflows of capital, the 
limited conditions of access to external finance formed a natural 
restriction on them. Indeed, it was only in the 1970s that the 
developing economies, including Chile, were able to regain the 
large-scale access to external financing which they had lost after 
the Great Depression. For Chile, however, this only lasted a 
short time, since the international debt crisis of the early 1980s, 
together with the high level of external indebtedness which the 
country had built up in that brief space of time, led to a renewed 
suspension of access to international finance.
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external cost of the funds, adjusted for country risk 
and for changes in exchange rate expectations.35

In the past, this situation tended to persist in time 
or changed only gradually, insofar as the perception 
of country risk and lack of confidence in the local 
currencies limited the international arbitrage of funds. 
In the early 1990s, in contrast, a policy of unlimited 
financial openness would have encouraged the inflow 
within a short period of time of abundant short-term 
financial resources, destabilizing expenditure, asset 
prices and key prices such as the interest rate itself, 
wages and the real exchange rate.36 The course that 
the economy follows if this tendency is encouraged is 
well known. Because of the size of the inflows, the 
first stage in the transfer process is a boom period in 
which asset prices and wages rise, consumption and 
investment increase, there is exchange rate apprecia
tion, and imports become cheaper. This stage is hard 
to manage in macroeconomic terms, since it is neces
sary to contain the inflationary pressures generated in 
the domestic markets and to be on the watch against 
the generation of financial bubbles which further in
crease the divergence of prices from their equilibrium 
levels and encourage the arrival of even greater fi
nancial resources. This expansionary phase of the cycle 
sows the seeds for the subsequent phase of contraction, 
however, for as the balance of payments current ac
count deficit grows and external liabilities are built up, 
the perception of country risk begins to increase37, the

35 This differential between yields is due to past circumstances 
and to the structural reforms which have affected the productiv
ity of the Chilean economy, which have little to do with mone
tary policy. Thus, if we take into account the relative endowments 
of capital and human resources in Chile, the limited access to 
external financing which the Chilean economy enjoyed until 
quite recently, and the low historical rates of domestic saving 
and investment, it is only natural that the domestic yield on 
productive capital, which must be distinguished from the yield 
on financial capital, tends to be higher than that observed in the 
industrialized economies.
36 Furthermore, with regard to the financial sector institutions, 
hasty openness (without having first of all made suitable ar
rangements for the regulation and supervision of the financial 
intermediaries and of the corresponding authorities) can and usu
ally does give rise to major problems. Chile had previous expe
rience of this, when, in the absence of such regulations, there 
were perverse incentives in the financial sector which were later 
transmitted to the rest of the economy, It should be remembered 
that there are systemic risks involved in this sector, so that it is 
extremely important to act prudently when taking measures that 
affect it,
37 Historically, this process has taken quite a long time to make
itself felt.

availability of external funds goes down, the volume 
of external transfers diminishes, and prices and ex
penditure must therefore begin a downward path.

In an ideal scenario, the inflows are reversed 
only gradually and the adjustments in key prices are 
smooth and do not give rise to serious upsets in the 
performance of the economy. The most probable and 
realistic scenario, however, is one in which the capi
tal inflows stop and are even reversed abruptly, giv
ing rise to a traumatic adjustment, because the 
economy is in a highly vulnerable position when it 
has a high level of external indebtedness and a sig
nificant current account deficit, especially if the ex
ternal financing is of a short-term nature. Increases in 
international interest rates, falls in the terms of trade, 
or simply changes in external or domestic expecta
tions may trigger off a sudden crisis of confidence 
which abruptly terminates the transfer of external re
sources. The external debt crisis in the region in the 
1980s and the upsets in the international financial 
markets at the end of 1994 and in 1995 illustrate 
these risks very clearly.

In this latter scenario, the adjustment required 
involves a perilous combination of high domestic in
terest rates, a fall in the prices of domestic assets, and 
heavy depreciation of the real exchange rate, which 
inevitably brings serious problems in the domestic 
financial markets and gives rise to additional infla
tionary pressures; at the same time, and no less im
portantly, a significant increase in unemployment and 
a decline in the level of economic activity may be 
expected as a result of the difficulties produced in the 
financial and labour markets and the abrupt reduction 
in the level of expenditure. Chile’s experience in the 
early 1980s, like that of other countries of the region, 
has shown that this pessimistic scenario is not only 
highly probable but also usually involves very sig
nificant costs for a long period of time. This is why 
in the 1990s, in order to maintain and further con
solidate macroeconomic discipline and the external 
balance, it was decided to open up the capital ac
count in a prudent manner, minimizing the risks of 
an undesirable adjustment that could endanger the 
progress already made.

From the standpoint of the domestic balance, 
emphasis must also be placed on the role of interest 
rates and their links with the form and rate of finan
cial openness to the exterior. Thus, in order to 
achieve a level and rate of growth of domestic expen
diture compatible not only with the prudent use of 
external saving but also with the production potential
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of the Chilean economy, it was necessary that domes
tic interest rates should be higher than those prevail
ing in the main industrialized economies during the 
first half of the 1990s.38

In other words, in view of the low country risk 
and the total absence of any expectations of devalu
ation (or, to be more exact, the expectations that there 
would actually be a revaluation) of the Chilean peso, 
after adjustment for these two effects the international 
interest rate was well below the domestic interest rate 
required for domestic and external macroeconomic 
balance. The dilemma facing the Central Bank was to 
find a way to close that gap in order not to give rise 
to inflationary pressures over and above those already 
programmed and/or additional pressures on the bal
ance of payments current account. It should be noted 
that this dilemma had to be faced in a context of 
positive fiscal saving and public surpluses, a substan
tial buildup of international reserves (which was 
giving rise to a significant quasi-fiscal deficit), and 
a tendency towards strong appreciation of the 
Chilean peso.

In view of the foregoing considerations, the aim 
of capital account policy was to complement the 
fiscal, monetary, exchange rate and international re
serve policies in order to prevent an “excessive” in
flow of foreign exchange from adversely affecting 
the domestic and external balances. To put it another 
way, even if the fiscal, monetary, exchange rate and 
international reserve policies were well formulated 
and implemented, the continued entry of short-term 
financial flows into the country39 would make it es
sential to check the rate of the net inflow of capital in 
order to avoid increasing inflation and/or a bigger 
balance of payments current account deficit. For this 
reason, it was decided to progress towards greater 
financial integration with the rest of the world, but in 
a prudent manner, at a rate, and with a selective 
approach, which were in keeping with that aim.

38 The interest rates must be more or less in line with the yield 
of productive capital. In the course of time, high rates of invest
ment like those observed in Chile, accompanied by further in
creases in domestic saving, will make it possible to reduce the 
spread between external and domestic interest rates.
39 A distinction should be drawn between an inflow of foreign 
exchange due to very good export results or net inflows of me
dium- and long-term foreign direct investment, which of them
selves lead to balanced appreciation of the peso, and an inflow 
of external finance, generally very short-term, due basically to 
the desire to take advantage of the arbitrage of interest rate 
differentials.

This policy was applied through various means. 
On the one hand, in the first half of the 1990s the 
outflow of capital was significantly liberalized.40 
Thus, not only were exporters given complete free
dom to use the whole of their foreign exchange in
come as they saw fit, without any obligation to bring 
it into the country, but liberalization measures were 
also taken in various other fields.41 For example, the 
minimum period after which capital brought into the 
country by non-residents could be repatriated was re
duced from three years to one year, and the issue of 
bonds and shares abroad ( a d r s )  was also permitted, 
subject to certain requirements which were gradually 
relaxed over time. At the same time, the repatriation 
of investments brought in under debt/equity swap ar
rangements (a system connected with the crisis of the 
early 1980s) was completely liberalized, as was the 
advance payment of foreign debts and the rules on 
the minimum percentage of external credit that must 
accompany foreign direct investment.

A measure of great significance which was 
complementary to the foregoing was the complete 
liberalization of foreign investment by Chilean 
individuals and firms, thus allowing them to diversify 
their risks better. Measures were also taken to pro
mote greater international diversification of the asset 
portfolios of domestic investors, especially institu
tional investors. The latter were the only exceptions 
from complete liberalization, but they were neverthe
less given increasingly wide options for investment 
abroad. The openness to the exterior of banks, pen
sion funds, insurance companies and mutual funds 
was also increased, but less rapidly than for the rest 
of the economic agents, partly through legal restric
tions and, for the first three categories, for prudential 
reasons connected with systemic risk and contingent 
fiscal commitments.

The entry of capital was opened up gradually 
and selectively, with measures to discourage the

40 It should be noted that the growing openness to the outflow of 
capital is connected with Chile’s strategy of development and 
insertion in the international economy. It is not designed to in
crease the value of the national currency, and may even have the 
opposite effect.
41 As well as giving complete freedom in the handling of export 
proceeds, a number of measures were taken in connection with 
the balance of payments current account, including a substantial 
tariff reduction (from 15% to 11%) and various free trade agree
ments, with the aim of securing growing integration of the so- 
called formal and informal exchange markets, all of which 
helped to deepen Chile’s trade and financial integration into the 
world economy during this period.
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shortest-term inflows. This gradual policy is justified 
by the desire not only to avoid major external imbal
ances, but also to permit a rate of change in relative 
prices which will allow the different sectors to make 
less traumatic adjustments over time. The selective 
openness process calls for the application of certain 
specific controls when necessary. Although the general 
trend was to gradually relax the disincentives for 
capital inflows, this was complemented with meas
ures aimed at securing greater selectivity in capital 
inflows in order to reduce the country’s exposure to 
volatile short-term financial flows, give monetary 
policy greater autonomy, and check the creation of 
bubbles in the stock market and the longer-term fixed 
income market. The latter measures were aimed at 
making inflows of capital (especially shorter-term 
capital) more expensive, restricting their overall 
volume, improving their “quality”, and lengthening 
the term of Chile’s external finance.

On the one hand, the reduction of the restrictions 
on the repatriation of direct investment capital from 
three years to one42 discouraged the arrival of big 
flows on the stock market, helping to forestall a price 
bubble there.

On the other hand, the rate at which Chilean firms 
could obtain credit or capital abroad was moderated, 
since the foreign sale of both bonds and stocks was 
made subject to certain minimum amounts and the 
fulfillment of certain requirements, determined by in
ternational risk rating firms, concerning the credit 
worthiness of enterprises or of the instruments that 
they wished to sell on the international market.43 In 
this way, the authorities helped to limit the number of 
firms that could procure financial resources on the 
international markets, as well as the rate at which 
they could do so, thus helping to prevent excessive 
inflows of foreign exchange into the country.44

Thirdly, a one-year non-interest-bearing compul
sory reserve requirement was imposed on credit and 
other sources of external financing, in order to in

42 As already noted, this represented a liberalization measure 
compared with the situation prevailing in the late 1980s.
43 These minimum amounts and requirements were also gradu
ally relaxed, without being completely eliminated.
44 Another advantage of this strategy, in view of the fact that
before 1990 there were no Chilean firms active on the interna
tional stock and bond markets, is that the high creditworthiness 
and seriousness of the first firms entering the market generated 
positive externalities for those entering it later. A disadvantage 
of this measure is that in practice it favours “big” firms more 
than small firms or individuals.

crease the cost of bringing in short-term capital. In 
this way, it was sought to give monetary policy more 
leeway and autonomy so that ideally all the economic 
agents would face the same interest rate, determined 
by the Central Bank in order to achieve domestic 
balance, while at the same time checking the specula
tion and volatility inherent in very short-term capital 
and reducing the possibility of interest rate arbitrage.

From a more general standpoint, the set of poli
cies aimed at securing a gradual and selective finan
cial openness process made it possible to change the 
structure or composition of Chile’s external liabili
ties, increasing die share of risk capital in total in
debtedness and, within the latter, increasing the 
proportion of long-term capital compared with short
term funds. This helped to reduce the vulnerability of 
the Chilean economy to the vicissitudes of the world 
economy, the pro-cyclical behaviour usually dis
played by external debt holders, and changes in the 
expectations of international economic agents.

Although some other countries of the region 
carried out policies that were in formal terms more 
“liberal” or “open” than those of Chile with regard to 
the balance of payments capital account, domestic 
interest rates in those countries were higher than in 
Chile and displayed greater differences with interna
tional interest rates. This situation, which ought ap
parently to be the other way around, is attributable 
mainly to the greater country risk or risk of devalu
ation faced by those countries. Consequendy, it is by 
no means clear that if a country rapidly carries out a 
total financial openness process it will effectively be 
able to integrate into the international capital markets 
in a sound and permanent manner. In short, a country 
is not “more integrated” into the international econ
omy because it is more or less liberal, but because of 
the amount, cost, quality and permanence in time of 
the transfers of capital which are effectively available 
for it, and all these elements are usually associated 
with the confidence that the rest of the world has in 
that economy.45

45 From a macroeconomic perspective, it might seem easier and 
probably also more necessary to be more “liberal” when there is 
a high international perception of country risk. In these condi
tions, the natural interest rate differential with the exterior, ad
justed by the country risk and expectations of devaluation, 
provides sufficient leeway for carrying on an independent mone
tary policy and avoiding the destabilizing effects described ear
lier. It would be absurd, however, to conclude that it is desirable 
that there should be a high perception of country risk, since it is 
highly beneficial to be trustworthy and credible and thus enjoy 
an ample supply of external finance at low cost.
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Finally, there are those who maintain that Chile’s 
good macroeconomic performance in the early 1990s 
was due to its high level of domestic saving rather 
than to the macroeconomic strategy pursued. It should 
be noted, however, that domestic saving is not a con
stant which is independent of that strategy. Empirical

studies and experience suggest rather that “ingenu
ous” policies regarding the entry of foreign finance 
usually mean that external saving, which is often 
concentrated in the very short term, is used to finance 
an excess of domestic consumption expenditure and 
takes the place of domestic saving.46

VI
Some conclusions

The main dilemma in macroeconomic policy in the 
1990s was that in order to maintain the domestic bal
ance it was necessary that interest rates in Chile 
should be considerably higher than in the industrial 
countries, while at the same time the country risk was 
going down steadily and there were expectations of 
revaluation of the Chilean peso. In view of the fact 
that the public sector registered an annual average 
surplus of 1.8%, that the accumulation of reserves 
was giving rise to significant quasi-fiscal costs, that 
the outflow of capital had been very sharply liberal
ized, and that the peso had appreciated in value at a 
rate of more than 4% per year in real terms (in spite 
of the Central Bank’s efforts to discourage that situ
ation), the dilemma facing macroeconomic policy 
was the following: whether to allow domestic interest 
rates to equalize rapidly with international rates, or 
whether to close that gap at least in part. The first of 
these approaches would have been essentially contra
dictory to the global strategy and would have led to 
excessive spending, higher inflation and/or additional 
appreciation of the peso, and a heavy balance of pay
ments current account deficit, thus increasing the 
country’s external vulnerability. Consequently, the 
policy followed was to reduce the interest rate gap by 
graduating the rate at which companies located in 
Chile could bring in external financing, while at the 
same time discouraging the inflow of short-term 
capital by making it more expensive.

Over the five-year period 1992-1996, the GDP 
grew at an average annual rate of 7.5% and unem
ployment stood at 7%. Real wages increased at the 
same rate as the average productivity of labour: 4.7% 
per year. Gross fixed capital formation increased by 
14,2% per year (twice as fast as GDP), while domestic 
saving averaged 25.1% of GDP. The fiscal surplus 
was 1.8% of GDP, while fiscal saving came to 5.1%

of the product. The average real interest rate on bank 
deposits for between 90 days and one year was 8.9% 
per year. Domestic public indebtedness (of the Cen
tral Bank), as a percentage of GDP, went down com
pared with previous years, standing at 33.6%, while 
its average maturity increased year by year, averag
ing 3.2 years for the five-year period as a whole. 
Average annual inflation was 9.7%, the lowest rate 
for a five-year period since over half a century in 
Chile, because inflation went down from 27.3% in 
1990 and 18.7% in 1991 (at a downward rate very 
similar to the annual inflation targets of the Central 
Bank) to only 6.6% at the end of 1996. The Chilean 
peso appreciated in value at an annual rate of 4.3% in 
real terms, while exports grew by 10.4% per year, 
likewise in real terms, which was 50% faster than the 
growth of GDP. The average annual deficit on the 
balance of payments current account was 2.2% of 
GDP. Foreign direct investment both in and by Chile 
reached unprecedented levels. Capital inflows aver
aged 6% of GDP, and the net international reserves 
were equivalent to 22.4%  of GDP or one year of im
ports of goods. The external debt represented an 
average of 38.1% of g d p , or 15.7% after deducting 
the international reserves.

46 Likewise, it would be a mistake to think that the Chilean 
economy has come out of the recent round of financial upsets 
almost unscathed solely because of its measures to discourage 
capital inflows. Its main strength lies in more structural factors, 
such as the high level of domestic saving and the coherence in 
the design and execution of the country’s fiscal, monetary, ex
change rate and international reserves policies. The compulsory 
reserve requirements and restrictions on the inflow of capital 
which are still in force are important to the extent that they 
facilitate such coherence. They are just one more element in an 
internally coherent piece of machinery.
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These results show that in the first half of the 
1990s Chile was successful in combining economic 
growth with increases in employment, productivity 
and wages, as well as saving and investment, while at 
the same time making significant progress in price 
stability, not only without endangering the balances 
in the rest of the economy, but actually making them 
more solid and secure (particularly in the case of the 
traditional Achilles’ heel of the Chilean economy: 
the external sector balance).

It is no coincidence, however, that all these 
positive results have been obtained within the same 
period. These achievements are interrelated and 
strengthen each other, for there is a kind of virtuous 
circle between macroeconomic stability and sus
tained growth. Growth brings stability and stability 
brings growth.

There are many ways in which growth and 
stability are interrelated. Thus, for example, further 
consolidation of the process of placing the public 
finances on a sound basis, prudential regulation and 
strict supervision of the banking system, together 
with efficient allocation of financial resources -due 
in part to the existence of key macroeconomic prices 
which are not distorted- helped significantly to in
crease financial saving and direct it towards invest
ment, avoiding the appearance of financial bubbles 
and furthering the stability and solvency of the coun
try’s banking system. The progress and deepening of 
the capital market also played an important role in 
the provision of long-term domestic financing, which 
is a decisive factor for increasing investment.

The maintenance of a climate of macroeconomic 
discipline and control of inflation helps to create an 
environment conducive to long-term planning, 
which, in turn, also raises the rate of investment and 
promotes the introduction of new technologies, 
which ultimately generate more growth. For its part, 
the maintenance of a situation of sustained growth 
guarantees the profitability of new investments and 
facilitates fiscal and monetary discipline. On the gov
ernment side, the pressures on the budget are reduced 
when employment, wages and business profits are 
growing, while the increase in tax revenue makes it 
possible to satisfy the most urgent public needs with
out endangering the fiscal balance. On the Central 
Bank side, the task of keeping inflation under control 
is also facilitated when the economy is in a situation 
of sustained growth and low unemployment, since if 
it is necessary to apply contractionary measures there

will be a greater degree of acceptance which will in 
turn make possible a rapid and efficient adjustment.

It has been empirically proved that there is a 
correlation between higher economic growth rates 
and increases in the rate of national saving, though 
the reason for this is not so clear. Greater domestic 
saving, for its part, generates stability, since it re
duces the vulnerability of the economy to external 
disturbances, while keeping the current account defi
cit down to moderate levels and maintaining favour
able indexes of external creditworthiness permits 
timely access to external financing when this is most 
necessary, for example, in situations of unfavourable 
terms of trade. This reduces the risk of having to face 
an external crisis or to abruptly reduce the economic 
growth rate. Moreover, a high level of domestic 
saving cushions the effects produced on the economy 
by upsets in international financial markets, like 
those that many countries of the region had to face in 
1995 as a result of the Mexican crisis.

There is something almost magical about virtu
ous circles: the whole is greater than the sum of the 
parts, because the individual elements mutually 
strengthen each other. When trends go in the opposite 
direction, however, virtuous circles may become vi
cious circles. It is therefore essential to place empha
sis on the need to increase saving and investment, 
to maintain the external balance conditions, and in 
particular to ensure that all the agents involved perse
vere with macroeconomic discipline.

Although the Chilean experience of the five-year 
period dealt with here is of a very specific nature 
-since there are no such things as “exportable 
models” in economic policy- it is possible to high
light some elements which have been of fundamental 
importance for the results achieved.

First, this experience highlights the need for bal
anced fiscal accounts and proper coordination among 
fiscal, monetary, exchange-rate and wage policies. 
The follow-up and control of aggregate demand, in 
terms of both its level and its rate of change, is a 
necessary, albeit not of itself sufficient, condition 
for efficiently achieving the domestic and external 
balances.

Furthermore, it suggests that inflationary pres
sures on costs were substantially moderated by the 
fact that workers and employers gradually incorpo
rated the Central Bank’s projected downward levels 
of inflation into the criteria used both in labour 
bargaining and in fixing the prices of goods and
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services. The growing credibility of the Central Bank 
played a crucial role in this respect.

The objective of reducing the magnitude of 
economic cycles by due anticipation on the part of 
macroeconomic policy of incipient but not yet evi
dent excess expenditure and the identification of ar
eas of leeway on the supply side also contributed to 
the results obtained. In this respect, the Chilean expe
rience highlights the desirability of bringing a certain 
degree of flexibility into the formulation and execu
tion of economic policy, in order to deal in a timely 
and efficient manner with the effects of domestic or 
external disturbances. This flexibility was of crucial 
importance for spreading the positive and negative 
effects of these disturbances over various markets 
and thus promoting a more balanced and sustainable 
adjustment of the economy. This more balanced 
mechanism for the adaptation of the various markets 
was also aided by the criterion of not allowing the 
key macroeconomic prices to diverge for long from 
their medium- and long-term equilibrium values, 
which has been a decisive factor in giving stability 
and sustainability to the Chilean economic growth 
and development process.

Also in connection with the foregoing, the 
Chilean experience suggests that the market should 
be gradually given an increasingly important role in 
the determination of key prices such as the exchange 
rate and interest rates, beginning with the long-term 
segment of the market, in order to gradually incorpo
rate the private sector in the formation of short-term 
prices, as markets are deepened and become more 
transparent and competitive.

Concern for the balance of payments current ac
count deficit as a guiding thread in macroeconomic 
strategy, together with a gradual but sustained down
ward trend in projected inflation, was the main line

of Chilean macroeconomic policy. Perhaps the big
gest challenge that the Central Bank had to face in 
the first half of the 1990s was to cope with the enor
mous inflow of foreign exchange which marked that 
period, taking care to ensure that both the level and 
the growth rate of absorption (domestic expenditure) 
were compatible with the significant downward trend 
in inflation, as well as with the maintenance of the 
balance of payments current account deficit within 
very reasonable levels. This latter element was of 
decisive importance for maintaining the upward trend 
in domestic saving, so that such saving could finance 
the major part of investment and the Chilean econ
omy could integrate into the international economy 
in a sounder and less vulnerable manner, on both the 
trade and financial level.

In short, the macroeconomic results of the five- 
year period from 1992 to 1996 were very satisfactory. 
High growth rates of economic activity and of em
ployment, domestic saving and investment, as well as 
of real wages and productivity, were achieved in this 
period. At the same time, inflation was significantly 
reduced and is well on the way to matching the rates 
recorded in the industrialized countries. And most 
important, not only was all this achieved without en
dangering the external balance of the Chilean econ
omy, but at the same time Chile's linkages with the 
international economy were further improved, solid 
external accounts were established, the indicators of 
the external creditworthiness of the country im
proved, and its vulnerability was reduced. Equally 
important was the fact that no imbalances were gen
erated in any other key area of the economy, so that 
all in all it is possible to take an optimistic view of 
the possibilities of further increasing and deepening 
Chile’s economic development.

(Original: Spanish)
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Fiscal policy,
cycles and growth

In Latin America, macroeconomic fluctuations have been more 
frequent and more serious in recent decades than in other parts 

of the world, and this volatility has adversely affected the devel

opment processes of the countries of the region. This article 
looks at the desirability of establishing economic policy rules, 
particularly in the fiscal area, to reduce the frequency and size 
of these imbalances. The interactions between fiscal policy, the 

economic cycle and growth are reviewed, and the difficulty of 

establishing a convincing numerical relation between public ex

penditure and long-term growth is demonstrated. The theories 

proposing the reduction of public expenditure as a means of 
improving macroeconomic performance do not have solid 
empirical bases. “Fine tuning”, which should in principle make 

it possible to reduce the effects of disturbances and hence re
duce the impact of this negative relation between volatility and 
growth, require the existence of flexible instruments for explic

itly dealing with the adverse disturbances that frequently arise. 

It is therefore necessary to adopt policies that will make it 

possible to overcome the dilemma between credibility and 

flexibility. The way of tackling this volatility set forth in the 

article has to do with the political and institutional factors that 

lie at the basis of the expectations of the private agents and 

encourage them to save and invest in a long-term economic 

horizon, rather than with the imposition of rigid rules that tend 

to impede intervention by the authorities in the economic cycle. 

In the fiscal area, the article analyses the dilemma between 

sustainability and regulatory capacity and posits the need to 

make more intensive use of fiscal instruments for stabilization 

in order to ensure a better macroeconomic performance.
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I
Introduction

In the short and medium term, the economic authori
ties have four simultaneous objectives: i) to reduce 
unemployment or keep it to a low level, ii) to control 
inflation, iii) to keep a wary eye on potential imbal
ances which may arise on the fiscal side, and iv) to 
keep a similar watch on those that may arise in the 
external sector. The “art” of economic policy is to 
reconcile the four comers of this magic square, while 
the “mission" of policymakers is to minimize the so
cial losses due to fluctuations in the aggregates, an
ticipating future sources of instability and taking 
today the measures that are going to be needed to 
deal with them tomorrow. This means highlighting 
the importance of the interactions between fiscal 
policy, the economic cycle and long-term growth: a 
matter which is dealt with in section II below.

Fiscal policy influences long-term growth in 
different ways: through its direct participation in 
capital accumulation, through the crowding-out ef
fect that the financing of public activities can have on 
private saving and investment, through the negative 
externalities that improductive public expenditure 
causes on aggregate productivity, and finally, through 
what might be called the quality of public policies. 
The transmission mechanisms are thus highly com
plex, so that it is impossible to find a simple linear 
relation between fiscal policy and long-term growth 
in the empirical literature. The currents of thought 
that advocate the absence of public intervention and 
the reduction of public expenditure as mechanisms 
for improving global macroeconomic performance 
therefore do not have any sound empirical bases.

In Latin America, the variability of external and 
domestic conditions has led to recurrent imbalances 
which have had negative effects on the development 
processes of our countries. If we take the g d p  as a 
reference point, macroeconomic fluctuations (with a 
few notable exceptions) seem to be more frequent, 
bigger and more dramatic than in the industrialized 
countries. If such cycles are harmful because they 
affect the average growth rate of the economy 
through the uncertainty that they generate, then there 
is ample justification for the adoption of strategies to

reduce their effects. In Latin America, according to 
the recent economic literature, there is a negative 
relation between the average GDP growth rate and its 
standard deviation.

In this article, the analysis is centered on the 
desirability of establishing economic policy rules in 
the monetary, fiscal and external sectors, in order to 
keep the four comers of the magic square under con
trol. The need for “fine tuning” means that flexible 
instruments should be available for explicitly tack
ling the negative upsets that often arise. It is therefore 
necessary to adopt policies based on the idea of “dis- 
cretionality within the rules” which make it possible 
to solve the dilemma between credibility and flexibil
ity which has been so marked in the 1990s (credibil
ity means that there should be stable rales for a long 
period of time, while flexibility means that there 
should be capacity to respond to changes in the 
external conditions affecting the system).

If fiscal and monetary policies have an anti- 
cyclical component relating to the terms of trade and 
inflow of capital, there is a better chance of address
ing the objectives of medium-term stability and, 
ultimately, bringing the economy as close as possible 
to its production frontier. This means intervening 
energetically in the economic cycle, both in respect 
of the aspects due to domestic fluctuations and those 
coming from outside.

Since the excessive use of monetary policy as a 
means of regulating conjunctural situations may lead 
to cases of macroeconomic inefficiency, greater em
phasis needs to be placed on fiscal policy instru
ments, especially the role of the automatic stabilizers 
in the cycle and an increase in the degree of discre
tion (within certain limits) for fixing taxes in the light 
of stabilization objectives.

In section III, fiscal policy design criteria are 
examined, the dilemmas between sustainability and 
regulatory capacity and between discretionality and 
established rales are analyzed, and it is suggested 
that greater use should be made of fiscal stabilization 
instruments in order to ensure a better macro- 
economic performance.
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II
The interaction between the economic 
cycle, fiscal policy and long-term growth

In macroeconomics, long-term growth and short-term 
fluctuations are usually analyzed separately. Thus, it 
is implicitly suggested that the two are completely 
independent, so that temporary upsets do not have 
lasting effects on growth. On the one hand, the de
bate on the neutral nature of money or the effective
ness of fiscal policy concentrates on describing 
short-term fluctuations around a given trend and on 
the desirability of eliminating or alternatively of 
maintaining such cyclical movements. On the other 
hand, long-term growth is considered as a phenome
non which is independent of economic fluctuations; 
the prime objective of researchers is therefore to dis
cover the factors that determine it and the policies 
that affect it. This reasoning is based on two main 
assumptions: i) that the cost of fluctuations in terms 
of well-being is not significant and ii) that macro- 
economic intervention/stabilization policies do not 
make much sense in this context.

In this respect, Lucas (1988) has suggested that 
the value of understanding cycles is only trivial com
pared with that which could be expected from under
standing long-term growth (“the implications that 
this kind of question holds for human well-being are 
simply tremendous: once one begins to think about 
them, it is difficult to think about anything else”). He 
reaffirms with deep conviction and in dramatic terms 
the standard dichotomy in macroeconomic studies 
and asserts the preponderance of economic growth 
theories over debates on fluctuations. In the words 
of Sala-i-Martin (1994), “short-term cyclical move
ments are like tiny and almost irrelevant little 
variations compared with the immensity and force 
of the long-term growth rate”.

The empirical literature on the determinants of 
growth was given a strong impulse with the publica
tion of comparable per capita g d p  data for more than 
130 countries (Summers and Heston, 1991). Barro 
(1991) used this set of data to analyze the empirical 
determinants of growth rates, and since the publica
tion of his article over 50 variables have been found 
which have a significant correlation with per capita

GDP (Sala-i-Martin, 1994). Within those variables, 
various fiscal policy indicators undoubtedly have a 
leading role.

1. Empirical analysis of the impact of fiscal
policy on growth

Fiscal policy affects long-term growth in four main 
ways. The first is its direct participation in capital 
accumulation, especially infrastructure. The second 
is the crowding-out effect that the financing of public 
activities can have on private saving and investment. 
The third is connected with the size of the State and 
the negative externalities produced by excessive 
State intervention on aggregate productivity. Finally, 
the fourth concerns mechanisms which could be 
grouped together under the title of the quality of pub
lic policies.

In regressions like those carried out by Barro, a 
positive relationship is usually identified between 
public investment and growth. Thus, for example, on 
the basis of disaggregated information for a set of 
developing countries, Easterly and Rebelo (1993) 
found a solid and significant relationship between 
public investment and growth, especially in the trans
port and telecommunications sectors. These authors 
also report a positive direct influence of public in
vestment on private investment. Devarajan, Swaroop 
and Zou (1993) identify a non-linear influence of ex
penditure on infrastructure, consistent with decreas
ing yields to scale: at low levels of expenditure, its 
marginal contribution to aggregate productivity is 
very high, but it rapidly declines and tends to dis
appear for high values of the ratio between public 
investment and GDP (inverted U-curve),

Public expenditure in general and the taxes 
needed to finance it have a negative effect on private 
investment and growth, however. Mendoza, Milesi 
and Asea (1995) observed significant effects of the 
level of taxes on long-term growth, although they 
were quite small and had coefficients which were 
fairly weak in relation to other alternative specifica
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tions. De la Fuente (1997), for his part, considers that 
in the member countries of the Organization for 
Economic Co-operation and Development (o e c d ) ,  
for every dollar that public investment increases, pri
vate investment goes down by 32 cents. The impact 
is smaller in the case of transfers to households, 
probably because these represent a redistribution of 
income among private individuals.

Many studies have also found a partial negative 
correlation between growth and the size of the public 
sector, with the latter measured as the ratio of gov
ernment consumption to GDP (Barro, 1991) or public 
expenditure as a proportion of g d p . The argument in 
support of this, which is extremely well known, is 
that the externalities generated by improductive pub
lic expenditure give rise to distortions in the econ
omy which reduce the growth rate of productivity 
and income. De la Fuente (1997), for example, calcu
lates that a 5 per cent reduction in total public expen
diture (keeping investment and transfers constant) 
would increase the average growth rate of the o e c d  
economies by two-thirds of a percentage point per 
year in the medium term. Some authors, however, 
have highlighted the relatively weak statistical basis 
of these results, showing that when other relevant 
variables are added the negative influence of public 
expenditure disappears (Levine and Renelt, 1992; 
Easterly and Rebelo, 1993; Andrés, Doménech and 
Molinas, 1993). There are few empirical proofs, then, 
of the negative impact of public expenditure on g d p , 
when an effort is made to measure it systematically.

Finally, some studies try to measure the impact 
of the quality of public policies on long-term growth. 
Thus, for example, the report by the World Bank 
(1997) includes in its multiple regressions a measure
ment of “good government” in which a public poli
cies variable, defined as a synthetic indicator which 
includes measurements of the openness of the econ
omy, price distortions (difference between domestic 
and international prices) and over-valuation of the 
exchange rate represent a factor for explaining differ
ences of income between developing countries.

The conclusions are not free from the classical 
problems of multi-collinearity and endogenous ele
ments displayed by this type of regression. In fact, 
the effects of fiscal policy are not distinguishable 
from the spurious correlation between fiscal structure 
and per capita income. Moreover, it is hard to rule 
out the existence of a spurious correlation among the 
variables due to the problem of inverse causality. 
Thus, for example, the interaction between public

expenditure and the growth rate would make it neces
sary to carry out sensitivity analyses and tests for 
weak exogenous influences in order to verify the 
soundness of the results.

Two useful lessons for our purpose may be 
drawn from this summary examination of the empiri
cal evidence on the impact of fiscal policy: i) it is 
very difficult to identify a clear causal relationship 
between government policies and growth, both be
cause of the complexity of the mutual interactions 
and also because of the difficulty of measuring the 
multiple actions of the State in the area of the econ
omy, and ii) in line with the foregoing, the interna
tional data do not allow a convincing numerical 
relationship to be established between the size of 
the State and economic growth, although of course 
“the measure of our ignorance” should not lead us to 
underestimate the importance of “good government” 
in development processes.

2. Volatility, irreversibility and macroeconomic
regulation

The sinusoidal image of growth already mentioned 
earlier, in which the fluctuations twist about a pre
determined trend, seems an excessively mechanical 
view of the process. It is hard to believe that the 
magnitude or duration of cycles do not have lasting 
effects on the economic system. The assumption of 
hysteresis, understood as the irreversibility caused by 
negative upsets, has important policy implications: 
one of the requisites for increasing the long-term growth 
rate of a country is to reduce its real volatility.

In theory, there are linkages of different signs 
between short-term instability and long-term growth 
of the product. This relation may be positive in the 
context of a Schumpeterian process of “creative de
struction”. Recessions are a “necessary evil” which 
makes it possible to eliminate obsolete techniques 
and activities and increase global productivity. The 
alternation of phases of recession and reactivation is 
therefore positive for long-term growth. Models of 
real cycles highlight the essentially transitory nature 
of random upsets of technological origin in the 
economic cycle and consequently ignore the possible 
adverse effects of fluctuations on the long term.

The negative relation between volatility and 
growth has two main explanations in the economic 
literature. Hie first, and undoubtedly the dominant, 
explanation is connected with the adverse impact that 
uncertainty has on private investment expenditure. If
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TABLE 1
Latin American countries: Growth rates and volatility

Period:

Country

Average (%) Standard deviation

1981-1996 1985-1996 1981-1996 1985-1996

Argentina 1.3 2.0 0.054 0.056
Bolivia 1.6 2,8 0.031 0.023
Brazil 2.1 2.8 0.039 0.036
Chile 4.5 6.3 0.054 0.023
Colombia 3.9 4.5 0.016 0.014
Costa Rica 2.9 3.8 0.038 0.020
Ecuador 2.4 2.7 0.031 0.031
Mexico 1.9 1.9 0.038 0.034
Paraguay 3.1 3.5 0.029 0.018
Peru 1.4 2.1 0.073 0.072
Uruguay 1.8 3.6 0.048 0.035
Venezuela 1.3 2.5 0.048 0.048

Source: ECLAC data; the volatility of GDP is calculated as its simple standard deviation for both periods.

investment is irreversible, then greater volatility 
(which gives rise to uncertainty in future demand) 
may cause the agents to be reluctant to carry out their 
medium-term projects. The second argument is 
connected with the process of “learning by doing”, 
and indicates that part of long-term growth is due to 
the faculty of learning and the experience accumu
lated on the job. Consequently, recessions (and the 
unemployment they cause) represent episodes of dis- 
accumulation of physical and human capital which 
strongly affect future growth. The mechanisms of 
creative destruction, irreversibility and learning by 
doing may exist side by side in reality, and the pre
dominance of one or another of them is an empirical 
matter.

It is considered that in general there is a signifi
cant negative relation between volatility and growth. 
Ramey and Ramey (1995) show that a smaller stand
ard deviation of GDP is associated with a higher aver
age growth rate, both for a sample of 92 countries 
and for the o e c d  member countries. These studies 
take as their starting point the regressions of Barro 
(1991) and Levine and Renelt (1992), which seek to 
explain the differences in growth rates between coun
tries by the usual empirical factors: the initial level 
of per capita g d p  (conditional convergence effect), 
initial human capital (measured by the average 
number of years of schooling of the population over 
25, or the rate of secondary education in the case of 
the OECD countries), and the average investment rate. 
When, in addition to these variables, the indicator of 
volatility (measured as the standard deviation of the 
annual growth rate) is introduced into the regressions

for the period 1960-1988, the coefficient is negative 
and significant (as also occurs when the short-term 
volatility is measured by the standard deviation of the 
rate of unemployment). According to these calcula
tions, a reduction of one standard deviation of vola
tility leads to an increase in the growth rate of 
between 0.3% and 0.6% per year. In terms of magni
tude, volatility comes second among the growth fac
tors, after the initial level of GDP and above the 
investment rate. It should be noted that the estimated 
impact is independent of the indirect effect of volatil
ity on physical investment, since this latter variable is 
included in the regressions. All other things being 
equal, the countries in this sample which have had 
higher rates of volatility have grown less since 1960.

It seems important, then, to analyze the repercus
sions of the extraordinary real volatility which has 
existed in our countries on development. These big 
fluctuations have led to low average growth rates in 
most of the Latin American economies. Coder (1997) 
made estimates for 17 countries of the region for the 
period 1960-1995 and showed that there is a signifi
cant and quite solid negative relationship between the 
growth rate of GDP and its standard deviation, similar 
to the correlation observed between investment and 
an indicator of unexpected volatility. Table 1 shows 
details of the average growth and standard deviation 
for 12 countries of the region between 1981 and 1996 
and between 1985 and 1996. In many countries, if 
the transitory external debt upset -i.e., that observed 
in the first half of the previous decade- is eliminated, 
the average growth rate increases and the standard 
deviation decreases. The two problems still remain,
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FIGURE 1

Latin America: Volatility and performance of 
selected countries, 1985*1996
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however: generally speaking, the Latin American 
economies have grown little on average, with many 
ups and downs,

Without going into a quantitative analysis, the 
negative relation between growth and economic cy
cles seems quite clear when we compare the growth 
rate of GDP with its standard deviation over the period 
1985-1996 (figure 1); the countries with the highest aver
age growth (Chile, Colombia, Costa Rica) are also those 
with the smallest variability. Moguillansky (1996) 
shows that the factors of variability are important de
terminants of private investment in the Latin Ameri
can countries and hence of the potential growth of 
their economies. Although this is not the only or even 
perhaps the main explanatory factor, it seems reason
able to identify a positive connection between long
term growth and macroeconomic stability in the 
Latin American countries.

Thus, the benefits of stabilization may be con
siderable if declines in the product from its equilib
rium level give rise to major costs in terms of 
well-being. This can happen if the aggregate variabil
ity has major effects on decisions affecting produc
tion capacity (investment) and, hence, the potential 
product. If this point of view is correct, counter
cyclical stabilization policies could mean significant 
gains in well-being (Romer, 1993). There would thus 
be a kind of symmetry between the episodes of ex
pansion and contraction of demand. If there is an 
awareness that major fluctuations in the level of ac
tivity have harmful effects, then monetary, exchange- 
rate and fiscal policies must be very active in order to 
“insulate” the economy from external upsets and 
cushion the domestic ones. In this context, it is no 
longer a question, as Friedman (1968) says, of pre
venting the policies themselves from being a major 
source of upsets, but rather of designing policies,
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instruments and institutions which minimize both the 
causes of the fluctuations and their consequences.

3. T h e  m a g ic  s q u a re , fine  tu n in g  a n d  
v ir tu o u s  c irc le s

The imposition of rules and the development of insti
tutions aimed at solving the problem of the inconsis
tency of growth and preventing pressures in the design of 
economic policies seem to be quite generalized ap
proaches at the present time. It would therefore be 
desirable to formulate intermediate objectives -for exam
ple, a stable growth rate of the money supply or a 
ceiling on the fiscal deficit- as a way of imposing 
restrictions on the discretional powers of the authori
ties. A system under which governments seek to at
tain their final objectives (in terms of inflation and 
unemployment) without laying down rules for the in
termediate objectives could be a source of potential 
errors. Policymakers may genuinely have the aim of 
maximizing social well-being, yet in spite of this (or 
perhaps because of it) they commit systematic errors. 
Thus, for example, the authorities may give too much 
weight to the short-term costs of higher unemploy
ment as compared with the long-term costs of higher 
inflation. This can happen if there are strong political 
pressures or there is not a clear knowledge of the way 
the economy operates. In this context, the procedure 
which seems to be a maxim of our times is applied: if we 
know little, then we had better do little, since taking 
measures and then having to reverse them may be more 
costly than not doing anything at all.1 As the effects of 
decisions are uncertain, it is reasoned that more ac-v 
tive policies would lead to still greater uncertainty.2

In the same direction, Lucas (1994) holds that, 
since only surprise measures can have some effect, 
the most that can be expected from economic policy 
is that it should be neutral, with two clear rules: i) a 
balanced fiscal budget (which refrains from using 
economic policy for regulatory purposes), and ii) a 
monetary policy which maintains a growth rate of the 
money supply in keeping with the potential growth of 
activity (thus preventing the use of monetary policy 
as an anti-cyclical instrument). It may be noted that 
this argument is consonant with the assertion that 
short-term fluctuations are irrelevant.

1 For an interesting analysis of the importance of intervention at 
the macroeconomic level, see Blanchard (1996).
2 The classic article by Brainard (1967) introduces the idea of 
multiplicative uncertainty.
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FIGURE 2

The Magic Square

+---------------------------------------
GDP Inflation

Emphasis is often placed on the desirability of 
watching over the macroeconomic balances as a nec
essary condition for ensuring growth. It is essential to 
keep inflation and the external and public balances 
under control in order to create suitable conditions 
for growth (figure 2). But the problem is that the 
relations between the four coiners of the magic square are 
multiple and interdependent There are short-term dilem
mas which are by no means insignificant between 
inflation and growth, between the external balance and 
GDP, between the public deficit and GDP, and between 
inflation and the external sector, and the way they are 
tackled conditions future growth. It is not possible, 
therefore, to reduce the role of macroeconomic poli
cies simply to “maintaining the balances”, since both 
what is done and what is not done have significant 
effects on the evolution of an economy.

Macroeconomic efficiency diminishes volatility 
and reduces the magnitude of the cycle, bringing the 
level of activity increasingly close to the production 
frontier and transforming the magic square into a vir
tuous circle. Macroeconomic regulation therefore 
takes on great importance in development processes; 
the State is responsible for safeguarding the “com
mon good” that stability represents in a market econ
omy. The announcement of explicit medium-term 
objectives for the four comers of the magic square 
can help in this respect. But the rules must also be 
flexible, in order to give the authorities the discre- 
tionality they need to forestall the generation of 
harmful fluctuations. Explicit rules form a sound ba
sis for the “structural” credibility of economic poli
cies, but discretionality is also needed in order to 
ensure the capacity for regulatory intervention.

It is not really necessary to “choose” in the 
dilemma between credibility and flexibility; it should 
be possible to achieve institutional arrangements 
which allow both concepts to be reconciled. The 
credibility of policies does not depend so much on 
respect for rigid rules as on the simultaneous fulfill
ment -within reasonable limits- of the four objec
tives of the magic square. If fiscal and monetary 
policies have an anti-cyclical component regarding 
the terms of trade and inflow of capital, there are 
greater possibilities of achieving medium-term stabil
ity objectives and, ultimately, coming as close as 
possible to the production frontier. This means inter
vening energetically in the economic cycle, both in 
that generated by domestic fluctuations and in that 
due to external forces. All options are legitimate for 
this purpose; the best policy for withstanding a nega
tive upset tomorrow is to develop the necessary insti
tutions and introduce today a set of measures which 
will make it possible to accumulate reserves to cope 
with the bottom part of the cycle.

The application of rules of this type, understood 
as the definition of instruments and selection of ob
jectives (Fontaine, 1995), gives credibility to macroe
conomic policy and makes it possible to achieve its 
objectives. If the intervention in the economy by the 
authorities is in line with more or less well-known 
rules, this will help to put the expectations of private 
agents on a steady basis. These rules are not numeri
cal, but rather normative, however. When we speak 
of well-known rules, for example, we nevertheless 
mean that there should be some flexibility in the tar
gets regarding the public balance (if the public deficit 
is greater than expected in an environment which is 
more recessionary than was anticipated, it is desir
able to activate the automatic stabilizers rather than 
fulfill the goals strictly) or that if there is an exces
sive increase in aggregate demand there should be a 
reaction by the Central Bank.3 Flexible rules (exchange 
rate fluctuation bands, ranges of inflation, and ranges of 
external and public deficit) provide the degree of dis
cretionality that the economic authorities need in or
der to avoid the generation of harmful fluctuations. 
In other words, there must be semi-automatic rules, if

3 In this respect, the agents’ internalization of the Phillips curve 
and of the reaction of the Central Bank is noteworthy. In the 
United States, for example, an excessive increase in employ
ment immediately gives rise to expectations of a rise in interest 
rates. Inflation may be very low, but the agents already know 
that the Central Bank will react even before a possible outbreak 
of inflation takes place.
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possible anti-cyclical, in order to achieve objectives 
under normal conditions, but the authorities should 
reserve full capacity to intervene in possible situ
ations of external or internal disturbances which may 
distort the growth path and increase real volatility.

Rules cannot be completely mechanical in an in
creasingly complex world. In this respect, rules laid 
down by decree or law, or institutions with too much 
independence, are not only undemocratic but can also 
accentuate the fluctuations if an attempt is made to 
achieve a single objective at any price. In reality, 
there is not much point in establishing excessively 
precise goals in respect of inflation or the public defi
cit. The important thing is to achieve a certain degree 
of relative stability, to smooth down expectations, 
rather than to precisely fulfill the announced goals. 
What improves the business climate is not the reduc
tion of the public deficit or of inflation in themselves, 
but the steadying of expectations that takes place 
when the macroeconomic policy is seen to be effec
tive in influencing private sector decisions.

There is a much better chance that the goal in 
terms of inflation will be fulfilled if the combination 
of exchange-rate, monetary and fiscal policies re
spects a current account objective and, in addition, 
can help increase domestic saving. If it were neces
sary to establish an order of precedence among the 
four economic policy objectives, then first of all it

would be necessary to set a current account objec
tive, and then objectives in respect of inflation, the 
level of activity, and finally the public deficit. The 
current account objective should be in real terms, in 
order to take account of changes in relative prices 
with the exterior and introduce a reference situation; 
it should be sustainable, with an external debt/GDP 
ratio that will not increase, and it should be of a 
medium-term nature (it is better to establish ranges of 
values rather than precise goals).4 This means con
trolling aggregate demand, through all the relevant 
policies, as a function of the external results. This 
way of approaching the problem makes it necessary 
to establish a certain order of objectives, which can 
always prove to be dangerous, unorthodox, rather 
arbitrary and perhaps impossible to achieve. It is also 
the way in which the authorities have had to act when 
there is a pressing external constraint. Clearly, under 
normal conditions, fulfilling the external balance ob
jective (in terms of the current account deficit) will 
make it possible to obtain results with regard to infla
tion, growth, unemployment and the public balance. 
The purpose of fine tuning is to establish suitable 
conditions for giving rise to virtuous circles within 
the magic square, with the clear objective of reducing 
aggregate fluctuations through a wide range of in
struments, of which fiscal policy is particularly im
portant.

Ill
Fiscal policy design criteria

Let us assume, in order to simplify the analysis, that 
fiscal policy has two macroeconomic objectives: i) 
sustainability of the deficit, defined in technical 
terms as the public balance that keeps the public 
debt/GDP ratio stable, and ii) macroeconomic stabili
zation, defined as the combination of expenditure and 
income which will ensure a suitable level of aggre
gate demand. In Latin America, more than in other 
parts of the world, governments have concentrated 
their efforts on reducing the deficit and public debt, 
leaving the regulatory role, if it exists, to monetary 
policy. In order to achieve these objectives, two ways 
may be chosen: i) the application of discretional 
measures, with the authorities using all the instru
ments available to them as they see fit, or ii) the

establishment of explicit rules, with restrictions being 
imposed on public intervention in order to make its 
actions more transparent and credible. In the follow
ing sections, the various fiscal policy criteria will be 
discussed as a function of these four concepts.

1. Sustainability or macroeconomic regulation?

The evolution of the public debt in Latin America 
and the big changes displayed by it in the 1980s and 
1990s raise the question of the sustainability of fiscal

4 Held and Szalachman (1997) make a more detailed analysis of 
the importance of establishing a conservative sustainable deficit 
objective and the desirability of basing the definition of this 
objective on a number of domestic and external indicators.
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policy. Long and irregular episodes of -sometimes 
explosive- growth of indebtedness were followed by 
short and very violent adjustments. It has often hap
pened that the fiscal budget has been involved in an 
unstable pattern of sudden growth (“snowballing”) of 
indebtedness in which the servicing of that debt ab
sorbs a growing proportion of fiscal revenue. Apart 
from the fact that there may be excessively expan
sionary policies, this perverse pattern is generally 
exogenous to the public sector and those responsible 
for it. Thus, if the (domestic or external) interest rate 
increases and growth falls, the sustainability of fiscal 
policy is immediately brought into question. Even 
when there are no discretional decisions by the authori
ties, the persistence of a situation of this type gives 
rise to an explosive pattern of growth of the debt.

Thus, a restrictive monetary policy increases the 
public deficit, especially if the exchange rate appreci
ates and public indebtedness includes a significant 
external component. It is by no means hard to imag
ine this kind of situation, in view of the abundant 
examples observed in the region in recent years. It is 
worth wondering if, in these conditions, the exces
sive use of monetary policy is an efficient way of 
stabilizing the economy. Although managing interest 
rates may help to correct excessive movements of 
private expenditure, it can also generate, maintain or 
aggravate a potentially destabilizing movement on 
the fiscal side. Although these situations may be only 
transitory, their effects on the budget may become 
permanent, giving rise to the persistence of deficits 
and debts. If there were some automatic stabilization 
mechanism, these debts and deficits would be ab
sorbed in the economic cycle, if the exogenous vari
ables returned to their medium-term path. In general, 
however, these self-regulating mechanisms are insuf
ficient, so that the deficits become persistent.

The sustainability of the public deficit, which is 
no more nor less than the long-term solvency of the 
government, depends on the observance of its budg
etary restrictions over time, which is expressed in the 
form of two equivalent identities: i) the public debt is 
equal to the updated value of the anticipated future 
primary surpluses, and ii) the updated value of the debt 
for a horizon tending to infinity is zero. Sustainability 
may be defined as a condition of stability of the pub
lic debt in a determinist world, or one of being sta
tionary in a stochastic world (Hamilton and Flavin, 
1986). In the latter case, the State is solvent if the 
public debt/GDP ratio is stationary. What this latter 
property tries to reflect is that the solvency of the

government is endangered not so much by the exist
ence of deficits as their persistence at an excessively 
high level.

a) Balanced budget laws
Many authors maintain that public deficits are 

the cause of high real interest rates and stagnation of 
production. Reduction of the public deficit may be 
painful in the short term, but it has very favourable 
effects in the future, since it reduces interest rates 
because of the greater availability of private saving 
and stimulates investment, consumption and produc
tion. This view assumes the adoption of specific 
rules, according to the particular case, for reducing 
the deficits to “reasonable” levels or securing com
pletely balanced fiscal accounts. One of the most 
hotly debated reforms at present is the introduction of 
constitutional laws demanding a balanced budget, or 
measures to limit the government’s power to run up 
deficits. It is argued that, even if it is accepted that 
this is a second-best policy, a balanced budget law 
would have the merit of doing away with second-best 
solutions of political origin which may lead to much 
greater problems than those arising from the failure 
to cyclically adjust the budget (Alesina and Perotti, 
1995).

The most radical supporters of this view hold 
that the budget should be balanced at all times. In 
theory, the benefits of having a numerical target for 
the balance are clear, both for strengthening fiscal 
discipline and for stimulating long-term economic 
growth. A law that makes a balanced budget compul
sory would eliminate the sources of imbalance gener
ated by opportunistic politicians and short-sighted 
views. There are no actual cases where such a rule 
has legal force, but in some countries the mainte
nance of a budget which is balanced or even shows a 
surplus is indeed a prime objective. It seems fair that 
it should be the beneficiaries of public services who 
should pay for them and that the costs should not be 
placed on the shoulders of future generations, but 
only in the case of current expenditure which does 
not give rise to future income.

In the literature on this subject, two main argu
ments are put forward against the use of strict nu
merical targets. The first is that a rule of this type 
increases the incentive to use accounting practices 
which are “creative rather than transparent” (Alesina 
and Perotti, 1996), since there are innumerable ac
counting tricks which make it possible to apparently
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respect the objectives but reduce the transparency of 
the budget; in the medium term, lack of transparency 
becomes a serious impediment to controlling expen
diture and achieving the institutional consolidation of 
budgetary procedures. The second argument is of an 
economic nature. Quite apart from the contractionary 
consequences of an adjustment process of this type, 
balanced budget rules turn the public sector into an 
amplifier for economic fluctuations. Their strict ap
plication means that exogenous upsets must be in
stantly absorbed by the public sector, thus leading to 
the programming of public income and expenditure 
on a sub-annual basis. Immediate regulation of the 
deficit represents a radical break with the principle of 
using fiscal policy for macroeconomic stabilization 
purposes. It is also at variance with the rules that 
state that the level of public expenditure should be 
guided by structural objectives and should be as fore
seeable as possible.

Thus, for example, if there is a recession public 
income goes down more than proportionately to the 
reduction in GDP (the elasticity of revenue collection 
is generally greater than unity if there is some degree 
of progressiveness in the tax system). The balanced 
budget rule would entail the immediate reduction of 
expenditure by an amount equal to the loss of reve
nue, which would certainly aggravate the recession 
and reduce tax income still further. Procyclical poli
cies can turn the economy into a bottomless pit. On 
the other hand, a situation of expansion would pro
vide room for reducing taxes, which would mean 
speeding up the growth of demand, with the conse
quent risk of increasing inflation. In this respect, a 
rule demanding a strictly defined balance would be a 
second-best solution. To sum up, balanced budget 
laws are probably not a good idea, since they intro
duce incentives to reduce budget transparency and 
also lead to excessive fiscal rigidity.

In view of the foregoing, it is extraordinarily dif
ficult, if not impossible, to put forward a practical 
constitutional amendment in this respect. As Mus- 
grave (1997) suggests, the establishment of rules 
governing the procedures to be followed does not 
require such a constitutional amendment, nor can 
faith in rules take the place of the implementation of 
responsible policies. In our classification, this policy 
would be sustainable and would have a high norma
tive content, but it would leave little or no room for 
the regulatory role of fiscal policy and would also 
prevent discretional intervention.

b) The sustainable deficit
When the real interest rate is lower than the real 

growth rate of GDP, a certain amount of deficit can 
be financed through public indebtedness, without in
creasing the public debt burden. In this case, it is 
possible to handle primary deficits on an ongoing 
basis, while respecting the criterion of debt sustain
ability (Bohn, 1995). When the interest rate is higher 
than the growth rate of GDP, however, the persistence 
of a primary deficit gives rise to explosive growth of 
the debt and of interest payments, which sooner or 
later endangers the solvency of the public sector. In 
order to stabilize the debt, then, it is necessary to 
achieve a primary surplus which will make it possi
ble to pay that part of the interest commitments 
which is not absorbed by the growth of the economy. 
This primary surplus is proportional to the prior total 
debt and to the difference between the interest rate 
and the growth rate. In highly dynamic economies 
marked by a positive differential in this respect, of 
course, the sustainability of fiscal policy is ensured 
because the debt is gradually eroded by growth.

If the objective pursued is to stabilize the public 
debt and there is a lack of monetary financing, a 
situation of stagnation and high interest rates makes 
it necessary to generate surpluses proportional to the 
relative weight of the debt. In view of the extreme 
sensitivity of the public accounts and the size of the 
adjustments required in a situation of stagnation of 
the economy, short-term goals for the deficit are im
practicable. This perverse mechanism explains the 
explosive growth of public indebtedness in most of 
the countries of the region in the situation of reces
sion and high interest rates which prevailed in what 
has been called the “lost decade”.

The obligation to respect goals in respect of the 
public balance in conditions of high real interest rates 
leads to the short-term adaptation of the level of pub
lic expenditure to the level of income, in order to 
maintain the annual goal. In a policy of this kind, the 
government must manage public expenditure on al
most a monthly basis, in view of the sensitivity of 
public income to the level of activity. This kind of 
management of the budget, which entails multiple 
revisions of public expenditure plans in the course of 
the year, increases the uncertainty of the environment 
in which private decisions are taken. In their efforts 
to anticipate this policy in a rational manner, the 
agents would tend to act in a procyclical manner, 
since the reduction of public demand would an
nounce a reduction in private demand, and vice
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versa. The question of the sustainability of public 
indebtedness and of the solvency of the public sector 
thus becomes a central issue in the formation of 
the agents’ expectations, but it would appear to be 
ill-advised to establish rigid rules regarding the sus
tainable debt or deficit in such changeable conditions 
of the macroeconomic environment.

When a public balance target fixed a priori 
-whether it refers to the surplus, balance or the defi
cit- is maintained regardless of the evolution of the 
level of activity and the other macroeconomic variables, 
the role of the public finances as automatic stabilizers 
disappears. When these rules are explicit, budgetary 
policy plays a markedly procyclical role. In our classi
fication, as in the previous cases, the sustainable defi
cit rule reduces the flexibility of fiscal policy and 
prevents its use as a regulatory instrument.

c) The golden rule for the public finances
In the European countries, the debate can be set 

forth in different terms. A fundamental aspect of the 
Maastricht Treaty is the adoption of explicit restric
tions on fiscal policy for the countries which are go
ing to form part of the European Monetary Union. 
The justification for these limitations is that overin
debtedness of a member country could lead to mone
tary destabilization. The rules adopted are more flexible 
than in the case of the balanced budget law. Since the 
historical rate of public investment in Europe has been 
3% of GDP, a  reference value of 3% of GDP for the deficit 
is something like a golden rule for the public finances: 
indebtedness is permissible subject to limitation by capi
tal expenditure (Corsetti and Roubini, 1996).

If public sector investment is profitable, future 
flows of current income for covering the costs of 
indebtedness are ensured. The Maastricht criterion 
may be interpreted, then, as an implicit rule for the 
current account balance of the public accounts. This 
golden rule, which is more flexible than those of the 
balanced budget and sustainable deficit criteria, is 
based on a macroeconomic logic: the budget must be 
neutral with respect to private agents’ consumption 
and saving decisions. In its strictest version, the gold
en rule would mean, for example, that subsidies to 
enterprises would not be financed from taxation but 
from credits and that the income from privatization 
operations would not be available for financing cur
rent expenditure. With regard to short-term stabiliza
tion policies, the Maastricht Treaty itself and the 
recent arrangements in connection with it allow the 
target balance to be interpreted more flexibly, accept

ing higher (although limited) deficits due to tempo
rary cyclical factors. The idea behind the establishment 
of these numerical targets would appear to be to ensure 
a balanced current account budget position in the me
dium term. Although this rule is more flexible than the 
foregoing examples, it is still within the area of nor
mative criteria basically aimed at ensuring a sustain
able fiscal policy, even to the detriment of the 
regulatory objective and of flexibility in the authori
ties’ interventions.

d) Optimum fiscal policy
Optimum fiscal policy (Barro, 1979) means that 

the budget deficits and surpluses are used in the best 
possible manner to minimize the distorting effects of 
taxes for a certain given behaviour of expenditure. 
Consequently, the public balance is used as a shock 
absorber; there are deficits when expenditure is mo
mentarily higher, and surpluses when it is low. If public 
expenditure has to be high today and low tomorrow (if 
there is a war, for example), a balanced budget policy 
means that there must be high tax rates today, followed 
by a reduction of taxes tomorrow. Optimum fiscal pol
icy suggests rather the application of constant tax rates, 
however, accepting a deficit today; obviously, the sur
plus tomorrow will have to make up for the present 
deficit in terms of its present value. This policy is pref
erable to that of the balanced budget, because in the 
latter policy the additional tax distortions of today more 
than outweigh (in terms of utility) the social advan
tages of the lower tax rates of tomorrow, because 
of the decreasing marginal profits. Optimum fiscal- 
policy means not changing tax rates to cope with a 
momentary deficit situation.

This simple principle has far-reaching conse
quences for fiscal policy.5 The principle of optimum 
fiscal policy is very clear: fiscal deficits and sur
pluses are used in the best possible way in order to 
minimize the distorting effects of taxation. An impor
tant extension of this policy refers to cyclical fluctua
tions in tax revenue: tax rates should remain 
approximately constant during the economic cycle, 
thus accepting deficits during periods of recession, 
which will be offset by surpluses during periods of 
expansion. The optimum nature of the policy as
sumes a balanced budget rule which is adjusted for 
cycles; deficits should be allowed during wars and 
recessions if they are offset by equivalent surpluses 
in periods of peace and expansion.

5 For an analysis of this question, see Alesina and Berotti, 1995.
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Curiously enough, although with different argu
ments, old Keynesian and new classical economists ad
vocate similar fiscal policy rules, although assuredly 
with different levels of public expenditure. It should be 
noted that we are not talking about Keynesian stabiliza
tion policies, because we are dealing with a supply-side 
model. Compared with the previous rules, optimum fis
cal policy seeks medium-term sustainability, thus leav
ing room for the accommodation of the public balance 
as a function of macroeconomic circumstances. The 
normative component is more flexible: a constant rate 
of taxation is preferred to a rule fixing a target balance. 
There are no reasons for adopting discretional regula
tory policies, since the tax rate is fixed once and for 
all as a function of permanent expenditure,

e) Active regulatory policies
For traditional Keynesians, fiscal policy should 

ensure surpluses in situations of full employment and 
accept deficits in recessions, giving a zero average 
balance for the cycle as a whole. If the objective of 
fiscal policy is to obtain an average balance inde
pendently of the cycle, then the annual balance is al
lowed to vary as a function of domestic conditions, 
allowing the spontaneous mechanisms of the automatic 
stabilizers to act Deficits are perfectly legitimate and 
even necessary in periods of crisis, but the suggestion 
that there should be surpluses at times of full employ
ment has met with a cooler reception. As Tobin (1993) 
emphasizes, Keynesian macroeconomic policies apply 
to both sides of the medal. The fiscal surplus is a funda
mental instrument for containing excess expenditure. 
Macroeconomic stabilization calls for reasonably sym
metrical countercyclical regulation of demand.

Efficient macroeconomic management also in
volves the achievement of increasing degrees of tax 
consensus among the economic agents, however, es
pecially when there are upsets of various types. The 
tax consensus means reducing private and public ex
penditure in situations of excessive demand through 
taxes on households and enterprises and through the 
fiscal adjustment itself. A more active fiscal policy 
can help to improve the effectiveness of short-term 
regulation. In order to use tax instruments designed 
to check oscillations in private expenditure, however, 
the authorities need a certain amount of freedom to 
fix tax rates, which they do not have at present.

In this respect, there are some interesting propos
als for establishing by law certain ranges of tax rates 
within which taxes can vary according to the prevail
ing conditions. There is a danger, of course, that the

authorities might be tempted to keep those rates al
ways at the highest levels in order to cover their ex
penditure more easily. The experience in this respect 
shows that it has been very difficult to come to an 
agreement between the Executive and the Legislature 
for the efficient use of tax rates for stabilization pur
poses. Although this is the most powerful means of 
directly managing the evolution of private expendi
ture, it is very little used in the Latin American coun
tries.

In our classification, active intervention policies 
are classed as discretional (and therefore run the risk 
of being somewhat arbitrary) and are concerned basi
cally with the aim of regulation. There may be a bias 
towards excessive intervention, exaggerated public 
expenditure or an insufficiently controlled deficit. At 
some point, the regulation of aggregate demand 
through fiscal policy comes into conflict with sus
tainability, giving rise to the well-known conse
quences in terms of economic-political cycles and/or 
the accumulation of imbalances. Whether for intel
lectual reasons or on account of the lessons of expe
rience, many analysts tend to reject the discretional 
intervention model because of the dangers of arbi
trary action, populism and fiscal irresponsibility that 
it involves. The fixing of external limits or the exer
tion of control by Congress or other State organs to 
prevent excesses in the management of public expen
diture and tax rates would appear to be advisable in 
order to avoid potentially destabilizing fiscal cycles.

f)  Automatic stabilizers and rules on expenditure
In periods of expansion, public revenue grows 

rapidly and the expenditure associated with unem
ployment benefits tends to go down, thus temporarily 
easing the management of the public finances. At 
times of recession, in contrast, the low level of activ
ity seriously affects the budgetary balance. The types 
of public income and expenditure whose evolution is 
linked to the economic cycle are called automatic 
stabilizers.

The “rule” for fiscal policy cannot be the deficit 
itself, but its discretional component, which is inde
pendent of the economic cycle. The programming of 
income and expenditure as a function of a discre
tional target in terms of the deficit would allow a 
medium-term approach to be taken in the manage
ment of the public finances, thus avoiding continuous 
fluctuations in policy formulation and execution. With 
economies as volatile as those of Latin America, the 
public sector cannot be allowed to become a sound
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ing-board for short-term fluctuations. In the case of 
recession, for example, the public sector must accept 
a certain amount of cyclical deficit if it does not want 
to make the crisis still worse. If fiscal policy wants to 
avoid becoming an agent for the propagation and am
plification of macroeconomic upsets, then medium- 
term budgetary rules should be adopted with the aim 
of controlling the discretional or permanent compo
nent of the deficit.

It is thus a question of seeking fiscal policy indi
cators which are independent of the economic cycle. 
This is the methodology of the OECD (Giomo and 
Suyker, 1997), in which the deficit is broken down 
into a cyclical component and a structural compo
nent. A variation in public income or expenditure is 
of a cyclical nature when it is produced by the differ
ence between the observed product and the trend 
product. The cyclical position of the economy leads 
to fluctuations which are reflected in the budget, es
pecially in tax revenue and expenditure on unem
ployment benefits. In contrast, when it is a question 
of variations which are due to decisions by the public 
authorities, then these are of a discretional nature.

For the OECD countries as a whole, the cyclical 
balance has ranged between +0.8 and -0.5 points of 
GDP between 1985 and 1996, although it has reached 
peaks of +2.6 points of GDP in the United Kingdom 
and +1.4 points in Japan and minimum levels of -2 
points in Canada and -1.8 points in France (Giomo 
and Suyker, 1997). As table 2 shows, a breakdown of 
the global fiscal balance of the Latin American coun
tries reveals a cyclical component of the deficit 
which has been very significant in the 1990s, fluctu
ating between -1 point of GDP in Argentina (1996) 
and Brazil (1992) and +1 point of GDP in Argentina 
and Uruguay (1994) (Mariner, 1997).

The relative size of the cyclical deficit depends 
on two factors: the gap between the effective and 
potential g d p  (that is to say, the distance between the 
effective growth of the economy and its medium- 
term path) and the weight of taxes (i.e., the revenue 
directly linked with the level of activity) in total pub
lic income. Obviously, the cyclical component has 
been greatest in the most volatile countries, such as 
Peru, Argentina, Venezuela, Mexico and Brazil in the 
1990s. In the more stable countries, in contrast, the 
cycle of the level of activity has had less influence on 
their public accounts (Paraguay, Bolivia, Colombia, 
Ecuador and Chile in the 1990s). The second deter
mining element -the weight of tax revenue in total

public sector resources- is very significant in some 
countries (90% on average in Argentina, 80% in Peru, 
70% in Chile, 60% in Brazil, Colombia and Mexico, 
and 50% in Costa Rica, Paraguay and Uruguay), but 
in others it is not outstandingly important (23% in 
Venezuela, 29% in Ecuador, 30% in Bolivia).

If we combine these two elements, we see that it 
is in Argentina, Peru, Brazil, Chile, Colombia, Costa 
Rica, Mexico and Uruguay that the influence of the 
economic cycle is of fundamental importance for 
evaluating the public accounts. In Bolivia, Paraguay 
and Ecuador, in contrast, the cyclical component is 
no more than 0.1 points of GDP, In Venezuela, the 
cyclical component has amounted to only 0.4 points 
of GDP in the 1990s, in spite of big fluctuations in the 
level of activity and the public accounts balance. 
This is because of the decisive influence both of vari
ations in oil prices and rescue programmes for the 
financial system.

The above breakdown leads in some cases to a 
radically different interpretation of the results of the 
public accounts. Generally speaking, the cyclical 
component is seen to be important in the improve
ment in the public accounts in the early 1990s. In 
many countries, the reactivation of the economy at 
rates higher than the medium-term trend values led to 
fiscal results which were positive, but which were 
partly obtained on the basis of transitory resources. In 
this respect, it is essential to identify a sustainable 
medium-term path and to formulate fiscal policy as a 
function of the permanent incomes generated when 
the economy is located on its trend path. Moreover, 
the deterioration of the public accounts in some situ
ations may be due to factors of a conjunctural nature 
rather than to deliberate actions by the authorities. In 
this case, the position within the cycle conceals a 
structural effort to improve the public accounts.

The use of indicators of fiscal discretionality is 
very useful for the analysis, formulation and design 
of budget policies. By giving a measure of the public 
deficit independent of the economic cycle, this makes 
it possible to identify more clearly the decisions of 
the fiscal authorities and to calculate the size of the 
deficit which has to be corrected through discretional 
measures. In this respect, a rule on the discretional 
deficit would be rather of a passive nature, since it 
would allow the automatic stabilizers to act. If the 
effective GDP were below the trend GDP, the cyclical 
component of the deficit, attributable to higher ex
penditure on unemployment benefits and smaller tax
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TABLE 2

Latin American countries: Fiscal performance

1990 1991 1992 1993 1994 1995 1996

Argentina
Observed balance -3.8 -1.6 -0.1 1.4 -0.2 -0.6 -1.9
Structural balance -3.1 -1.5 -0.7 0.6 -1.5 0.1 -1.1
Cyclical balance -0.7 -0.1 0.6 0.8 1.3 -0.7 -0.8
Bolivia
Observed balance -4.5 -4.3 -4.4 -6.1 -3.0 -2.0 -1.9
Structural balance -4.5 -4.4 -4.3 -6.0 -3.0 -2.0 -1.9
Cyclical balance - 0.1 -0.1 -0.1 - - -

Brazil
Observed balance 1.4 -0.2 -1.8 -0.8 1.1 -4.9 -3.9
Structural balance 0.8 -0.3 -1.1 -0.4 1.0 -5.2 -4.2
Cyclical balance 0.6 0.1 -0.7 -0.4 0.1 0.3 0.3
Chile
Observed balance 0.8 1.5 2.2 1.9 1.7 2.5 2.2
Structural balance 1.0 1.7 1.8 1.6 2.1 2.6 2.4
Cyclical balance -0.2 -0.2 0.4 0.3 -0.4 -0.1 -0.2
Colombia
Observed balance -0.5 -0.1 0.3 2.6 -0.5 -1.1
Structural balance -0.8 0.2 0.2 0.6 2.5 -0.8 -1.1
Cyclical balance 0.3 -0.2 -0.3 -0.3 0.1 0.3 -

Costa Rica
Observed balance -2.5 -0.1 0.7 0.6 -6.6 -2.0 -2.7
Structural balance -2.4 0.3 0.6 0.2 -7.0 -2.1 -2.1
Cyclical balance -0.1 -0.4 0.1 0.4 0.4 0.1 -0,6
Ecuador
Observed balance 0.1 -1.0 -1.7 -0.4 -0.2 -1.5 -3,1
Structural balance 0.2 -1.0 -1.8 -0.4 -0.3 -1.5 -3.0
Cyclical balance -0.1 - 0.1 - 0.1 - -0.1
Mexico
Observed balance -2.8 3.5 4.8 0.8 -0.7 -0.8 -0.5
Structural balance -2.5 3.5 4.6 0.6 -1.3 -0.4 -0.4
Cyclical balance -0.3 - 0.2 0.2 0.6 -0.4 -0.1
Paraguay
Observed balance 5.2 2.9 0.1 1.2 2.4
Structural balance 5.1 2.9 0,2 1.2 2.4 -0.1 -

Cyclical balance 0.1 - 0.1 - - 0.1 -

Peru
Observed balance -2.1 -1.4 -1.5 -2.3 1.8 -1.6 2.2
Structural balance -2.4 -1.5 -1.0 -1.7 -1.6 2.1 2.2
Cyclical balance 0.3 0.1 -0.5 -0.6 0.2 0.5 -

Uruguay
Observed balance 0.3 1.3 1.5 -0.8 -2.5 -1.3 -1.2
Structural balance 0.5 1.6 1.2 -1.0 -3.3 -0.8 -0.9
Cyclical balance -0.2 0.3 0.3 0.2 0.8 -0.5 -0.3
Venezuela
Observed balance 0.1 -2.2 -5.9 -1.3 -13.8 -5.9 7.5
Structural balance 0.4 -2.3 -6.2 -1.6 -13.7 -5.9 7.9
Cyclical balance -0.3 -0.1 0.3 0.3 -0.1 - -0.4

Source: Prepared by the author. See Martner, 1997,
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revenue receipts, would be financed through indebt
edness. When the GDP returned to its medium-term 
trend path, this deficit would be automatically elimi
nated. The amount of debt contracted during the low 
part of the cycle would be absorbed in its high part. 
Both the balance and the total debt would be constant 
on average during the cycle, provided that the real 
interest rate was on average either equal to or not 
very different from the growth rate of the economy. 
A policy of this type is based on controversial as
sumptions, however, such as the need for a certain 
symmetry in the cycle and the absence of lasting ef
fects of the latter. Realism calls for the maintenance 
of a certain amount of flexibility in economic policy 
in order to maintain the possibility of intervention in 
an uncertain environment.

In economies with a high degree of variability 
like those of Latin America, with periodic financing 
constraints and difficulties in establishing active fis
cal policies, it would seem desirable to have explicit 
public expenditure rules throughout the cycle to make it 
possible to keep up growth when the economy is in 
the low part of the cycle and reduce the public debt 
when it is in the high part. For normal conditions, a 
prudent practice would be to allow expenditure to 
grow at a similar rate to the trend GDP and income to 
rise like the effective GDP. If the condition of the 
medium-term convergence of these two values is ful
filled, then obviously the average balance would be 
zero for the cycle. A programming criterion of this type 
presupposes strict control over certain types of expendi
ture (on health, for example), which tend to grow faster 
than the trend GDP. In our classification, these policies 
would have a certain normative component, but like all 
policies aimed at fulfilling the regulatory role of the 
public sector, they bring with them a tempting bias 
towards slacker fiscal discipline.

2. Discretionality or rules?

Figure 3 shows the position of the policies analysed 
above in the classification which we adopted. The 
position of each of these policies in the different 
quadrants of the area is relatively unimportant. In the 
lower left quadrant, the approach which we have 
called ap ostle  o f  accoun ting  has much to do with the 
way fiscal policy is currently carried on in our coun
tries. Very often, decisions follow an accounting 
logic rather than a macroeconomic one, with the dis
cretional adoption of expenditure priorities which

FIGURE 3
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give preference to the fulfilment of strict targets re
garding the balance. This is a perspective based on 
the idea of p u b lic  a n d  p r iv a te  v ir tu es , in which the 
authorities trust in the self-regulating mechanisms of 
the market and the agents believe in the good judge
ment of public decisions. If, in contrast, the agents do 
not have confidence in what the public sector is do
ing, we enter the world of p u b lic  v ices  a n d  p riva te  
vir tues  (upper left quadrant), where priority is given 
to the establishment of explicit rules to ensure the 
sustainability of fiscal policy. There, within the com
bination of sustainability and rules, we have placed 
balanced budget laws and, below them, the idea of a 
sustainable deficit (a little less normative) and the 
golden rule of public finances (in which the objective 
of sustainability is a little more flexible).

Others, however, may tend to mistrust the mar
ket, and may advocate much more active regulation 
of aggregate demand, with discretional intervention. 
These active policies, which we have symbolized 
with the image of the en lig h ten ed  despo t, are located 
in the world of p u b lic  v ir tu es  a n d  p r iva te  v ices  
(lower right quadrant). In this view of the world, the 
self-regulation mechanisms of the market are either 
non-existent or perverse, and it is therefore necessary 
to have flexible intervention mechanisms for control
ling excessive (or insufficient) expenditure and insuf
ficient (or excessive) saving in the private sector. It is 
important to note that here we are contrasting the 
criteria of regulation and sustainability, because of 
the potential tensions that may arise between them. If 
the effective GDP is less than the potential level, the 
criterion of regulation (which calls for anticyclical 
fiscal policy intervention) comes into contradiction
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with the criterion of sustainability (which favours a 
procyclical form of behaviour). Although there are 
situations where the two objectives are compatible 
(in the expansionary phase, anticyclical policy means 
increasing public saving, which obviously improves 
the financial position), the important thing in this 
classification is that it highlights the potential dilem
mas that exist when establishing policy criteria.

In this respect, the impact of the automatic stabi
lizers on the level of activity has been the subject of 
intensive empirical evaluation but, as usually hap
pens, the results have not been very enlightening. 
Weise (1996), for example, calculates that in the case 
of the United States, if the anticyclical reaction of the 
public balance were eliminated, the size of the reces
sions would increase by between one-third and half a 
percentage point of GDP. There would thus be a real 
conflict between the objectives of stabilization and 
short-term sustainability of fiscal policy. Other stud
ies, however, show that the size of the cycle and the 
action of the automatic stabilizers are relatively inde
pendent of each other. It is estimated that for the 
OECD countries, the impact of variations in the public 
balance on the gap between effective and potential 
GDP is a good deal weaker (H6nin, 1997), thus con
siderably weakening the significance of the foregoing 
dilemma in this case. It is important to note that our 
classification refers basically to the more common 
definition of sustainability (understood as the annual 
and even monthly numerical goals for the balance 
imposed on governments in stabilization programmes). 
This criterion, if carried through to its ultimate conse
quences, would have a negative effect on the economic 
cycle and also, through the transmission mechanisms 
already referred to, on long-term growth.

Finally, the upper right quadrant shows us the 
combination of regulation and rules in which the 
automatic stabilizers and rules on expenditure may 
be located. In these cases, the normative component 
is more of an implicit nature and takes the form of a 
criterion rather than a strict rule. Policies involving 
automatic stabilizers refer more particularly to in
come, whereas rules on expenditure also try to limit 
the growth rate of expenditure, so that their norma
tive and regulatory components are greater. Although 
these criteria are not of a mandatory nature for the 
public sector, they do represent clear guidelines for 
fiscal policy action, imposing maximum and mini
mum levels on expenditure and income. It may be 
recalled that we defined the rule on sustainable ex
penditure as the practice, in normal conditions, of

allowing public expenditure to grow like the trend 
GDP and income like the effective gdp.

As we already noted, one of the most important 
questions in fiscal policy matters is the clear separa
tion of the transitory from the permanent components 
of public finances. Economic trends in the 1990s in 
our countries have shown once again, however, that 
fluctuations associated with events which are transi
tory or not sustainable in the medium term have 
played a leading role in the evolution of the public 
accounts. In this respect, indicators of discretionality 
can help to highlight the medium-term problems of 
public finances, by promoting an informed discus
sion and strengthening fiscal discipline in economic 
boom periods.

Mention may be made here, by way of illustra
tion, of the kind of analysis carried out in the Minis
try of Finance of France (referred to in Hénin, 1997), 
in which the criteria used in the definition of fiscal 
policy are the following:

i) The sustainability of fiscal policy must be en
sured, so that the rules adopted must comply with the 
requirements that the public sector must meet over time. 
The biased application of the action of the automatic 
stabilizers, involving excessive optimism in periods of 
expansion, may endanger the solvency requirement;

ii) Only if sustainability is assured is it possible 
to permit the action of the automatic stabilizers, defined 
in the strict sense, i.e., as a symmetrical mechanism;

iii) Only if the leeway for action is clearly iden
tified can it be advisable to go beyond the automatic 
stabilizers, especially through expenditure of a transi
tory nature on public investment, whose effect on 
demand is both strong and rapid.

Although there is no intention here of trying to 
establish criteria of universal applicability, this way 
of formulating fiscal policy rules is obviously more 
flexible and hence more realistic than a mere require
ment for balanced budgets. In a world of constant 
changes and uncertain situations, economic policies 
must be very active in their task of reducing exces
sive fluctuations, and fiscal policy obviously has a 
major role to play in fulfilling this objective. Leaving 
aside “good” or “bad” policy prescriptions, the chal
lenge is to progress towards greater fiscal governance 
by developing instruments to guide the budgetary 
process towards a scheme in which expenditure is 
adapted to the ongoing availability of resources, by 
clearly identifying the transitory factors and ensuring 
that a medium-term view is taken in fiscal policy 
decisions.
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IV
Conclusions

In economies like ours, periods o f volatility are 
multiple, o f great magnitude and frequent. If the 
authorities aim to reduce this volatility, which can 
lead to losses o f  social well-being, economic policy 
must be extraordinarily active and vigilant on all 
fronts. Laissez-faire in these matters has led in all the 
countries o f the region to extreme situations; the 
State can hand over many o f its powers to the private 
sector, but it cannot renounce its duty to watch over 
common goods like stability in a market economy.

A number o f  studies have shown the negative 
correlation that exists between volatility of the eco
nom ic aggregates and long-term growth. In these 
conditions, stability would lead to gains o f w ell
being in the medium term, thus giving grounds for 
the adoption o f  an approach which is more highly 
committed to the need for macroeconomic regula
tion. In their deeds, although perhaps not in their 
words, most o f  the industrialized countries currently 
practice Keynesian-type policies, i.e., policies which 
are more or less o f  an anticyclical nature. Policies 
designed to reduce the volatility o f the real sector of 
the economy can have important beneficial effects. 
Macroeconomic regulation thus assumes great im
portance in development processes.

If the authorities act in accordance with more or 
less generally-known rules in their interventions in 
the economy, this helps to put private agents’ expec
tations on a steady basis. Such rules, which are nor
mative rather than numerical, must preserve the

degree o f discretionality that the authorities need in 
order to forestall the generation o f harmful fluc
tuations, however. Since the excessive use of m one
tary policy as a short-term regulation instrument can 
lead to situations o f macroeconomic inefficiency, it is 
necessary to give much greater weight to fiscal pol
icy, strengthening in particular the role o f the auto
matic stabilizers in the cycle and increasing the 
discretional capacity -within set lim its- to fix tax 
rates for stabilization purposes.

In the interplay between the private agents and 
the public sector, a cooperative solution calls for a 
guarantee of stability, in order to lengthen the time 
horizon o f  decisions. A virtuous cycle is formed 
when forward-looking economic calculations become 
feasible, when the perceptions o f future demand are 
stable, and when the agents do not pursue windfall 
gains caused by abrupt changes but profitable pro
jects in the real sector o f the economy. What is 
needed is to create, through active policies within the 
magic square, suitable conditions for a virtuous circle 
in which enterprises invest because there is demand 
and consumers consume and save because there is 
employment. The well-known maxim o f supply-side 
theories (“today’s profits are the investments o f to
morrow and the jobs o f the day after tomorrow”) 
curiously enough converges today with an approach 
calling for macroeconomic policies which are much 
more active in regulating aggregate demand.

(Original: Spanish)
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Best practices, policy
convergence and

the WTO trade-related
investment measures

International experience shows that cost-free replication 

and adoption of industrial best practices on a universal ba

sis is a misconception. Rather, it is a matter of a progressive 

and reciprocal adaptation between external and local prac

tices in which learning costs and times are an essential fac

tor. The potential for convergence of policies, practices and 

institutions triggered by globalization appears to be greater 

at the macroeconomic than at the microeconomic level. 

This article first examines such issues in a general way and 

then focuses on the dilemmas facing the countries of the 

Association of South East Asian Nations (ASEAN) and 

other developing countries of Asia in their efforts to comply 

with the World Trade Organization’s Trade-Related Invest

ment Measures (TRIMS) by the year 2000. The experience 

of these countries is of special relevance to other develop

ing regions, Latin America and the Caribbean in particular, 

in view of the difficulties arising in the race against time to 

reconcile those commitments with national development ob

jectives.
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Introduction

Globalization has put the issue o f the international 
convergence o f production practices, policies and 
institutions on the world’s economic agenda. The 
spread o f universal best practices, such as those 
agreed by a large number o f  WTO member countries, 
appears to have becom e inexorable and, at the same 
time, to be easing the way towards a level playing 
field in the international economy. The deadlines in
volved for the adaptation o f national policies to uni
form and universal standards impart an added sense 
of urgency and priority, underscored by the impact 
they w ill have on econom ic and social development 
in the developing countries and the econom ies in 
transition (the former centrally-planned economies).

The force and speed o f the move towards policy  
convergence is undeniable. Of the 109 developing 
countries and econom ies in transition that have 
launched major market-oriented reform programmes, 
75 have done so since 1989. At the same time, 104 o f  
the 131 member countries o f the WTO are developing 
countries, while another 28, including China, Russia 
and Taiwan, are actively negotiating their entry 
(Sercovich and others, forthcoming, chapter 2).

These figures reflect a general trend towards the 
withdrawal o f the State as a direct economic agent 
and an evolution instead towards more open econo
mies and more deregulated and competitive markets. 
This should not lead us, however, to minimize the 
importance o f international policy convergence or to 
jump to hasty conclusions about the loss o f degrees 
o f freedom at the national level (Sercovich and 
others, forthcoming; D e María y Campos and 
Sercovich, forthcoming).
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According to the World Trade Organization’s TRIMS 
agreement,1 by the year 2000 the developing coun
tries (and by 2002, the least developed countries) will 
have to abolish all restrictions on foreign direct in
vestment that affect imports, exports or foreign 
exchange balances, including local content rales.

Typically, such regulations are part and parcel o f 
industrial development programmes with horizons 
that go far beyond the year 2000 (as notably in the 
case o f some South East Asian countries). We may 
consequently wonder what the situation will be like 
once the brief period o f two years separating us from 
that date has elapsed.

These circumstances are likely to bring about 
requests for waivers and exemptions from the en
forcement o f TRIMS deadlines by a number o f  WTO 
members and, even more so, by countries which are 
still negotiating their entry. Such requests were al
ready being prepared before the growth crisis that 
began in Thailand in mid-1997 and then spread to the 
whole o f South East Asia and beyond, and will prob
ably be further encouraged by it.2 Both groups of 
WTO members w ill seek to secure authorization to

1 For the text of this Agreement, see the Final Act of the W TO 
(Marrakesh, 1994), annex 1A.
2 The crisis of the second half of 1997 has unleashed two forces 
acting in opposite directions. On the one hand, the slowing- 
down of investment plans due to the accumulation of stocks and 
excess production capacity will cause delays in attaining the 
objectives of national development plans and, hence, strong 
pressures to seek to extend the W TO  deadlines, while on the 
other, the crisis is also helping to lower ambitious modernization 
and technological development goals. All in all, it is unlikely 
that the net result will favour the equally ambitious objectives 
pursued by W TO 2000 in terms of convergence. There is a wide 
variety of situations in this respect. On the one hand, the East 
Asian countries will be faced for the first time with the problem 
of unemployment (in the absence of effective social security 
arrangements). It is estimated that the dramatic fall in growth 
rates will lead to two million unemployed in Thailand, 1.5 mil
lion in South Korea and 200,000 in Malaysia. The latter country 
has already begun to reverse its policy of generalized progress 
towards capital- and technology-intensive manufacturing activi
ties and is now welcoming foreign-owned manufacturing op
erations that make intensive use of labour, in so far as they are 
aimed at supplying foreign markets (see the official an
nouncement by Malaysian Prime Minister Dr. Mahathir in The 
Star, 1997). Although energetic measures are being taken all
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comply with the policy changes involved only when  
the activities they are promoting for their future 
development become sustainably competitive, and not 
before. Thus, a resurgence o f debates on the legitimacy 
o f the forms and periods of application of the infant 
industry argument can be expected (since the validity 
o f  the argument itself would be beyond question).

If the uneven manner in which policy conver
gence is taking place becomes still more pronounced, 
particularly from the interregional and intersectoral 
perspectives, so that the “particular difficulties” 
allowed for in the w t o  agreement are extensively 
resorted to, the necessary universality in the applica
tion o f  the TRIMS, together with the desired levelling  
of the playing field, may be jeopardized.3

This raises the more general question o f  whether 
universal, peremptory compliance with a uniform set 
o f rules is the best route to a level playing field. More 
precisely, it questions the possibility o f defining uni
versal international best practice rules that can be

applied by all countries, regardless of their stage of 
development and national conditions, in a uniform  
manner, without net costs and within the space o f a 
few years. The ultimate question is: can a balance be 
struck between the rewards for those who comply 
punctually and meticulously with the agreed rules 
and the penalties for those who do not?

The following sections do not purport to com
pletely clarify these questions, but merely to deal with 
som e dimensions o f  the problem from an interre
gional and sectoral perspective, with the aim o f pro
viding some elements for a more exhaustive study.

In the following section, the general question o f  
convergence is addressed, after which w e review the 
question o f the “replicability” o f  best production prac
tices and policies in the light o f disparities in initial 
conditions and strategic challenges, finally going on to 
assess the various uncertainties and disparities raised by 
the countdown to the year 2000 in the specific field of 
TRIMS, from an interregional and sectoral perspective.

I I
Verification of hypotheses on convergence 
of levels of productivity and income

The formulation o f  hypotheses and predictions on the 
inter-country convergence o f levels o f productivity 
and income is based on the theory of economic 
growth, whose basic conceptual foundations were 
laid by the classical economists and their direct suc
cessors.4 Among these foundations are the role o f 
decreasing returns in the accumulation of physical 
and human capital, the relation between per capita

income and population growth, the effects o f techno
logical progress on the specialization o f labour, and 
the influence o f monopoly power on technological 
progress.

The neoclassical growth models predict a condi
tional form o f convergence whereby, the lower the 
initial level o f the real per capita GDP o f  a country 
compared with its steady-state level, the higher its

over the subregion to impose fiscal austerity and contain 
aggregate demand, in the case of Malaysia this is being done in 
preparation for an agreement with the International Monetary 
Fund (IMF), including the recent submission to the WTO of a 
programme for the liberalization of the financial sector, Thai
land, for its part, is postponing its programme of tariff reductions 
in the chemical sector, while Indonesia’s latest agreement with 
the IMF eliminates the tax exemptions for the Timor project. In 
the Southern Cone of South America, Chile has announced a 
reduction in the average tariff level from 11% to 8% as from 
1998, at the same time that MERCOSUR has decided to raise the 
group’s common external tariff by 3% for three years, from 12% 
to 15% . Although The Economist (1 997 , “The Americas” sec
tion) has taken an unusually tolerant and understanding attitude 
to this increase, the European Union has already expressed its

concern in this respect (see the statements by A. M, Cam- 
pogrande, Principal Foreign Relations Administrator of the 
European Union, in Estrategia, 5 December 1997),

3 “On request, the Council for Trade in Goods, may extend the 
transition period for the elimination of the TRIMs ... for a ... 
Member., .which demonstrates particular difficulties in imple
menting the provisions of this Agreement. In considering such 
request, the Council ... shall take into account the individual 
development, financial and trade needs of the Member in ques
tion” (Para. 3, Art. 5 on Notification and Transitional Arrange
ments of the TRIMs Agreement).

4 These include, in addition to Adam Smith, David Ricardo and 
Thomas Malthus, economists of the present century such as 
Frank Knight and Joseph Schumpeter.
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growth rate w ill be because o f a higher relative 
return on investm ent, provided w e leave out o f  the 
reckoning all differences between countries as re
gards rates o f  saving, initial levels o f  human capi
tal, population growth, governm ent policies and 
technological change.

The neoclassical theory o f growth lost its signifi
cance as a field o f  research as from the early 1970s 
because it was not empirically relevant. Since then, 
macroeconomic research has concentrated on short
term fluctuations. The growth theory was revived  
towards the m id-1980s, however, when a period of 
great intellectual activity in this field began.5

What are the conclusions reached by the avail
able empirical studies on the hypothesis o f the 
convergence o f  levels o f productivity and income? 
Comparison o f  the evolution o f real per capita GDP in 
129 countries during the period from 1960 to 1990 
indicates that the degree o f dispersal has increased: 
the per capita g d p  o f the most advanced country in 
the sample (the United States) increased from 39 
times that o f the most backward country (Ethiopia) in 
1960 to 65 times its level in 1990. At the historical 
growth rate o f  Japan between 1890 and 1990

5 The emergence of this new growth theory marks an epoch- 
making break with the tradition (and irrelevance) of the neoclas
sical assumptions. Instead of perfect markets it posits that 
markets are imperfect, the idea of an abundance of public goods 
takes the place of the possibility of complete private appropria
tion, increasing returns replace the idea of decreasing returns, 
and endogenous technological change replaces exogenous tech
nological change. In these conditions, and particularly in the 
presence of monopolistic appropriation of the fruits of invest
ment in scientific and technological research, the growth rate 
does not necessarily have to fall in the presence of high levels of 
capital accumulation per employed person, while the influence 
of government policies on the growth rate through their impact 
on the degree of openness of the economy, the rate of saving, 
the educational level, the spread of technology, etc., does as
sume importance. Thus, although the new growth theory still 
fails to provide answers in many cases, it is reconciled with 
reality and once again feeds empirical research and receives 
feedback from it. In particular, it makes it possible to reconsider 
the predictions regarding conditional convergence. In an “agnos
tic” interpretation of the contribution of the new growth theo
ries, Nelson (1997) notes that much of the formal modelling 
of these theories is carried out at the expense of their actual 
pertinence and consists of the belated adoption of existing em
pirical observations. Thus, for example, it assumes perfect pre
dictability (or a correctly specified distribution of the probability 
of occurrence of future events), it ignores differences between 
the models of business management and institutional organiza
tion, and it leaves out the question of technological learning. An 
important methodological reason for this is that the respective 
models try not to depart too much from the basic ideas of 
general equilibrium theory.

(2.75%), Ethiopia could com e close to the 1990 level 
of the United States by 2149, but at the more modest 
historical growth rate o f  the latter country (1.75%) it 
would only do so by the year 2236 (Barro and Sala-i- 
Martin, 1995, p. 3).

The average annual real per capita GDP growth 
rate between 1960 and 1990 for a sample o f 114 
countries was 1.8%, with South Korea (6.7%) at one 
extreme and Iraq (-2.1%) at the other. A further 16 
countries in the sample, mostly from Africa south of  
the Sahara, also registered negative growth rates. In 
other words, a representative country o f that region 
would take 30 years to grow by a factor o f 1.3, while 
South Korea would grow by a factor of 7.4 in the 
same period (Barro and Sala-i-Martin, 1995, pp. 3-4).

In short, the hypothesis that the more backward 
the initial position o f a country in terms o f real per 
capita GDP, the higher w ill be its growth rate, has not 
been confirmed, except in the conditional sense de
fined above. Even in such a hypothetical scenario of 
a world which is totally homogeneous except in 
levels o f growth, however, the rate o f convergence 
would be so slow that the elimination o f the gap 
between the current real per capita GDP and its long
term level would take at least 70 years.

In the particular case o f Latin America, the avail
able estimates indicate that the gap between total fac
tor productivity in that region, on the one hand, and 
in the advanced recently-industrialized economies of 
East Asia, on the other, has widened markedly since 
the end o f the Second World War, especially since 
the mid-1960s (Ramos, 1997). Nor is there any con
firmation of convergence between the levels of 
labour productivity in the manufacturing sectors of 
Latin America and the United States over the period 
from 1970 to 1994, except in the 1973-1982 period 
(Benavente, Crespi, Katz and Stumpo, 1996).

If we look into the dimensions of such diver
gence beyond the hypotheses o f growth theory, a dis
tinction may be seen between economic convergence 
(i.e., convergence o f productivity levels and standards 
of living) and institutional convergence. The latter 
refers to the multiple forms o f relations between the 
market, public policy and public and private associa
tions and organizations, which vary widely in the factor 
and product markets. In this sense, the convergence 
would appear to take the form o f a growing affinity 
of forms o f institutions and responses to political, 
social and econom ic imbalances o f an external or 
domestic nature.
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The viability o f types o f economic performance 
which are comparable over the long term may be 
compatible with very different institutional configu
rations (see the distinction between macro and micro 
convergence later in this article), so that the purview 
o f  heterogeneity in institutional matters is consider
ably broader than it is in the strict sense o f  the 
stylized variables o f growth theory.

If, as w e have seen, the hypothesis o f econom ic 
convergence is difficult to confirm, then it is much 
harder to confirm that o f institutional convergence,

which is seriously weakened by the persistence of 
specific national conditions (Boyer, 1996).

In the final analysis, the debate on convergence 
boils down to the rivalry between different civiliza
tions and their influence on the configuration o f the 
world order in terms o f  the acceptable degree o f di
versity. The relation between universality and speci
ficity has been the subject o f a very long-standing 
controversy which has now been renewed by the 
changes that have taken place since the end o f the Cold 
War (see Huntington, 1997, especially chapter 12).6

I l l
“Replicability” of best practices in the light 
of disparities In initial conditions and 
strategic challenges

In contrast with the hypothetical convergence towards 
best international production and policy practices, the 
developing world has faced a growing differentiation in 
recent decades. This has had two main effects: on the 
one hand, a gradation between economic and social 
winners and losers and, on the other, sharply differ
ing policy dilemmas and challenges that considerably 
reduce the scope for transferring and reproducing 
successful experiences. The diversity o f initial condi
tions displayed by the developing countries and the 
economies in transition mean that the challenges 
faced have a high degree o f specificity.

In order to give some idea o f the nature o f the 
problem, box 1 shows the diversity o f strategic chal
lenges faced by four categories o f countries: i) newly 
open econom ies (NOEs: i.e., countries which have 
m oved from inward-looking to substantially open 
econom ies integrated into the world market); ii) suc
cessful industrializing countries (sics: i.e., those of 
East and South East Asia); iii) economies in transi
tion (which comprise the former centrally planned 
economies); and iv) least developed countries (LDCs: 
comprising several dozen o f the world’s poorest 
econom ies). Apart from sharp intra-group contrasts 
of a historical, geographical, econom ic, social and 
institutional nature (for example, the Central Euro
pean econom ies in transition which are joining the 
European Union are making faster progress towards

convergence than their Central Asian counterparts), 
the differences in policy challenges between these 
four groups o f countries have acquired historical pro
portions, associated with stages o f development al
most as distinct as those that exist between them, on 
the one hand, and the advanced industrial countries 
(a ic s )  on the other.7

6 Huntington (1997, pp. 309-311) holds that those who do not 
acknowledge the fundamental divisions (between civilizations) 
are doomed to be frustrated by them. He goes on to explain that 
the diversities of cultures and civilizations challenge the West
ern -and above all United States- belief in the universal validity 
of Western culture. At the descriptive level, this belief holds that 
the peoples of all societies wish to adopt Western values, insti
tutions and practices, while at the normative level it holds that 
all the peoples of the world wish to embrace Western values, 
institutions and culture because they enshrine the loftiest, most 
enlightened, most liberal, rational, modem and civilized think
ing of mankind. This belief suffers from three problems, asserts 
Huntington: it is incorrect, immoral and dangerous, so that the 
most prudent course for the West is not (like Brutus) to try to 
freeze power shifts but to learn to swim with the current, combat 
misery, refrain from adventures, and protect its own culture. The 
ideas of individual liberties, political democracy, the rule of law, 
human rights and cultural freedom were bom in the West, and 
Western civilization is valuable not because it is universal but 
because it is unique. Lian and Oneal (1997) have not found any 
systematic association whatever between the different cultures 
(ethnic, religious or linguistic) and economic performance.
7 For more details, see Sercovich and others (forthcoming), 
chapter 2.
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Box 1
Sp e c if ic it y  o f  st r a t eg ic  c h a l l e n g e s  in t e r m s  o f  c o m p e t it iv e n e s s , b y  c o u n t r y  c a teg o r y

Country category Key policy challenges

Newly open economies To couple opening of the economy with consolidation of the manufacturing sector’s 
competitive sustainability

Successfully industrializing 
countries

To make die transition towards improved manufacturing competitiveness 
founded on endogenous innovation and technical change

Economies in transition To effect a fundamental redefinition of the role of the State, upgrade human capital, 
establish a market system, restructure industry, modernize management systems and 
close or eliminate important structural adjustment gaps

Least developed countries To ensure the viability and sustainability of reform processes by enhancing domestic 
supply response via structural change, resource accumulation and an incentive regime 
to match the stage of evolution of the economic and social structure and 
institutional restrictions

Source: Sercovich and others (forthcoming).

At one extreme o f the spectrum, for instance, 
there are the countries which have substantially over
come m ost o f the obstacles to convergence in income 
and productivity with the developed world within a 
matter o f  a few decades, while at the other extreme 
there are those which have yet to emerge from rela
tive or absolute backwardness. The former are now  
aiming to generate domestic sources o f innovation 
and technical change, while consolidating their pro
gress towards higher unit value-added activities. The 
latter are still trying to find socially viable ways of 
achieving institutional and social progress and sus
tainable ways to accumulate resources in an open 
economy, institute markets and develop the skills and 
capabilities required for structural change. The NOEs 
and econom ies in transition, for their part, are pursu
ing totally different routes that demand profound 
changes in their econom ic regimes, strategic orienta
tions and linkages with the world market.

Figure 1 provides a graphical illustration o f the 
foregoing. If w e compare the evolution o f the per 
capita incomes o f  the developing countries, as a per
centage o f  the per capita incom e o f the developed  
countries during the period from 1960 to 1990, in 
terms o f  purchasing power parities, w e may conclude 
that the East Asian countries have been the only ones 
which have managed to narrow the gap, which re
mained unchanged in China and grew still wider in 
Africa, Latin America and the Caribbean, South Asia 
and the M iddle Eastern countries.

FIGURE 1
Convergence?, 1960-1990

Per capita income, as a percentage of 
that of the industrialized countries

Years

Source: Summers and Heston (1994), Penn World Tables Mark 
5.6.

Such a wide range o f challenges highlights the 
difficulty in devising universal, ubiquitous policy 
packages.8 To expect countries passing through pe
riods which are historically so diverse in terms of the 
features and rates o f their institutional, social, eco
nomic, technological and educational evolution to 
converge in their policies within a few years would 
be an illusion.

8 See Sercovich and others (forthcoming), especially part III.
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Box 2

LE A N  PROD U CTIO N, SKILL D EV ELO PM EN T AND CORPORATE GOVERNANCE: 

TH E LIM ITS TO  CRO SS-BO RD ER REPLICABILITY O F "BEST PRACTICES" 

A M O N G  M EM BERS O F TH E "CO N V ERG EN CE CLUB”

“Best practice” and 
country of origin

Key attributes in the country 
of origin

Restrictions on its replicability

l , Lean production a 
(Japan)

-  Decentralization of responsibility, 
elimination of “dead time” and 
induction of constant work effort 
among the labour force

-  Team work, polyvalent skills
-  Motivation through “stress” and 

“reciprocal obligation"

In Germany: Skills are occupational, standardized 
and portable rather than being general and focussed 
on firm-specific organizational and labour 
environments, as they are in Japan. The portability 
of skills facilitates labour mobility among independent 
enterprises; non-portability favours labour markets 
internal to the firm or conglomerate. In Germany, 
priority is given to workers' commitment to their 
own performance and labour ethos rather than to 
their loyalty and devotion to their employer. 
Performance prevails over seniority and team work 
rests on individual skills rather than on team 
capabilities as such

2. Technical training 
(Germany)

-  Efficient mechanisms for collective 
bargaining between employers and 
employees; low pressure for unit 
labour cost increases; aversion of trade 
unions to inflation and protectionism

-  Training is an explicit component of 
collective bargaining

-  Trade unions respond to technical 
change by demanding upgrading of 
skills and an increase in the proportion 
of skilled workers in the labour force

In France: The tradition of employer control and 
the propensity for conflictive labour relations have 
blocked the assimilation of the German model of 
a tripartite govemment/enterprise/trade union 
dialogue which is vital for reaching consensus on 
effective and sustainable technical training 
programmes

3. Corporate governance 
(United States and 
Japan)

-  Minimization of transaction costs 
(Japan), versus

-  Minimization of agency costs 
(United States)

In the United States and Japan: Each of these 
countries has advanced in a particular dimension 
of the dichotomy between transaction costs and 
agency costs, so that they have corporate governance 
systems which are not mutually replicable.
Similar contrasts between the United Kingdom 
and Germany have blocked progress towards 
common European legislation in this field

Source: Based on Berger and Dore (eds.), 1996. 
a Applies to manual work in assembly operations.

If the assumption that there can be similar paths, 
analogous policies and similar strategic guidelines for 
carrying out such diverse processes o f  change is open to 
doubt, these doubts become still greater when we see 
that, even among die countries which are members of 
the “convergence club” (i.e., the most highly developed 
countries), replication o f best practices is hindered by 
the substantive disparities that exist among them. 
Box 2 gives some examples o f this.

It is generally acknowledged that the principles 
of lean production, which originated in Japan, have 
produced a quantum leap as compared with tradi
tional Fordism, so that they can be considered as 
exem plifying an international best practice worth 
emulating. Indeed, this has been the direction fol
lowed by enterprises around the world, particularly in 
the developed countries, including Germany. As 
shown in box 2 with respect to the case o f Ger
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many, however, different institutions, practices and 
forms o f social conduct have significantly nar
rowed the scope for the general application o f  the 
principles o f  lean production outside Japan.

France and the United Kingdom are known to 
have encountered difficulties in trying to emulate the 
efficient German practices in  the field o f  training 
and skill formation. Indeed, France has failed not 
only in its attempts to replicate German practices 
in education and training but also in research and 
developm ent, labour relations and industrial re
structuring. Latin America and the Caribbean has 
also experienced serious problems in trying to fol
low  the exam ple o f  the German dual technical 
training system  ow ing, among other things, to poor 
standards o f  basic education. The lack o f  a tradi
tion o f  public-private cooperation in this field  has 
also been an important factor.

Let us now look at what may be considered best 
practice among the advanced countries in the field of 
corporate governance. Management practices based on 
large industrial conglomerates in countries such as 
Germany, Italy, Japan, South Korea and Switzerland 
-typified  by the Japanese kereitsu and the South 
Korean chaebol-  are more efficient in terms o f lower 
transaction costs due to the use o f implicit contracts 
and permanent, stable and foreseeable relationships 
among enterprises. On the other hand, the Anglo- 
American system facilitates lower agency costs 
associated with the separation between ownership 
and control. What represents an advantage in one 
system translates into a disadvantage in the other and 
vice versa. An analogous contrast exists within the 
European Union (with Germany and the United 
Kingdom at the antipodes, and France and Italy 
somewhere in between), which has led to a paralysis 
in the timetable for advancing towards a common 
business legislation. This suggests that there may 
be not just a single best practice but a multiplicity 
o f  best practices in any given field, associated 
with country-specific historical, institutional and so
cial organization legacies.

If the workability o f convergence beyond the 
limits of national autonomy is still in doubt in the 
monetary and fiscal spheres (as illustrated by the 
problems o f  launching the European common cur

rency), the impact o f  globalization on the domestic 
microeconomic scenarios raises even stronger 
doubts, in view o f the considerable differences in 
national institutions, policies and practices.9 Diver
gences in the microeconomic domain are greater 
and more resistant than those at the macroeconomic 
level, since they involve more deeply-rooted na
tional institutions, practices and traditions. This 
challenges the hypothesis that globalization reduces 
national states to a condition o f irrelevance, passivity 
and impotence.

Evidence that m icroeconomic policies and in
stitutions can be successfully replicated across bor
ders is not very convincing; indeed, the number of 
cases o f failure may well exceed those o f success. 
Best practices espoused in the management literature 
mostly refer to issues o f operational efficiency. Yet, 
the essence o f  entrepreneurial strategies and related 
public policy guidelines concerns choices among al
ternatives specific to the economic and social milieu. 
The possibility o f replication o f  techniques geared to 
improve operational efficiency, such as total quality 
control or “time-based” competition, must pass the 
acid test of the adaptation o f such techniques to a 
specific entrepreneurial environment (Porter, 1997).

Technological learning, production o f public 
goods, the formation o f skills and capabilities and 
the promotion o f  the use of increasing returns to scale 
are spheres o f national policy that even the govern
ments o f the most advanced countries are reluctant 
to leave in the hands o f the market, whether visible 
or invisible.

Rather than universally superior practices, there 
are usually ranges o f best practices which are 
normally hybridised during the process o f adoption 
and adaptation to specific national conditions.

9 Thus, for example, it is still to be shown whether it is possible 
to link German orthodoxy at the macroeconomic level with 
Anglo-American laissez-faire at the microeconomic level. 
With regard to the developing countries and the economies 
in transition, Rodrik (1996) has noted that the consensus on 
what constitutes suitable structural reforms is based on theo
retical and empirical foundations which are much more fragile 
than those of the consensus on the need for macroeconomic 
stability.
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IV
WTO 2000: a comparative subregional 
and sectoral perspective

1. T h e  c h a lle n g e

The diverse rates and approaches countries are taking 
in the countdown towards 1 January 2000, when the 
period o f  transition to comply with TRIMS expires, 
offer insights into disparities in microeconomic pol
icy. There seems to be no consensus as to what the 
precise meaning o f  such a transitional period is, but 
there appear to be two main approaches.

Some countries are using the transition period as 
a time o f progressive convergence towards the situ
ation which is scheduled to prevail as from 1 January 
2000, in order to arrive at that date with their houses 
in order. Other countries, however, see it as a race 
against time: something like a last chance to employ 
policy instruments and practices which, as o f  2000 
(or 2002 for the least developed countries), will be 
prohibited because they w ill be considered as bad 
practices and duly punished. What these countries are 
trying to do is to place themselves in the best possi
ble position in terms o f technological learning and 
manufacturing competitiveness, while seeking to 
postpone the deadlines for compliance by resorting to 
exception mechanisms.10

The recent escalation o f  the number o f  disputes 
before the w to  appears to be related to some extent 
with this diversity o f approaches. Between January 
1995 and September 1996, 54 disputes concerning 34 
regulations were brought before the WTO, compared 
with 196 disputes during the 47 years o f  g a t t ’s exist
ence, This increase is symptomatic o f a high rate of 
activity connected with accommodation to the new  
international econom ic order, as well as a heightened 
awareness o f the need for reciprocal monitoring. 
Table 1 gives an idea o f  the geographical distribution 
of the cases brought before the w to  by developed 
countries regarding developing countries’ practices 
during the period in question.

10 This distinction is not so clear when the measures are part of
policy packages agreed upon in the context of economic integra
tion treaties.

TABLE 1

Cases brought before the WTO by developed 
countries between 1 January 1995 
and 18 October 1996

Number of cases Percentage

Asian developing countries 11 65
Other developing countries 6 35
Total 17 100

Source: Asian Development Bank (1997).

According to the Asian Development Bank, o f 
25 disputes submitted to the w to  dispute settlement 
machinery involving Asian developing countries 
(either as plaintiffs or as respondents), six relate to 
the automobile industry, while the remaining 19 are 
spread throughout ten other sectors. As one o f the 
sectors most exposed to such trade disputes, this in
dustry probably best illustrates the diversity o f rates 
and styles o f accommodation to the new international 
economic order.

This brief sketch o f  the situation cannot leave out 
China, whose influence permeates the whole o f the 
Asia-Pacific region and beyond. China is unlikely to 
agree to comply, except at best partially, with the w to  
disciplines before 2010 at the earliest, even though it is 
the world’s fifth largest trading power and the recipient 
of 35% to 40% of total foreign direct investment flows 
going to developing countries and economies in tran
sition (the ambiguous position o f  Hong Kong, which 
is a WTO member but is now part o f China, cannot be 
expected to simplify or shorten these times). This of  
itself raises vital questions as to how level the play
ing field w ill be as o f 1 January 2000.

2. A S E A N  p o lic ie s  fo r th e  a u to m o b ile  In d u s try

The world automobile industry is expected to reach a 
capacity to produce more than 210,000 vehicles per 
day by the year 2000 (compared with 178,000 today), 
and more than 40% o f  world excess capacity will 
be located in Asia (Deloitte & Touche Consulting 
Group, 1997).
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As may be seen from table 2, within ASEAN 
Thailand is the main assembler, accounting for some 
40% of current supply, followed in descending order 
by Indonesia, Malaysia, the Philippines and Vietnam.

Thailand is taking advantage o f its privileged 
position vis-h-vis its ASEAN partners in terms o f its 
domestic market size, good infrastructure, accumu
lated experience and development o f  the auto parts 
industry. It plans to become the Detroit o f  a s e a n  and 
is therefore pursuing a much more open policy than 
its subregional partners.11

Almost all o f the large world automobile enter
prises (and a good many o f their respective suppliers, 
particularly those o f Japanese origin) have set up 
shop in Thailand already or are about to do so. The 
case o f General Motors (gm) merits special mention, 
as it has negotiated a US$ 750 million investment in 
Rayong to produce 100,000 units annually as o f 
1999, 70% o f  which w ill be destined for export 
markets starting from the second year o f operation. 
GM expects that some 30 o f its component suppliers, 
particularly the European suppliers o f Opel in 
Germany, w ill follow it to Thailand or other neigh
bouring countries, since intra-ASEAN trade w ill be 
almost fully liberalized as o f 2003.12

GM has benefitted from incentives for investment 
in rural areas, duty-free machinery and equipment 
imports for two years and tax exemptions on export 
incom e for eight years, followed by a 50% tax reduc
tion during the following five years. It w ill also enjoy 
an incom e tax reduction for ten years amounting to 
as much as 25% of its investments in infrastructure 
and 200% of its expenses for transportation, electric
ity and water. Import duties on some raw materials 
will also be reduced. Furthermore, the Thai Govern
ment has agreed to finance a US$ 15 million invest
ment to set up an education and training centre. The 
most salient and unusual feature o f the deal negoti
ated between the Thai Government and GM, however, 
is the cancellation o f the local content rules for auto
m obiles. Besides having traditionally been more 
open to foreign direct investment than its neighbours,

11 It is estimated that Thailand has some 600 auto parts firms, 
200 of which would be internationally competitive. Many of 
them are Japanese enterprises which relocated to avoid the high 
wage costs of Japan and the appreciation of the yen.
12 Almost two-thirds of the units produced by Toyota in A SEAN  

countries have a local content of at least 40%. This figure will 
include products to be traded under the common preferential 
regime (A IC O ) which is to come into force in 2003 (JEI Report, 
1997).

TABLE 2

ASEAN: Distribution of automobile supply 
in 1995 and projection for the year 2000

Country 1995 2000 (projection)

Thailand 571 000 850 000
Indonesia 380 000 600 000
Malaysia 296 000 320 000
Philippines 129 000 275 000
Vietnam 15 000 60 000
Total 1391000 2 105 000

Source; UNIDO.

starting in 1998 (provided there are no unexpected 
delays) Thailand w ill be the only ASEAN country pre
paring to fulfill its TRIMS commitments under WTO 
2000 in terms o f  both dates and content.13

By contrast, both Indonesia and Malaysia are pur
suing their respective national car projects (dubbed 
‘Timor” and “Saga”, respectively). These include highly 
selective promotional regimes that comprise fiscal and 
tariff exemptions as well as subsidized financing,14 
thus keeping prices considerably below those o f the 
competition. Key features o f these regimes are rules 
providing for gradually higher local content.

Malaysia, the relatively more advanced o f the 
two, has been proceeding with an unusual blend of 
strong State support and entrepreneurial drive, par
ticularly in terms of technology mastery.15 In 1996, 
Proton acquired an 80% share o f  Lotus, U.K., in or
der to have access to design technology and thus re
duce its dependence on Mitsubishi, which has an 8% 
stake in Proton. Several Lotus engineers are now 
working for Proton’s R&D division on the develop
ment o f an integrated engine and gearbox system. 
Proton, which is now negotiating the purchase of 
Royal Begemann, a Belgian gearbox producer, for 
US$ 126 million, is one o f the key elements in Prime 
Minister Mahathir’s plan to turn Malaysia into an 
industrialized country by the year 2020. It exports

13 GM took good advantage of intra-ASEAN rivalry, in this 
case between Philippines and Thailand, to attract investments. 
President Ramos had negotiated personally with GM’s head the 
most enticing incentive package ever offered by the Philippines, 
including a free site for five years, compensation for invest
ments in infrastructure, a training school worth US$ 20 million 
and other typical sweeteners. The Philippine offer was useful 
to GM in its negotiations to induce the Thai Government to 
lift local content rules 18 months ahead of schedule.
14 See footnote 2 above.
15 For a detailed analysis of another similar interesting case, see
Sercovich, 1980.
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18-20% o f its annual production to some 30 coun
tries, including Australia, Chile, England, France, In
donesia and Singapore, with margins close to zero.

M alaysia’s budget for 1997 includes incentives 
to lim it imports o f  intermediate goods, parts and 
components, through the gradual elimination or re
duction o f  tariff and sales-tax exemptions. Faced by 
the forthcoming constraints associated with its WTO 
commitments, the Malaysian Government is pursuing 
accelerated measures to deepen the industrial struc
ture and foster greater use o f domestic inputs, par
ticularly intermediate and capital goods, through the 
development o f industrial clusters, with activities 
ranging from final products to manufacturing and 
service support activities, in order to strengthen in
trasectoral linkages, increase domestic value-added 
and reduce dependence on imports. Imports represent 
some 85% of the value o f manufacturing exports, and 
capital goods imports still account for nearly half of 
the value o f investment. A ll capital goods imports 
must be accompanied by export offset programmes, 
including the transfer of technology (The Jakarta 
Post, 1996a ).16

The Indonesian Government has reiterated its 
strong commitment to the development o f an inde
pendent automobile industry, favouring local owner
ship, development and use o f domestic technology 
and enforcement o f  local content rules. So far only 
the “Timor” project, carried out by a local enterprise 
in association with the South Korean firm KIA, has 
qualified for special treatment. The Timor car is a 
four-door, 1600cc sedan whose domestic production 
is scheduled for 1998 after an initial year in which all 
completely built-up units (cb u ) will be imported 
tariff-free for local sale. The cars will be exempt from 
domestic sales and luxury product taxes, so that they 
can be sold at around half the price of the competi-

16 Government policy was clearly stated by Prime Minister 
Mahathir at the launching of the Seventh Plan, which runs until 
2000: “Some people believe that the way to minimize the bal
ance of payments deficit is to reduce the rate of growth of the 
economy. The simple answer is that it is necessary to reduce 
imports and increase exports. The local content of exports is still 
low and must be raised ... The worst thing to do is to slow down 
growth by increasing interest rates ... Domestic industry ought to 
produce everything that goes into the fabrication of the compo
nents of the final product. This way, increases in exports will not 
result in similar increases in imports. There will still be imports, 
but these will consist of low-value raw materials for the most 
part ... The Government will actively support R&D to increase 
the local content and enable domestic enterprises to manufacture 
goods bearing their own brands”.

tion. The project also enjoys subsidized financing and 
benefits from government procurement guidelines (Busi
ness Times Malaysia, 1996a, p. 2, and 1996b, p. 1).

The European Union, the United States and 
Japan have accused Indonesia o f violating the non
discrimination and most-favoured-nation principles, 
as well as the t r im s  agreement, whereby its existing 
policy in the automobile sector should have been no
tified in 1995 and no new non-complying regulations 
should have been introduced since 1 January 1995. 
Since agreement among the parties was not reached 
in bilateral negotiations, the WTO has instituted a 
panel to settle the controversy along the procedural 
guidelines currently in force.17 It is considered that by 
the time the panel reaches a decision, Indonesia is 
likely to be beyond the point o f  no return in the exe
cution o f the project (although this has now becom e 
more doubtful because o f the exchange and financial 
crisis that broke out in July 1997). A sharp disparity 
between generic and selective policies is apparent in 
ASEAN in general and Indonesia in particular. W hile 
being criticized by the largest trading powers for its 
policy in the automobile sector, Indonesia is also be
ing commended by the World Bank as South East 
Asia’s most liberalized economy since the deregula
tion package adopted in June 1996.18 Yet, this de
regulation has not affected such non-tariff barriers as 
those relating to local content, investment licenses, 
government procurement and export restrictions on 
certain products. The current average rate o f effective 
protection for 269 categories o f manufactured goods 
is estimated at 52%. This level is due to go down  
over the next years as a result o f scheduled reduc
tions in nominal tariffs to between 0% and 5% in 
1998 for one category o f  products and 20% in 2000  
for another category (Business Taiwan, 1996).

For comparative purposes, table 3 gives informa
tion on local content regulations in the a s e a n  coun
tries and some other countries. It also shows the 
respective rules to be complied with by the enter
prises and the effective local content levels achieved 
or programmed.

17 The stages in the dispute settlement process are: consultations 
(60 days), establishment of the independent panel, issue of its 
report and decision (between 6V4 months and one year), approval 
of the panel's report (60 days), compliance with the decision or 
lodging of an appeal (three months), and final fulfillment (within 
a reasonable time agreed between the parties). More details of 
the complaints entered may be found on the WTO’s page on the 
Internet (http://www.wto.org).
18 Statement by Dennis de Tray, Director of the World Bank’s 
Jakarta Office, in The Jakarta Post, 1996b.
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TABLE 3
ASEAN and other Aslan countries:
Local content rules and cases in the automobile Industrya

Country Automobiles Commercial vehicles Per capita MVA 
in 1993 (US$) b

Indonesia (up to) 65% (up to) 30%c
40% (Bakrie pickup in 3 years) 
60%

167

Philippines 40% 45% 198

Malaysia (u p  to) 60% d
46%: Kijang Astra (60% in 1998) 
75% (Saga Proton)
58% (Honda City)

45%
70% (1LOKOM pickups and 
light trucks in 3 years)
17% (Prado Toyota Land Cruiser)
51% (Hicom/DRB/Isuzu trucks in 3 years)

724(1991)

Thailand 54% e
60% (Honda City)

72%
80% (Ford/Mazda pickup)

607

70% (Toyota Soluna) 
65% (GM  Opel, 1999)

Vietnam 30% in 10 years f 39
Taiwan 50% 8 3 202
India 80% (Fiat)

70% (Peugeot 309) 
90% (Maruti 800)

59

China 80% h
90% (Santana LX, 2.7%, 1985) 
80% (Santana 2000, 60%, 1995) 
90% (Jetta)
65% (Audi)
85% (Citroën 1988)

190

Russia 65% (KIA in 5 years) 65% (KIA in 5 years) 628
Hungary 10% (GM  engines) 716
Botswana 20% (Hyundai from 1998) 101
Argentina The regime has been essentially liberalized 1 1 498
Brazil 85% actual average, liberalization continues 596(1991)
Mexico 36% (since 1985) 464
Turkey 50% (K IA  pickup) 630
Italy 75% (Mitsubishi Pajero, 1999) 3 503
United States 75% (Toyota Camry) 4 298
United Kingdom 90% (Nissan Primera) 2 954

S o u r c e :  UNIDO.

a In all A SEAN  countries except Thailand, a progressive increase in local content is scheduled over the next few years. Thailand has decided 
to abolish local content rules in 1998.

b M VA  = Manufacturing value added.
c Depending on installed capacity.
d 30% for automobiles of over 2851 cc, 45% for those between 1851 and 2850 cc and 60% for those up to 1850 cc. The government of 

Malaysia has warned that it will exclude from the calculation of local content those parts and components with a high content of imported 
subcomponents.

e In this case the local content is not measured according to the value of the parts but with a weighting system which assigns “points” to 
each part of the vehicle so that they add up to 100.

f The actual local content is less than 10%.
8 To b e  eliminated when Taiwan joins the W TO. However, tariffs as well as non-tariff restrictions in the automobile sector will continue for 

8 more years (see text). Currently, only automobiles from the USA and Europe can be imported. The tariff is 30% for automobiles and 
42% for trucks.

h Since 1995 the automobile companies with installed capacity in China must ensure 40% local content immediately, 60% within the second 
year and 80% within the third year.

1 The share of domestic value added in the value of industrial production fell from 51% in 1984/1985 to 35% in 1994/1995 (see text).
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FIGURE 2

Automobile Industry: Local content (LC) versus 
manufacturing value added (MVA) per capita In 1993
(Percentages and values in US dollars)
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In short, the situation is as follows:
i) In all the ASEAN countries, except Thailand, 

there are policies aimed at a progressive increase in 
local content during the coming years (this is also the 
case in China and India).19

ii) Local content rules have little relation to the 
levels o f  per capita manufacturing value added (m va) 
(see figure 2). This means that such rules are not 
a reflection o f existing industrial capabilities - in  
respect of which they may be unnecessary, as is 
the case in many industrial countries- but rather of 
intended ones.20

19 Local content policies in the A SE A N  countries are not re
stricted to the automobile industry. Thus, for example, Sam
sung has bowed to the Malaysian Government’s directives to 
raise the local content to 85% in the local production of con
sumer electronics goods.
20 In the advanced industrial countries, local content rules are 
superfluous, except in the sense of the application of rules of 
origin in transactions with trading partners.

3. L o c a l c o n te n t ru le s  a n d  In d u stria l s tra te g y
In A S E A N : C o n tra s ts  w ith  M E R C O S U R

Local content rules are normally an integral part of 
broader policies o f “indigenization”, import substitu
tion, export expansion, assimilation and local devel
opment o f technology, capability development and 
industrial deepening.21 Hence, such regulations are 
usually accompanied by a comprehensive set o f  com
plementary tariff and fiscal incentives, as well as spe
cial training, R&D, industrial location and other 
programmes. They are also used as bargaining points 
in foreign direct investment and trade negotiations.

Following the path first pursued by Japan and 
then by South Korea, the ASEAN countries apply poli
cies aimed at promoting activities with increasing

21 The sharp contrast between this type of strategy and the 
maquila-type strategy is evident, for instance, with regard to the 
need to give priority, among other things, to the development of 
a well financed and equipped formal and technical education 
and training system able to form skilled workers. On the links 
between domestic learning, technical change and competitive
ness, see Sercovich, 1988.
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technological and skilled-labour content. The aim is 
to overcome the problem of rising unit labour costs 
and to attain the status o f  industrialized countries 
within a couple o f decades. In Thailand, for instance, 
the Development Research Institute has reported that 
exports o f medium- and high-technology products 
exceeded those o f labour-intensive products in 1993 
for the first time and have continued to grow at a 
much higher rate than the latter {Business Times, 
1995, p. 5). Thailand’s current Industrial Master Plan 
relies on the cluster approach as a means o f deep
ening the industrial structure and completing the 
process o f transition towards becoming an industrial
ized economy. The absence o f cluster development 
is perceived as a market failure making necessary 
policy measures designed to increase local content 
and induce upstream development, including manu
facturing and service support networks.

The ongoing increase in manufacturing value 
added (MVA) as a proportion of the value o f  produc
tion in the ASEAN countries is in marked contrast to 
the prevailing trend in the m e r c o s u r  countries, 
where the dismantling o f measures aimed at increas
ing local content is well under way. In Argentina, for 
instance, the share o f local MVA in the value o f  indus
trial production declined from 51% in 1984-1985 
to 36% in 1994-1995. A similar trend, albeit more 
moderate, has begun to be observed in Brazil.22

This contrast is also apparent at the aggregate level 
when comparing the growth o f imports and exports 
(figure 3). During the present decade, Argentina and

FIGURE 3

Latin America and South East Asia 
(selected countries):
Growth of exports and imports, 1990-1996
(Annual average growth rates in current US$)
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a Exports by Brazil and Chile and imports by Indonesia and 
Taiwan refer to the period 1990-1995.

22 Argentina and Brazil have undertaken to cancel their respec
tive motor industry regimes at the end of 1999, Brazilian motor 
industry policy gave rise to friction with the United States, Ja
pan, South Korea and the European Union, however, when the 
government raised the import tariff on motor cars from 32% to 
70% in mid-1995, A little later, this tariff was halved for estab
lished firms, provided they exported an equivalent number of 
units and that local content amounted to 60% (40% for the first 
three years in the case of new plants). Japan felt that it was 
discriminated against, because up to then it had stayed mainly in 
the import business. Subsequently, the Brazilian Government 
offered an import quota of 40,000 units per year at a tariff of 
35% for firms which did not have manufacturing plants in Bra
zil. Although this still did not satisfy Japan, it was considered 
discriminatory by the United States, which submitted a com
plaint to the WTO on 10 January 1997, alleging the provision of 
discretional benefits for enterprises of Japan, South Korea and 
the European Union and violation of articles 1:1 and III;4 of the 
1994 GATT agreement, article 2 of the TRIMS agreement, and 
articles 3 and 27.4 of the WTO agreement on subsidies and coun
tervailing measures. It also requested the cancellation of the 
benefits referred to in article XXIII:l(b) of GATT 1994. The

European Union, for its part, also submitted a complaint on 7 
May 1997 regarding Acts Nos. 9440 and 9449 of 14 March 1997 
and Decree No. 1987 of 20 August 1996, alleging the same 
violations referred to in the United States complaint. Japan with
drew an announced complaint when the Brazilian Government 
established a quota system to make up for the advantages pro
vided by the motor industry regime for firms already established 
in Brazil, and the latter country avoided the institution of a 
panel, as occurred in the case of Indonesia, through skillful trade 
diplomacy. Brazil is currently the tenth largest car manufacturer 
in the world and could rise to fourth place by the year 2000. 
Twelve firms are setting up plants or implementing decisions to 
do so (Renault, Toyota, Honda, Mercedes-Benz, Volvo, Audi, 
Chrysler, Asia Motors, Kia, Daewoo, Hyundai and Peugeot). 
MERCOSUR is scheduled to initiate a common motor industry 
regime by the year 2000. The Motor Manufacturers’ Association 
of Argentina (A D E FA ) has requested that this regime should be 
postponed and that the existing rules should continue after 1 
January 2000. This request is based on the claim that Brazilian 
firms are receiving bigger incentives and protection and that the 
playing field is therefore not level. The states in the north of 
Brazil exempt the plants established there from taxes until the 
year 2010, with an import tariff of 35%.
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Brazil stand out clearly as applying relatively import- 
driven openness strategies as opposed to the relatively 
export-driven strategies o f the ASEAN countries which, 
of late, have begun to experience trade problems. These 
problems, which would appear to be much less serious 
than those faced by the MERCOSUR countries, especially 
if  only the balance o f trade in manufactures is consid
ered, are the overt impetus for a good deal o f the re
newed emphasis on import-substitution. This underlines 
the big contrasts that exist between the industrializa
tion patterns o f the two regions,23

Having given priority to the development o f  ex
ports o f manufactures, the ASEAN countries are now  
attempting to meet their perceived need to deepen 
their industrial structure. This calls for policies which 
appear to be out o f step with the WTO’s timetable. 
Meanwhile, the MERCOSUR countries have been pur
suing the opposite sequence. Indeed, in ASEAN voices 
are being heard that warn against the premature intro
duction o f local content rules, for fear o f  dampening 
export development because o f  the limited degree of 
competitiveness attained so far by domestic interme
diate and capital goods.24

Over the last two decades, the asean  countries 
have been more faithful to orthodox policy lines than 
the MERCOSUR countries, and this has been even  
more so at the macro than at the micro level. In the 
1990s, however, there has been a marked reversal in 
this respect. W hile the MERCOSUR countries have 
shown a strong leaning to more orthodox policies at 
both the macro and micro levels, the asean  nations’ 
macro discipline has been somewhat eroded in finan
cial matters, while there has been an appreciable, al

23 It is advisable, nevertheless, not to lose sight of the overall 
comparative economic picture. There is nothing intrinsically per
verse in offsetting deficits in manufactured goods with sur
pluses in primary goods. On average, the relative endowment of 
natural resources compared with labour (especially skilled la
bour) of the M ER C O SU R  countries is much higher than that 
of the A SE A N  countries, and their respective export profiles 
partly reflect this fact. (For a comparison between A SEA N  and 
M ER C O SU R , see Sercovich and Pefia, 1996. See also Londero, 
Teitel and others, 1997).
24 Among the A SE A N  countries, Myanmar has the lowest
average level of tariff protection (1.98%), while the Philippines 
have the highest (15.57%). The other countries are in the range
of 5% - 10%. We can thus see that there has been appreciable 
convergence of average levels of tariff protection between
A SE A N  and M ERCO SU R.

FIGURE 4

Foreign direct investment In four 
ASEAN a countries and In MERCOSUR
Millions of dollars

1985-1990 Years

Source: UNCTAD (1997). 
a Indonesia, Malaysia, Philippines and Thailand.

though declining, degree o f heterodoxy at the micro 
level,25 These shifts seem  to have been reflected to 
some degree in the behaviour o f  foreign direct invest
ment (figure 4). Since 1995, the m ercosur countries 
have considerably narrowed the gap in the size o f  the 
investments attracted, which has gone down from 
around 50% between 1991 and 1994 to 18% in 1996.

4. The race against time

Sooner or later, the commitments that individual gov
ernments have made with the WTO will have to be 
reconciled with those they have made as members of 
free trade and econom ic integration treaties. For in
stance, while the trim s, w ill com e into force in the 
year 2000, the ASEAN Free Trade Area (AFTA) will 
start in 2003, the asean  Investment Area (aia) in 
2010, and the trade and investment liberalization pro
gramme of the Asia-Pacific Economic Cooperation fo
rum (APEC) in 2020 for its developing members. 
Indications stemming from public debate and, more 
significantly perhaps, from private sector investment 
decisions and related agreements with host govern
ments in the asean  countries suggest that the a f ta ,  
a ia  and APEC schedules are being kept more in mind 
than those of the WTO. In fact, as w e shall see below, 
some explicit references are being made to the need

25 For further details, see Sercovich and others (forthcoming), 
chapter 6.
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to make these different schedules converge. If this is 
done, it is unlikely that this w ill lead to earlier com
pliance with those o f the WTO.

Except in the case o f Thailand, which has de
cided to abolish local content requirements in 1998, 
the governments o f the other ASEAN countries are 
under various pressures to postpone their conformity 
to the w to  rules.26 Firms that are carrying out pluri- 
annual investment programmes to attain progres
sively higher percentages o f local content, as 
mandated by the regulations which will remain in 
force until the end o f 1999, potentially face consider
able losses if  their markets are suddenly opened up to 
more efficient international competitors. Govern
ments would find it hard to ignore the social conse
quences o f this type o f situation. It may therefore be 
expected that efforts w ill be made to exploit some 
grey areas in the TRIMS agreement, such as potential 
exceptions and differences o f  interpretation.27

From the year 2000, very low tariffs will be 
practically the only substitute for local content rules. 
Hence, a race against time is on to attain domestic 
manufacturing capabilities efficient enough to com 
pete in world markets, with very low  margins of 
effective protection. This challenge has been further 
complicated by the crisis which broke out in the 
second half o f 1997.

The Philippine private sector has already re
quested its government to revise its commitment with 
w to  to liberalize the automobile industry by 2000, 
on the grounds that auto part firms need more time to 
adjust to the new situation. The request calls for the 
retention o f local content rules as well as the foreign 
exchange trade balance demands applied to domestic 
car production and assembly o f  completely knocked- 
down units. The private sector is also lobbying for 
postponement o f the liberalization schedule until 
2010 : an idea which is gaining currency in other 
ASEAN countries (Business World, 1996, p. 12).

Significantly, the Investment Council (IC) o f the 
Philippine government has endorsed the private sec
tor’s proposal to extend the application o f  the local 
content rules to CKD units beyond the year 2000, as

26 In a sense, this is already the case, since this process of 
adaptation cannot take place instantaneously on 1 January 2000.
27 The main unknown factor, of course, is China, which is nego
tiating substantial exceptions and grace periods. China had of
fered to abolish its non-tariff barriers in the automobile sector 
over 15 years (last March, it eased this stance somewhat, offer
ing to shorten the period to 12 years).

part o f its efforts to help the domestic automobile 
industry attain international competitiveness. More
over, the IC supports an increase in mandatory 
local content from the present level of 40% to 50% in 
2000. Despite the fact that such a measure would 
have to be harmonized with the tariff reform pro
gramme underway, the IC regards it as a necessary 
step to develop the local auto parts industry.28 Finally, 
the IC is also considering levying a 7% specific tax 
on CKD units, thus increasing the tariff applied to car 
parts and components from the current 3% to 10%. 
These proposals are contained in the document 
“Philippine Automobile Vision 2020”, which sets out 
the strategy for the sector (Business Daily, 1997).

In contrast to the sparsity o f  clear signals in 
respect to w to  TRIMS deadlines, the Philippine 
government has declared that it favours liberalization 
of FDI incentives within South East Asia by 2010, in 
accordance with the a i a  schedule, as a complemen
tary measure to the AFTA, in order to increase intra- 
regional investments. Under AFTA, tariffs will go 
down to between 0% and 5% in 2003. In addition, 
the ASEAN Chamber o f Commerce and Industry 
(ASEAN-CCI), whose current President is a Philippine 
businessman, is studying a regional local content rule 
of 50% for capital goods from outside ASEAN.

Outside ASEAN, an illustrative case is that of 
Taiwan, which, although ready to abolish local con
tent rules in its bid to enter WTO, is negotiating com
pensatory measures aimed at lessening the impact of 
such a measure and stretching it over time.

The Government o f Taiwan contends that if  it 
were to accept the w to  disciplines in toto, the output 
of local automobile firms would fall 60% and their 
market share would drop to 30% from the current 
67%, while auto parts production would fall by half, 
with only 35% of the domestic auto part producers 
surviving the abolition o f the local content rules. It 
estimates that only three or four o f the 11 automobile 
assembly firms in operation would survive as such in 
a liberalized market, while the remainder would be
com e sellers o f imported vehicles.29 In its negotia
tions with the WTO, the Taiwan Government is trying

28 T he private sector has also requested an increase in the man
datory foreign exchange offset margins from the current 50% of 
total sales to 65% in 2000, which would also be inconsistent 
with the commitments under the WTO.
29 Statement by the Bureau of Industrial Development of the 
Ministry of Economic Affairs, published in The Jakarta Post, 
1995, p. 9.
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to safeguard the position o f sectors that it considers 
vital for the domestic economy, such as automobiles 
and consumer electronics, which would continue to 
be highly protected. Basically, only those subsectors 
which have already gained a competitive edge, such 
as informatics and petrochemicals, would be sub
stantially liberalized. The Taiwan Government has 
granted trade concessions in the shape o f import 
quotas for automobiles to those countries which have 
agreed to support Taiwan’s entry into the w t o  under 
these conditions.

Thus, for instance, Taiwan has agreed a grace 
period o f eight years after its entry into w to  with 
Japan, which includes the progressive lifting o f  the 
20-year-long ban on imports o f Japanese automo
biles. A tariff-based quota system will be imple
mented, under which up to 7,700 small cars w ill be 
imported in 1997; with a 10% annual increase until 
1999, when the increase in the quota will stop until 
Taiwan enters the WTO, Once this happens, the an
nual quota w ill be immediately raised to 10,000 
units, increasing by 20% annually. The automobiles 
imported within the quota w ill be charged a 29% 
tariff during the first year after entry into the WTO, 
after which the tariff w ill gradually go down to 
22,5% in the course of the eight-year grace period. 
Imports in excess o f the quota will pay duty o f 60%. 
After the grace period, quantitative restrictions will 
be removed and all imported automobiles will be 
subject to a uniform 22.5% tariff. The current local 
content requirement o f 50% for locally assembled 
automobiles w ill be abolished immediately upon 
Taiwan’s entry into WTO (Business Taiwan, 1997).

Taiwan is negotiating similar bilateral agree
ments with a number o f other countries in return for 
their support o f its entry into the WTO. To counteract 
the heavy expected impact that removal of local con
tent requirements w ill have on auto parts firms, 
whose output may fall by 50%, active programmes 
are underway to encourage gains in efficiency  
through process automation, improved product qual
ity, better management, updating o f production tech
nology, and strengthening o f marketing networks. 
This is expected to help local firms to retain around 
75% of the domestic market. Finally, it may be noted 
that, although it was the country o f the region least 
affected by the 1997 financial and exchange-rate 
crisis, Taiwan has announced that it will postpone the 
liberalization o f  its capital market until after the year 
2000 (International Herald Tribune, 19 January 
1998, p. 11).

FIGURE 5

ASEAN and MERCOSUR: Stylized 
evolution of local content in the 
automotive industry, 1950-2000

*

Years

Source: UNIDO.

Given their current policy approaches and place 
in the technological learning curve, the MERCOSUR 
countries w ill probably face less difficulties that 
those o f ASEAN in complying with WTO 2000 (figure 
5). It is difficult to see how most o f the ASEAN coun
tries, as well as several others in Asia, including 
China and India, can fully adopt the WTO TRIMS dis
ciplines by 1 January 2000, because of the inertia of 
their current policies and investment processes and 
their relatively late entry into such sectors as automo
biles and capital goods. This could make it necessary 
for them to apply for exception mechanisms under 
the “special difficulties" provision allowed for by 
w to .  An alternative might be to make their local 
content regulations consistent with those of the WTO 
through their application at the ASEAN level (a 50% 
local content rule has been proposed for capital 
goods, for example). On the other hand, none o f the 
MERCOSUR countries has embarked on a “national 
car” policy, as have Indonesia and Malaysia.

The ASEAN countries are faced with a major 
challenge due to the potential competition o f large 
countries such as China and India, which are seeking 
to develop their own automobile industry. Perhaps 
the best response would be to pursue intra-industry 
specialization at the regional level, but so far 
Thailand is the only ASEAN country that has favoured 
a regional approach in the automobile sector.

The a s e a n  Enterprise-to-Enterprise Industrial 
Cooperation scheme (AICO) could perhaps serve as a 
regional means o f  encouraging an increase in local
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content at the regional level with very low  intra- 
regional tariffs. Because it w ill com e into effect only 
in 2003, however, the schem e’s impact is unlikely to 
be felt fully before 2005 or 2010. One o f the difficul-

y
Final remarks

ties with aico is that each member country applies 
different exception regimes (for instance, regarding 
local content), so that harmonization raises consider
able problems.30

There seems to be a lack o f consensus in defining 
precisely the meaning o f  best practices, particularly 
with regard to microeconomic policies, which are 
largely guided by the institutional and historical heri
tage o f each country and by the nature o f the policy 
goals pursued, which, in turn, cannot be divorced 
from geopolitical considerations.

To varying degrees, for instance, the ASEAN 
countries are emulating the experiences o f  Japan 
and South Korea, with a view  to joining the “con
vergence club” in a couple o f  decades. However, 
this is not precisely the type o f  em ulation that

underlies the WTO disciplines, since it entails giv
ing priority to policies aimed at substantially modi
fying the initial resource endowment over time, 
rather than taking it as a given element in terms of 
shaping the future.

Underlying these differences are two alternative 
paradigms with respect to the meaning o f  conver
gence and of a “level playing field”. In one, levelling 
the playing field means policy convergence today. In 
the other, it means convergence in levels of develop
ment tomorrow. So the debate continues.

(Original: English)
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Possible effects of
European Union widening

on Latin America

Pending widening of the European Union to the East has 

revived concerns in Latin America that Europe may become 

more inward-looking. However, booming trade and foreign di

rect investment relations between current European Union 

members and Central and Eastern European countries are un

likely to harm Latin America. Trade patterns suggest that Latin 

America’s exports to the European Union are complementary to 

the exports of the Central and Eastern European countries. 

Moreover, the recent surge in flows of foreign direct investment 

to various host countries, including several Latin American 

economies, indicates that new investment opportunities in the 

Central and Eastern European nations induce additional foreign 

direct investment, rather than causing its diversion. This picture 

is unlikely to change significantly once some of those nations 

become members of the European Union. The paper concludes 

that future economic relations between Latin America and the 

Union depend primarily on sustained economic policy reforms 

in Latin America and the European Union’s role in multilateral 

trade negotiations, rather than on the Union’s widening per se.
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I
Introduction

T he w idening o f the E uropean U nion (eu) to include 
the Central and Eastern European countries (CEECs) 
m ay involve a dilem m a for Latin  Am erica. O n the 
one hand, Latin A m erica should be interested in the 
successful integration o f the CEECs into the eu,1 since 
Latin  A m erican exporters m ay find new buoyant 
m arkets in the ceecs if  their econom ic transition and 
integration into the U nion proceed smoothly. By con- 
trast, i f  the w idening o f the European Union to the 
E ast were to fail, this w ould m ost likely result in 
econom ic and political destabilization o f the CEECs, 
and the adverse repercussions o f such a failure might 
w ell spread beyond W estern Europe, w ith non-EU 
m em bers becom ing the victim s o f econom ic and po
litical tension betw een the U nion and the CEECs, be
cause the EU w ould be a  less reliable trade and 
investm ent partner for all non-m em bers, including 
L atin  America.

O n the o ther hand, the  pending w idening of 
th e  EU has rev ived  concerns th a t Europe m ay be
com e m ore inw ard-looking. In  m any L atin  A m eri
can countries, the perception o f  being d iscrim inated

vis-à-vis intra-EU suppliers and privileged trading 
p artners o f  the U n ion  is deep ly  roo ted . A dverse 
effects o f  discrim ination are indeed to be expected if  
the prospective EU m em bers am ong the ceecs are 
d irect com petitors of Latin A m erica in exporting to 
the EU and attracting foreign d irect investm ent (fd i) 
from  it.Concem s about trade and EDI diversion result
ing from  EU w idening to the East are justified  in 
principle. For various reasons, how ever, Latin Am er
ica is rather unlikely to be affected by significant 
diversion effects. This proposition w ill be substanti
ated in the following sections, first by analysing 
recent trade patterns (section II), and second by dis
cussing the issue o f com petition for the EU’s for
eign direct investm ent (section III). The evaluation 
takes into account the fact that recent trends m ay 
change once som e CEECs becom e full EU mem bers 
(section IV). The conclusion is that econom ic rela
tions between Latin A m erica and the EU are m ost 
likely to prosper if  EU integration proceeds smoothly 
and  Larin A m erica  susta ins its  econom ic  po licy  
reform s.

I I
The pattern of EU imports: why trade  
preferences are not a sufficient explanation

1. Booming East-West trade: a case of trade 
diversion?

T he CEECs have benefited from  an unprecedented 
shift in the EU’s trade policy stance. In  the socialist 
era, CEECs w ere seriously restricted in terms o f  m ar
k e t access to the e u . They faced high tariffs, quanti
tative restrictions and a w ide range o f contingent

1 For a similar Hne of reasoning, see Langhammer and 
Nunnenkamp (1993).

protection measures. At that time, the CEECs ranked 
at the bottom o f the pyramid o f trade preferences 
granted by the e u  to various groups of countries 
(Hiemenz, Gundlach, Langhammer and Nunnenkamp, 
1994, pp. 18 et seq.). The liberalization o f East-West 
trade began in 1988 (when the EU concluded a trade 
and cooperation agreem ent w ith H ungary), but 
the really big change cam e in 1991, when the 
so-called “Europe Agreements” promoted the former 
Czechoslovakia, Hungary and Poland to the top of 
the pyramid o f  trade preferences.

The shift from discriminatory to preferential 
treatment has certainly favoured the boom of EU im-
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ports from ceecs. Such imports from a group o f  
seven ceecs2 increased fivefold between 1986 and 
1995 (OECD, Foreign Trade by Commodities. Series 
C, several issues). Though it is true that they started 
from a higher level, EU imports from Latin America 
only doubled during the same period. In 1995, im
ports from the seven CEECs exceeded imports from  
all the Latin American economies. It is not unreason
able to assume that the trend o f considerably faster 
growth o f EU imports from CEECs will continue, con
sidering that some o f  them will join the EU soon.

Nevertheless, it is open to question whether 
booming EU imports from CEECs were (or w ill be) at 
the expense o f  other trading partners in general, and 
Latin America in particular. Likewise, it is debatable 
to what extent the boom in these imports was due to 
preferential access o f the ceecs to eu markets. His
torical trade patterns o f the inter-war period, as well 
as the simulation o f  “normal” trade patterns,3 suggest 
that the ceecs would normally direct the largest 
share o f  their exports to Western Europe in any case. 
There are two reasons why the exports o f  CEECs to 
the EU fell short o f  the “normal” pattern until the 
early 1990s: apart from the aforementioned trade re
strictions imposed by the eu, those countries suffered 
from a deterioration in their supply capacity under 
conditions o f central planning. In other words, the 
economic transformation o f the ceecs would most 
likely have resulted in rising exports to the EU even if  
preferential market access had not been granted by 
the latter.

This implies that the increase in EU imports 
from ceecs may reflect trade creation, rather than 
preference-induced trade diversion.4 It is almost im
possible to empirically assess the relative importance 
of trade creation and trade diversion. However, the 
following evaluation suggests that the e u ’s trade 
policies towards the ceecs are o f  minor importance 
in explaining Latin America’s competitive position 
on EU goods markets.

2. CEECs and Latin America: competing 
suppliers on EU markets?

Trade diversion to the detriment of Latin America 
would be m ost likely if  substitution elasticities be
tween (preferred) CEEC suppliers and (non-preferred) 
Latin American suppliers in EU markets were high. 
As substitution elasticities are difficult to measure, 
trade overlap indices are often used as proxies (Lang- 
hammer, 1994). Comparing the commodity structure 
of EU imports from CEECs and Latin America as a 
whole reveals a surprisingly low degree o f  overlap
ping. M ost strikingly, perhaps, manufactured goods 
accounted for 70% o f total EU imports from CEECs in 
1994, while the share o f  manufactures in EU imports 
from Latin America was only 20% (see table 1).

It might be suspected that the significant increase 
in the share o f manufactures in eu imports from ceecs 
since 1989 has hindered Latin America from reduc
ing the strong bias in favour o f non-manufactures 
(such as food products, crude materials and other 
commodities) in its exports to the EU. It is indeed 
striking that, in contrast to eu imports from Latin 
America, imports by the United States from the latter 
region shifted considerably towards manufactures in 
the early 1990s.5 However, several observations con
flict with the above suspicion. For Latin America as 
a whole, the stylised facts are as follows:
-  The share o f manufactures in Latin America’s 

exports was about 50% lower in the e u  market 
than in the United States market even before the 
ceecs were granted privileged status by the 
EU (United Nations, 1996).

-  At the level o f particular manufacturing indus
tries, there is little evidence that shifts in the 
structure o f EU imports from the CEECs were re
lated to shifts in the structure o f EU imports from  
Latin America.6 The shares o f chemicals, ma
chinery and transport equipment, and textiles, 
clothing and leather in manufactured EU imports

2 Albania, Bulgaria, Czech Republic, Hungary, Poland, Romania 
and Slovak Republic.
3 This was done by using gravity models which consider 
economic size and distance as major determinants of the direc
tion of trade; see, for example, Piazolo (1997).
4 Piazolo (1997) concluded from a comparison of revealed com
parative advantage of CEECs vis-à-vis the EU on the one hand,
and vis-à-vis all trading partners on the other hand, that regional 
integration benefitting intra-European trade is unlikely to lead to 
substantial distortions.

5 The share of manufactures in United States imports from Latin 
America almost doubled from 31% in 1990 to 60% in 1994 
(United Nations, 1996).
6 Table 1 includes three prototype manufacturing industries: the 
chemical industry, which is relatively physical capital intensive; 
machinery and transport equipment, where production technolo
gies tend to be relatively skill-intensive; and textiles, clothing 
and leather, the production of which is relatively (unskilled) 
labour-intensive.

POSSIBLE EFFECTS OF EUROPEAN UNION WIDENING ON LATIN AMERICA • PETER NUNNENKAMP



1 1 6 C E  P A L  R E V I E W  « 4  •  A P R I L  1 9 9 8

TABLE 1
European Union: Commodity structure of imports 
from CEECs and Latin America, 1989 and 1994
(Percentages)

Manufactured 
goods a 
(total 

imports = 100)
Chemicals b

Selected industries 
(manufactured 
imports = 100) 
Machinery and 

transport equipment6

Textiles, 
clothing and 

leather d

CEECs6 1989 49.4 16.4 22.4 30.4
1994 70.3 9.3 29.7 30.0

Latin America 1989 19.4 17.6 37.5 24.3
1994 20.4 16.5 34.7 23.3

Argentina 1989 14.7 34.9 13.6 39.6
1994 14.1 21.4 22.1 39.9

Brazil 1989 29.3 12.9 41.3 24.3
1994 27.4 12.2 33.0 24.4

Chile 1989 3.5 71.6 4.5 5.0
1994 7.3 61.6 7.6 7.2

Mexico 1989 28.5 19.3 58.2 10.2
1994 47.0 16.4 57.4 7.2

Source: OECD, Foreign Trade by Commodities. Series C, several issues. 
a SITC sections 5-8, minus divisions 67 and 68. 
b SITC section 5. 
c SITC section 7.
d SITC divisions 61, 65, 84 and 85. 
e Excluding the Community of Independent States.

from Latin America all declined slightly, irre
spective o f the direction o f change in the share 
o f  these items in manufactured EU imports from 
CEECs (see table 1).

-  Finally, for the bulk o f manufactures, access to 
EU markets is largely unrestricted for Latin 
American suppliers. To put this a different way, 
preference margins favouring CEECs play only a 
marginal role in large areas o f manufacturing. 
This is also because about 60% of Latin Ameri
can exports o f processed and semi-processed 
goods to the EU actually enter EU markets duty
free or with reduced duties under the General
ized System of Preferences (European Union, 
EUROSTAT, 1995).
Obviously, average figures for Latin America as 

a whole disguise significant differences at the coun
try level. Considering four major Latin American 
econom ies, the share o f  manufactures in EU imports 
in 1994 ranged from 7% for Chile to 47% for Mexico 
(see table 1). Nevertheless, country-specific evidence 
tends to support the view that trade diversion played

a minor role. For instance, M exico and, to a lesser 
extent, Chile succeeded in raising the share o f manu
factures in their total exports to the EU, although EU 
imports from CEECs shifted towards manufactures at , 
the same time. Moreover, trade diversion cannot rea
sonably be blamed for the slightly declining share of 
manufactures in Argentina’s and Brazil’s exports to 
the EU. Changes in the share of particular industries 
in manufactured EU imports from Argentina were 
exactly in line with changes in the share o f these 
industries in EU imports from CEECs. In the case o f  
Brazil, the share o f machinery and transport equip
ment declined considerably. Although EU imports 
from CEECs shifted towards this industrial sector, 
Brazil is unlikely to have suffered from trade diver
sion. Rather, this decline in its share seems to be due 
to country-specific factors that impaired Brazil’s 
international competitiveness in this sector. Other
wise, it would be difficult to explain why the share o f  
the same industrial sector increased in the cases 
of Argentina and Chile, and remained outstandingly 
high in M exico.

POSSIBLE EFFECTS OF EUROPEAN UNION WIDENING ON LATIN AMERICA •  PETER NUNNENKAMP



C E P A L  R E V I E W  6 4  •  A P R I L  1 9 9 8 117

A closer look at trade overlaps may be required 
in so-called sensitive areas. Notably in the cases of 
steel, textiles and agricultural products, e u  imports 
have traditionally been quota-restricted. It is primar
ily in these areas that CEECs were granted preferential 
treatment by the e u , which may have caused trade 
diversion. However, empirical analyses revealed 
rather small overlaps in the supply o f  CEECs and 
Latin A m erica in quota-restricted EU markets 
(Langhammer, 1994).

As regards steel, trade overlaps in the late 1980s 
and early 1990s were basically due to competition 
between Brazil and the former USSR in special steel 
products. However, Brazil’s declining market shares 
in this period cannot be explained by preference mar
gins, but must be attributed to price underbidding by 
the successor States o f the USSR. Trade diversion 
caused in this way has diminished since 1992-1993: 
the EU enforced “orderly marketing behaviour”, im
posed quantitative restrictions on steel imports from 
the republics o f the Community of Independent States, 
and subjected steel imports from the Czech and Slo
vak Republics to tariff quotas (WTO, 1995, p. 59). 
Both Latin America and the CEECs became subject to 
a “managed trade” strategy o f  the EU, designed to 
protect domestic steel producers and traditional trad
ing partners against allegedly dumped steel imports. 
As a matter o f fact, the share o f iron and steel in total 
exports to the e u  declined for both Latin America 
and the CEECs,7

Likewise, Latin America does not appear to have 
suffered from considerable trade diversion with re
spect to textiles and clothing. True, Latin America’s 
share in EU imports of textiles and clothing (SITC 
divisions 65 and 84) from all non-OECD sources de
clined from 2.9% in 1989 to 1.7% in 1994, while the 
share of the CEECs more than doubled to 16.2% 
(OECD, Foreign Trade by Commodities. Series C, sev
eral issues).8 However, the decline in Latin America’s

7 In 1989, iron and steel accounted for 7% of total EU imports 
from CEECs and 3,2% of total EU imports from Latin America; 
the respective shares declined to 5.5% and 1.4% in 1994 (OECD, 
Foreign Trade by Commodities. Series C, several issues).
8 Soaring EU imports of textiles and clothing from CEECs 
appear to be largely due to outward processing (maquila) activi
ties of EU companies in CEECs (Nunnenkamp, Gundlach and 
Agarwal, 1994, p . 76), By contrast, outward processing trade 
does not play a significant role in Latin America's exports to the 
EU. This implies that trade patterns in textiles and clothing are 
biased in favour of the CEECs, considering that processed re-ex
ports to the EU are inflated by imports of unprocessed inputs 
from the Union.

market share was even more pronounced in the 
1980s:9 i.e., before the CEECs became the most fa
voured trading partner o f the EU. Moreover, in 1989- 
1994 Latin America experienced a similar decline in 
its share in EU imports o f all manufactures (from  
7.1% to 4.5%; see table 2). Country-specific data pre
sented in table 1 reveal that it was only for M exico  
that textiles, clothing and leather accounted for a de
clining share in manufactured exports to the eu . All 
this implies that preferential treatment o f  imports 
o f  textiles and clothing from c e e c s  does not provide 
a sufficient explanation o f Latin America’s poor 
performance. Moreover, the preferences granted to 
c e e c s  were less significant than might be suggested  
by the expression “removal o f quantitative restric
tions”. As in the case o f  steel, preference-induced 
trade diversion in favour o f  imports o f  textiles and 
clothing from c e e c s  was contained by persistent 
trade monitoring by the EU. The remaining prefer
ences w ill be further reduced once international trade 
in textiles and clothing becom es subject to w to  
discipline, as agreed in the Uruguay Round.

Arguably, the value o f trade preferences granted 
to the CEECs was particularly high for products 
covered by the Common Agricultural Policy (CAP). 
Nevertheless, the degree o f  trade diversion affecting 
Latin America does not appear to be as substantial as 
is widely believed (Langhammer, 1994):10 first, CAP 
products exported by c e e c s  in 1992 amounted to less 
than one-third o f c a p  products exported by Latin 
America;11 second, trade overlaps in food supply on 
EU markets by the CEECs on the one hand and Latin 
America on the other hand were even smaller than 
for steel and textiles, and third, as in the case of 
textiles, preference margins in favour o f the CEECs

9 In 1980, Latin America accounted for 5.8% of EU im ports of 
textiles and clothing from all non-OECD sources (OECD, Foreign 
Trade by Commodities. Series C, several issues).
10 Koester (1996) analyses in detail the im pact of the EU’s 
agricultural policy towards the CEECs on developing countries. 
He finds that “LDCs will certainly be som ew hat negatively 
affected by the increase in preferential exports o f the CEECs 
to the EU ... . Y et this effect is m ost likely to be ... m arginal, 
as LDCs sell a  set o f products which only com pete indirectly 
through cross-price effects with products supplied from  the 
CEECs” (Koester, 1996, p. 174).
11 EU imports of food, beverages and tobacco suggest that Latin 
America has remained a more important supplier than the 
CEECs. In 1994, the latter countries (including the former 
USSR) exported about US$ 3 billion of these items to the EU, 
compared with Latin American exports of US$ 13.5 billion 
(United Nations, 1996).
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TABLE 2
European Union: Regional structure of imports 
from non-OECD countries, a 1989 and 1994
(Percentages)

Total Manufactured 
goods b Chemicalsc

Machinery and 
transport 

equipment d

Textiles, 
clothing and 

leather e

Africaf 1989 9.1 3.7 5.3 0.9 2.7
1994 6.6 2.3 1.4 0.6 2.2

Asia6 1989 30.4 60.6 20.3 68.9 63.1
1994 38.7 62.0 28.0 72.0 60.2

Central and Eastern
Europe 1989 6.6 8.0 14.3 6.0 7.4

1994 13.1 16.7 20.9 14.3 16.2

Maghreb and Mashrek1 1989 7.5 4.3 8.0 1.7 8.4
1994 6.9 4.4 6.4 1.7 10.2

Latin America 1989 14.9 7.1 13.6 9.0 5.3
1994 12.2 4.5 10.1 4.6 3.4

Argentina 1989 1.52 0.55 2.09 0.25 0.66
1994 1.57 0.40 1.16 0.26 0.52

Brazil 1989 5.66 4.05 5.70 5.63 3.01
1994 4.42 2.21 3.60 2.09 1.74

Chile 1989 1.39 0.12 0.92 0.02 0.02
1994 0.99 0.13 1.08 0.03 0.03

Mexico 1989 1.49 1.04 2.19 2.03 0.32
1994 1.06 0.91 2.00 1.50 0.21

Source: OECD, Foreign Trade by Commodities. Series C, several issues.
a Including Mexico. b SITC sections 5-8, minus divisions 67 and 68. c SITC section 5. d SITC section 7.
e SITC divisions 61, 65, 84 and 85. f Excluding Algeria, Egypt, Libya, Morocco, Tunisia and the Republic of South Africa.
8 Excluding the Middle East. 
h Excluding the Community of Independent States.
1 Excluding Lebanon.

will be reduced once the Uruguay Round agreements 
on agriculture are implemented completely.

The experience o f Argentina is particularly re
vealing for assessing trade diversion in agriculture. 
About 60% of Argentina’s exports to the EU consist 
of food items (SITC category 0 ),12 and this share re
mained virtually constant from 1989 to 1994 (OECD, 
Foreign Trade by Commodities. Series C, several 
issues). It might be suspected that, due to its high 
dependence on food exports, Argentina would be the 
first to suffer from trade diversion in agriculture. Yet,

among the four Latin American economies under 
consideration, it performed best on EU markets, for 
only Argentina reported a (modest) increase in its 
overall market share in the EU (see table 2). In 1989- 
1994, Argentina’s exports to the EU increased by a 
factor o f 1.4, compared with a factor of 1.1 for Latin 
America as a whole. Even more strikingly, it was 
non-manufactured exports which were largely re
sponsible for this favourable performance.13 In 1994, 
EU imports o f  food items from Argentina were 
40% higher than in 1989 (OECD, Foreign Trade by 
Commodities. Series C, several issues).

12 This compares with about 35% for Brazil, 28% for Chile and 
6% for Mexico in 1994 (O E C D , Foreign Trade by Commodities. 
Series C, several issues).

13 It may be noted that Argentina’s share in manufactured EU 
imports declined between 1989 and 1994 (see table 2).
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FIGURE I

European Union: Regional structure of Imports 
of manufactured goods from non-OECD countries
(Percentages)

1989 1994

Source:See table 2.
A F  = Africa (excluding Algeria, Egypt, Libya, Morocco, Tunisia and the Republic of South Africa). 
A S = Asia (excluding the Middle East).
CEE = Central and Eastern Europe (excluding the Community of Independent States).
LA  = Latin America.
MM = Maghreb and Mashrek countries (excluding Lebanon).
ROW = Rest of non-OECD countries.

3. Latin America’s position on EU markets: 
who is to blame?

The changes observed in the regional structure of eu 
imports from all non-OECD countries support the 
view that Latin America’s relatively poor perform
ance on eu markets cannot be attributed to closer 
institutional ties with, and trade preferences for 
CEECs. If discriminatory trade policies by the EU had 
been the major factor shaping changes in market 
shares, Asian suppliers should have been the first to 
suffer from trade diversion, because Asian countries 
-notably the newly industrializing economies- were 
a major target of discriminatory trade policy instru
ments applied by the EU (such as export restraint 
agreements and anti-dumping measures) (Hiemenz, 
Gundlach, Langhammer and Nunnenkamp, 1994, 
pp. 65-67).14

Nonetheless, Asia further strengthened its 
dominant position among non-OECD suppliers of 
manufactured goods on EU markets in 1989-1994  
(see figure 1; for details, see table 2).13

Asia gained market shares in capital- and skill
intensive industries such as chemicals and machinery 
and transport equipment, while its market share de
clined somewhat with respect to labour-intensive eu 
imports o f textiles, clothing and leather.

In sharp contrast to Asia, Latin America’s com 
petitive position on EU markets deteriorated in 1989- 
1994, in terms of both total trade and trade in 
manufactures. Furthermore, Latin America’s market 
share declined in various manufacturing industries 
(see table 2).

EU trade policies in general, and preferential 
treatment o f CEECs in particular, cannot explain the 
contrasting performances o f non-favoured trading

14 Recent anti-dumping investigations concerned various Asian -----------------------------------------------------------------------------
suppliers, including India, Indonesia, Malaysia and Thailand 15 For a detailed analysis, see Agarwal, Langhammer, Lücke and 
(WTO, 1995). Nunnenkamp (1995).

POSSIBLE EFFECTS OF EUROPEAN UNION WIDENING ON LATIN AMERICA • PETER NUNNENKAMP



1 2 0 C E P A L  R E V I E W  6 4  •  A P R I L  1 6 6 6

European Union: Country structure of Imports 
of manufactured goods from Latin America
(Percentages)

1989 1994

.Source; see table 2.

partners in penetrating EU markets. Latin America 
lost market shares to other trading partners o f the EU, 
irrespective o f whether those partners had privileged 
access to EU markets (CEECs) or, on the contrary, 
were subject to discriminatory treatment by the EU 
(Asian countries). It therefore follows that the blame 
for Latin America’s poor performance on EU markets 
must be placed primarily on domestic supply con
straints, especially in manufacturing, which may be 
the legacy o f prolonged import substitution policies 
that impaired the international competitiveness of 
Latin American manufacturers.

The effectiveness o f trade policy reforms in 
overcoming this problem may have been slow in 
manifesting itself. Yet, country-specific data indicate 
that the earliest reformers in Latin America per
formed relatively favourably on EU markets for 
manufactured goods. Thus, for example, only Chile 
avoided a decline in its share o f manufactured EU 
imports from all non-OECD countries in 1989-1994 
(table 2), At the other extreme is Brazil, whose eco

nomic reforms were delayed until recently. Brazil’s 
share in EU imports o f manufactures from non-OECD 
countries was cut by half, standing at only 2.2% in 
1994. Argentina and M exico rank between these ex
tremes. Industry-specific trends are consistent with 
the view that the market position o f latecomers in the 
reform process deteriorated most seriously. For in
stance, Brazil’s share in EU imports of machinery and 
transport equipment from non-OECD countries dwin
dled from 5.6% in 1989 to 2.1% in 1994, whereas 
the corresponding loss by M exico was quite modest 
(see table 2). Figure 2 underscores the link between 
domestic policy reforms and export performance. 
Brazil accounted for a drastically reduced share of 
Latin America’s manufactured exports to the EU in 
1994. The shift mainly benefitted M exico, but non- 
traditional exporters o f manufactures such as Chile 
gained in relative importance as well. The crucial 
role o f  domestic econom ic policy is also evident 
when it comes to explaining EDI patterns, to which 
w e turn next.
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I I I
Outward FDI by the European Union: 
why a zero-sum game is unlikely

1. The Central and Eastern European countries
as new competitors for FDI: a threat to Latin
America?

Latin America has traditionally been the dominant 
host region for fdi from the EU in the non-OECD area. 
About 45% of the H>! stocks of the four main EU 
investor countries (France, Germany, the Netherlands 
and the United Kingdom) in all non-OECD countries 
were located in Latin America in 1985 and 1990 (see 
figure 3), and about 60% of the FDI flows from six EU 
countries16 to the non-OECD area were channelled to 
Latin America in 1985-1987 (OECD, 1996).

The CEECs were practically non-existent as com
petitors for FDI until the dem ise o f socialism. In 
1985-1987, six EU countries invested a meagre an
nual average o f US$ 20 million in Central and East
ern Europe, compared with US$ 2.5 billion in Latin 
America (OECD, 1996). Figure 3 shows that European 
Union fd i stocks in those countries were exception
ally low until recently.

However, the CEECs have experienced a boom of 
inward FDI since they started to transform themselves 
into market econom ies. FDI inflows from six EU 
countries soared thirteenfold to ECU 2.7 billion in 
1994 (see figure 4). In contrast, fd i flows from the EU 
to Latin America remained considerably below the 
1990 inflows in the three subsequent years, increas
ing substantially only in 1994.

The prospective EU members among the CEECs, 
in particular, may be expected to becom e even more 
attractive hosts for fd i in the future. M oves towards 
closer integration into the European Union have 
boosted FDI in several EU member countries in the 
past. Spain, for example, emerged as a major host

16 Flow data are also available for Denmark and Spain. OECD 
data for the remaining EU countries are either incomplete, incon
sistent or completely lacking (OECD, 1996).

country o f FDI after it joined the EU in 1986.17 For the 
EU as a whole, the Internal Market programme pro
vided a major stimulus to intra-regional fd i flows 
(Agarwal, Hiemenz and Nunnenkamp, 1995).18

All this would apparently suggest that Latin 
America has much to lose as a host of FDI. As in the 
case o f trade, however, the region’s attractiveness for 
fd i has little to do with EU integration and the emer
gence o f prospective EU members as new competitors 
for fdi. This assertion is supported by a closer in
spection o f recent fd i patterns in the next section. 
Moreover, the subsequent discussion o f investors’ 
motivations underlying different types o f FDI reveals 
that fd i diversion is likely to remain small in the 
future.19

2. FDI Inflows to Latin America: how can we 
explain the region’s impaired attractiveness?

Various empirical observations run counter to the 
idea that Latin America has been affected signifi
cantly by FDI diversion resulting from EU integration 
and closer ties between the EU and CEECs. First, if FDI 
diversion had been a major factor, all non-OECD hosts 
should have suffered from the improved attractive
ness of the CEECs. In particular, developing Asia' 
should not have fared better as a host region of FDI 
than Latin America. Yet, the most dramatic shift in 
the regional distribution of fd i in all non-OECD coun
tries occurred exactly between these two regions 
(Gundlach and Nunnenkamp, 1996, figure 1): East Asia’s

17 FDI flows from all sources to Spain soared from ECU 2.6 
billion in 1985-1986 to ECU 5.6 billion in 1987-1988 and to ECU 
11.8 billion in 1989-1990 (annual averages). The increase was 
particularly pronounced for FDI flows from other EU members to 
Spain, which increased more than sixfold to ECU 7.3 billion in
1989-1990 (OECD, 1996).
18 Die intra-BU share of total FDI outflows of EU countries 
doubled from 31% in 1985-1987 to 63 % in 1990-1992.
19 In contrast to trade diversion, the notion of FDI diversion
lacks analytical foundation. We use this term as a catchword 
covering the possible effects of fiercer competition for FDI on 
traditional recipients of FDI.
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FIGURES

European Union: Regional distribution of FDI stocks of 
four EU countries a In non-OECD countries , 1985-1994
(Percentages)

1985° 1990 1994 
Latin America

1985 c 1990 1994 
Africa

Source: OECD (1996).
a France, Germany, the Netherlands and the United Kingdom. 
c1987 for France and the United Kingdom.

1985c 1990 1994 
South and East Asia

1 Including Mexico.

1985c 1990 1994 
Central and Eastern Europe

FIGURE 4

European Union: FDI flows from six EU 
countries a to selected regions, 1990-1994

Source: OECD (1996).
8 Denmark, France, Germany, the Netherlands, Spain and the 
United Kingdom. 
b Excluding the Middle East.
c Central and Eastern Europe, including the former USSR,

share o f  global fd i flows has nearly quadrupled since 
1980, whereas Latin America’s share has declined 
significantly. This pattern also holds for outward FDI 
by the EU. Although EU investors have traditionally 
been under-represented in Asia, the shift from Latin 
America to Asia is evident from figures 3 and 4.20

20 FDI flows from six EU countries to Asia amounted to less than 
one-third of the corresponding flows to Latin America in 1990, 
but this proportion increased to almost 90% when comparing 
average annual FDI flows in 1993-1994 (see figure 4). For a more 
detailed analysis, see European Commission/UNCTAD (1996).

Second, Latin America’s loss of attractiveness 
for FDI occurred mainly in the 1980s: i.e., before FDI 
diversion in favour o f CEECs could have played any 
role. The region’s share in global fd i flows collapsed 
from 12.6% in 1979-1982 to less than 4% in 1990 
(IMF, Balance o f Payments Statistics Yearbook, sev
eral issues). Even more strikingly, Latin America’s 
share in global FDI flows recovered precisely when 
the CEECs entered the scene as new competitors for 
FDI. Latin America’s share remained persistently 
lower in 1991-1995 than in 1979-1982, but on 
average it was double the 1990 level.

Third, the recent increase in overall FDI flows to 
Latin America is mainly because o f booming fdi 
from the United States (IDB/IRELA, 1996, table 11). 
Recently, however, EU investors too have expanded 
their commitments in the region (see figure 4). The 
relatively modest increase in FDI flows from Europe21 
is unlikely to reflect fd i diversion, unless it is argued 
that this increase would have been more pronounced 
if  the CEECs had not attracted rising fd i from the EU 
(which cannot be proven). Rather, United States fd i 
in Latin America generally appears to be more vola
tile than EU FDI in this region: the boom of fd i from 
the United States started from a depressed level in 
1985-1989, whereas European FDI flows to Latin

21 According to data provided by ID B /IR EL A  (1996, table 11), 
European FDI flows to Latin America throughout the period 
1990-1994 were 65% higher than in the second half of the 
1980s. In comparison, FDI from the United States increased 
sevenfold.
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America were even somewhat higher in 1985-1989  
than in 1980-1984.

Finally, the performance o f  Latin America in at
tracting f d i  differed remarkably between individual 
host countries:22
-  Traditionally by far the most important recipient 

o f  FDI inflows in the region, Brazil reported a 
steeply declining share o f f d i  flows from all 
sources to Latin America.

-  M exico, and recently also Argentina, surpassed 
Brazil in terms of total FDI inflows.

-  Chile and Argentina proved to be most attrac
tive with respect to average annual f d i  inflows 
per capita in 1991-1995.
Brazil continued to be the m ost important re

cipient o f f d i  flow s from the European Union (see  
table 3), but f d i  flows from the EU displayed a re
markable shift towards other Latin American host 
countries. As in the case o f global FDI flows, Argen
tina and M exico (in the 1990s) and Chile (since the 
early 1980s) were the main beneficiaries o f  higher 
FDI flows from the EU.23 This shift seems to be 
closely related to the economic policies pursued by 
the respective governments (Nunnenkamp, 1997a). 
As noted before, Chile is the front-runner with re
spect to econom ic reforms in Latin America, but the 
link between the timing o f reforms and improved 
attractiveness for FDI is also evident in the cases of 
Argentina and Mexico.

It follows that Brazil’s particularly poor per
formance in attracting f d i  is the consequence o f its 
serious delay in adopting reforms.24

To sum up, FDI diversion resulting from Euro
pean integration appears to have been only a minor 
factor in shaping recent FDI patterns. Both global and 
European FDI has been far from being a zero-sum  
game. Various Latin American economies recovered 
their attractiveness for FDI precisely when the CEECs 
emerged as new competitors for FDI. Countries in 
both regions benefitted from additional f d i  at the 
same time, after they had implemented stabilization 
and structural adjustment programmes. Recent shifts

22 For a detailed analysis and data sources, see Nunnenkamp 
(1997a)
23 The increasing share of the remaining part of Latin America 
suggests that EU  investors strengthened their engagement in vari
ous smaller economies within the region, too. Examples include 
Jamaica, Peru and Trinidad and Tobago (ID B /IR EL A , 1996, Sta
tistical Annex, table 23).
24 For a detailed analysis of the case of Brazil, see Nunnenkamp
(1997b).

TABLE 3
Share of four major Latin American economies 
In European Union FDI Flows to the 
region, a 1980*1994
(Percentages)

1980-1984 1985-1989 1990-1994

Argentina 16.7 14.4 18.2
Brazil 50.3 51.1 29.0
Chile 5.8 9.2 8.9
Mexico 12.1 8.9 14.9
Others 15.1 16.4 29.0

Source: IDB/IRELA, 1996, table 23.
a Annual average. FDI flows to offshore financial centres excluded.

in the distribution o f  f d i  across regions and among 
Latin American econom ies seem  to have a close cor
relation with the timing and consistency o f econom ic 
reforms.

3. Motivations of European Union investors:
biased against Latin America?

The next question is whether closer EU integration in 
the future is likely to cause FDI diversion to the detri
ment o f Latin America. An assessment o f FDI in dif
ferent sectors and the underlying motivations of  
foreign investors may offer som e valuable insights in 
this respect,25 since the potential f d i  diversion can 
reasonably be assum ed to d iffer w idely betw een  
various types o f investment (Agarwal, 1994).

There are three basic underlying motives for FDI: 
i) to draw on raw materials and natural resources 
available in the host country, ii) to serve the domestic 
markets o f host countries or regions, and iii) to use 
overseas locations as platforms for global sourcing 
and marketing. The following discussion w ill show 
that FDI diversion is hardly a relevant issue in the first 
two areas. It may be a threat in the third area, but 
whether it will actually occur largely depends on 
Latin America itself.

As regards resource-based FDI, Latin America is 
highly unlikely to suffer from such diversion in fa
vour of prospective eu members among the ceecs. 
With few exceptions, these countries do not offer 
promising investment opportunities in the mineral 
sector. Rather, most o f them are heavily dependent

25 For a comprehensive analysis of investors’ motivations and 
possible FDI diversion effects, see Michalet (1997).
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on imports o f  minerals and other raw materials. From 
an endowment point o f view, the situation is different 
in agriculture, where investment opportunities may 
exist. Nevertheless, the available evidence suggests 
that the primary sector as a whole continued to be a 
negligible target for FDI in prospective EU member 
countries in the early 1990s (Agarwal, 1994, table 4), 
This is unlikely to change unless the restrictive Com
mon Agricultural Policy is reformed fundamentally.

In contrast to prospective EU members among 
the ceecs, various successor States o f the USSR do 
offer vast investment opportunities in the primary sector 
because o f their favourable endowment of natural re
sources. This may induce a larger degree o f FDI diver
sion if  the EU strengthens its ties with these countries. 
Even so, Latin America is unlikely to be affected sig
nificantly. First, for the time being FDI conditions in the 
successor States o f the USSR remain clouded by eco
nomic and political uncertainty. Second, various Latin 
American host countries have little to lose. In Brazil 
and Mexico, for exam ple, the primary sector as a 
whole accounted for only about 2% o f total FDI stocks 
in 1994 (idb/irela, 1996, table 8). Third, fd i diver
sion may be a minor concern even in Latin American 
countries where the primary sector figures prominently 
in total fd i stocks,26 because resource-based fd i tends 
to be highly location-specific. This means that fd i 
diversion is conceivable only among countries offer
ing the same quality o f a particular commodity.

FDI for serving the domestic markets o f host 
countries (in UNCTAD’s jargon, market-seeking FDI) 
seems to account for the bulk o f fd i in Latin America 
(Nunnenkamp, 1997a). This is a plausible assump
tion, although the available data do not allow for a 
clear distinction between market-seeking FDI and fd i 
undertaken in the context o f global sourcing and 
marketing (efficiency-seeking fdi):

The services .sector, in which the production of 
non-tradeables is clearly dominant, accounts for 
a significant share o f total fd i in major Latin 
American host countries.27 

-  Surveys o f enterprises and regression analyses 
reveal that the size and growth o f host country 
markets have been major stimuli for FDI in 
manufacturing. This applies especially to Latin 
America, where lasting import substitution 
strategies provided a disincentive to efficiency- 
seeking FDI in the past. The low share o f manu
factured goods in Latin American exports to the 
EU (see section II.2 above) underscores the fact 
that European Union FDI in manufacturing has 
primarily been market-seeking in this region.
The sectoral distribution o f  fd i in several ceecs 

suggests that, as in Latin America, market-seeking 
FDI was dominant in the early 1990s (Agarwal, 1994, 
p. 12). This is corroborated by recent survey results 
(OECD, 1993; Michalet, 1997). Most probably, this 
similarity between Latin America and the CEECs will 
greatly reduce the scope for FDI diversion. It is hardly 
conceivable that EU investors w ill give up important 
markets in Latin America simply because o f new  
market opportunities in CEECs. Rather, one can ex
pect additional FDI if  different regions all offer fa
vourable market prospects.28 This view is supported 
by the recent boom of FDI in the services sector o f  
various countries in Latin America, Central and East
ern Europe and other regions, after these countries 
had joined the world-wide trend towards privatiza
tion and deregulation o f services.

It follows that, as far as market-seeking FDI is 
concerned, the continuation o f the recent recovery in 
FDI flows to the region will depend on the economic 
prospects o f Latin American countries, rather than on 
the future course o f EU integration. This is not to 
ignore the fact that the prominence of market-seeking 
FDI involves certain risks for Latin America. Indi-

26 Examples are: Bolivia (76%), Chile (59%), Colombia (61%) 
and Ecuador (51%). The degree to which EU investors are en
gaged in the primary sector of these countries cannot be identi
fied from the available data.

27 The share of the services sector in total FDI stocks in 1994 
was around 40% in Argentina, Brazil and Mexico, while it was 
about 25% in Chile (ID B /IR EL A , 1996, table 8). Moreover, 
recent FDI flows to various Latin American countries were 
heavily concentrated in services, largely because of privatiza
tion programmes (Nunnenkamp, 1997a).
28 Additional FDI may be associated with relatively lower do
mestic investment in EU countries. In contrast to FDI diversion, 
this might be called “ FDI creation” (by analogy to trade crea
tion).
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rectiy, it may put Latin American economies at a 
disadvantage in competing for the third type o f fdi, 
i.e., efficiency-seeking investments.

In the era o f  globalization, efficiency-seeking 
FDI is considered to be the hallmark o f the response 
of multinational corporations to the changing interna
tional environment (UNCTAD, 1996, p. 97), The size 
of host country markets, as one o f  the most important 
traditional FDI determinants, is expected to decrease 
in relative importance. Under such conditions, Latin 
America may be handicapped vis-à-vis other regions.

Globalization may shift the FDI balance further 
towards Asia. Various Asian countries are well- 
known for their world market orientation which puts 
them in a favourable position to compete for effi
ciency-seeking fdi. In contrast, Latin American 
countries may still be suffering from insufficient in
ternational competitiveness o f  manufacturing indus
tries that were established under conditions o f import 
substitution. At the same time, the recent move to
wards trade liberalization in Latin America tends to 
weaken the incentive for foreign investors to under
take market-seeking FDI in this region in order to 
jump over protectionist fences.

It may also prove more difficult for Latin 
America than for CEECs to attract efficiency-seeking 
FDI. The recent surge o f market-seeking FDI in CEECs 
occurred when these host countries liberalized their 
foreign trade regimes substantially. Hence, the exist
ing FDI stock in the CEECs is probably more in line

with these countries’ comparative advantages than 
in the case o f Latin American countries. This could  
render it relatively easy for CEECs to switch from  
market-seeking to efficiency-seeking FDI. CEECs have 
two additional advantages in attracting efficiency- 
seeking fdi: their geographical proximity, which  
helps them in competing for this type o f  fd i from  
eu  countries, as distance typically involves higher 
transaction costs, and their preferential access to EU 
markets.

It is in the area o f efficiency-seeking fd i that the 
largest potential for fd i diversion exists. Under con
ditions o f globalization, overall fd i prospects seem  
to depend increasingly on the attractiveness o f  a 
given location for efficiency-seeking fdi. If this is so, 
the Latin American economies have little choice but 
to prepare themselves for fiercer world-wide compe
tition for this type o f investment. Important steps 
have already been taken by various Latin American 
countries to reduce the risk o f FDI diversion. Com
prehensive reform programmes with regard to macro- 
econom ic stabilization and structural adjustment 
were instrumental in the recent recovery of fd i flows 
to Latin America (Nunnenkamp, 1997a). The close 
link between reform-mindedness and FDI inflows 
supports the view that the future prospects o f Latin 
America in attracting efficiency-seeking FDI depend 
primarily on the economic policies followed in this 
region, rather than on the deepening and widening of 
EU integration.

IV
Future prospects

1. Towards more significant trade diversion?

Recent trade and FDI patterns suggest that EU widen
ing to the East has only limited effects on Latin 
America. As regards trade, the CEECs and the Latin 
American countries have targeted different markets 
for their exports to the EU. The resulting surprisingly 
small trade overlaps mean that there is likely to be 
relatively little trade diversion due to EU integration 
which negatively affects Latin America. This picture 
may change somewhat when several CEECs become 
full members o f the EU. However, the picture should 
not be dramatically different in the future, consider

ing that possible changes work in opposite directions, 
so that their effects on trade diversion may cancel 
each other out:

-  On the one hand, the potential for trade diver
sion will further decrease once the Uruguay Round 
agreements are fully implemented. Preference margins 
for CEECs will then be reduced, limiting trade diver
sion in “sensitive” areas such as textiles and clothing. 
Furthermore, trade overlaps may become even smaller in 
the future, if  the ceecs succeed in making better use 
of their relatively favourable endowment o f human 
capital and skilled labour. With continued investment 
to replace the obsolete capital stock inherited from
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the socialist past, the comparative advantages o f the 
CEECs will shift towards skill-intensive lines o f pro
duction. Rising wages in the c e e c s  during the proc
ess o f  economic transformation and EU integration 
will reinforce structural change towards more sophis
ticated manufacturing industries. The supply by the 
CEECs on EU markets may then become increasingly 
complementary to Latin American supply, rather than 
taking its place.

-  On the other hand, full EU membership of some 
CEECs may induce more trade diversion. Remaining 
trade barriers between these CEECs and current EU 
members will be removed, but at the same time the 
CEECs will be required to reduce their (relatively 
high) protection against non-EU members to the (rela
tively low) level of external protection of the current 
EU. Taken together, the free trade area requirement 
and the customs union requirement may give rise to 
considerable structural adjustment needs in the new 
CEEC members of the European Union. Against this 
backdrop, these countries will probably appeal to the 
EU to consider their demands for higher protection 
when it comes to trade negotiations with non
members. An extended EU may thus slow down the 
process of external trade liberalization, especially 
during the period of structural adjustment by the 
CEECs to the import pressures from both current EU 
members and non-EU countries (Langhammer and 
Nunnenkamp, 1993).

It is almost impossible to draw up a balance be
tween these opposing influences, let alone assess the 
net impact on particular external trading partners of 
the e u  such as Latin American economies. Even if  
trade diversion becomes more likely, new opportuni
ties for trade w ill emerge simultaneously. Latin 
America may be adversely affected i f  the EU be
comes more reluctant to liberalize extra-EU trade, but 
at the same time Latin American suppliers w ill bene
fit from better access to still highly protected markets 
of CEECs, once the latter are members o f the customs 
union, and this may help increase the extremely low  
share o f Central and Eastern Europe in total Latin 
American exports (1994: 0.3%, excluding the former 
USSR (United Nations, 1996)).

2. Towards stronger complementarity between
trade and FDI?

As in the case o f trade, there are certain risks that 
Latin America w ill be affected by FDI diversion. For

several reasons, however, such risks should not be 
overrated. World-wide fd i  flows have never been 
-and are most unlikely to becom e- a zero-sum game. 
The recent surge o f FDI flows to various host coun
tries and regions, including many Latin American 
econom ies, indicates that new investment opportuni
ties induce additional fd i,  rather than leading to f d i  
diversion. Fears o f  such diversion tend to be exagger
ated, failing to take into account the fact that overall 
FDI is far from being a uniform phenomenon. Differ
ent motivations underlie resource-based FDI, market- 
seeking FDI and efficiency-seeking FDI. The threat o f  
FDI diversion is essentially restricted to efficiency- 
seeking FDI, but it may be expected that this type o f  
investment will become increasingly important in the 
era o f globalization.

The current trend towards globalized production 
and marketing may have important implications for 
the nexus between trade and fd i  (see also u n c ta d ,  
1996, chapter IV), To a certain extent, and under spe
cific conditions, f d i  can still be a substitute for trade. 
For instance, fd i  may follow trade once a certain 
market share has been achieved through exports, or 
f d i  may be used to surmount import barriers. Brazil, 
for example, appears to have been the largest recipi
ent o f market-seeking FDI among developing coun
tries prior to the foreign debt crisis, mainly because 
its import substitution policies hindered trade. How
ever, the more traditional sense o f  substitutability of  
FDI for trade is challenged by the trend towards glo
balization. It would appear that multinational enter
prises increasingly view trade and FDI as complementary 
modalities o f serving markets and organizing pro
duction. Geographically dispersed manufacturing and 
the combination o f markets and resources through 
FDI and trade are becoming an important part o f the 
world economy:

By means of FDI, multinational enterprises slice 
up the value chain and capitalize on international 
cost differences, locating production processes where 
the relevant comparative advantages are highest. 

-  At the same time, multinational enterprises ac
count for about two-thirds o f world exports of 
goods and non-factor services ( u n c ta d ,  1995, 
p. 193). About half the exports o f multinational 
enterprises are intra-firm exports. Moreover, the 
share o f intra-firm trade in the total trade o f  mul
tinational enterprises appears to be on the rise. 
Empirical analyses reveal a positive correlation 

between trade flows and FDI flows, which indicates
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that complementarities between trade and FDI have 
predominated over substitution effects (Nunnenkamp, 
Gundlach and Agarwal, 1994, pp. 81 et seq.). FDI is 
positively correlated not only with exports o f the in
vestors’ home countries to host countries, but also 
with exports o f host countries to the home countries. 
Hence, rather than replacing trade with developing 
countries, the recent boom of FDI is likely to be ac
companied by intensified trade relations.

3. How can we achieve closer economic 
relations?

The complementarity between trade and f d i  not only 
helps developing countries in getting access to re
sources for strengthening their production capabili
ties, but also in penetrating world markets with 
products where they enjoy comparative advantages. 
They must meet various requirements, however, in 
order to becom e involved in globalized production 
and thereby improve their prospects o f attracting FDI 
and penetrating world markets. Cross-country analy
ses suggest that the following factors should be of 
priority concern: sustained macroeconomic stability, 
openness to world markets, and accumulation of physical 
and human capital (Sachs and Warner, 1995; Gund
lach and Nunnenkamp, 1996; Nunnenkamp, 1996).

This means that the question o f whether Latin 
American countries’ economic relations with the e u  
will prosper depends primarily on the economic poli
cies pursued by them. Various countries of the region 
are in the process o f  restoring their international 
competitiveness and attractiveness for FDI, but major 
challenges remain. W hile the bulk of FDI has tradi

tionally been market-seeking in Latin America, the 
region can no longer rely on local or regional market 
size as a sufficient incentive for FDI inflows. In order 
to benefit from complementarities between trade and 
fd i, Latin America must improve its attractiveness 
for efficiency-seeking fd i .  A critical question is 
whether manufacturing industries which foreign in
vestors helped to establish under conditions o f  import 
substitution can become competitive by international 
standards. Transport equipment and electronics are 
cases in point, since intra-firm trade plays a particu
larly prominent role in these industries (UNCTAD, 
1995, p. 197). In the short term, Latin America faces 
a dilemma: trade liberalization may have negative 
effects on traditional forms o f fd i, as it weakens the 
incentive to make such investm ents in order to 
surmount import barriers, but in the longer run, liber
alization o f  trade and deregulation o f f d i  are instru
mental to Latin America’s integration into globalized 
production, as they enhance specialization according 
to comparative advantages.

Sustained economic policy reforms may be re
garded as the contribution that Latin America must 
make in order to foster better economic relations with 
the EU. The EU’s most important contribution would 
be to ensure open markets for non-members, includ
ing the Latin American countries, and to play a con
structive role in maintaining a liberal multilateral 
trading system. EU widening to the East does involve 
some risk for the Union’s external trade liberaliza
tion, but the threat of more inward-looking policies 
of the EU may be still greater if  EU integration does 
not proceed smoothly.

(Original: English)
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The North-South dimension
of the environmental and

cleaner technology
industries

The environment industry, which includes a wide range of prod
ucts and services relating to the monitoring, treatment, control 
and management of industrial and domestic pollution, has 
grown rapidly during the 1980s and 1990s as a response to 
environmental regulations. Due to the relatively early applica
tion of these regulations in the United States, Europe and Japan, 
these areas have become competitive producers and exporters 
of environmental products and services. As the industrial sector 
has developed, environmental awareness has been raised and 
competition and international trade in the environment industry 
have expanded. There is now a clear North/South dimension in 
international patterns of development of the industry and its 
trade. Whilst environment industries were established to deal 
with waste reduction and disposal strategies, there has also been 
a drive towards cleaner production. The European environ
mental and cleaner technology industries are reviewed in order 
to establish their competitiveness and the shift between the two 
different approaches to environmental management: ameliora
tion by environmental industries and prevention by cleaner 
process and production technologies. In this respect, Latin 
American provides a contrasting example. The nature of the 
expansion of the industrial environmental management sector in 
the region is questioned, particularly with regard to the compo
sition of the sector and the way it is interpreted in different 
countries. The paper suggests that the environment industry and 
cleaner technologies should be understood as industries rather 
than as unquestionably “environmentally positive” sets of prod
ucts and services. Hie extent to which these industries reveal an 
information and technology gap in environmental management 
is also analysed. This gap may, on the one hand, assist environ
mental managers in the South, but on the other it may lead to a 
condition of environmental management dependence.
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I

The relationship between the 
environment and industry

This relationship has been central to many o f the de
bates on Latin American development since 1972, 
when the Stockholm Declaration raised conscious
ness o f  the impacts o f  environmental contamination. 
In the twenty-five years since that Declaration, Latin 
America’s urban environments have provided 
prominent case studies in such areas as environ
mental degradation and innovative environmental 
policies. Environmental stress has been pivotal in de
bates relating to urban planning, health and econom ic 
development. For these reasons, the nature o f the 
changes in the environment/industry linkage are es
pecially deserving o f  attention now, in the mid- 
1990s, since after twenty years o f relatively 
unchecked industrial pollution, the last five years 
have brought considerable developments in the envi
ronment/industry relationship. The principal changes 
relate to the emergence o f “environment industries” 
and the extent to which these industries can bring 
about the promotion o f cleaner production in Latin 
America’s “dirtier” industries.

The emergence o f  environment industries, espe
cially those firms engaged in the production of goods 
and services aimed at the reduction of contamination 
(principally “end-of-pipeline” technologies), was ob
served throughout the world during the 1980s as a 
response to tighter regulatory systems. While the 
United States, Japan and Germany have been the 
“first movers” in terms o f  environment industry de
velopment, the role o f  the environment industry in 
Latin American industrial development in the next 
century w ill be a significant one, both in terms of the 
provision o f  goods and services and also improve
ments in Latin American environmental quality.

This paper w ill address the changes that have 
taken place in the environment/industry relationship 
over time and stress the important role that environ
ment industries w ill play in the early part o f the next 
century and the need for Latin American firms and 
governments to be aware o f these developments and 
to respond to them. If the environment industries’ 
goods and services continue to be supplied mainly by

foreign firms, the future costs for Latin American 
firms w ill have significant impacts on export product 
prices and w ill threaten the econom ic successes o f  
the export-led models.

Whilst the debates relating to environmental 
regulation and its effects on industrial competitive
ness continue to divide industrialists and environ
mentalists, the impacts o f  those regulations -a s  well 
as o f failure to regulate- are being experienced on a 
global basis.1 The links between econom y and envi
ronment, as w ell as the social consequences of those 
links, are fully recognized by multilateral institutions 
(Munasinghe and Cruz, 1995). A  significant outcome 
of the environmental regulation o f industrial sectors 
has been the emergence o f a vast sector that has be
come known as the environment industry. This indus
try has expanded to accommodate the demands of 
increasing numbers of industries that must take heed 
of environmental policy recommendations; the Euro
pean Union has already issued 160 Directives in this 
respect, for example (European Commission, 1994a). 
In order to meet the new regulations, industries have 
had to invest significantly in pollution abatement and 
control (see table 1).

In many ways the development o f the environ
ment industry and cleaner technologies, and the de
bates on them, are an extension o f previous debates 
relating to industrial relocation to “pollution havens”, 
and “industrial flight” more generally (see Stafford, 
1985; Hesselberg and Knutsen, 1994). These debates 
were concerned with the movement o f “dirty” indus
tries out of regions with strict environmental regula
tions to regions with slacker regulations. There was a 
clear North/South dimension to these debates, and 
there continues to be a strong similar dimension to 
the environment industry and the diffusion o f cleaner

1 This paper, forms part of the European Commission’s Fourth 
Framework Project on Environment and Climate, entitled “Envi
ronmental regulations, globalization of production and techno
logical change." The author wishes to express his thanks to Rhys 
Jenkins for his comments.
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Pollution abatement and control expenditure
(As a percentage o f gross fixed capital formation)

TABLE 1

Public sector Business sector Total % of GDP

1985 1990 1985 1990 1985 1990 1990

United States 1.1 1.4 2.0 2.0 3.1 3.4
Japan 2.9 2.6 0.5 0.3 3.4 3.0 -

Germany 1.9 2.1 1.6 1.4 3.5 3.5 1.6
France 0.8 0.7 0.4 0,4 1.2 1.1 1.0
Italy 1.0 0.9 - - - - 0.8
Austria 2.7 - - 1.0 - . -

Denmark 1.0 1.8 - - - . 1.1
Netherlands 2.2 1.0 1.0 1.3 3.2 2.3 1.4
Portugal 1.0 1.0 0.5 0.7 1.5 1.6 0.8
Spain 0.6 0.8 - - - - 0.6
Sweden - - 0.8 1.2 - - -

Source: OECD (1993a) and European Commission (1994a).

technologies, even though research has revealed that 
generally speaking “dirty” firms have not been 
forced to relocate in response to regulatory pressures 
(Leonard, 1984 and 1988),

W hilst environmental regulations in North 
America, Western Europe and Japan sought to reduce 
contamination and, it was thought, might lead to the 
expulsion o f “dirty” industries, the environment in
dustry firms which developed to respond to the de
mands o f the regulated industries became “first 
movers” and are now well placed to benefit from the 
globalization o f  environment regulation policies. For 
this reason, the emergence o f  strong European envi
ronmental industries and cleaner technology initia
tives during the 1980s and 1990s has led to potential 
advantages in terms o f trade in European environ
mentally-based goods and services. It was in Ger
many and the Netherlands that the environment 
industries were promoted most keenly during the 
1980s, following the swift adoption o f new standards, 
a sharp increase in public spending on R&D, and 
aggressive strategies o f firms in the environment 
market (European Commission, 1989). These coun
tries continue to be market leaders in environment- 
related goods and services.

The notion o f “first movers” is seen to be inte
gral to the environment and cleaner technology in
dustries. Much o f  the R&D in the sector is based on 
the realization that good returns on capital invest
ment w ill be forthcoming in the longer term as regu
lations becom e more widespread and stricter, thus 
requiring improved technologies and management 
strategies. To be a “first mover” is to benefit from

competitive advantages in the marketplace and is 
considered to be a fundamental factor behind the 
development process. Since the high costs o f R&D  
have been prohibitive in many areas o f the world 
where regulatory frameworks remain lax or not in
tensively implemented, the “first mover” advantages 
have accrued to firms based in countries which had 
strict regulations from an early stage, such as the 
United States, Germany and Japan. These firms, hav
ing risked capital in R&D in the stages o f innovation, 
are now able to profit from growing demand as simi
lar regulations elsewhere in the world have prompted 
a need for their goods and services. The link between 
regulatory models and environment industry trade 
is very strong: thus, for example, the United States 
regulatory system was adopted in M exico, and 
United States firms have supplied that market.

With regard to cleaner technologies, the costs o f 
R&D are often prohibitive since, in many cases, an 
overhaul o f the entire production system is required 
in order to assess the areas o f greatest possible bene
fits. Nevertheless, the advantages o f being a “first 
mover” remain the same, and it is likely that cleaner 
systems will be increasingly in demand in the near 
future as public environmental pressure works 
through the political apparatus into regulatory poli
cies. There is little likelihood o f continued high de
mand for “end-of-pipeline” technologies, due to 
increasing waste disposal costs and the problem of 
competition from firms that have low waste output; 
internal factors such as product quality, raw material 
costs and energy requirements also need to be con
sidered in this respect (Rajagopal, 1992). Investment
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in the environment industry is a recognition o f the 
need to keep pace with the rapid changes taking 
place in environmental regulation and management; 
in Germany, for example, the environment industry 
invests an average o f 3.1% of its turnover in R&D, 
compared with only 1.8% in manufacturing generally 
(Vickery and Iarrera, 1996). It is likely that Germany 
will maintain its predominant position in Europe 
within this sector.

The environment industry is a supplier o f tech
nology and associated services such as consultancy, 
maintenance and upgrading. The industry is both 
highly sophisticated yet “low-tech” in terms o f  the 
products supplied in response to the broad range of 
industrial and environmental requirements: low-tech  
components such as simple lagging o f existing 
equipment in order to reduce heat waste or water loss 
are as important as hi-tech equipment such as flue 
gas desulphurization plants. “Low” technology is an 
important theme within the environment industry, es
pecially in the context o f the South. For example, a 
report by the United States International Trade 
Commission (1995, pp. 6-22) on the United States 
municipal and industrial water and wastewater tech
nology industry revealed that United States products 
were often seen as too sophisticated and expensive, 
and that less sophisticated approaches might be ap
propriate in many cases for export to less developed 
economies.

Cleaner technology is different from the activi
ties o f the environment industries in that it seeks to 
reorganize the production process in order to reduce 
waste, in contrast with the environment industries’ 
focus on dealing with waste that remains from indus
trial processes. Although many definitions class these 
two areas o f industrial environmental management 
together, for the purposes o f this paper they will be 
dealt with as separate approaches, because o f their 
fundamentally different positions regarding how  
waste and contamination should be controlled.

In terms o f  growth, the environment industry (in 
this case including cleaner technologies) is one o f the 
fastest-growing sectors in the global economy. In 
1992, Bill Clinton noted that the environmental 
goods and services industry was “The only sector of 
our economy that has shown an unexpected level o f  
growth in the past five years” (Corriere della Sera, 
10 November 1992, quoted by Malaman, 1996). 
Similar growth rates have also been experienced in 
Europe and Japan. Clinton followed up this statement 
in 1993 by directing United States government agen

cies to assess environmental technologies and their 
competitiveness and to develop trade, financing and 
technical strategies to increase environment industry 
exports and jobs (United States Department o f Com
merce, 1994a and b). This strong State support for a 
surging industrial sector reveals the perceived current 
and future importance o f  the environment industry 
within the global economy.

The environment industry is centered around the 
production o f pollution control equipment and waste 
treatment and disposal. These two areas give rise to the 
nine principal subdivisions of the industry’s activi
ties: waste management; wastewater treatment; air pol
lution control; energy management; marine pollution 
control; environmental monitoring and instrumentation; 
environmental services; noise and vibration control; and 
contaminated land rehabilitation. Together, the concerns 
operating in these areas have built up a US$ 200 
billion industry (1990) that is expected to grow 50% 
by the year 2000 (OECD, 1992a). The World Bank’s 
International Finance Corporation doubles the esti
mate for the year 2000, thus putting the environ
mental industry’s annual market higher than that of 
the chemical industry ( ifc , 1992; Karliner, 1994).

The delineation o f  the subsectors o f the environ
ment industry listed above is a thorny problem which 
has preoccupied those involved in research relating 
to this sector. The 1992 OECD report on the industry 
(OECD, 1992a), which was the first to review the in
dustry as a whole, was hampered by the difficulties 
of how the industrial sector was interpreted and 
measured by different member States o f the OECD 
(see box 1). This ongoing problem of definition con
tinues to make data analysis problematical. The 
Washington Meeting on the environment industry in 
October 1994 also struggled with these difficulties. 
Whilst authors are still trying to clarify how they and 
particular States interpret the terms “environment in
dustry”, “environmental industry”, “eco-business” or 
“eco-industry”, the difficulties o f comparative analy
sis w ill remain highly complex (see Noble, 1996; 
Gaston and Santiago, 1996). For example, the defini
tion put forward by the European Commission 
(1994) is broad, but so extensive as to be difficult to 
work with: “Eco-industries ... may be described as 
including firms producing goods and services capa
ble o f measuring, preventing, limiting or correcting 
environmental damage such as the pollution o f water, 
air, soil, as well as waste- and noise-related problems. 
They include clean technologies where pollution and 
raw material use is being minimized.”
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Box 1
D EFIN ITIO N S O F TH E EN VIRONM ENT INDUSTRY IN SELECTED  COUNTRIES 

United States Government - “Environmental Technology”
“A technology that advances sustainable development by reducing risk, enhancing cost effectiveness, improving process 
efficiency, and creating products and processes that are environmentally beneficial or benign. The word “technology” 
is intended to include hardware, software, systems and services.”

Japan, Ministry of International Trade and Industry -“Eco-business”
“Industrial sectors with a potential to help reduce environmental burdens”

Australian Industry Commission - “Environmental waste management equipment, systems and services industry”
“A diverse collection of industrial producers and service providers encompassing any entity providing technology or 
service-related solutions to solid, liquid, or gaseous waste management problems. Thus it embraces parts of product-based 
industry sectors engaged in engineering, construction, design, scientific instrumentation and consultancy services.”

Netherlands (Association of Suppliers of Environmental Equipment)
“Companies producing, supplying and/or installing (parts of) equipment/machines for the abatement of environmental 
damage (excluding noise hindrance) as well as companies advising on environmental issues”

Source: O ECD  (1993a).

The difficulties o f definition become particularly 
complex when die issue o f  clean technologies is con
sidered, since it is difficult to separate these technol
ogy improvements from other improvements (OECD, 
1995). The o e c d ’s 1992 definition did not include 
the clean technology dimension, however the division 
between environment industry and clean technology is 
not a transparent one. The definition varies widely ac
cording to sources, due to the relatively recent associa
tion o f environmentally-related products and services 
with large-scale industry and international trade.

The wide-ranging nature of the products and 
services involved, from consultancy and monitoring 
to “end-of-pipeline” technologies and cleaner produc
tion technologies, complicates the international trade 
picture even further. More recently, the OECD (1996a) 
has delineated the industry into three areas: environ
mental equipment, environmental services and inte
grated environmental technologies (cleaner industrial 
processes and products) (see box 2 and table 2). In this 
way, the OECD makes the separation o f cleaner tech
nologies explicit. At the national level, the United 
States, Canada and Japan have broad definitions of 
the environment industry whilst Italy, Norway and 
Germany, for example, have chosen narrower ones (see 
Vickery and Iarrera, 1996); in Japan, the definition is 
so wide-ranging that all municipal services are in
cluded, The reasons for such divergent definitions are 
connected with the rapid innovations in environment 
industries and the wide range o f  services, equipment 
and applications that are used by industry. Since the 
industrial make-up o f national economies varies con-

Box 2
BR EA K D O W N  OF THE EN V IRON M EN T INDUSTRY

Environmental equipment
Waste-water treatment equipment 
Waste management and recycling equipment 
Air pollution control equipment 
Noise reduction equipment 
Monitoring instruments and scientific, research and 

laboratory equipment 
Natural resource conservation/protection and urban 

amenities

Environmental services 
Waste-water operations 
Waste handling facility operations 
Noise reduction operations 
Analytical, monitoring and related conservation and 

protection services 
Technical and engineering services 
Environmental research and development 
Environmental training and education 
Accounting and legal services 
Consulting services 
Other environmental business services 
Others: eco-tourism

Cleaner technologies: Integrated environmental 
technologies
Cleaner production equipment
Efficient energy generation and conservation equipment 
Eco-products

Source: OECD (1996a).
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Main components of the environment industry, 1990
(Percentages)

TABLE 2

Billions of ECU Estimated
N.America Europe Japan Total, OECD --------------------------  growth per

1990 2000 annum (%)

Equipment/related services 74 76 79 76 119 172 5.0
Water and effluent treatment 24 34 22 29 47 65 4.0
Waste management 25 15 22 21 31 49 6.4
Air quality control 12 17 25 15 23 33 4.4
Other (land rehabilitation, noise) 13 10 10 11 17 25 5.1
General services 26 24 21 24 37 62 7.4
Total 100 100 100 100 156 234 5.5

Source: European Commission, 1994a, based on OECD data.

siderably, the range o f  goods and services inducted 
within the definition o f “environment industry” has 
also been variable.

There is clearly a need for a universal definition 
that can be applied for comparative purposes, but the 
difficulty o f classifying what goods and services are 
explicitly environmentally related, rather than indus
trial per se, w ill be a considerable problem. There is 
a great danger that almost all innovations that lead to 
reductions in waste and contamination w ill be la
belled environmental, even when these reductions are 
incidental rather than o f  a priority nature. At the 
Washington M eeting on the environment industry in 
1994, it was acknowledged that consistent data col
lection had hampered the analysis o f  the industry and 
that one way forward would be the identification of 
core and non-core groups o f products (Vickery and 
Iarrera, 1996). The core group would include produc
ers o f  “end-of-pipeline” and clean-up equipment and 
suppliers o f associated environmental services, as 
well as services with a clear single environmental 
purpose. The non-core group would include cleaner

products and cleaner technologies, as well as inter
mediate products (so-called multi-use products).

A working definition used in this paper is that the 
environment industry is a supplier o f technology and its 
associated services such as consultancy, maintenance 
and upgrading. It is at once highly sophisticated and 
“low-tech” and is one o f the fastest expanding sectors in 
the global economy. Its raison d ’être is the reduction 
and disposal o f waste from the final stages o f indus
trial production. Cleaner technologies are associated 
with the environment industry but can be differentiated 
from it in terms o f approach, in that cleaner technolo
gies seek to reduce waste by reviewing and altering the 
entire industrial process, thus reducing the need for 
“end-of-pipeline” strategies. The United States provides 
the largest environment industry market at 39% of the 
global market, while the European Union accounts for 
24% of the global market, with Germany predomi
nating with 36% of the EU share. In terms o f poten
tial growth, Canada in particular has been increasing 
its environment industry’s share o f international mar
kets (Fouillard, 1992; Higgins, 1996).

II
The response to pollution regulation

Regulation o f “dirty” industries during the 1970s led  
to the adoption o f  “end-of-pipeline” technologies and 
treatments for the most part. These technologies 
sought to reduce the em ission o f contaminants rather 
than change the production process and reduce the 
production o f pollutants. The demand for “end-of- 
pipeline” technologies to curb emissions and respond

to legislative regulations on pollution control resulted 
in the emergence o f supplier firms. These firms were 
initially involved in other mechanical and engineer
ing activities but responded to this new demand 
through diversification, or in many cases through the 
establishment o f new small firms and consultancy of
fices. Later, some o f the largest multinational firms
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Global environment market
(Billions o f U.S. dollars) a

TABLE 3

OECD ECOTEC ETDC Environment 
Business International

1990 2000 1990 2000 1990 2000 1990 2000

North America
United States 78 113 85 125 115 185 134 180
Canada 7 12 14 18 7 14 10 17
Mexico - - 1 5 3 18 1 2
Subtotal 85 125 100 147 125 217 145 199

Latin America . _ 2 5 _ _ 6 10
Europe

France 10 15 - - 10 30 - .

Germany 17 23 60b 89b 21 65 94 132
United Kingdom 7 11 - - 11 28 - -

Rest of European Union 12 20 - - 15 48 - -

Rest of Western Europe 5 9 - - 6 17 - -

Eastern Europe/Newly
Independent States 15 21 5 9 15 25 14 27
Subtotal 66 99 65 98 78 213 108 159

Asia-Pacific
Japan 24 39 30 44 24 65 21 31
Australia/New Zealand 2 3 - - 2 4 3 5
Taiwan - - - 5 30 - -

Hong Kong - - 5° 12e - 3 - -

South Korea - - - 1 8 - .

Rest of Asia-Pacific - - - 14 28 6 13
China - - 2 1 5 . - .

India - - 1 2 - . - .

Subtotal 26 42 85 63 46 138 30 49
Rest of World 21 34 - - 6 12 6 9
Total World 200 300 210 320 255 580 295 426

Source; OECD, 1996a
a The categorisation of environment products and services differs between the particular sources, especially in terms of the inclusion, 
exclusion and definition of “clean” technologies. 
b All Western Europe. 
c East and South East Asia.

saw the competitive advantages o f supplying pollu
tion control equipment. Joseph Karliner (1994), for 
example, points to the Dow Corporation and DuPont 
as two significant suppliers o f pollution control 
equipment in the United States. He also mentions the 
specialist firm o f Waste Management Technologies 
(WMX), which accounts for approximately 10% o f the 
U.S. environment industry’s earnings and rivals the 
aircraft manufacturer Lockheed in size. These large 
firms have been able to expand into international 
markets far more easily than the smaller firms, thanks 
to their existing organizational structures. For exam
ple, w m x has rapidly increased its operations in 
Europe since 1991, especially in the United Kingdom  
and France. In Europe, the German firm Deutsche 
Babcock was an early market leader, with a turnover

of e c u  650 million as early as 198S, but when this is 
compared with w m x’s turnover o f  e c u  3 billion, the 
difference between the United States and European 
industries becomes more apparent (European Com
mission, 1989 and 1994a).

In terms o f  geography, the “first mover” advan
tage has led to the emergence of specialized environ
mental industry firms in those countries with early 
environmental regulation. Since environmental 
movements developed most strongly in the United 
States and Europe, it was there that the early regula
tion gave rise to environment industry development 
(see table 3). Japanese firms also emerged at the same 
time in response to air pollution problems. In Europe, 
the water and effluent treatment technology market is 
the best established within the eu  environmental in
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dustry, providing 34% o f  its output in value terms 
(European Commission, 1994a).

The outcome of the growth o f specific core areas 
and specialization has been that certain countries have 
strong firms in particular core areas o f the industry. In 
Japan, Mitsubishi and Hitachi lead in air pollution con
trol equipment, whilst European firms have a “first 
mover” advantage in waste water treatment (the Dutch 
in contaminated land rehabilitation), and North Ameri
can firms in waste treatment. The emergence o f these 
firms, which now have strong comparative advantages 
in terms of R&D and production experience within the 
global marketplace for environmental goods and serv
ices, has been a direct response to early environmental 
regulation in specific countries. Consequently, it may be 
observed that there are two processes under way within 
the global environment industry: one is the specializa
tion o f  firms based in particular countries in areas of the 
environment industry; the other is the geographical 
nature o f the commercial relations that have devel
oped in the trade and transfer o f environmental goods 
and services. With regard to the first-named process, 
certain countries have sought to occupy niches in the 
global marketplace for environment goods and serv
ices, often with strong State support. As for the sec
ond process, particular countries have sought to 
dominate the trading relations o f particular regions in 
the environmental industry. The most obvious exam

ples o f this latter process are the promotion o f United 
States environment goods and services in Latin Amer
ica, and the similar prevalence of Japanese products and 
services in South East Asia (see Ecotec Research and 
Consulting Ltd., 1994), In the case o f Japan, the gov
ernment’s environmental strategy entitled the “Environ
mental Vision o f Industry” focused on improving 
environmental performance in fifteen targeted industrial 
sectors. The outcome has been that the expertise devel
oped under this strategy can now be traded abroad.

A s environmental regulations lead to a transi
tion from “end-of-pipeline” technologies to funda
mental changes in production processes, the firms 
in the North (essentially in North America, W est
ern Europe and Japan) have sought to benefit from  
the increasing demand for environment goods and 
services in the South as environmental regulations 
begin to be enforced in response to (mainly inter
national) environmental pressures. Karliner (1994, 
p. 60) notes that this is the third stage in a longer 
process o f  exporting toxic industrial developm ent 
to the South: “firstly, econom ic ‘developm ent’ is 
exported through free trade policies and financing 
by multilateral and bilateral agencies; secondly, 
environmental regulations to control the excesses  
of this developm ent are introduced; finally, ‘envi
ronm ental’ technology and services are exported to 
service these regulations.”

Competition and trade In the 
environment industry

The environment industry is not homogeneous and 
is difficult to compare with many industrial sectors. 
Unlike the iron and steel industry, where the products 
are varied but share the same materials, the environ
ment industry is much more difficult to unravel, par
ticularly in the separation o f products and services. 
For this reason, the development o f  the sector has not 
been uniform and technological, geographical and in
vestment factors have followed different trajectories 
in the different core areas o f the industry. It is the 
largest core areas -w aste water treatment, waste 
management and air pollution control- that have 
aroused the greatest interest in terms o f technological

change and investment. Other sectors, due to their 
relative scale and development, have followed other 
development paths. For instance, environmental con
sultancy has grown considerably but, due to its hu
man capital basis, does not attract large investment 
and is not so responsive to technological change as 
equipment production. Another example is the area 
of noise and vibration control, which, although 
prevalent in many contexts, is still in its infancy.

In line with scale o f enterprise, demand and 
technology, there are clear sectoral divisions within 
the environment industry which reveal it to be a 
highly heterogeneous sector in many ways, such as
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capitalization, employment, rates o f change, and hu
man and technological intensity. For these reasons, 
patterns o f competition and trade have been more 
difficult to track for the industry as a whole. The 
rapidity o f  growth during the 1980s and 1990s has 
been remarkable and has been matched by a parallel 
increase in competition and trade within the sector, in 
all the core areas. As with all examinations o f the 
industry, however, it becomes fragmented once the 
issues o f  competition and trade are raised.

Like competition within the domestic (national) 
context, international competition has been depend
ent on the nature and longevity o f  regulations, as well 
as the ability o f firms to set up operations and com
pete on equal terms. The issue o f  trade, for its part, 
raises the questions o f  international competition, the 
globalization o f the environment industry, and the 
pursuit and development of new markets. It is in the 
context o f the latter that the environment industry 
rates as a most important industrial sector, rivalling 
many other key industrial sectors such as pharmaceu
ticals and vehicles in terms o f  its North/South dimen
sions. With investment in research and development 
concentrated within firms based in the North, the 
trading patterns that have becom e most apparent in 
the industry, apart from particular horizontal links within 
and between North America, Europe and Japan, are 
those linking North and South (see table 4). These 
North/South links are critical to the development of 
the industry and have received considerable govern
mental export promotion support in many cases, most 
notably from the United States government.

Competition within the industry varies greatly 
from one country to another. Specific domestic regu
lations and their time scales of application have given 
some nations “first mover'’ advantages which have 
greatly favoured the firms catering for this sector and 
put them in a good position for expanding into inter
national markets. Within this state o f affairs, some 
firms have captured considerable shares o f the mar
ket for certain products and services and have grown 
to a sufficient scale to compete internationally. An 
important issue within the competitiveness debate is 
the prevalent size o f  firms in the environment indus
try, Until the 1990s, the industry was characterised 
by small and medium-sized firms, but this has been 
changing considerably. In the mature environment in
dustries o f the United States and Germany, for instance, 
these firms are generally larger than the overall national 
average. In the United States the reason for this is the 
slowing growth rates of the industry in the 1990s and an

TABLE 4

OECD trade In environment products, 1990

Export share 
(as a percentage of 

production exported)

Trade balance 
(millions of 

ECU)

USA 10 3 120
Europe 20 6 240
Germany 40 7 800
United Kingdom 17 390
France 14 390
Japan 6 2 340

Source: European Commission, 1994a, based on OECD data.

increase in mergers and acquisitions (Vickery and 
Iarrera, 1996). In Germany, environment industry 
firms are larger than the national sectoral average as 
a result o f the strong performance o f  the national 
environment industry and its high profile as a strate
gic sector (Walter and Horbach, 1996).

It is difficult to get a clear picture o f competition 
across the board within the environment industry for 
two reasons: first, the rapidity o f change within most 
core areas, and second, the wide range o f sectors and 
subsectors, their definitions, and the size o f opera
tions, which make comparative analysis problemati
cal. What is clear is that the competitive advantages 
o f firms operating in one or more o f  the delineated 
fields within the industry depend heavily on R&D. A  
setback for many firms is their operating size and the 
financial constraints, such as access to capital, that 
they face.

In international environment industry trade, Ger
many is the world’s leading exporting country in terms 
of the proportion o f its production exported. Thus, Ger
many exports 40% of its production in value terms, 
principally water treatment equipment and air pollution 
abatement technologies. The direction o f German ex
ports is divided between the European countries and 
more distant destinations such as North America, East
ern Europe, the Middle East and Africa. Within the 
European Union, the United Kingdom, Netherlands 
and France are also net exporters in terms o f  the en
vironment industry, according to data for 1994 
(OECD, 1996a). In the same way that strict national 
regulations initiated the development o f  Germany’s 
environment industry, new pressures for cleaner tech
nologies and process methods (both aimed at reduc
ing the need for “end-of-pipeline”- style technologies) 
may well signify “first mover” or “market driver” ad
vantages for that country into the first two decades o f  
the next century.
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IV
The European environment Industry

The European environment industry has become an 
important part o f  the national econom ies, particularly 
in Northern Europe, in terms o f  both domestic and 
international production and supply. It is a large 
sector in terms o f employment and trade within the 
European Union, and is likely to continue to register 
a healthy growth rate for as long as the pressure 
for reduced environmental contamination continues, 
especially in view o f its geographical proximity for 
trading with countries requiring environment prod
ucts and services in Eastern and Central Europe.

Within Europe, Germany dominates the environ
ment industry in terms o f number and size o f  firms, 
production, employment and expenditure on envi
ronment industry products (see tables 6 and 7). As 
Germany established environmental regulation 
frameworks earlier than other European Union mem
ber States, its firms operating in this sector were able 
to enjoy “first mover” advantages when other States 
began establishing their own regulations. The rise 
and consolidation of the German environment indus
try and its success in export markets have made it 
Europe’s leader in this sector, to such an extent that it 
is often monitored by the United States and Japan on 
its own rather than as part o f the European Union. 
Within Europe, it is Germany which is the competitor 
rather than the Union as a whole.

The OECD (1996a) calculates that the German 
environment industry market (US$17.5 billion in
1992) accounts for 30% of the European total. The 
reunification process, whereby a country with high 
environmental standards was merged with a country 
with low  standards in this respect, has established a 
large domestic market for environmental products 
and services, although the extent to which the indus
try is able to take advantage o f the demand on its 
doorstep w ill depend on the resources available for 
financing it. Financing the demand for environmental 
products and services is the greatest barrier to the 
development o f the global environment industry, 
whether in Eastern and Central Europe, South and 
South-East Asia or Latin America. What is clear is 
that the European environment industry should be 
able to develop strongly on the basis o f the demand

TABLES

Growth of the Western European 
environment market, by segments
(Billions of US dollars)

1990 1995
Annual 
growth 

rate (%)

Waste management 20.9 28.0 4.5
Water and waste-water 12.8 21.3 9.1
Air pollution control 9.6 12.8 4.3
Land rehabilitation 1.0 2.3 16.1
Total 443 64.4 8.5

Source: United States Congress, Office of Technology Assessment 
(OTA), 1994.

TABLE 6

Environmental industry output, 
by countries, 1990

Billions As a
of ECU percentage

Germany 17.0 36.2
France 10.0 21.3
United Kingdom 7.0 14.9
Italy 5.0 10.7
Netherlands 2.7 5.8
Spain 1.8 3.8
Belgium 1.4 3.0
Denmark 1.0 2.1
Portugal 0.4 0.9
Ireland 0.3 0.6
Greece 0.3 0.6

Total, European
Commission 46.9 100.0

European Commission 46.9 23.5
United States 78.0 39.0
Others 75.1 37.6

Total, World 200.0 100.0

Source: European Commission, 1994a, based on OECD data.
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TABLE 7

Number of firms and employment estimates

Number of 
firms

Employment
(thousands)

Germany 4 000 250
France 1 500 90
United Kingdom 1 500 75
Italy 2 300 40
Europe 20 000 600

Source: European Commission,1994a, based on OECD data.

from the Eastern and Central European econom ies 
currently in transition, which have access to tied  
financial aid aimed at reducing pollution from  do
m estic and industrial sources.

The urban waste water directive has been the 
m ost important single d irective for the d evelop
ment o f  the environment industry in Europe, be

cause o f  the demand for services and technologies 
that it has generated: water and waste-water m anage
ment absorbs 45% o f Europe’s environment industry 
output, compared with 20% for waste management, 
22% for air pollution control, and 13% for others 
(including noise control, laboratory equipment, land 
rehabilitationandresourceconservation).Althoughit 
is important to recognize Germany’s predominance 
in w aste water treatment and other areas, other lead
ing member States have also established compara
tive advantages in particular core areas. Thus, for 
exam ple, French and United Kingdom  firms have 
also established strong positions in waste water 
treatment, while the Netherlands has firms with ex 
pertisein  contaminated land rehabilitation. In South
ern Europe, the newer entrants into the Union  
have considerably smaller environment industries, 
with little specialization (Ecotec Research and Con
sulting Ltd., 1994).

y
The Latin American environment industry

The environmental debates in Latin America are 
closely interwoven with those relating to develop
ment per se. The traditional insertion o f  Latin Ameri
can economies into the international economy as 
suppliers o f  primary commodities has led to contin
ual pressures on the natural environment (see Sánchez,
1993). Until the mid-twentieth century, these pres
sures were concentrated in rural environments, where 
the effects o f  agricultural production were leading to 
desertification, soil erosion, reduced soil fertility, 
compaction and salinization, and also in mining areas 
and forested environments where extraction left its 
marks on the locality. For urban environments, envi
ronmental pressures already existed during the nine
teenth and early twentieth centuries, due to 
urbanization factors and the need for adequate basic 
services, but from the mid-twentieth century the 
deepening o f  the industrialization process intensified  
these pressures.

W hilst the Northern European environment in
dustry has developed rapidly during the 1980s and 
1990s, the Latin American econom ies have struggled 
in the face o f  public sector financial obstacles and 
sluggish progress towards environmental awareness

and legislation and regulation in this field. During the 
1990s, national responses to environmental issues, 
prompted by domestic pressures but above all by in
ternational environmental concern and the imposition 
of trading conditions, have led to a rise in demand for 
environmental products and services. The bulk of the 
more sophisticated systems have been supplied from  
the North, especially from the United States.

Among the Latin American economies, M exico  
has been the main target o f  the US environment in
dustry. With the environmental industry market of 
Latin America’s six largest econom ies valued at U S$  
2.5 billion in 1992 (40% supplied by imports) and an 
expected 25% growth rate over the next few years, 
the promotion o f non-domestic products and services 
is steadily increasing (Karliner, 1994) (see table 8). 
The considerable amounts o f capital needed for the 
adoption o f  new technologies and related services 
com e partly from bilateral and multilateral aid and 
development programmes. Through these pro
grammes, the countries o f  the North are effectively 
acting as agents for their domestic producers by pro
moting their technologies and supplying funds to 
Southern governments for the purchase o f this equip-
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ment. W hile this technology is undoubtedly valuable 
for reducing contamination, the political and eco
nomic foundations o f  this process are not based on 
the sustainability o f  Southern environments but on 
Northern domestic industrial criteria o f competition 
and sales (Gligo, 1995). It is also argued that tech
nologies that are now  less suitable for complying 
with the current regulatory systems in the North are 
being exported to the South. This type o f  trade has 
strong similarities with the technology transfers of  
the 1960s and 1970s to Latin America, when obso
lete plant and equipment (often obsolete for reasons 
of contamination) was transferred or sold to countries 
in the South to assist in their industrialization pro
grammes. The example o f Cubatâo in Brazil, where a 
former United States oil refining plant was recon
structed in order to sustain the Brazilian “econom ic 
miracle”, is a case in point. This refinery, along with 
numerous other plants involved in the production of 
chemicals and petrochemicals and in other types of 
heavy industrial activities, led to a concentration of 
the highest levels o f environmental contamination in 
the country. The Ecotec report (Ecotec Research and 
Consulting, Ltd., 1994, p. 83) prepared for the United 
Kingdom Government on the environment industry 
recommends that companies should not “try to sell 
old technology in developing markets.” This is the 
contemporary view, calling for the use o f new plant 
and technology in developing markets where stand
ards have been or are being raised and regulations 
tightened, but the question o f how this new technol
ogy can be financed still remains. Without the “half
way house” of cheaper “second hand” technology, many 
firms will probably be unable to purchase the required 
equipment, resulting in long time-lags before the regula
tory authorities are able to force firms to invest in the 
equipment or be penalized for failing to do so.

The transfer o f obsolete equipment and outdated 
methods of contamination reduction will inevitably 
lead to a continuation o f the technology gap between 
the North and the South, but this w ill also be the case 
if  new technologies are imported. It is likely that 
when “end-of-pipeline” technologies give way to in
tegrated pollution control methods within the produc
tion process, Southern firms w ill once again have to 
import new (or old) production systems developed in 
the North. For this reason, the environment industry 
is not a way o f reducing the gap between North and 
South in terms o f industrial production and economic 
growth, but is rather a continuation o f a series of

TABLES
Latin American environment markets 
and imports, 1992

Market 
(millions of 
US dollars)

Percentage
imported

Argentina 168 25
Brazil 1 015 19
Mexico 614 24
Venezuela 44 97
Chile 560 89
Colombia 45 78

Source: United States Agency for International Development (U S

A ID ), in United States Congress, Office of Technology Assess
ment (O T A ), 1994.

industrial phases, from consumer and intermediate 
goods production, to heavy industrial production, and 
finally to higher technology products, in which the 
time-lag in their introduction leads to the persistence 
of a technology gap. Osvaldo Sunkel (1980) already 
noted the link between development strategies and 
the environment almost two decades ago, and the en
vironment industry is yet another manifestation of 
this connection. This in turn exacerbates the terms- 
of-trade gap. If the national picture o f the relation
ship between the environment and the economy is 
taken into consideration, as highlighted by the OECD 

(1996c), the role o f technology, the social implica
tions o f the adoption o f technology and environ
mental impacts (not only from the reduction in 
industrial emissions but also from those displaced by 
the new technology) must be considered within an 
integrated strategy. In their own way, technologies 
form the critical link between the environment and 
social systems, and environmental management poli
cies direct this linkage (Tolba, 1980; Bustamente and 
Torres, 1990).

Although Birdsall and Wheeler (1993) and 
Wheeler and Martin (1992) rightly claim that Latin 
American economic openness actually encourages 
cleaner industry and higher anti-pollution standards, 
the financial, commercial and competitive implica
tions o f this openness are more complex. This is es
pecially the case when one considers which firms are 
able to play a part in cleaner production due to their 
financial position and which are not. There are also 
marked differences between sectoral branches within 
the same national economy: for example, the restruc
turing o f Argentina’s steel industry during the 1990s

THE NORTH-SOUTH DIMENSION OF THE ENVIRONMENTAL AND CLEANER TECHNOLOGY INDUSTRIES • JONATHAN R. BARTON



C E P A L  R E V I E W  8 4  *  A P R I L  1 9 9 8 141

and 1980s also led to improved environmental tech
nologies compared with Argentina’s petrochemical 
industry (see López and Chidiak, 1995, and Bisang 
and Chidiak, 1995), The threat o f  a two-tiered system  
o f  environmental standards and compliance is a very 
real one in the Latin American context. If the out
com e o f environmental regulations and environment 
industry products and services is the displacement of  
domestic firms by foreign firms, the econom ic and 
social implications o f such environmentally-based 
strategies must be considered in detail (Cramer and 
Zegveld, 1991). Another point worthy o f considera
tion is the gap that may exist between legal regula
tions and their monitoring and enforcement. In Latin 
America, there are many regulations on the statute 
books but weak public sector financial circumstances 
often mean that their monitoring and enforcement are 
under-resourced. Ramón López (1992) writes that 
environmental policies can affect pollution intensity 
but that they depend critically on the implementation 
and enforcement o f  an adequate regulatory frame
work to internalize the true social costs o f the re
sources used. This type o f approach would ensure a 
more locally rooted system of laws, rather than an 
imported model unsympathetic to local needs and 
sensibilities. Latin American environmental non
governmental organizations have persistently argued 
along these lines (Faure, 1995).

M exico has been highlighted as the most out
standing Latin American market for export promo
tion because o f its large industrial base, heightened 
environmental awareness due to the experience of 
M exico City’s poor air quality, and the 1988 General 
Law on Ecological Equilibrium and Environmental 
Protection, which provided the legislative framework 
for regulation and hence a market for the environ
ment industry. M exico’s principal market has been 
for waste water treatment, since drinking water sup
ply has been a government social priority, and also 
for air pollution control in M exico City.

The nature o f M exico’s political development 
has ensured that there is still a great deal o f State 
control o f basic services and utilities. For this reason, 
the public sector has been the principal purchaser of 
environmental goods and services; indeed, public 
sector procurement o f environmental products and 
services is a feature o f the industry all over the world. 
This demand has led to big market opportunities for

foreign exporters, particularly for United States firms 
which have been backed very strongly by their gov
ernment and its trade promotion agencies such as the 
U.S. Department o f  Commerce’s International Trade 
Administration, the U.S. International Trade Com
mission, and the Agency for International Develop
ment. These agencies’ publications advising firms of 
market opportunities in M exico have been a vital fac
tor in the development o f  a strong United States pres
ence in that market. Another important factor has 
been the commercial relationship established by the 
North American Free Trade Agreement (NAFTA) and 
the geographical proximity o f  the two countries, 
which facilitate the movement o f goods and services 
between them (ifc, 1992; Nadal, 1995). For M exico, 
the threat o f a future “dirty industry” tax on exports 
to the United States by industries which do not meet 
certain environmental standards has also been a 
factor taken into consideration (Low, 1992).

Whilst M exico is now well advanced within the 
global environment industry as an importer, and also 
as a domestic supplier is certain core areas, in Latin 
America only Brazil can be compared with M exico  
in terms o f market size. Other countries such as Ar
gentina, Venezuela and Chile, all with advanced in
dustrial economies, require imported environmental 
products and services, but the need for these depends 
on the environmental regulations in force in each 
country. In the United States strategy for environ
ment industry promotion in Latin America, Chile and 
Argentina are the main targets for export promotion 
after M exico (U.S. Department of Commerce, 
1994b). Not until their ecological awareness and de
mands become more clearly focused and the conse
quent regulations are put into place will other Latin 
American economies be subject to the same degree 
of export promotion and environment industry devel
opment as that already experienced in the case of 
Mexico. In these South American economies, a more 
open marketplace is likely to emerge within which  
there w ill be competition between United States, 
European and Japanese firms. In Chile, for example, 
with its advanced neoliberal economy, its openness 
to competing firms in this area w ill result in more 
open competition that goes beyond the geopolitical 
interests that have been prevalent in the past in such 
cases as those o f the United States in M exico, and 
Japan in South East Asia.
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VI
The future: the drive for cleaner technology

The tendency towards cleaner production processes 
rather than “end-of-pipeline” equipment in the 
United States, the European Union and Japan is very 
clear. The likelihood that this tendency w ill lead to 
pressures for higher environmental standards for 
goods imported from elsewhere is also clear, espe
cially in international environmental fora where the 
displacement o f  “dirty” production activities from ar
eas o f higher environmental standards o f production 
to other areas is seen as counterproductive in terms of 
global environmental improvement. In view o f this, 
eco-labelling and the ability o f Latin American firms 
to conform to trade and regulatory standards in the 
countries to which their exports are directed w ill be
com e a paramount concern. The combination o f trade 
restrictions with environmental restrictions may also 
be an important factor in closing Northern hemi
sphere domestic markets to particular goods.

As with the environment industries, cleaner tech
nologies have also been quick to emerge in Europe 
(and also the United States and Japan); the first 
European Round Table on Cleaner Production Pro
grammes was held in October 1994 at Graz, Austria, 
and focused on comparing and contrasting national 
and regional programmes, cleaner production demon
stration projects, and the ideas o f industrial ecology  
and sustainable societies (Cleaner Production, 1995), 
Research and development in the fields o f both envi
ronment industries and cleaner technologies is inten
sive, and this is where the investment goes. It is for 
these reasons that the two fields have been joined  
together for purposes o f  definition in certain coun
tries, but although they are similar in this respect, 
they are fundamentally different in essence. The high 
costs of research and development have been an im
portant factor in restricting innovation to certain 
countries and certain firms, although the essence of 
cleaner production is that the firms themselves 
should becom e more highly involved in this develop
ment. Whereas the products o f  environment indus
tries -such  as flue gas desulphurization equipment or 
environmental consultancy services- can simply be 
purchased, cleaner production requires the rethinking 
of the entire process, of the social context o f that

process and -especially  important in terms o f the glo
balization o f  cleaner production strategies- the local 
resource base (Georg, Jorgensen and Ropke, 1990; 
Cramer and Zegveld, 1991; Rajagopal, 1992). Only 
through attention to these issues o f  the social context 
and the local resource base w ill it be possible to find 
out how to ensure the spread o f cleaner technologies.

An example o f  clean technology development 
in Europe, developed under the BRITE/EURAM pro
gramme, has been coordinated by the Italian com 
pany separem . This company has linked up with 
project participants in Italy, Germany and France to 
develop a membrane which reduces the pollution 
generated by the textile industry. The membrane al
lows waste water to be purified and enables most 
chemical agents used in the process to be recovered; 
it also reduces water consumption by 80% (European 
Commission, 1994b). It is this ability to recover and 
recycle raw material inputs while at the same time 
reducing operating costs through low water con
sumption that distinguishes cleaner technology pro
jects from end-of-pipeline technologies.

Although it is environmental consciousness and 
movements to that effect that have brought issues of 
industrial pollution onto the political and regulatory 
agenda, there can be no doubt that economic factors 
will shape the development o f cleaner industries. The 
implementation o f  cleaner technologies and indus
trial restructuring entail very high costs which exceed  
the initial costs o f “end-of-pipeline” equipment for 
example. In cost/benefit terms, it will be the future 
developments in particular industries and their prod
ucts that w ill determine investment in what remains 
of this century. Such implementation has apparently 
negative short-term consequences, because it is in
spired by longer-term objectives such as “first 
mover” advantages, the gauging o f  future consump
tion patterns based on environmental awareness, and 
other Porteresque benefits (Porter and Van der Linde,
1995). The OECD (1995) identifies three impediments 
to the wider adoption o f cleaner technologies: struc
tural (e.g., the need to amortize equipment already 
installed); cyclical (e.g., market trends and the finan
cial situation o f the firm); and commercial (e.g., dif
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ficulty in marketing new processes or products). 
Institutional factors such as management inertia and 
lack o f communication between engineers and ex
ecutive management are also possible impediments, 
especially when management sees cleaner technol
ogy as an purely environmental cost rather than as a 
prospective benefit in terms o f  competitiveness.

W hilst cleaner technologies w ill determine the 
shape o f  the industry/environment competitiveness 
relationship in the short run, they must not be seen as 
solutions in themselves, since the notion o f “zero pol
lution" is an abstract one. Although research reveals 
that 70%-90% of current emissions can be reduced 
through the use o f cleaner technology, such technol
ogy w ill have to overcome barriers relating to various 
factors (Rajagopal, 1992; OECD, 1994a and b): eco
nomic (in terms o f  investment-retum times); institu
tional (knowledge, information and R&D capacity); 
technological (the local context for its application); 
educational (the human resource base for technology 
development); regulatory (suitability for comple
m enting the processes concerned); information  
(dissemination and transfer, principally in the 
North/South axis); and government financial support 
instruments for cleaner technology promotion (as in 
the European Comm ission’s Financial Instruments 
for the Environment (LIFE) programme which came 
into force in July 1992 and directs 40% of its funding 
to the promotion o f cleaner technologies).

The magnitude o f these future barriers suggests 
that the adoption of cleaner technologies will be geo
graphically distinctive. For this reason, the further 
issue o f  the trade in cleaner products may well be the 
conditioning factor, in that the moves towards eco 
labelling, environmentally friendly goods and a 
“greener" international consumer base may shape pro
tectionist trade policies regarding product standards. As 
long ago as 1989, in Germany 2500 products were 
being sold with labels proclaiming them as “environ
mentally friendly” (European Commission, 1989), and 
that country now blocks products that have been 
manufactured using materials banned in Germany.

Within the regulatory process, there are clearly 
pressures for cleaner production rather than for 
processes that merely reduce contamination. In itself 
this is a major shift in direction, since environmental 
industries have been developed to service industrial 
waste and by-products. At this point it would be 
worth clarifying where a possible division may be 
made between environmental industries and cleaner

production. This division is by no means clear, and 
this has contributed to the numerous problems associ
ated with the measurement o f environmental indus
tries: for some countries cleaner production processes 
are placed together with environmental industries in 
their working definitions, whereas in others they are 
separated. For the purposes of this paper, the two are 
separated, because o f  the fundamental difference 
between what each tries to do.

Environment industries were established to re
duce contamination, and they developed so-called 
“end-of-pipeline" technologies that seek to reduce 
emissions and the dispersal o f pollutants. These con
taminating products are collected and disposed o f by 
gaseous transfer or by waste disposal in authorized 
sites. Consequently, these industries and technologies 
do not seek to transform industry. In contrast, cleaner 
production and processes are not focused on the 
wastes generated by production activities and ways 
of separating the good from the bad. Instead, cleaner 
production seeks to transform the entire production 
process so that the inputs, processes and outputs are 
all considered in terms o f potential contamination. 
This approach calls for the reconfiguration o f the 
industrial process in its entirety.

The strategies adopted fall into five areas: proc
ess optimization; process and product innovation; re
cycling and by-product recovery; resource sharing 
and resource optimization; and a co-productivity ap
proach among firms (Sutter, 1989; Rajagopal, 1992). 
The degree to which these strategies can be applied 
depends very much on the maturity o f the environ
mental market in the economy in question. Ecotec 
(1992) identifies three phases o f market maturity: 
Phase I: developing markets with little environmental 
legislation, predominant use o f end-of-pipeline tech
nologies in environmental management, licensing ar
rangements or direct market penetration by foreign 
firms; Phase II: more developed markets with more 
wide-ranging environmental legislation and a greater 
emphasis on technological innovation in environ
mental management; and Phase III: mature markets 
where an integrated approach is taken to policy de
velopment and cleaner technologies are the focus of  
environmental management. Within Europe, there is 
a wide range o f different degrees o f market maturity, 
most clearly in a North/South division, which means 
that while there is a large potential market within the 
European Union, the establishment o f Union-wide 
measures pertaining to environmental management
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presents bigger problems. It is evident that global 
environmental measures w ill be difficult to establish 
on an international cooperation basis as long as there 
are such clear variations, even within the North itself, 
among the so-called developed economies.

W hile the environment industries were a re
sponse to stricter regulations and environmental con
sciousness during the 1980s, it can be said that 
cleaner technologies are the response to the same fac
tors in the 1990s. It is obvious that the costs o f waste 
disposal and the basic principle o f producing waste 
have been subjected to serious consideration and that

the new focus has been on waste reduction, based on 
the assumption that a large part o f this waste w ill be 
potentially contaminating, whether in the form of 
gases, water'or solid waste. The drive behind this 
new approach is at one and the same time environ
mental and economic: as politicians take up the envi
ronmental agenda in response to the pressures of 
interest groups, industrialists are increasingly aware 
o f  the benefits o f  reducing waste (as removal costs 
increase), the advantages o f “first mover” innovation, 
and the pressing demands for “eco-friendly” products 
for labelling and marketing purposes.

V II
The problem of the linear development 
of the environment/industry relationship

While no-one suggests that there is a steady linear 
development to the environment/industry relationship 
-from  “dirty” industries to “environmental” indus
tries to “cleaner” industries- it is clear that Latin 
American industrial development will lag behind in 
this progression from one to another. As Joseph 
Karliner (1994) suggests, the importation o f  environ
mental industry products and services reveals yet an
other stage in industrial development and the 
intercontinental links o f that development. D ue to the 
high-technology nature o f environmental industries 
and cleaner production processes, the opportunities 
for domestic companies to cater for national industry 
environmental needs are limited, so that the develop
ment o f local capacity and an “endogenous develop
ment nucleus” is also restricted (Durán de la Fuente, 
1991, p. 133). What is clear is that environmental 
demands w ill be supplied by foreign firms for the 
most part. Latin American industries w ill be unable 
to export products without the use, first o f  end-of- 
pipeline equipment, and later the adoption o f cleaner 
production processes. The cost o f  such improvements 
will have to be internalized in one way or another. As 
international pressures for environmental improve
ment increase, such as those in the Montreal Proto
cols and Agenda 21, the demands on industries to 
improve their relationship with the local environment 
will undoubtedly increase likewise. These pressures 
may mean both a damaging impact on Latin Ameri

can manufacturing exports and an increase in indus
trial production costs. The positive outcomes will be 
improvements in environmental quality in terms of 
industrial emissions and contamination. The negative 
outcomes w ill relate to the labour implications o f  
higher production costs and the long-term costs o f an 
intensification o f foreign market dominance and 
technology transfer that will widen the technology 
gap to a veritable chasm.

Joseph Karliner (1994) points to an important 
anomaly in the environment industry business. He 
notes that there are many firms which are in breach 
o f environmental regulations (and have been subject 
to judicial action) but which are also suppliers o f  
environmental goods and services. Clearly this is a 
serious state o f affairs that must be overcome before 
the interaction between environmental regulations 
and the environment industry can lead to improve
ments in levels o f contamination.

What this situation reveals is that the environ
ment industry, as with any other multi-billion dollar 
industrial sector, is not altruistically responsive to 
ecological arguments or environmental quality de
mands. The industry functions just like any other, 
responding to market economics, and is likely to fol
low  the same course as others. For this reason, the 
term “environment industry” must not be used in a 
misleading manner. As with other industries which 
have led to the relocation o f activities, changes in the
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international division o f labour (as for example in the 
case o f  the motor industry) and new patterns of trade 
and investment, especially in the context o f the South, 
the environment industry should be challenged. The 
costs and benefits o f  the environm ent industry 
warrant just as much scrutiny as other industries.

Cramer and Zegveld (1991) note that the rela
tionship between technology and environment man
agement is often ambiguous, since there are both 
positive and negative effects on the environment. 
They stress that technology also requires changes in 
socio-organizational structures and consideration of 
the associated social contexts, as in the case o f clean 
technologies (Rajagopal, 1992). The OECD (1996d) 
highlights the need for cleaner technologies to be im
plemented only with adequate support and changes in 
production patterns, which include the social compo
nent o f production. What is needed is consideration 
of the wider implications o f  environment products 
and services, their implementation and management. 
As a technology-based industrial sector, the social 
impacts o f  the adoption o f environment products are 
immense. It is these social effects that need to be 
considered in an integrated manner alongside the 
technological and economic arguments, as in the case 
of the regulations themselves.

What is clear in the global environment industry 
is that the “first movers” are located in the North and 
that the costs o f R&D will be passed on to the South 
when environmental regulations, suggested and pur
sued by Northern agencies (environmental groups 
and supranational organizations), are intensified in 
those countries. The costs of transition to cleaner 
technology w ill be felt most by domestic firms which 
will have to import equipment and services, less so 
by the multinational firms which w ill transfer tech
nology and knowledge on an intra-firm basis or 
which w ill already have a division o f  their corporate 
structure devoted to the environment industry. It is 
likely that the outcome o f more rigorous environ
mental regulation in the global context, together with 
the evolution o f the global environment industry, 
which w ill serve this regulatory boom, w ill lead to a 
strengthening o f multinational capital in Southern lo
cations relative to domestic firms, and a greater de
pendence o f  these host countries on the trade and 
investment decisions of executives in the North. This 
shows that the environment industry in many ways 
typifies the nature o f the globalization o f economic 
activities, in that the perceived solutions to contem

porary ills are to be found in still further integration 
of the global capitalist economy.

It is also quite clear that the transfer o f regula
tions leads to technology transfer, so that the pursuit 
o f Northern models o f  environmental regulation will 
lead to the need for imports o f new technologies. 
This set o f  circumstances w ill result in strong exports 
from the environment industry firms in the North and 
high costs for “dirty” industries in the South. While 
the economic argument is that these increased costs 
should be passed on to the consumer, it is more likely 
that, in order to remain competitive, domestic firms 
will be forced to rationalize, evade existing regula
tions where possible, or surrender to multinational 
competitor “buy-outs”. A recurrent feature in reports 
on environment industry exports is that the lack of  
finance for meeting the demands will continue to be 
a serious obstacle to the global expansion o f the in
dustry, especially into the South (EPC, 1992; U.S. Con
gress, Office o f Technology Assessment, 1994; U.S. 
International Trade Commission, 1995 and 1996). 
The degree to which development aid and multilat
eral financial assistance can meet these demands is 
limited. These demands are themselves dependent on 
the establishment o f  environmental regulations in 
these areas, which often follow slow trajectories 
through the legislature. For both these reasons, the 
impacts o f the environment industry within the South 
are, and w ill continue to be, significant.

The least likely scenario is that a healthy domes
tic industrial sector w ill emerge, converting “dirty” 
industries into “clean”’ industries and leading to 
wider econom ic benefits within the national economy 
and society. The most likely scenario is that multina
tional firms w ill increase their share o f the industrial 
sector o f Southern economies, particularly the proc
essing o f natural resources such as minerals and for
estry products. The outcome of this scenario is the 
repatriation o f profits, rationalization o f labour, and 
production for international rather than domestic 
markets. This scenario is an excellent one for com
pany shareholders, but not so attractive for those who 
will benefit little from the buoyancy o f the export-led 
industrial sector.

The environment industry is a rapidly evolving 
sector (see table 9) and there are likely to be exten
sive changes in the make-up o f the sector and its 
geography, in terms o f R&D and trade orientation. A  
clear example o f these changes is already evident in 
the field o f trade, where the licensing o f  technology
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TABLE 9
Forecasts of environment Industry market 
trends, by countries
(Billions o f ECU)

1990 2000
Estimated 

annual 
growth (%)

Germany 17.0 23.0 4.0
France 10.0 15.0 5.5
United Kingdom 7.0 11.0 6.3
Italy 5.0 7.7 6.0
Netherlands 2.7 3.7 4.1
Spain 1.8 3.0 7.4
Belgium 1.4 2.3 6.4
Denmark 1.0 1.2 2.2
Portugal 0.4 0.7 8.3
Ireland 0.3 0.5 6.5
Greece 0.3 0.5 7.4
Total, EC 46.9 68.6 4.9

United States 78.0 113.0 5.0

Total, World 200.0 300.0 5.5

Source: European Commission, 1994a, based on OECD data.

has gained growing importance compared with trade 
in technological equipment per se. A further example 
is the process o f  concentration within the sector, with 
mergers and acquisitions altering the balance of 
small, medium and large firms. The higher returns of 
the larger United States environmental firms, to
gether with their increased R&D potential and the 
desire of public authorities to work with fewer com
panies, for monitoring and evaluation reasons, all 
work in favour o f larger organizations.

An important question is to what extent the envi
ronment industry can maintain its current structure, 
incorporating such a wide range o f activities, prod
ucts and services. There are strong arguments for a 
more rigid categorization o f the sector, separating 
various components and considering how far clean 
technologies can be incorporated or kept separate 
from the concept o f  environment industries. As the 
industry becomes more established and its current 
size and range o f activities are more generally recog
nized outside the industry itself, som e critical reflec
tion on the way in which the sector came into being 
and how it can be consolidated or compartmentalized 
in the future may be in order.

The environment industry should be treated in 
the same way as the chemical industry, which is now  
subdivided into clearly defined branches. The term 
“environment industry” really means very little and

requires greater study. The meeting on the environ
ment industry organized by the OECD, the United States 
Department o f Commerce and the United States En
vironmental Protection Agency in Washington in 
1994 is a step in this direction, following on from the 
OECD’s 1992 report which revealed the difficulties o f  
data collection and comparison. The term “environ
ment” has positive overtones within societies which 
have recognized ecological causes and provides a 
positive image for all the firms working within its 
framework, but some useful lessons could be drawn 
from the analogy o f  the drive for industrialization 
and its positive equation with the promotion o f  mod
ernization in the 1950s and 1960s. The environment 
industry itself is currently addressing the failures of 
the latter drive. One wonders what w ill occur in the 
next century in terms o f addressing the weaknesses 
or failures o f the current environment industry, the 
fourth stage in Joseph Karliner’s (1994) process of 
exporting industrial development from the North to 
the South, along with its accompanying ills.

Only by critical introspection can the industry 
act as a positive influence, giving rise to reduced 
contamination and improved ecological conditions 
and building on the recognized interface between the 
environment and the economy and the related issues 
of competitiveness (OECD, 1996c). This will require 
the industry to have effective regulations and controls 
in its own right, in order to reduce “leakages” and 
displacements o f pollution. A lso worthy o f further 
consideration is the very rationale o f  the industry: the 
promotion o f “end-of-pipeline” technologies instead 
of cleaner production technologies and life-cycle as
sessments which seek to reduce pollutants rather than 
deal with their emission. The future o f  the environ
ment industry w ill be determined by its ability to 
involve itself in cleaner process technologies in order 
to m ove ahead in what the International Finance 
Corporation’s Executive Vice-President, Sir W illiam  
Ryrie, terms the “four Rs” o f waste management: re
duction, reuse, recycling and recovery. This contrasts 
with the current driving chain o f  the environment 
industry’s “end-of-pipeline” orientation: reaction, 
response, treatment and disposal.

For the European environment industry, there are 
clearly significant gains to be made in the areas of 
pollution control demand where finance has been 
made available. With particular countries developing 
niche markets, it is likely that the core areas o f  Euro
pean environment industry demand will be met inter
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nally rather than from outside the Union, but at all 
events the industry is undergoing a rapid transition. 
With the drive towards clean technologies rather than 
the “end-of-pipeline” approach, it is the ability o f  
firms to diversify their products and remain as lead
ers within the R&D race which dictates develop
ments within the industry. The European Union can 
act as a strong influence in this process by laying 
down environmental targets and encouraging firms, 
through a variety o f  integrated methods o f  incentives 
and directives, to push ahead in industrial process 
developments such as life cycle assessments. It is 
these developments which will enable European 
firms to compete in the global market place when the 
markets for “end-of-pipeline” technologies have 
dried up as a result o f the regulatory process that will 
prevail in the first quarter o f  the next century.

Dan Noble (1996, p. 45) summarizes the situ
ation in the United States environment industry, the 
largest in the world and the trend-setter to a great 
extent, as one in which constant innovation is 
essential: “Environmental equipment remains a large 
market, but now more than ever manufacturers 
must push the envelope.” For Noble, “pushing the 
envelope” means the drive towards on-site, source- 
specific systems for recovery, recycling or treatment: 
what he terms Process and Prevention Technology 
(PPT). The idea o f process and prevention is mirrored 
in the key features o f  cleaner production noted by 
Tim Jackson (1992): prevention (minimizing envi
ronmental hazard) and integration (with cleaner pro
duction foremost in industrial design, processes and 
product consumption). This drive represents a m ove
ment away from “end-of-pipeline” technologies, 
which are already diminishing as a percentage of 
total spending on environmental management strate
gies in the United States.

The nature o f the development o f the cleaner 
technology sector will depend on various factors, but 
policy instruments will be decisive in this develop
ment process. The central issue is whether cleaner 
technologies should be promoted from the demand or 
supply side: in effect, whether R&D should lead pol
icy and trigger market compliance, or whether the 
market should determine the pace o f technological 
development. A  further issue is the focus o f this 
cleaner technology: whether it should be on the prod
uct (highlighting the life-cycle assessment approach 
to waste reduction), the production process at indus
try level, or both (OECD, 1994a and b; Berkhout,

1996), Ecotec (1992) points out that an ongoing 
problem for the adoption o f  cleaner technologies has 
been that the demand side has lacked the legislative 
impetus to exert a “pull” on environmental innova
tions, whilst the supply side has been too fragmented 
to “push” new technologies into the market place. 
Clearly the role o f government w ill be critical in 
overcoming this obstacle (OECD, 1995), since the 
process o f  “corporate greening” has shown itself to 
be slow and there continues to be little concentration 
and coherence among environmental firms (Irwin 
and Hooper, 1992).

Whatever the development path o f  the cleaner 
technology sector in the developed economies, a key 
factor in achieving lower waste and contamination on 
the global scale (thus avoiding any displacement out
comes) is that o f intergovernmental support, such as 
bilateral assistance programmes, together with life
cycle assessment and capacity-building so that firms 
in the developing economies can link up with the 
private sector in partnerships that can lead to effec
tive environmental management strategies (Almeida, 
1993; Luken and Freij, 1996). Underpinning these 
possibilities for reducing the cleaner technology gap 
between North and South is the role that should be 
played by international organizations such as the 
World Bank and UNIDO in promoting these invest
ment and partnership opportunities, within industrial 
sectors and between national environment industries.

As the shift in the environment/industry rela
tionship progresses from one o f an environment in
dustry focusing on “end-of-pipeline” technologies 
towards the developm ent and application of  
cleaner technologies, it is already clear that cleaner 
technologies are not, in them selves, a panacea for 
industrial contamination. A more fundamental shift 
is required in terms o f  energy use and basic tech
nologies for production, transport and consumption 
in order to press forward towards the goal o f  sus
tainable developm ent (Kemp, 1994). It is this next 
phase o f  R& D, the “next generation” (OECD, 
1995), which is already underway and which w ill 
undoubtedly dictate environment/industry and in
dustry/trade relations by 2025. For this reason, fore
casts on the development o f  the environment industry 
into the next millennium are likely to be misleading. 
Rather than an environment industry as it currently 
exists, the likelihood is that profound changes in 
energy use, production strategies and consumption 
patterns w ill raise different environmental issues
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demanding highly distinctive approaches and poli
cies. In order for European industries to be aware of 
these rapid changes and remain competitive in the 
global market place, intensive public and private sec
tor investment in R&D will be required. The German 
example o f  growth in public environmental research 
and development expenditure -from  1% of all R&D

in 1975 (ECU 51.2 billions) to 3. 1% in 1985 ( e c u  

309.3 billions): i.e., greater than all the other Euro
pean countries combined (European Commission, 
1989)- is an indication o f the level o f R&D invest
ment that w ill be required to ensure European com
petitiveness in the environment industry sector.

(Original: English)
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The evolution of the State’s
role in the regulation

of land transport

For nearly twenty years, the land transport sector of various 
Latin American countries has been undergoing highly signifi
cant institutional changes, both through the participation of the 
private sector and through the easing of economic regulations, 
giving rise to new needs for regulation of the market in general 
and the operating units in particular. The most important changes 
have taken place in rail and bus transport and in the road trans
port infrastructure. In the region, these changes took place first 
of all in Chile and reversed the previous predominance of State 
intervention associated with a development model which had 
begun to run out of steam. After a privatization process, the 
private enterprise which has won the concession for a railway 
or highway can exert various powers that militate against com
petition, not only by unjustifiably discriminating between the 
users of its services but also by discouraging economic produc
tion or diverting transport to another medium which has a higher 
real cost It is therefore desirable that concession contracts should 
restrict the possibility that the concessionaire can take advantage 
of these powers for his own benefit against the interests of the 
community, while at the same time the contracts should main
tain the incentives for him to improve his efficiency. The de
regulation of a market can lead to a position where a dominant 
operator or group of operators may use his influence or finan
cial capacity to eliminate the competition, which is something 
that the anti-monopoly legislation should be able to prevent. 
Sometimes, however, this legislation needs to be strengthened, 
for example by giving it the possibility of taking punitive or 
dissuasive measures against offenders. Furthermore, in the 
public transport systems of big cities deregulation can lead to 
unnecessary social costs, such as externalities connected with 
congestion or air pollution. In this case, awarding the corre
sponding concessions by public tender could be the best solu
tion. Short-term concessions favour the competitiveness of the 
market, but longer-term concessions encourage the concession
aires to make investments in the activity. An optimum system 
of concessions could perhaps involve the concept of leasing the 
fixed installations and rolling stock or vehicles with a long 
service life.

Ian Thomson

Transport Unit, 
International Trade, 
Transport and Finance 
Division, ECLAC.
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Land transport in Latin America 
over the last twenty years

1. The private sector takes the driver's seat in
rail transport

A notable change took place between the late 
1970s and the late 1990s in the institutional frame
work o f  Latin American land transport, especially  
as regards the distribution o f operations between  
the public and private sectors. In the case o f rail 
transport (table 1), it is likely that by the end o f the 
century the State sector w ill continue to be respon
sible for running trains only in countries like Para
guay, Uruguay and V enezuela, where rail transport 
is o f  little importance. In the rest o f  the region, the 
permanent way w ill continue to belong to the State, 
but the actual railway operations w ill be in the hands 
of private concessionaires. There are already two 
countries in the world where all the main line trains 
are run by private enterprises, and one o f  them is 
in South America (Bolivia).1 Even in countries like 
Brazil, which have traditionally favoured State inter
vention in transport operations, the railways have 
been transferred to concessionaires.

Twenty years ago, it was usual for the Latin 
American countries to have heavily subsidized  
State-owned railways w hose business objectives 
were not usually very clearly specified and were 
interpreted in such a way as to favour social w el
fare at the expense o f  business profits, so that 
som etim es there was not even any intention o f  fix 
ing scales o f  charges that cam e anywhere near the 
cost o f  operating the services.

Thus, for example, the freight rates o f the State- 
owned Ferrocarriles Argentinos were defined as a 
function o f  the “econom ic capacity o f the users” or 
the “value o f the goods transported” (Argentina, 
Ministry o f  the Economy and Public Works and 
Services, 1977). In many countries in the world, in
cluding a number o f Latin American ones, the use of

1 The other is the United Kingdom.

TABLEt

Latin America (11 countries): Public versus 
private operation of the national 
railway systems, 1977 and 1997

Form of operation a

1977 1997

Argentina F P b
Bolivia F P
Brazil F P
Colombia F MSC
Chile F MSC
Ecuador F F
Mexico F MSC
Paraguay F F
Peru F ¥1 CF
Uruguay F F
Venezuela F F

Source; Prepared by the author on the basis of information taken 
from various issues of the publications Rieles, Realidad fer
roviaria, International Railway Journal, and Jane’s World Rail
ways and interviews with the General Managers of railway 
companies of the region.
a F = operated by the federal or national government.
P = operated by private enterprise.
MS = mixed private/public system. 

b One line still remains to be given in concession. 
c Privatization announced or already under way.

such criteria in fixing rail freight rates contributed 
to the financial difficulties and loss o f market share 
of the railways. To make up for this, Ferrocarriles 
Argentinos were favoured with a number of privi
leges such as exemption from import duties and 
heavy subsidies (amounting to US$210 million in 
1977), which gave little incentive for their efficient 
administration.

2. Nationalizing road transport was never a 
logical step, and regulating such transport 
was a very complicated matter

The railways competed with a road transport sector 
which was effectively deregulated in economic as-

THE EVOLUTION OF THE STATE’S ROLE IN THE REGULATION OF LAND TRANSPORT •  IAN THOMSON



C E P A L  R E V I E W  64 • A P R I L  1 9 9 8 153

pects,2 but at least in the case of Argentina, this situ
ation was not due to the conviction that it was neces
sary but rather to the difficulty of putting regulation 
into practice (Argentina, Ministry of the Economy 
and Public Works and Services, 1977, pp. 46 and 
171), Law No. 12.346 provided for the regulation and 
control of road cargo transport, but it was not feasible 
to apply the corresponding articles, while in other 
countries attempts were made to regulate road trans
port charges, but this always proved to be impossible.

Cases of the State operation of road transport 
services in market economies are extremely rare. 
Mainly for ideological reasons, State trucking firms 
were set up in the United Kingdom in the late 1940s 
and in Bolivia in the mid-1980s, but without the 
slightest economic justification and without any pre
tence that the existing firms were in danger of bank
ruptcy and thus warranted a government rescue 
operation.

Thus, the institutional changes which have taken 
place in land transport in the last twenty years have 
had very little effect on the road transport sector, 
which was already privately operated and largely de
regulated, except with regard to international road 
transport.

3. Private enterprise runs urban transport too

As regards urban bus services in capital cities and 
other important centres, in the period between 1977 
and 1997 only Quito went against the general trend 
towards the replacement of public services with pri
vate ones. In Mexico City, the service was national
ized and then returned to the private sector. Twenty 
years ago, a large part of the bus services in major 
cities such as Arequipa, Brasilia, Rio de Janeiro, Sao 
Paulo, Recife, Lima, Mendoza and Caracas were pro
vided by publicly owned enterprises, usually munici
pal, but sometimes provincial or national.

2 In this article, “deregulation” is used to refer to the elimination 
o f all alm ost controls on econom ic matters connected with the 
supply o f  a service (scales o f charges, frequencies, entry into or 
exit from the area o f activity, etc.). In some cases, the regulation 
o f a deregulated market appears to be in order, meaning basi
cally the ordering o f  the market through the planning o f the 
services provided, while maintaining elements o f competition 
among the operators, which would determine the econom ic 
characteristics o f their services within a regulatory framework 
laid down by the authorities.

TABLE 2
Latin America (selected cities):
Private, municipal or federal/national 
ownership of bus companies, 1977 and 1997 a

City
1977 1997

More Less M ore Less

Buenos Aires P « P
L a Paz P - P
Säo Paulo P M P
Santafé de Bogotá P F/M P
Quito P - P  M
M exico City P F/M P  F/Mb
Asunción P - P
Lim a P F P
Montevideo P - P
Caracas P M P  F

Source: Prepared by the author on the basis o f  information co l
lected from interviews with public authorities and private entrepre
neurs and various seminars or meetings organized by ECLAC, the 
Technical Committee o f the Latin American Public and Urban 
Transport Congresses and national bodies. 
a P = private ownership.

M = municipal ownership.
F  = federal or national ownership. In the cases o f Santafé de Bogotá 

and M exico City, the public-sector bus companies belong to the 
districts in question, which come under the national government. 
b All the companies were privatized by the end o f the year.

4. The State never played a significant role in 
inter-urban bus transport

On the other hand, there have been few cases of par
ticipation of public enterprises in non-urban bus 
transport. Only in Cuba has the State played a major 
role in this type of transport. Although there has not 
been a change of ownership in inter-urban bus trans
port, however, there have been fundamental changes 
in terms of regulation in some countries.

It should be noted that in 1977 governments did 
participate in inter-urban passenger transport by rail 
and air. Many of the national airlines, such as 
Aeroperü, Lan Chile* Lloyd Aéreo Boliviano, VASP, 

V IA SA , etc., belonged to national or provincial gov
ernments, but now they are all in private hands (leav
ing aside the case of the airline Iberia, belonging to 
the Spanish Government, which still has a share in 
some of them), and the State railways of almost all 
the countries of the region offered inter-urban pas
senger services. In 1997, however, except in a very 
few cases (Southern Chile, Cuzco-Carillanca and the 
Province of Buenos Aires) these trains no longer op
erated, or else were of little or no significance. The 
managements of privatized railways have shown very
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little enthusiasm for operating passenger trains, ex
cept in the case of the Ferrocarril Oriente in Bolivia.

5. Governments intervened in inter-urban and 
urban bus transport through regulation

In 1977, private passenger transport companies, both 
urban and inter-urban, were subject to heavy State 
regulation; their fares were approved by the corre
sponding ministries and their carrying capacity and/or 
journey frequencies were controlled by the authori
ties. Especially outside urban areas, these companies 
basically played the part of contractors, i.e., of opera
tors of services which were defined by the authori
ties, and they had little incentive to improve the 
quality of the services offered or take initiatives in 
their marketing. An observer of that time commented 
that the regulations in force impeded the entry of new 
entrepreneurs, inhibited competition, generated few 
incentives to improve the service, and worked against 
the efficient use of the few resources available in the 
sector (González Narváez, 1992).

In some countries -Brazil, for example- the 
regulations are still frozen in the conditions of twenty 
years ago. As recently as 1990, with reference to 
inter-urban bus transport in Brazil, EC LA C noted that 
“at least since 1945, no company had lost its license” 
to operate a line (ECLA C , 1991). Since 1990, the Brazil
ian government has made proposals for deregulation, 
but has always run into the determined resistance of 
monopolistic enterprises -usually only one for each 
route- and so far has always had to give way.

6. Traditional regulation and its problems

Generally speaking, State-owned enterprises have 
regulated themselves in accordance with the provi
sions regarding safety, technical conditions, scales of 
charges, etc., laid down in the legislative instruments 
which set them up. Sometimes, this has placed them 
at a disadvantage compared with private enterprises 
operating in the same sector which have not been 
obliged to comply with the same rules or which failed to 
comply with them because the controls or checks were 
not strict enough (Argentina, Ministry of the Econ
omy and Public Works and Services, 1972, p. 176).

Private bus companies were subject to a number 
of regulations concerning not only technical matters 
or safety, but also the economic environment. An im
plicit or explicit concern in those regulations was the

fear that the natural action of the market could leave 
some market segments without service or with 
services of unacceptable quality. Especially in the 
case of passenger transport, in order to try to ensure 
the continued supply of suitable services govern
ments granted concessions or permits which usually 
remained in the hands of the same firms almost for 
ever. Subsequently, in order to protect users from the 
monopoly powers created in this way, the authorities 
subjected the operating companies to a variety of 
rules on scales of charges, frequencies, transfer of 
vehicles to other services, etc.

In the particular case of inter-urban passenger 
transport, the application of restrictions on the 
number of operators and the frequency of journeys 
on the various routes meant that at times of peak 
demand the factors of occupation rose to the maxi
mum feasible levels and many potential passengers 
were simply unable to travel, except perhaps by 
resorting to the black market ( e c l a c , 1991).

When different levels of government imposed 
their own rules and regulations, this led to inconsis
tencies: for example, sometimes there was a differ
ence between the fares charged by services belonging 
to the national government and similar services run 
by the regional authorities. Efforts to solve these 
inconsistencies led to the application of similarly in
consistent measures, such as prohibiting services 
coming under federal jurisdiction from transporting 
passengers from one point to another in a province, 
even though their routes through the province in
cluded stops at both the points in question.

It has been noted that there was a tendency to fix 
fares at relatively low levels, especially in urban 
transport, in order to reduce the travel costs of the 
lower-income sectors and/or keep down inflation 
(E C LA C , 1992). In addition to the legal uncertainty 
surrounding many operations, this brought with it 
various unfortunate consequences, such as reluctance 
to renew bus fleets and overloading of the buses in 
service (Thomson, 1994). The result was a service 
with low fares but also of low quality. This situation 
also fostered a climate of dishonesty between the su
pervisory authorities and the private enterprises. In 
one case at least (in Rio de Janeiro), some bus firms 
submitted false data to the authorities on the volumes 
of passengers transported, in order to secure permis
sion to charge higher fares.

In some important cases, subsidies were granted 
not only to public-sector enterprises, thereby encour
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aging their inefficiency, but also to private firms, 
which sometimes led to the waste of resources be
cause the firms took advantage of the situation for 
their own benefit (E C L A C , 1992). A study on the de
veloped countries concluded that out of every dollar 
or equivalent spent on subsidizing urban collective 
transport, only 60 cents went to the benefit of users, 
while some 40 cents of the subsidy was lost through 
the payment of unjustifiably higher wages, over- 
staffing, etc. (Bly, Webster and Pounds, 1980). In the 
mid-1980s, the annual deficit of the public passenger 
transport companies in Mexico City and Sao Paulo 
came to over US$ 150 million in each case ( e c l a c , 

1992).

7. A situation crying out for reforms

The institutional situation of land transport had 
reached a stage where fundamental changes were 
called for and have in fact already been carried out or 
begun in such countries as Argentina, Bolivia, Chile,

Mexico and Peru. In other countries the reforms are 
still to be embarked upon, having been delayed in 
some cases by the obstacles raised by vested interests 
favoured by the current regulations, such as bus com
panies which operate lines where the concessionaires 
never seem to have to open their activities up to com
petition. In the developed countries, land transport 
regulation was not radically different from Latin 
America, but it worked better because the markets 
were relatively stable, the bureaucracies were more 
efficient, and also, as far as passenger transport was 
concerned, public transport was less important com
pared with that operated by the private sector.

Reforms have been adopted in different coun
tries, with very little connection between each other. 
Among the developed countries, special mention may 
be made of the innovations made in the United States 
and the United Kingdom. Interesting changes have also 
been made in New Zealand. In Latin America, Chile 
occupies a leading position in this respect. A great 
deal can be learned from alt these experiences.

II
The rise and fall of State intervention

1. The rise of State intervention

Long before the Second World War, all over the 
world there was a tendency (in all but a few coun
tries) towards growing State participation in the 
transport sector, either as an operator or as the regu
lator of the activities of firms operating in the sector. 
The State’s participation as an operator was initially 
motivated, in most cases, by the insolvency of 
railway, tramway or other enterprises due to such 
factors as: i) technological changes in motor trans
port and highways; ii) the rise in income levels 
(which encouraged the acquisition of private vehicles 
and reduced the demand for collective transport), and 
iii) the greater dispersion of land use patterns (which 
reduced the competitiveness of the traditional means 
of transport, which were obliged to run on permanent 
tracks). Moreover, in some countries such as Argen
tina or the United Kingdom State operation was the 
result of political ideologies.

Normally, State regulation precedes State opera
tion, beginning, in the case of mechanized land trans

port, with the railways and tramways. In the case of 
the tramway companies, there was a clear need for 
regulation in the field of safety, because they share 
the use of public roads with other vehicles and pedes
trians. As far back as the past century, however, some 
municipal authorities which were concerned about 
the monopoly status of the transport companies -as 
in the cases of Bogotá or Buenos Aires, for example- 
subjected them to controls on their scales of charges 
or other measures designed to guarantee the quality 
of the service provided to users (Jaramillo and Parías, 
1995; Scobie, 1977). In later years, excessively rigid 
control over their charges was a very significant fac
tor in giving rise to the nationalization or municipali
zation of the tramway companies ( e c l a c , 1994),

2. The railways were regulated at an early date

The arrival of the railways significantly improved 
people’s access to their desired destinations and con
siderably reduced the cost of transporting goods. Al
though the railway companies charged monopolistic

THE EVOLUTION OF THE STATE’S ROLE IN THE REGULATION OF LAND TRANSPORT • IAN THOMSON



156 C E P A L  R E V I E W  64 • A P R I L  1 9 9 6

rates, the cost of rail transport was still below the 
levels of the previous means of transport, so that to 
begin with regulation was not aimed at economic as
pects. Later, people began to forget what the world 
had been like before the arrival of the railway com
panies and they began to become aware that those 
companies sometimes acted in a monopolistic or dis
criminatory manner, which led to the application of 
economic regulations. This took place at the national 
level in the United States in 1887, with the estab
lishment of the Interstate Transportation Commis
sion, whose powers were extended in 1935 to the 
road transport of passengers and goods, partly be
cause of the influence of the railway companies, 
which exerted pressure to make sure that road trans
port did not enjoy greater trading freedom than they 
did. In the United Kingdom, Parliament had begun to 
take an interest in regulating the railways much ear
lier, in 1835, and by 1940 the railways were probably 
the most highly regulated economic activity in that 
country (Dyos and Aldcroft, 1969).

3. How deregulation took place in the United
States

Only in the last quarter of the twentieth century has a 
serious effort been made to deregulate the transport 
sector in the United States, through Acts such as the 
1976 Act to revitalize the railways and reform the 
regulations affecting them, inter alia through the 
more flexible fixing of freight rates, and the 1978 Act 
on the deregulation of air transport, which set in mo
tion a programme to liberalize air fares and entry into 
the industry. Later, in 1980, the well-known Staggers 
Act gave the railway companies greater freedom of 
action and the Act to reform the motor transport sec
tor somewhat eased the rules on the fixing of charges 
and entry into the road freight transport industry. 
Four years later, the Act reforming the regulations on 
bus transport did the same for inter-urban bus trans
port (Transportation Quarterly, 1985).

Button (1990) classifies the United States regu
lations in three categories: i) economic regulations 
(on scales of charges, levels of production, number of 
producers, etc.); ii) social regulations (on safety, con
sumer protection, etc.), and iii) anti-monopoly regula
tions. He considers that strictly speaking deregulation 
has only concerned the first of these categories, al
though there have also been some re-interpretations 
in the third category which have resulted in partial

de facto deregulation (it may be noted that Button’s 
system of classification is rather unusual, and in fact 
each of the three categories includes matters often 
considered to belong to the economic sphere).

The arguments put forward by economists, who 
had worked out the high costs involved in regulation, 
were an important motive for deregulation. In some 
cases it was possible to compare a deregulated activ
ity -such as civil aviation in some large states- with 
the same activity subject to regulation. It was also 
suggested that regulation tended to benefit established 
companies or the regulators themselves (Button, 
1990). The theory of “contestable markets” held that 
free access to a market could cause a dominant sup
plier to act as though he was really facing competi
tion, even though such competition was potential 
rather than real.3 Another factor that also prompted 
serious consideration of the possibility of deregula
tion was the lower dynamism of the economy at the 
time and the suggestions that growth would be pro
moted by an economy in which there were greater 
incentives. The advocates of deregulation were able 
to point to the fact that previous cases where there 
had been deregulation (such as that of road transport 
in Britain and various subsectors in some states of the 
United States) had generally been successful.

4. Deregulation and privatization in Britain

In the United Kingdom, deregulation of the transport 
sector took longer than in the United States, although 
there was a marked increase in the actions taken in 
this area under the Conservative governments in power 
between 1980 and 1996. In Great Britain, the process 
also involved the denationalization of urban and inter- 
urban bus services and the railway system (as well as 
the ports and civil aviation). In United States, the rail
way system was never in State hands (except for a short 
time during the rescue operation for the Penn Central 
Railroad) and neither were the inter-urban buses, 
although the urban bus services continue to belong to 
the government sector in many cases.

Road freight transport in Britain had already 
been fairly extensively deregulated in 1968 by a So
cialist government, but the first decisive step towards

3 Button mentions that one consequence o f  deregulation o f civil 
aviation was the lowering o f fares on main routes but their in
crease on lower-volume routes where there was no competition. 
In other words, in practice the full validity o f the theory o f 
contestable markets still remains to be seen in some cases.
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general deregulation was only taken in 1980, with the 
adoption of an Act which liberalized non-urban bus 
transport and promoted the privatization of the public 
operating companies in that field. In the mid-1980s, 
comparable measures were taken with respect to ur
ban bus transport outside London. In London, the bus 
companies were privatized, but rather than liberaliz
ing supply, a regulated scheme was introduced which 
included the award of bus routes by tender,4 As far as 
land transport is concerned, the process was com
pleted with the privatization of the railways between 
1994 and 1997.

The Labour government which took office in the 
latter year has not shown any interest in re-national
izing the railway system, although it does aim to 
strengthen the regulation of the companies in that 
field or to use the threat of greater regulation as a 
means of promoting greater concern with the quality 
of the services offered to the public or an increase 
in investments (box 1). Nor does it envisage re- 
nationalizing the bus sector, although it does aim to 
regulate the services operated.

4 Initially, it was also intended to deregulate bus transport in 
London. Subsequently, however, there was an exchange o f views 
and reports on this matter between the Managing D irector o f the 
State-owned London Transport company and the ECLA C Trans
port Unit, which recommended that bus transport in big cities 
like London should not be deregulated. It is not known up to 
what point the EC L A C  recommendations influenced this change 
in policy.

5. Not much Is happening in this respect In 
other developed countries

In other European countries there seems to be a cer
tain lack of interest in the logic behind the British 
deregulation and privatization processes, although 
these generally seem to have been successful. On the 
European continent, greater importance is attached to 
such matters as the integration of the transport sys
tem, and it is considered that the global objectives of 
the State in the field of transport can be achieved 
more effectively if it is the State itself which operates 
the system. With regard to ports, whereas in the 
United Kingdom the financial results are taken as the 
framework for analysis, on the other side of the 
Channel greater attention is given to their contribu
tion to the development of the areas in which they are 
located. In the Continental European countries, the 
changes which have taken place are due mainly to 
decisions taken at a higher level, that is to say, at the 
level of the European Union rather than that of the 
governments of each country. There is a great deal of 
discussion of the British and United States experi
ence, but it has not influenced the policies of other 
developed countries very much.

A notable exception is New Zealand, where the 
privatization and deregulation process displays many 
similarities with Great Britain. Indeed, the same pri
vate enterprises have even acquired concessions in 
both countries in some cases: the United States com
pany Wisconsin Central in rail freight transport, for 
example, and the British firm Stagecoach in the field 
of urban bus services.

6. In Latin America, deregulation began in Chile

In the mid-1970s, a thorough-going reform of the 
economy was carried out in Chile which included 
quite comprehensive liberalization of economic ac
tivities, including transport. Road freight transport 
was deregulated first, in 1975, through the applica
tion of an anti-monopoly law (the previous govern
ment had controlled not only entry into this area of 
activity and the value of freight charges, but even the 
importation of trucks, granting a virtual monopoly to 
a Spanish make of truck). Later, between 1977 and 
1979, the entry into and exit from inter-urban bus 
transport was liberalized, together with the fares 
charged. Subsequently, through a process which was 
only completed in 1987, the same was done in the 
case of urban bus transport (E C L A C , 1987).

B o x  1

T H E  TH R EA T OF G REA TER REGULATION AS 
AN IN CEN TIV E FOR M O RE COM PETITIVE 

B EH A V IO U R BY EXISTING COMPANIES 
IN M ONOPOLY M ARKETS

The theory o f  contestable markets was developed 
and applied in the context o f  the possible entry of 
new competitors as an incentive for more com peti
tive behaviour by existing companies with monopoly 
powers. The same behaviour can be induced, how
ever, by the threat o f greater regulation. Cases o f the 
latter type o f reaction include the fares policy o f the 
North Eastern Railw ay in England last century, the 
reduction in fares (after an increase which the M inis
ter for the sector considered to be unjustified) de
cided upon by the association o f urban bus operators 
in Santiago, C hile, in the early 1990s, and the invest
ment policies o f  some o f the recently privatized 
British  railway companies when the Labour govern
ment took o ffice  in m id-1997.
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The promoters of this Chilean deregulation 
process were not, generally speaking, transport en
gineers or professionals but general economists of 
the Chicago school who usually tend to lump to
gether many different sectors of the economy. On 
one occasion, the Minister of Transport and Tele
communications (a Chilean Air Force General), 
tried to keep in being some quantitative regulations 
on the fleet of buses operating in Santiago, but the 
opposing opinion of the Minister of Finance (an 
engineer who shared the neo-liberal economic 
ideas of the Chicago school) prevailed (Thomson, 
1992).

It should be noted that, as part of the deregula
tion process in Chile, serious attempts were made to 
maximize the efficiency of the market through, for 
example, various measures designed to give bus us
ers the necessary information for making a rational 
choice between the different services offered, to de
fend users’ rights, and to promote responsible con
duct by the operating companies (through heavy 
fines for the loss of baggage on inter-urban buses, 
consideration of bus tickets as a legal contract 
between the entrepreneur and the passenger, etc.).

The Chilean experience in deregulating transport 
was quite heavily criticized in other countries of the 
region, rightly in some cases and wrongly in others 
(the fact that the reforms were introduced under a 
military government doubtless increased the amount 
of criticism). In freight transport, the Chilean reforms 
did not result in a set of institutions very different 
from those in other countries of the region, but in 
inter-urban passenger transport for a number of years 
there were no other countries in the region which had 
policies anything like those adopted by Chile or a 
comparable situation. Although criticized abroad, es
pecially by entrepreneurs in countries where they 
were still benefited by the existing regulations, there 
is little doubt that the new Chilean policy was gener
ally speaking a success, leading to highly competitive 
and efficient services. The bus companies make a 
profit and the users can choose between different quali
ties of service (mostly very good), at fares which also 
vary but are generally below those charged in other 
countries analysed by e c l a c  in the early years of the 
present decade ( e c l A C, 1991).

It may also be considered that deregulation has 
likewise been a success in almost all Chilean cities, 
although in the biggest urban centres, especially San
tiago, it led to a number of problems connected with 
levels of fares, congestion and air pollution. On the

positive side, the coverage of the services has notably 
improved. The reasons why deregulation has not 
been so successful in the larger cities have been ana
lysed by e c l a c  elsewhere (see, for example, Thom
son, 1993). Although in the 1990s the government 
introduced regulations in Santiago which are consid
erably different from those existing fifteen years ear
lier, it is significant that no major changes have been 
made in the economic rules governing inter-urban 
passenger transport or urban transport in other cities.

7. Deregulation has crossed frontiers, but not
many of them

The only other country which has adopted a deregu
lation scheme as comprehensive as that of Chile is 
Peru, where in fact the measures were of even greater 
scope, since authorization was given for the importa
tion of used vehicles, many of which, brought from 
Asian countries, were acquired by small entrepre
neurs and placed in service in Lima or other cities. 
Moreover, the use for purposes of collective transport 
of vehicles half way in size between a private car and 
a small bus, which is prohibited in Chile, is not sub
ject to any such restrictions in Peru, where there has 
been a proliferation of such vehicles, known as Com- 
bis (after the passenger van made by Volkswagen).

Legislative Decree No. 640 of 25 June 1991, 
which eliminated “all administrative and legal obsta
cles impeding the free access of new concession
aires” was applied to inter-urban transport, but on 
some routes insufficient checks on the mechanical 
condition of the vehicles or shortcomings in the 
safety regulations led in 1997 to the decision to tem
porarily freeze the number of vehicles. Later in the 
same year, a draft Supreme Decree included among 
its preambular paragraphs the statement that “inter
provincial bus passenger transport is in a state or 
emergency” because of the high indices of accidents 
and other factors (CID ATT, 1997). The new draft pro
poses the restoration of a system of concessions.

In Lima, the individual municipalities grant con
cessions for the operation of bus services, but not 
with any intention of limiting the number of vehicles. 
In any case, many vehicles operate without the corre
sponding concession. It is estimated that in mid-1997 
some 55,000 collective transport vehicles were oper
ating in Metropolitan Lima. There is already a great 
deal of interest at both the metropolitan and munici
pal level in the possibility of reordering and rational
izing the network of collective transport routes.
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TABLE 3

Argentina: Some indicators of inter-urban 
bus transport before and after deregulation 
of the services, 1990-1995

Year
Number

of
companies a

Number o f 
buses in 
service

Average 
age of 
fleet

Coefficient
of

occupation

1990 152 2 597 5.8 n.d.
1991 158 2 597 5.6 0 .70
1992 160 2 844 5.3 0 .62
1993 164 2 934 5.1 0.54
1994 165 3 278 4.4 0 .50
1995 171 3 695 4.2 0.38

Source: Compendio estadístico del transporte en la Argentina. 
Ministry o f Public Works and Transport, Buenos Aires, 1996. 
a Only a marginal increase in the number o f  companies was possi
ble, because o f the features of the type o f deregulation adopted.

In Argentina, inter-provincial bus transport was 
deregulated in 1992, with results which were not 
evaluated in a general manner until late 1997. The 
operating companies complain of low profits, but us
ers may well be satisfied with the new situation. As 
often happens when a bus transport service is deregu
lated, supply has increased more than demand, and 
coefficients of seat occupation have gone down 
(table 3). As long as the situation thus created does 
not lead to severe imbalances, it will doubtless be 
preferred by users to the previous situation.

This state of affairs can only last if operating 
costs have gone down since the application of the 
regulations, thus allowing the companies to obtain 
adequate profits at lower rates of occupation than 
before, or if the previous profits had been exces

sively high. In Argentina, there have still not been 
any important changes in terms of regulation of 
urban collective transport, regardless of whether it 
comes under federal, provincial or municipal juris
diction.

In Bolivia, inter-urban bus transport has been 
deregulated and there has been a significant easing of 
the regulations regarding urban transport. In Latin 
America, as in Europe, however, cases of deregula
tion are still the exception rather than the rule. 
Chileans sometimes style themselves “the English
men of Latin America”, and in view of the fact that 
the deregulation of transport in both Chile and Great 
Britain has aroused relative skepticism in many other 
Latin American countries and in Continental Europe, 
respectively, perhaps they are right.

8. Privatization is moving forward faster than
deregulation

The progress made in many Latin American coun
tries in the privatization of transport services has 
been more notable than in the case of deregulation. 
At the end of the twentieth century, the only national 
railway systems in the region which will still be in 
the hands of the State are likely to be those of coun
tries where this means of transport is of little relative 
importance, such as Paraguay and Venezuela (leav
ing aside the special case of Cuba). The only urban 
or inter-urban buses that will remain in public hands 
are likely to be those of some Brazilian cities, some 
trolleybuses in Argentina and Ecuador, the Metrobus 
system in Caracas, and some municipal buses in 
Quito (once again leaving aside the special case of 
Cuba).
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The economic regulation of transport 
in the present circumstances

It is increasingly frequent nowadays to meet with two 
situations in terms of transport: private enterprises 
resulting from the sale or concession of public enter
prises which previously controlled a transport market 
(case A), and subsectors of the transport area where 
the regulations previously applied to private opera
tors have been eliminated or are considered to be 
excessively restrictive and are on the point of being 
reformed (case B). The problems of regulation are 
not the same in both these cases,

1. Case A

a )  C o m p a n ie s  w ith  so m e  m o n o p o ly  p o w e r s

In case A, the private enterprises thus formed are 
usually operating in a market where they have some 
monopoly powers. It is therefore desirable to adopt 
some specific legal instruments to ensure that they do 
not exploit those powers for their own benefit against 
the interests of the community. For example, the ma
nipulation of its own freight rates could enable a rail
way company to internalize for itself an excessively 
high proportion of the surpluses of its captive clients. 
The same could occur in the case of a highway 
whose management is entrusted under a concession 
to a private company which is allowed to collect tolls.

Save in exceptional cases, the monopoly power 
of a transport company is far from being complete, 
because of the existence of other transport options 
which may be less attractive for the client (such as 
trucks, which are an alternative to trains, or alterna
tive routes to a highway which has been granted in 
concession). Although trucks can also transport bulky 
products such as minerals, however, they would only 
do so at a higher cost, while alternative routes are 
rarely attractive options.

Perhaps the State does not always need to worry 
too much about the distribution of profits between, 
say, a railway company and a mining firm.5 High 
freight charges may adversely affect economic pro
gress, however, and not merely influence the distribu
tion of the fruits of that progress among the companies

involved. Thus, for example, charging freight rates 
much higher than the marginal costs could discour
age investments in new mines which would be made 
if the freight rates offered were more reasonable.

A monopolistic enterprise (the railway, in our 
example) might charge lower freight rates to new cli
ents, which would give rise to accusations of dis
criminatory treatment, as well as discouraging new 
investments by its traditional client.

The latter company could solve its problem by 
obtaining the concession to operate the railway from 
the government in the corresponding tender process 
or obtaining it subsequently from whoever won the 
concession. If it did this, it would lower the freight 
rates it charged itself and raise them for its competi
tors, with the opposite results to those described in 
the previous paragraph.

At all events, charging high freight rates to 
maximize the income of the railway company could 
divert part of the traffic to the highways, with social 
costs which might be considerable in terms of i) an 
increase in traffic accidents, ii) damage to the road 
surface due to the high axle loads of the trucks, and
iii) delays caused to the occupants of light vehicles 
stuck behind slow-moving trucks on the roads 
serving mining areas.

b) R e g u la tio n  o f  c o m p a n ie s  e n jo y in g  so m e  m o n o p 
o ly  p o w e rs
In some cases, it would be desirable for govern

ments to retain some rights to intervene in the freight 
rates charged, perhaps by ensuring that they maintain 
a reasonable relationship with the corresponding 
marginal costs, in'order to ensure non-discriminatory 
treatment of clients and to keep the profitability of 
the railway company within reasonable limits.

5 It may be noted that a mining client may depend on a railway 
company for the transport o f its products, or the opposite may be 
the case if  mineral traffic is o f  prime importance for the railway. 
An interesting example o f this is the CentroM in mining complex 
in the Central Highlands o f Peru and the Ferrocarril Central, 
both o f which are State enterprises in the course o f privatization.
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In case A, the general, anti-monopoly and other 
legal regulations are not sufficient, among other rea
sons because of the confidential nature of commer
cial contracts (one client cannot know how much 
another is being charged). In concession contracts it 
is necessary to ensure that the monopoly enterprise 
does not take advantage of this status and also has 
incentives to improve the quality of the services 
offered and reduce their cost.

In the United States, this problem is solved basi
cally by defining a reasonable rate of profit for the 
monopoly enterprise. The principle preferred in the 
United Kingdom is to set the rates that the company 
is authorized to charge for a period of five years, 
expressed in the form of a number of percentage 
points above or below the consumer price index 
(Powell, 1992). Both systems have their advantages 
and disadvantages. The United States system makes 
it possible to ensure interest by investors and to 
maintain profitability even when there are unex
pected fluctuations in the cost of inputs, but if the 
profitability allowed is set somewhat higher than the 
market levels, this could encourage the companies to 
make unnecessary investments simply in order to 
maximize the yield on their capital. Under the British 
system, the companies would have more incentive to 
reduce their costs, but sometimes it is not easy to 
define the adjustments authorized in their scales of 
charges.

c) Privatization of rail services in Britain: the role 
of the leasing companies 
In the particular case of the British railway sys

tem, the privatization system separates the admini
stration of the permanent way from the operation of 
the trains. A natural monopoly company, Railtrack, 
administers the permanent way, while more than 20 
other companies operate the trains in different sectors 
of the system. The authority responsible for regulat
ing the railways (the Rail Regulator) requires Rail
track to reduce its charges by 2% per year in real 
terms, in view of the possible savings in maintenance 
costs. Variations in the passenger fares charged by 
the monopoly operating companies, especially those 
providing urban or suburban services, are also sub
ject to real maximum values (Glover, 1996).

The British rail privatization system includes 
various mechanisms for ensuring a suitable level of 
competition and incentives for the provision of serv
ices of satisfactory quality. Thus, for example, the 
concessions for the passenger services last for be

tween 7 and 15 years, after which they are put up for 
tender again. Some operating companies are negoti
ating longer concessions in return for additional in
vestments over and above those provided for in the 
contracts. A particular feature of the British railway 
privatization system is that the operating companies 
are not obliged to acquire their own equipment; in
itially, the whole of the rolling stock was in the hands 
of leasing companies (likewise privatized). There is 
also the option of acquiring new equipment through 
one of the leasing companies, of which there are three. 
Some operators prefer to acquire their new equip
ment from such companies, whereas others purchase 
it directly, or else through their parent companies.

2. Case B

a) The problems of a deregulated market
In case B the potential monopoly could also be a 

problem. In inter-urban passenger transport, for ex
ample, a company which already dominates the mar
ket could try to wipe out other competitors with 
smaller financial capacity by charging very low fares 
until it forces them to withdraw from the market. 
Situations of this type have occurred in Chile in the 
bus transport market and in civil aviation and have 
been taken to the courts. At the international level, 
similar actions taken by Pan American and British 
Airways effectively wiped out the commercial threat 
presented by the incipient Laker airline.

Big firms could also defend themselves against 
competition in other ways; for example, by building 
their own terminal and leaving the terminal used by 
the other companies, or making their services always 
leave a few minutes earlier than the others (there 
have also been occasions when the windshields or 
tyres of vehicles belonging to new competitors have 
been mysteriously broken).

In some cases there could be a monopolistic un
ion through agreements between operating compa
nies to control fares or restrict supply. Normally, such 
agreements do not take the form of written docu
ments and it is hard to prove their existence. It is 
almost certain, however, that in Santiago, Chile, in 
the 1980s and in Lima ten years later, the collective 
transport operators came to agreements for a coordi
nated rise in fares.

Especially in the case of urban public transport, 
deregulation could also lead to over supply by en
couraging an excessive entry of new operators be
cause they do not need to pay the marginal social
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costs that they cause.6 These costs are connected with 
traffic congestion, air pollution and accidents. Some
thing similar takes place in the case of road transport 
of goods: the taxes usually charged do not cover the 
corresponding road maintenance costs in the case of 
vehicles with high axle loading.

In case B, the market would appear to be poten
tially open because of the lack of obvious barriers to 
the entry of new operators. However, a latent barrier 
-such as the threat of a price war or something like 
that- could effectively discourage the entry of new 
companies.

In case A, a transport operator can discriminate 
between different groups of clients, but this possibil
ity is not usually open to companies in case B.

b) P u tt in g  o r d e r  in  a  d e r e g u la te d  m a rke t, w ith o u t
g o in g  b a c k  to  th e  p a s t
There can be little doubt that the regulations ap

plied in the past reduced the commercial motivation 
of entrepreneurs. The problem that must be faced now 
in the field of transport is how to regulate activities in 
such a way as to ensure that the market is competitive 
and that the social benefits exceed the social costs 
caused, yet without strangling the greater efficiency that 
privatization and deregulation are supposed to generate 
and allowing the private firms to use all their initiative 
to develop markets and reduce costs.

In deregulated markets, as already noted, a big 
firm could try to dominate the market, or operators 
could join together, either formally or informally, for 
the same purpose. Anti-monopoly laws can limit 
such tendencies, although sometimes it is difficult to 
prove the existence of monopolistic actions, espe
cially if there is no written or recorded evidence of 
the apparent concerted action of the operating firms.7 
When a dominant company tries to wipe out smaller 
companies operating in the same market, the latter 
may win in court, but only after they have been

6 The word “oversupply” is very freely used but is not very 
clearly defined. W ith regard to deregulated markets, ECLAC uses 
it in the sense o f the supply generated when operators do not 
have to pay the whole o f the marginal social costs corresponding 
to their actions,
7 If  the users are few  in number and well organized, they could 
make investigations aimed at proving the existence o f anti
competitive practices which adversely affect their interests. Bus 
passengers, however, are very numerous and are not usually 
organized, although in some countries institutions have recently 
been set up to defend consum ers’ interests.

wiped out commercially (as occurred in the case of 
Laker Airlines). One way of partly solving problems 
of this type is to oblige the big company to pay com
pensation which is higher than the damage suffered 
by the companies affected by its actions, as is done in 
the United States.

It often happens that a company temporarily 
works at a loss in order to wipe out the competition 
by such actions as reducing fares to levels below cost 
and making its services leave a few minutes before 
those of the rival company in order to take passen
gers away from it, but once the competition has been 
wiped out its raises the fares again, sometimes to 
levels considerably higher than its costs. One way of 
discouraging such practices is to require that any 
change in fares, routes or frequencies must be an
nounced well in advance. This would at least mean 
that the company engaging in such practices would 
have to keep on offering its special low fares for 
some time after the withdrawal of its competitors. In 
Great Britain, bus companies are required to inform 
the authorities of modifications in their services at 
least 42 days before putting them into effect; the rea
son for this is to give the authorities time to arrange 
socially useful services (by granting subsidies) when 
the market stops providing them and also to produce 
timetables for the services, but it would also serve to 
reduce the incidence of anti-competitive practices.

As already noted, in Santiago (Chile) the almost 
complete economic deregulation of the public trans
port system came to an end in the early 1990s. The 
Ministry of Transport and Telecommunications de
cided to identify the services that should be operated 
and granted concessions for their operation, by ten
der, to companies in the private sector, normally 
made up of die members of bus owners’ associations 
which had provided the services previously. Gener
ally speaking, the experience in Santiago has been 
quite successful (Thomson, 1995).

In Santiago, the maximum duration of the con
cessions is seven years, after which each route is put 
up for tender again. If the term of the concessions 
were longer, the companies could construct their own 
facilities for maintaining their vehicles, but this 
would weaken the competitiveness of the market and 
the companies would have fewer incentives to offer 
good quality services to their clients, although if the 
companies had their own workshops the buses would 
probably be better maintained than if they used com
mercial workshops, especially if each owner indi
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vidually arranges the maintenance of his bus or buses 
with the latter.

One way out of the controversy over the respec
tive virtues of short or long terms for concessions 
could be the establishment of leasing companies for 
workshops, which would lease them to the compa
nies holding concessions. As far as is known, this is 
not done anywhere in the world; the case of the leas
ing of railway rolling stock in Great Britain is no 
different in principle, however, except that work
shops are immovable pieces of real estate, while roll
ing stock can be moved from one place to another.

The Santiago system of granting bus route con
cessions by tender also solves the problem of the 
probably excessive expansion of the number of vehi
cles which tends to accompany the deregulation of 
collective transport. The best solution would be to 
charge each bus a toll which reflects the social costs 
of the congestion, pollution and accidents caused by 
its presence on the streets. Until a system of charges 
to private vehicles for road use is adopted, however, 
it would not be appropriate to think of applying it to 
collective transport.

(Original: Spanish)
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perspective of
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T his article analyses the relationship betw een the D ublin 

Principles o f 1992, integrated w ater p lanning and w ater law. 

T he Dublin Principles were an attem pt to concisely state 

the m ain issues and thrust o f  w ater m anagem ent: fresh w ater 

is a finite and vulnerable resource, essential to  sustain life, de

velopm ent and the environm ent; w ater developm ent and 

m anagem ent should be based on a participatory approach, 

involving users, planners and policy-m akers at all levels; 

wom en play a central part in the provision, m anagem ent and 

safeguarding o f water, and w ater has an econom ic value in  all 

its com peting uses, and should be recognized as an econom ic 

good. T his report does not aim  to endorse any single given 

m odel or solution, but to provide a  set o f  a lternatives and expe

riences w hich m ay be useful to readers seeking inform ation 

about institutional issues affecting w ater m anagem ent. Globally, 

w ater law provides exam ples o f system ic approaches to w ater 

resources m anagem ent including, w ith varying degrees o f com 

pleteness, principles and norm s relevant to integrated w ater 

m anagem ent and planning. How ever, m anners o f approach and 

degrees o f developm ent differ. A m ong these differences are 

those relating to ethics in integrated w ater m anagem ent, the 

capabilities o f the responsible agencies, the generally scant 

public participation, inform ation, w ater rights and planning, 

w ater pricing and the lim its o f planning.
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I
Introduction 1

In this paper policies, planning and integrated 
management are considered as steps within a unitary 
-albeit not always harmonious- process. The purpose 
of this article is to identify subjects, topics and 
elements relevant to planning and to suggest areas 
where the law may need to be further developed in 
order to improve decision making. It is assumed that 
the final objective of a planning process is the best 
possible consideration and integration of environ
mental, economic and social elements in sustainable 
water resources management.

Water is not an ordinary commodity. It is a natu
ral element crucial to environmental processes, social 
well- being and economic viability and development. 
It has special economic characteristics which include, 
inter alia, public good aspects; externalities; imper
fect competition; risk, uncertainty, and imperfect in
formation; potential for social and environmental 
inefficiencies and inequity, and vulnerability to mo
nopolization.2 This is why the American Society of 
Civil Engineers endorses legislation recognizing that 
water by its very nature requires integrated manage
ment and can benefit from comprehensive planning 
(Matthews, 1994).

In operational terms, integrated water manage
ment can be understood in at least three ways: inte
gration of the different water components; integration 
of water, land and environmental concerns and re
sources; and integration of water within social and 
economic development (Mitchel (ed.), 1989, p. 203.

The concept of planning is bivalent. It can be 
understood as a set of arrangements, or as a method

1 The Dublin Principles were adopted at the International Con
ference on Water and the Environment, held in Dublin, Ireland, 
from 26 to 31 January 1992. They consist of four main state
ments laid down at the Conference, on which the present article 
comments in order to relate them to integrated water manage
ment and water law. These principles are: i) fresh water is a 
finite and vulnerable resource, essential to sustain life, develop
ment and the environment; ii) water development and manage
ment should be based on a participatory approach, involving 
users, planners and policy-makers at all levels; iii) women play 
a centra] part in the provision, management and safeguarding of 
water; and iv) water has an economic value in all its competing 
uses and should be recognized as an economic good.
2 For a general description, see Colby-Saliba and Bush, 1987.

for doing things. While the present article refers to 
technical concepts and ultimate goals, such as sus
tainability, efficiency and equity, it also attempts to 
bring to the discussions some concepts of strategic 
management borrowed from the private sector. Such 
transplantation of concepts has been prompted by a 
perception of the need to avoid the rigidity, determi
nism and lack of rational assessment of projects ob
served in some national systems for water 
management. Additional reasons include the fact that 
several exercises in water management in developing 
countries -particularly those related to water as an 
input or intermediate good- seem to assume that 
water-related products are isolated from global com
petition. On the contrary, however, private strategic 
water management is keenly aware of the dynamics 
of the markets in all their branches.

In some developing countries water management 
includes public policies to simultaneously achieve 
multiple policy goals relating to development, decen
tralization and environmental protection, without al
lowing for enough time or resources for collecting 
data, establishing capabilities and determining imple- 
mentable strategies. While the substantive aims of 
these policies are legitimate, their practical imple
mentation would benefit from the experience of the 
private sector in phasing activities according to sub
stantive priorities and capabilities, within a compre
hensive strategy.

Some recent experiences and decisions in Latin 
America, such as dam construction in Western 
Argentina, raise the question of ethical considerations 
in water policy and planning: a subject not always 
considered in water planning, but one which seems to 
be standard content in modem private strategic man
agement.

In the context of water resources, ethical notions 
are closely related to efficiency and equity. Efficiency 
in the use of scarce water resources is a requirement of 
sustainability. However, few legal systems have legally 
binding rules, laying down standards and thresholds, 
for the economic and social evaluation of projects, 
and almost none include procedural rules allowing 
the public to effectively object to programmes on 
grounds of economic inefficiency or social inequity.
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Equity is in many respects closely related to effi
ciency, since the impact of inefficient public deci
sions, usually embodied in subsidies burdening the 
taxpayer, is bome by the public through higher taxes 
and diminished funds for public services. Another 
dimension of equity is the possibility of access to 
water resources and to water-related products at rea
sonable prices. Systems that facilitate monopo
lization do not favour equity. Access and competition 
are thwarted and prices are higher than they would 
have been in a competitive system.

In operational legal terms, norms intended to 
protect environmental values -both substantively and 
procedurally- appear to be more evolved than those 
providing substantive and procedural protection against 
economically inefficient decision-making, despite the 
fact that economic analysis has well-established 
methods for the assessment of this aspect.

As a result, relatively better placed special interest 
groups are sometimes able to obtain specific economic 
benefits, through subsidies resulting from inadequate 
economic assessments. In this latter respect there seems 
to be a parallel between the co-opting by private inter
ests of those responsible for regulating public utilities 
-a  well-known subject- and the co-opting of decision
makers responsible for water resources management 
and water development projects

The issue of leadership is also relevant. In some 
cases, good technicians prepare well-thought-out pro
posals, only to find later on that they are systemati
cally disregarded by policy levels sensitive to vested 
interests.

This article, which covers legislation, planning, 
organization, participation, financing and capabili
ties, has been organized according to the headings of 
the Dublin Principles.

II
Fresh water is a finite and vulnerable 
resource, essential to sustain life, 
development and the environment

1. Policies

An important preliminary task is to identify the over
all purposes of water resources management. Howe 
and Da Cunha state that the guiding principle should 
be the achievement of equity and efficiency, to which 
it seems appropriate to add “within a context of sus
tainable development” (Howe, 1996a, p. 30; Da 
Cunha, 1989, pp. 57-69, and Howe, 1996b).

Several countries state the purposes and objec
tives of their water policies in their water legislation. 
The statement of policies is relevant to the interpreta
tion, application and enforcement of legislation on 
integrated water management.

The recent Brazilian Law on Water Policies and 
the National System for Water Management are good 
examples of this trend: water is a public good which 
has an economic value, is capable of multiple uses, 
and should be managed at the river basin level, ac
cording to principles of decentralization and partici
pation (Water Law (No. 9433) of 8 January 1997).

The Law pursues multiple objectives: protection of 
the interests of future generations, integrated and ra
tional utilization, sustainable development, and pre
vention of, and protection from, natural disasters 
(art. 2). It lays down legal principles for the imple
mentation of the National Water Policy, namely: a 
systemic approach, integrating considerations of both 
water quality and quantity; adjustment of manage
ment principles to specific regional situations; inte
gration between water management and environmental 
objectives; integration of users, regions, states and the 
National Government into the planning process; integra
tion between water and soil management; and integration 
of river basins, estuaries and coastal areas.

Several laws include policy principles where the 
multiple roles of water are recognized.

The Canadian Water Act of 1970 encourages op
timum use of water resources for the benefit of all 
Canadians (art.l). The Environmental Assessment 
Act of 1992 aims to ensure that environmental effects 
of projects are carefully considered; to promote sus-
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tainable development for a healthy environment and 
a healthy economy; to make sure that projects do not 
cause significant adverse environmental effects, and 
to assure public participation. The Act applies to pro
jects where the Federal Government has decision
making authority.

The aim of the 1988 Water Law of China is to 
ensure the rational development, utilization and pro
tection of water resources, fully realizing the benefits 
of water for economic development and the liveli
hood of the population.

The Water Law of Germany (as amended on 23 
September 1986) provides that water (both surface 
and ground water) must be managed in a manner that 
serves the common interest, benefitting individual users 
while preventing avoidable harmful impacts (art. la).

New Zealand’s Resource Management Act of 1991 
(which includes water) defines the legal meaning of 
sustainability (meeting the reasonably foreseeable 
needs of future generations; safeguarding the life-sup- 
porting capacity of water, soil, air and ecosystems; 
avoiding, mitigating and remedying adverse effects on 
the environment). Criteria and standards for the meas
urement of sustainability are provided. They are divided 
into two hierarchical groups: “Matters of National Im
portance” and “Other Matters”, which must be taken 
into account in decision-making and which include 
environmental, social, and economic issues.

The Netherlands’ “Policy Document on Water 
Management” (1991) establishes a policy of inte
grated water resources management which includes 
both quantitative and the qualitative aspects.

Some systems, such as that for the Mississippi in 
the United States, include details of goals, objectives, 
means and tools: maximum beneficial use; no waste; 
maximum economic development compatible with 
other uses; environmental protection; drainage and 
flood control; water storage; the issue of permits; 
water quality preservation and enhancement; water 
policies; and emergency situations.

The connections between general socio-economic 
conditions (and plans or programmes) and the use 
and protection of natural systems have been specifi
cally pointed out in the Brundtland Report. Japan, 
Poland and Nigeria, as well as France, seek to inte
grate water management within national economic 
and social policies and plans (Mitchel (ed.), 1989, 
pp. 203-204).

The concept of integrated water management is 
not only a concern of individual countries. In Europe, 
the Single European Act of 1986 has adopted the

principle of a Community Environmental Policy 
which makes it possible to consider the implementa
tion of integrated water resources management poli
cies, with special attention to non-structural water 
management measures (Da Cunha, 1989, pp. 57-69).

2. Integrating environmental elements
into water law

The environmental dimension of water is a major 
component of water legislation. Permits, prohibitions 
and charges are used to curb the deterioration of water 
and related natural resources and environmental assets.

The Canadian Water Act provides for the desig
nation of water quality management areas and the 
implementation of water quality management pro
grammes (art. 11). Water quality management agencies 
must plan, initiate and carry out programmes to restore, 
preserve and enhance the quality of the waters within 
the water quality management area (art. 13).

The Water Law of China makes it the duty of the 
State to protect and improve the environment. Agri
culture must be practiced with a view to promoting 
high but stable agricultural yields (art. 15). Hydro
power development must be carried out in accord
ance with protection of the ecological environment 
(art. 16). Adverse environmental impacts in the im
plementation of inter-basin transfers must be prevented 
(art. 21). Additional rules control waste disposal, 
mining activities, land reclamation, construction of 
projects, and creation of management and safeguard 
zones (arts. 24 to 29).

The German Water Law imposes a general duty 
to prevent water contamination and detrimental 
changes in its properties, requiring “economical use 
of water in the interest of natural water resources” 
(art. la). Waters can be subject to characterization 
parameters issued by the Federal Government, (art. 
36b). The Law also provides for the maintenance of 
proper flow conditions, maintenance of navigation, 
ecological requirements, landscape features, protec
tion of banks, and self-purification (art. 27).

The policies of the Netherlands on the environ
ment and water aim primarily at securing and main
taining a safe and habitable country and developing 
and maintaining healthy water systems which 
guarantee their sustained use (Mitchel (ed.), 1989, 
pp. 203-204). The “screens” or criteria for their im
plementation include rational or “guided” use of 
water resources, especially groundwater. There is a
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requirement that action plans must be prepared every 
five years to combat water pollution (Mitchel (ed.), 
1989, pp. 8-9).

In some systems environmental concerns are the 
basis on which existing water rights can be amended, 
restricted, prorated or cancelled. The French Water 
Law of 1992 authorizes changes in water rights when 
public health or safety so require, or when water en
vironments are threatened (art. 10.iv). In the United 
States, the public trust doctrine has been utilized to 
limit prior appropriation rights when the full exercise 
of such rights would result in drying up a lake,3

3. Integrating surface and groundwater and 
land resources

The protection of water sources through the control 
of land use and development has been a traditional 
concern of water law. Increasing demand and exter
nalities have strengthened this concern.

Regulation of land and water use may be traced 
back to Roman Law. Actio aquae fiuviae arcendae 
was a judicial means of protecting downstream own
ers from man-made changes in the drainage of rain
water. Modem land regulation is based on the police 
power of the State and is intended to protect the pub
lic. It includes regulation of urban growth, subdivi
sions and the use of flood plains and open lands. 
Regulation of the latter areas is intended on the one 
hand to prevent harm, and on the other to save sur
rounding areas from flooding and also protect flora 
and fauna.

Land regulation has also included restrictions on 
land fills in order to protect water flows and prevent 
water pollution, protect wetlands and control coastal 
areas and dredging. Other controlled land activities 
include mining, quarrying, use of agricultural lands, 
forestry, coastlines and beaches, conservancy districts 
and control of land use to protect water supplies 
(Wright and others, 1978, pp. 172-175).

The German Water Law provides for the crea
tion of water protection areas within which certain 
activities cannot be carried on or certain restrictions 
must be observed (art. 19). New Zealand’s 1991 Re
source Management Act, and the 1997 Water Act in 
Brazil, require joint consideration of water, land, and 
soil management.

3 Mono Lake. National Audubon Society v. Superior Court of 
Alpine County, 33 Cal.3d 419,189 Cal. Rptr. 346, 658 P.2d 709 
(1983).

In England, the 1989 Water Act and the 1991 
Water Resources Act provide for protection from 
sedimentation, creation of water protection zones, 
nitrate-sensitive areas, good agricultural practices 
and business management of land and water. The 
National Rivers Authority has a general mandate 
to ensure proper management, which includes con
serving, redistributing, augmenting and securing 
the proper use of the water supplies of England and 
Wales. Water resources management schemes can 
be established for this purpose.

It is now a generally accepted fact that ground
water must be controlled and protected. A number of 
countries have enacted legislation protecting recharge 
areas, creating special management zones, and fostering 
conjunctive use of surface and groundwater.4

4. Water planning

Integrated management began as a result of specific 
concerns relating water to other environmental re
sources. Early efforts at integration therefore related 
water management to land degradation and soil ero
sion, but subsequent evolution led to the considera
tion of broader objectives such as flood control, 
hydropower and river basin transportation (Mitchel 
(ed.), 1989, p. 203).

The government’s legal attributions to plan and 
regulate the use of water and other resources have 
seven main sources:
i) ownership of the resource, because water is 

generally publicly owned;
ii) public trust;
iii) spending power, when dealing with publicly 

funded projects;
iv) promotion of well-being, which is an attribution 

of government found in some national constitu
tions;

v) regulation of commerce and navigation;
vi) police power resulting from the sovereign condi

tion of States, which entitles them to exercise 
reasonable regulation of private goods and con
duct; and

vii) prevention, mitigation, and reparation of harm. 
Water rights are privately owned, and as private

property they are subject to regulation. Such regula
tion resulting from the State’s police power should

4 More detailed information about current practices in ground
water management can be found in Beck and Goplerud (eds.), 
1991.
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not be arbitrary, capricious, unreasonable, unduly dis
criminatory, or tantamount to a taking of private 
property. What is “taking” is a debated legal subject. 
As long as property yields a reasonable return and a 
reasonable spectrum of possible uses is left open to 
the owner, regulation has been found reasonable. 
Regulation is also accepted when needed to prevent 
harm.

Countries usually rely on a mix of legislation, 
political commitment and administrative decisions to 
foster integrated water management.

The Water Law of China requires that the devel
opment and utilization of water and the prevention of 
disasters must be planned in a comprehensive and 
systematic manner, with all relevant aspects taken into 
account, for multi-purpose development and maximum 
benefits, with full consideration of the multiple func
tions of water (art. 4). There are comprehensive plans 
for the basins of major rivers and special plans for 
sectors. Comprehensive plans -prepared by the De
partments of Water Resources of the different levels 
of government- must be coordinated with the Na
tional Land Plan in the light of the demands of the 
different regions and sectors. Special plans for sec
tors are prepared by the relevant departments (art. 
11). Remedial measures or, alternatively, compensa
tion are required when such plans interfere with 
existing projects (art. 20).

The French system centers around two basic ele
ments: hydrographic basins (all waters flowing into a 
common terminus (river, lake or sea) and hydrographic 
units ( specific rivers or aquifers).

Hydrographic basins or groups of basins are cov
ered by Water Development and Management Master 
Plans. They determine general objectives of water 
quality and quantity and the works to be carried out 
in their pursuance. The Prefects of the corresponding 
regions initiate the process, which is carried out by 
River Basin Committees. Water-related interests within 
the basin participate in the process. The plans, which 
cover five-year periods, must be approved by the ad
ministrative authorities, after which they are made 
available for examination by the general public.

Individual rivers and systems of aquifers or groups 
of sub-basins are regulated by Water Resources Devel

opment and Management Plans, which are given co
herence by the Master Plans. They define general 
objectives for the use, development, and qualitative 
and quantitative protection of surface and groundwa
ter, wetlands and aquatic ecosystems. Management 
Plans are prepared, reviewed and monitored by

special commissions made up of representatives of 
local communities, users, owners, riparian dwellers, 
professional organizations, the central government 
and its public bodies. Participation is therefore a 
specific aim of the system. Both before and after they 
receive administrative approval, management plans 
are open to the general public for comments and 
observations. Local Water Communities can be es
tablished to own works, facilities and structures 
developed under such plans.

German Water Law requires the fulfillment of a 
prior plan approval procedure before approving any 
substantial modifications of water bodies and their 
banks (art. 31). River basins and economic regions 
must be subject to such plans, in order to safeguard 
the water resources needed for economic improve
ment and protection of the quality of life. Plans must 
consider available water resources, flood control, and 
protection from pollution, integrating water planning 
with regional planning. Plans are subject to adjust
ment and updating and are implemented through a 
variety of means which provide, inter alia, for ad
ministrative requirements, revocation of permits and 
licenses (art. 36b).

When considering the establishment of objec
tives, policies and rules under Part V of the Resource 
Management Act of New Zealand, local authorities 
are obliged to consider the relevance and instrumen
tality of their decisions in relation to the objectives of 
the law; alternative means of achieving the objectives 
pursued by the decision; reasons for and against a 
decision (including the possibility of taking no ac
tion), and assessments of benefits and costs. They 
must be satisfied that the decision is the most effi
cient and efficacious means of fulfilling the objec
tives of the law.

The approach is performance-based and not pre
scriptive. Accordingly, the use of river and lake beds 
and water resources, including abstraction or dis
charge, must be allowed subject to the rules of re
gional plans or resource use authorizations (Resource 
Management Act, sections 13 and 14).

Regional plans must cover, among other aspects, 
conflicts between use and development and conser
vation and means of mitigating or avoiding such con
flicts; needs and demands for special protection; 
natural or man-made hazards that may be avoided or 
mitigated; demands on natural resources; native in
terests; reparation, avoidance and mitigation of harm; 
uses of land and water with adverse effects on land 
conservation and air and water quality; and other is
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sues. Plans must be justified, their effects anticipated, 
and the means of implementation identified. Plans 
must not be inconsistent with water conservation or
ders or national policy statements (Natural Resources 
Management Act, sections 63/67).

In Spain, hydrological plans aim at satisfying 
water demands, harmonizing regional and sectoral 
development, increasing resource availability, pro
tecting water quality, and conserving and rationaliz
ing water use in harmony with the environment and 
other natural resources. The plains are legally bind
ing. The law also contains detailed provisions about 
the contents of plans. (Spanish Water Law, 29/1985, 
arts. 35-44).

In the United States, a number of laws include 
provisions relating to integrated water management. 
Planning is an important element in water-related in
terstate litigation, as well as in the acceptability of 
limitations on interstate water transfers.

Land and water planning are important elements 
of the Clean Water Act and the Safe Drinking Water 
Act. The National Environment Policy Act (n e p a ) 
includes a number of procedural requirements to en
sure consideration of environmental issues, and has 
been applied to water projects. It has been used to 
bring water-related cases to the courts (dam and res
ervoir construction, dredging and filling, flood con
trol, dumping at sea, river and harbour projects, and 
wetlands and water pollution).

Additional planning requirements, imposed in 
accordance with other Acts, are intended to protect 
endangered species, fish and wildlife, and historic 
and archeological values. Cost sharing, recreation, 
and water resources affected by mining operations 
are included in other enactments. One important prin
ciple is that benefits must at least equal the costs of 
projects, if projects are to be allowed to go forward 
(Reclamation Act, 1902, amended 1939).

Although NEPA does not require cost-benefit 
analysis, this typically forms part of the environ
mental impact survey because one of the purposes of 
the Act is to consider environmental amenities and 
values in line with economic considerations. Courts 
have requested such surveys to be revised because of 
unrealistic cost-benefit considerations. Other statutes 
requiring a cost-benefit equation are the Flood Con
trol Act of 1936 and the Watershed Protection Act of 
1954.

More than twenty years ago, the United States 
National Water Resources Council prepared a set of 
“Proposed Principles and Standards for Planning Water

and Related Land Resources" which are a good ex
ample of multidisciplinary assessment of water plans. 
The Principles call for the implementation of a sys
tem to display the relevant beneficial or adverse ef
fects of water plans. Consequently, water development 
must be assessed according to the effects that alterna
tive plans would have on objectives of national eco
nomic development, environmental quality, regional 
development and social factors (United States, Water 
Resources Council, 1971, pp. 24145-24146).

Until they were changed in 1983, regulations 
required a cost/benefit analysis. They were then 
changed to non-binding principles and guidelines, 
which still emphasize economic analysis. The guide
lines do not give any procedural or substantive right 
to any party (Kelley-Pittman, 1991, pp. 299 et seq.). 
Therefore, the controversial issue of cost/benefit is 
“almost totally isolated from judicial review”

Writing about Latin America, Axel Dourojeanni 
notes the dearth of criteria, principles and standards 
for assessment in the region, which results in the ap
proval of projects on the basis of scant relevant mul
tidimensional analysis (e c l a c , Natural Resources 
and Energy Division, 1995). It is therefore not un
usual to find projects that do not justify, in actual 
operation or economic performance, the expectations 
of designers, evaluators and financiers.

Judicial decisions also provide important plan
ning inputs for water law. It has been possible to 
identify at least one court case where an environ
mental impact assessment was requested for the 
granting of irrigation subsidies.5

5. Capabilities of water management agencies

Water and environmental agencies must compete for 
personnel with the private sector and other better- 
paid agencies. They are normally understaffed, 
mostly by engineers concentrating on structural solu
tions and by lawyers without too much knowledge of 
water and its dimensions, outside the literal interpre
tation of the law (Howe, 1996a).

As a result they are prone to inertia, which is a 
serious problem in a changing world. Social, eco
nomic and environmental considerations are some
times seen as hurdles to be overcome rather than as 
valuable elements of judgement.

5 Natural Resources Defense Council v. Duvall, United States 
District Court, E.D. California, (777 F.Supp. 1533 E. D. Cal 
1991). See also New York Times, 1991.
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There are some concepts of modem strategic 
management in the private sector which should be 
increasingly considered in the water management 
sector Their inclusion in this article is intended to 
facilitate initial assessments of capabilities, con
straints and opportunities, with a view to implement
ing sequential, staged processes of improvement of 
integrated water management.

The private sector pays special attention to three 
main elements in designing and implementing a busi
ness strategy: i) the industry (or activity) concerned;
ii) the country; and iii) the available resources, capa
bilities and strategies affecting the performance of a 
business unit or corporation.

In order to bring this approach to water manage
ment, it would be necessary:

a) That the activity, (in this case integrated water 
management) and its relative maturity and consolida
tion in a country should be evaluated with particular 
care when beginning or improving a process of inte
grated water management. The objective of this 
evaluation is not to raise unrealistic expectations at 
the onset of programmes and projects, but to estab
lish appropriate benchmarks and stages in the devel
opment of an integrated management programme.

b) That the country where a process is started or 
improvement programmes are begun should also be 
subjected to evaluation. If national capabilities are 
generally low, it may be over-optimistic to assume 
that die water sector would be able to perform at a 
pace different from the rest of the economic and so
cial environment. Once again, it is important to es
tablish realistic objectives and time frameworks and 
also to identify areas where the implementation of 
processes requires special support and enhancement.

c) Closely connected with the above considera
tion is a fact noticed in a number of countries: water 
resources development programmes started mainly 
on the basis of the locally available land and water 
resources, with scant regard for the effective exist
ence and sustainability of demand for the local prod
ucts and goods for which water is an intermediate 
good. Thus, costly and rigid structural investments 
are undertaken, without a clear understanding of the 
situation with regard to global demand and competi
tion, only to realize later that the investments were 
not as productive as estimated. Successful private 
sector strategies are at present particularly concerned 
with global opportunities and threats. Economically 
sustainable water development (integration between

water and economics) should incorporate these pri
vate sector concerns.

d) The third important element concerns the re
sources, capabilities and strategies available for the 
activity. In many developing countries, water institu
tions are expected to perform adequately with scant 
funds and poorly defined strategies and without 
qualified human resources.

Strategies are the. pivotal tool for water manage
ment organizations to reach out to the community, 
obtain political legitimacy and support, and effec
tively fulfill their roles. Defining an adequate strat
egy is not an easy task. In addition to the 
predetermined -although manageable- factors of ac
tivity, country, resources and capabilities, the defini
tion of a successful strategy is conditioned by and 
requires technical knowledge, foresight, political 
savvy and leadership, and the ethical conviction that 
efficiency and equity in the use and allocation of 
water resources are crucial to sustainability. The ethi
cal requirement is not always mentioned in the water 
management literature, yet it is given special consid
eration in modem private sector management (Hill 
and others, 1996, p. 57).

Strategies require the setting of basic long-term 
goals, the charting of courses of action for their 
achievement, and the procurement and allocation of 
resources for the implementation processes. While 
this is the rational approach to planning, strategies 
also include spontaneous responses to unexpected 
situations, to risk and to uncertainty. The interface 
between predetermined plans and the unexpected is a 
difficult matter. The ultimate, and unfortunately 
rather glib, answer to this question would be that 
planning must preserve flexibility.

Referring specifically to water resources plan
ning, Dourojeanni states that planning should prefer
ably concentrate on what is possible and necessary 
(e c l a c , Natural Resources and Energy Division, 1995, 
p. 8). Translated into operational terms, this means 
that water planning requires measures to preserve 
sustainability and to satisfy basic human needs. Fur
thermore, planning needs to be cautious about irre
versibly committing resources (financial, natural and 
human), giving rise to rigid structural investments to 
meet poorly estimated or volatile demands, and ap
proaching management purely in terms of structural in
vestments, while disregarding non-structural measures 
such as demand management and the integration of 
water quality and quantity, surface and groundwater, 
and land and water resources.
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Water development and management should 
be based on a participatory approach 
involving users, planners and 
policy-makers at all levels

1. Assigning responsibility for overall water 
management

The functional organization for policy-making, water 
allocation and management, and monitoring of users 
plays an important role in the implementation of a 
sustainable water development system. When these 
functions are vested in institutions with functional 
responsibilities for specific water uses or for particu
lar economic activities, water planning and manage
ment might not be objective. In these cases each 
concerned party may tend to support water projects 
or allocation arrangements according to vested func
tional interests, without regard to the source of sup
ply or the soundness of investments and projects.

Another limiting factor is the separation of plan
ning and allocation responsibilities among different 
agencies, therefore separating regulation from plan
ning and disengaging permits from plans (Dellap- 
enna, 1991, p. 413 et seq.).

To avoid such problems, a number of jurisdic
tions allocate responsibility for policy-making, water 
allocation and programme and project evaluation to a 
non-user agency or ministry independent of the tradi
tional sectors. A number of countries seek to improve 
the quality of decision-making through delegation of 
such duties to appropriate local levels and through 
the creation of coordinating arrangements between 
different levels of government and also with the pri
vate sector. In some cases coordination takes place 
through the creation of river-basin organizations 
made up of the different stakeholders. However, the 
most sophisticated systems preserve coherence 
through a system of approval and consultation for 
decentralized plans produced by river-basin and re
gional authorities.

Another means of securing coherence is the re
tention by the central government of residual author

ity to apply legislation not properly implemented by 
local, regional or river-basin organizations.

Brazil has set up a national water resources man
agement system to ensure: a) coordination of inte
grated management; b) administrative arbitration of 
conflicts; c) implementation of the National Water 
Policy, and d) promotion of systems of water charges. 
The management system consists of: a) a national 
council; b) state councils; c) river-basin committees;
d) water-related organizations at all levels of govern
ment, and e) water agencies (Water Policy Law, 
1997, arts. 32 et seq.). The Secretariat of the National 
Water Council comes under the Ministry of the Envi
ronment and Water Resources (art. 45).

France has set up a Water Directorate within the 
Ministry of the Environment, which receives guid
ance from the Interministerial Water Commission 
and from the National Water Commission, made up 
of users, river-basin authorities and the government, 
which expresses its opinion on matters of national 
water management. Its activities are decentralized 
and are carried out through National Environmental 
Directorates. The Ministry oversees the water boards 
of the river-basin agencies in technical aspects of 
water management. The boards are also accountable 
to the Ministry of Finance regarding financial mat
ters. The Coordinating Prefect for a river basin takes 
the initiative in preparing the basin water plan, and is 
responsible for the implementation and coordination 
of State policies on water management and policing. 
He is assisted by the Environmental Directorate. The 
Prefects of the Départements are the basic adminis
trative level for State intervention in water manage
ment, policing, and the preparation and follow-up of 
planning documents. They also have emergency 
powers. At the lowest political level, the communes 
have a legal monopoly of drinking water supply and 
sanitation services, are represented on the river-basin

INTEGRATED WATER MANAGEMENT FROM THE PERSPECTIVE OF THE DUBUN PRINCIPLES • MIGUEL SOLANES



174 C E P A L  R E V I E W  64 • A P R I L  1 9 9 8

committees and their Boards of Directors, and play 
an important role in water planning, through the 
preparation of water management and development 
plans.

In New Zealand, all levels of government are 
obliged to consider the effects of proposed actions 
regarding the environment, with the Minister for the 
Environment having residual authority to apply every 
provision of the relevant Act not properly applied by 
the corresponding local authorities (Furuseth and 
Cocklin, 1995, pp. 243-272). Regional Councils pre
pare regional policy statements and plans. In this re
spect, district and city councils and governments of 
local territories have lost independence on strategic 
planning and environmental management issues, and 
regional planning has been strengthened in relation to 
city planning (Furuseth and Cocklin, 1995, p. 263). 
In order to ensure coherency and coordination, re
gional policy statements and plans must be consulted 
with the Ministry of the Environment, local and na
tional authorities and Maori organizations (First 
Schedule, sect. 3). Despite the trend towards devolu
tion to the intermediate level (die regions) the system 
has built-in precautions to safeguard the national in
terest. The Ministry of the Environment can set envi
ronmental standards, stop controversial developments, 
approve regional policy statements, and bring decisions 
before the Planning Tribunal for appeal, while the 
system as a whole is continuously monitored by the 
Parliamentary Commissioner for the Environment 
(Furuseth and Cocklin, 1995, p. 266).

In Spain, the highest authority is the Ministry of 
Public Works and Urbanism. The National Water Re
sources Council, consisting of all sectors interested in 
water, has a consultative role, its main function being 
to give its views on the National Hydrological Plan 
and the River-Basin Hydrological Plans, which are 
approved respectively by the Legislature and the 
Government.

River basins are managed by hydrographic con
federations, regulated and organized under public 
law, which have a legal standing different from that 
of the Government. These confederations propose the 
river-basin plan; administer and control public water 
resources; design, control and administer public 
works; grant water rights and concessions; inspect 
and monitor water resources, uses thereof, and water- 
related works; gauge water resources; study the situ
ation of water resources; keep records on and provide 
information about floods; control water quality, and 
provide technical services (Cubillos, 1994, p. 28).

Despite these signs of greater coherence and in
dependence in water management, in a number of 
countries or provinces or states within countries water 
components are fragmented between management 
agencies dealing with problems of water quality and 
water quantity, or surface and groundwater (Mitchel 
(éd.), 1989, p. 203).

2. Stakeholder participation and protection of
public interests

A process of democratizing and balancing water de
cision-making and water-related activities is under 
way. In water planning, balanced, informed and plu
ralistic participation is important because it fosters 
the consideration of wide ranges of issues and in so 
doing takes into account different dimensions of the 
resource. This is achieved through public hearings, 
stakeholder involvement in administrative bodies, or
ganization of users’ associations and -for general en
vironmental concerns- greater flexibility of the rules 
governing the right to act in either administrative or 
judicial fora. Thus, stakeholders may participate in 
policy-making, legislative discussion, general water 
administration, and field level activities.

New Zealand’s Resource Management Act re
quires that public hearings must be held to discuss, 
inter alia, resource management plans and resource 
authorizations. Such hearings must not be burdened 
with unnecessary formalities (sect. 39). The right to 
be heard and submit evidence is based on the broad 
standing of concerned parties, with the proviso that 
parties with the same interest may be limited in their 
participation (sect. 40).

It is worth noting that some countries have made 
particularly strong commitments to the consideration 
of the water interests and rights of native communi
ties and customary uses. New Zealand, Canada, the 
United States and some countries in the South Pacific 
(Fiji, Papua-New Guinea) offer particularly worthy 
examples in this respect. In New Zealand, considera
tion of Maori interests is a main tenet of the planning 
process.

There are, however, cases where the interests 
and concerns of local populations have not been a 
main issue when planning water development. Disre
gard for traditional rights has been identified as a 
major factor in the conflicts associated with, and the 
relative lack of success of, development efforts in 
some parts of the world. Concerns relating to the
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disregard of social values and interests related to 
water have also been voiced.6

Stakeholders and water users can participate in 
public hearings or consultations intended to discuss 
policies, programmes, projects or legislation. While 
the mechanism is fundamentally designed to open 
avenues for participation, the mere fact of its creation 
does not necessarily mean that every stakeholder will 
participate and thus ensure a balance of interests or 
more rational decisions. Thus, when the United 
Kingdom regionalized water management in 1974, 
certain influential lobbies received more favourable 
treatment, to the detriment of openness to the general 
public and -according to some- of economic effi
ciency (Barraqué, 1992, p. 9). This perception is 
shared by Mitchel, who points out that “there has 
been a shift away from involving the public in actual 
decisions, as regional water authorities have been 
streamlined to make them more businesslike” 
(Mitchel (ed.), 1989, p. 215).

Kemper, in her excellent discussion of the Curú 
Valley, in the state of Ceará, Brazil, notes that privi
leged user groups have strong standing in the valley, 
are comparatively well-educated and organized, and 
would be strong in collective negotiations aimed, for 
example, at keeping water tariffs low. These groups 
have more leverage than poorer farmers, including as 
they do the large agro-industrial complexes and 
farms. In contrast, poorer users have to live accord
ing to the rules of political clientage (Kemper, 1996, 
pp. 195-200). She also quotes Hearne and Ester, con
cluding that the legal design of water markets in 
Chile has resulted in concentration of forfeited land 
and water rights in the hands of the big fruit-export
ing companies, and that although economic effi
ciency was increased, overall welfare might not have 
been improved (Kemper, 1996, p. 193 and Hearne 
and others (undated)).

Examples of similar situations, where the out
come of decision-making processes may have been 
dictated by construction, land development and farm
ing lobbies, rather than by economic soundness or 
general economic well-being, are to be found else
where in Latin America. Recently, a report found that 
the economic feasibility of a dam in Western Argen

tina was “extremely compromised” and that in most 
cases the Government would have “a negative net 
benefit”; “the project is not economically attractive, 
neither in terms of global feasibility, nor in terms of 
the gains resulting from public investment”. Special 
interests had actively campaigned for the project. The 
report quoted above has not been disseminated. The 
implications that non-profitable public investment 
(and previous public indebtedness) can have in rela
tion to taxes on, and expenditures on behalf of, the 
general public, are not well understood by the latter. 
It would appear that the project will nevertheless be 
built, in line with a recent political decision (Argen
tina, Ministry of the Economy and Public Works and 
Services, Energy Department, 1997, p. 5 and cover).

In a presentation made by a  senior UNICEF offi
cial it was pointed out that “...the danger is that 
vested interests groups will comer the resource in the 
name of growth, and inequality will increase fur
ther...”.7

There are, however positive cases of participa
tion by stakeholders. In the Yahagi river basin, in 
Japan, a Water Quality Protection Association has 
shown how interest groups from the private sector 
can combine their interests and talents to tackle prob
lems that in many countries are left to the public 
sector (Mitchel (ed.), 1989, p. 305).

Other examples of positive participation are pro
vided by professional associations. Thus, the Ameri
can Society of Civil Engineers is actively involved in 
the proposal of legal principles for the promotion of 
integrated management and planning. Starting with 
the premise that water benefits from management 
and planning, it has sketched a set of basic principles 
which water law should include in order to promote 
improved management: a) with some exceptions, all 
water is public; b) water quality and water quantity 
cannot be separated; surface, ground and atmospheric 
waters should be integrated; c) public attributions re
quired for appropriate management include multifac
eted evaluations of water allocations and water transfers;
d) rights can be forfeited for waste ; e) water rights can be 
periodically re-evaluated and the function of water can be 
varied according to technological changes; f) compre
hensive planning requires a balancing act between

 —--------— ----- —--------   — --------- ————------- —— — 7 Gourisankar Ghosh, Chief, Water Environment and Sanitation
6 See, in general terms, Conac (1989) and the statements by Cluster, U N IC E F , New York. Keynote Address at 22nd W E D C  

Barraque (1997). Conference, New Delhi, 9-13 September 1996.
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public and private interests; g) safe yields and mini
mum flows required to maintain water quality and to 
protect biological diversity must be estimated, after 
identifying existing uses; h) drought strategies must be 
developed and special water management areas may 
be created; i) dispute settlement and arbitration pro
cedures should be established; j) appropriate enforce
ment and implementation powers should be granted 
to the relevant water agencies; k) there should be 
recognition of the need to pursue economic develop
ment through the promotion of economic efficiency, 
by requiring reasonable appropriations and recogniz
ing existing rights; 1) environmental values must be 
protected by expanding the concept of beneficial use; 
m) conservation and augmentation of the resource 
should be fostered by granting permits in respect of 
conserved waters; and n) the transaction costs of tem
porary transfers should be reduced (Matthews, 1994).

It is argued that governments can further the em
powerment of interested parties by providing access 
to data, giving them recognized status in meetings 
and, generally, providing opportunities for interested 
parties to express opinions and positions (Haddad, 
1996, p. 392).

The desirability of active government measures 
to promote participation seems to be confirmed in 
practice by a recent experience in South Africa: in a 
public consultation on forthcoming water legislation, 
industries submitted comprehensive responses, while 
a number of organizations and individuals also re
sponded in a positive manner, yet it was noticed that 
no comments were submitted by community-based 
organizations, rural communities or village-level 
water committees. Very few submissions came from 
NGOs either.

The issue of participation is closely related to the 
development of laws, their enforcement, and ac
countability under them. While the government is the 
traditional body responsible for the creation and ap
plication of the law, a major current issue is govern
ment inertia in this respect. This inertia may stem 
from inability to act due to lack of resources, or un
willingness to decide in the face of competing pres
sures.

A good example of creative legal development is 
the environmental field, where there has been a 
broadening of the opportunities for citizens’ suits and 
a parallel flexibilization of the rules governing the 
right to take legal action on the part of groups or 
individuals having interests other than traditional in
dividual economic interests.

However, citizens’ suits are limited when there 
are no legal frameworks setting the conditions for 
public action. In turn, the availability of suitable legal 
frameworks is affected by differences in the opportu
nities of access to political decision-makers and the 
lobbying capabilities of interest groups with different 
interests. While a number of countries have enacted 
rules on the environment and environmental impacts, 
binding normative rules on the economic evaluation 
and conditioning of projects on economic grounds, 
actionable by the public or by third parties, are scant 
or nil. Therefore, even the most deficient projects 
cannot be challenged by members of the public on 
economic grounds. In this respect, the public in most 
countries is limited by two factors: the lack of com
pulsory substantive rules for evaluation of the eco
nomic efficiency of public investment and related 
standards and thresholds, and the existence of rigid 
rules which grant legal standing only on the basis of 
traditional individual economic rights.8 A similar 
situation exists regarding social interests. The case of 
the dam in Western Argentina cited earlier in this 
article is a good example of such a state of affairs. A 
further consideration is that successful lobbying 
groups are not accountable.

The imbalance in stakeholder participation and 
access seems to be an international concern. A pro
ject in Latin America, executed by Consumers Inter
national and financed by the United Kingdom Overseas 
Development Administration, starts with the premise 
that: “Consumer interests are not adequately represented 
in the policy-making processes that regulate water, 
electricity and telephone utilities in Latin America. 
This is due to institutional barriers created by govern
ments as well as lack of information and expertise 
among consumers’ organizations,..”.

3. Information

The need for data and public information is not only 
a conditioning factor for appropriate decision-making 
but also an effective means of curbing imbalances.

8 “Standing” is the legal technical term denoting the right to 
pursue an interest in court. Traditionally, standing was only 
granted on the basis of individual -i.e., not widely shared- eco
nomic interests and excluded other interests such as recreational 
amenities. While this conception is rapidly changing, in most 
countries citizens still do not have a right to standing on the 
grounds o f bad or inadequate economic decision-m aking by 
governments. This would be a very widespread interest, and 
therefore not strong enough, in the absence o f specific legis
lation, to grant a right to act in court.
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To be effective, a system of participatory planning 
and management of water resources must be able to 
provide timely information on what kind and quality 
of water is available, where, and who is using the 
water and for what purposes. Therefore, effective 
water management systems require adequate official 
surveys, inventories and cadasters of water sources 
and water supplies, as well as up-to-date registers and 
records of water uses, discharges into waters, water 
rights, and beneficiaries of such rights, with their re
spective water allocations. This is the reason why 
well-developed water management systems usually 
charge fees for water rights, in order to finance ad
ministrative management and information expenses.

The objective of information is to make possible 
appropriate decisions by policy-makers, administra
tors, managers, users and the public.

The Brazilian Water Law of 1997 specifically 
includes information among the instruments for im
plementing the national water resources policy 
(art. 5). The system operates on the basis of de
centralization, unified coordination and free ac
cess to data (art. 26).

The British Water Resources Act of 1991 requires 
the National Rivers Authority to provide information to 
policy-makers and entrepreneurs and also to the public 
(sections 196-197). For its part, the Authority has pow
ers to obtain information about surface and groundwa
ter. The information must be timely and adequate, and 
there are provisions on the kind of information to be 
collected and the manner in which it must be organized 
(sections 197-203). The British system is comple
mented with norms on confidential and reserved infor
mation and penalties for false statements (sections 
205-206). Public participation is sought through a 
system of inquiries (sections 213-215).

Canada’s Water Act provides for the estab
lishment of public information programmes through 
which the public is informed about water conserva
tion, development and utilization (art. 27). The Act 
also requires that the Minister responsible for water 
must report to Parliament each fiscal year on the 
operations carried out under the Act (art. 36).

The Resource Management Act of New Zealand 
requires local authorities and public utility networks 
to supply information to the Minister for the Environ
ment (section 27). Local authorities are required to 
collect information and keep records on a number of 
subjects, including, inter alia, plans, resource authori
zations and complaints (section 35). National stand
ards on water quality, levels or flows cannot be

submitted for approval without first giving the public 
an opportunity to comment, including such com
ments in the submissions, and publishing a report and 
recommendations (section 44).

Proposed amendments to the 1985 Spanish Water 
Law include establishment of the public’s right to have 
access to water-related information (art. 13 bis)

The 1964 Water Resources Research Act in the 
United States established Water Resources Research 
Institutes in each state. Their work, according to 
Beck and Goplerud (eds.) (1991), has significantly 
contributed to the data base available for federal and 
state planning.

4. The lowest appropriate administrative level

It is widely acknowledged that the river basin would 
be the most sensible unit for the implementation 
of water strategies. However, arbitrary borders are 
usually drawn around water projects, disregarding 
outside impacts. Jurisdictional boundaries not corre
sponding to the river or other natural systems are one 
of the greatest causes of inefficiency in the design 
and operation of water systems. Impacts outside the 
area of jurisdiction are usually ignored (Howe, 1996a, 
pp. 31-32).

For this reason, Professor Howe states that the 
subsidiarity concept (the lowest appropriate level for 
policy implementation and enforcement) may in
crease the likelihood of significant externalities, the 
reason being that the lowest appropriate political 
level does not necessarily coincide with natural lim
its. The tension between “subsidiarity” and externali
ties is one of the biggest outstanding problems in 
policy design (Howe, 1996a, p. 32). Appropriate or
ganization at the river basin level allows transaction 
costs to be reduced or minimized. A few countries 
have therefore heightened the political importance of 
river basins. In New Zealand the basin is not only the 
unit for water planning and management but also the 
main focus of the Regional Councils which have the 
greatest responsibilities for the implementation of 
sustainable management. The Councils are responsi
ble for water development, water and soil conserva
tion, geothermal resources, pollution control and the 
mitigation of hazards in the region (Furuseth and 
Cocklin, 1995, pp. 243-272). More specifically, they 
control water use, development, damming and dis
charges in their area (section 30, Resource Manage
ment Act).
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The Act has built-in flexibility, since it author
izes the transfer and delegation of functions from 
local authorities to other authorities. However, such 
transfers and delegations are subject to approval and 
must have solid grounds of efficiency, expertise, and 
representativeness at the community level (sections 
33-34).

Along similar lines, according to Barraqué, the 
Netherlands have turned basin organizations into lo
cal authorities (Barraqué, 1992, p. 21).

Nevertheless, the need to ensure that basin or
ganizations realize their full potential in technical 
terms in reducing transaction costs has not blinded 
countries to the need for public and stakeholder par
ticipation. Therefore the river basin organizations in 
France, for example, strive to ensure adequate 
participation of affected and interested parties.

Moreover, by creating the figure of the Coordi
nating Prefect, recent reforms in French water law 
seem to be evolving towards closing the gap between 
administrative authorities and basin organizations. 
French river basin agencies are based on the geo
graphical scope of the watershed, rather than the po
litical divisions, in an effort to get away from 
political struggles. The management approach is 
based on a contract established among the various 
interest groups, on a decentralized basis. Specific 
goals include increasing water quality and quantity, 
and the system integrates water management and pri
vate water services. Pollution and sewerage charges 
are imposed on water users. The Boards of the re
spective agencies have a system of tripartite repre
sentation (the central government, local governments 
and other users), and the Agencies are (now) fully 
legitimized in the eyes of public opinion (Barraqué, 
1992, p. 21).

On the other hand, the French river basin 
agencies have drawn some criticisms on the grounds 
of their excessive reliance on a “give and take” 
approach and alleged shortcomings in integrated 
water resources planning and lack of clearly defined 
police powers (Barraqué, 1992, pp. 13, 20 and 21). 
Interestingly, this is the same kind of criticism that 
could be levelled at attempts to introduce river basin 
institutions in Latin America.

Thie 1991 Agrarian Reform Law of Peru pro
vides for the creation of independent river basin 
authorities to promote the formulation of master 
plans and to encourage their implementation within 
their area of jurisdiction. They have had only a 
relative degree of success, due to the lack of clearly 
defined powers, resources and organizational ar
rangements.

The river basin has also been the focus of a 
number of national and internationally sponsored ac
tivities at the country and inter-country level in 
Africa, Asia and Latin America. A number of these 
programmes have faced constraints and attracted 
criticisms, including inter alia their lack of corre
spondence with the capabilities of the area of loca
tion, extremely broad -and at the same time weak- 
mandates, inability to deal with traditional political 
jurisdictions, unawareness of environmental issues, 
disruption of local patterns of production, insensibil
ity towards social realities and conditions in the place 
of implementation, lack of resources, and inability to 
provide for long-term effects.

A fundamental limitation of these projects has 
been the lack of local ownership, and as a result tenu
ous political and electoral support, which in fact may 
be the key issue for the success (or lack of it) of basin 
organizations.
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IV
Water has an economic value in 
all its competing uses, and should 
be recognized as an economic good

1. Water rights

Although water has an economic value and water 
rights should provide security of tenure to water us
ers, there is a general tendency to condition its use. 
The conditions imposed include formal requirements 
(the need to obtain a permit) and those of a substan
tive nature (i.e., no uncompensated harm to third par
ties, environmental protection, efficiency).

According to the Brazilian Water Law, the sys
tem of water rights is one of the instruments for the 
implementation of the national water resources pol
icy (Brazilian Water Law of 1997, art. 5).

In New Zealand, authorizations for water use are 
regulated by the Resource Management Act. 
Authorizations (“resource consents”) cannot infringe 
the terms of resource management plans. A descrip
tion of the activity in question and its location are 
required, as well as assessment of the impacts on the 
environment (section 88). Consents are issued taking 
into consideration, inter alia, policies and plans (sect. 
104). They may be subject to charges, bonds, cove
nants, financial contributions, information obliga
tions and liability for environmental damage (even 
after their expiration), etc. (section 108); Consents 
are subject to review due to adverse environmental 
impacts or the establishment of new plans (section 
128). In addition, the Planning Tribunal can change 
or cancel a resource consent by enforcement order 
(section 133).

It is interesting to compare New Zealand with 
Chile, where almost all water resources are officially 
public property, but the system of water rights has 
resulted in a kind of functional privatization.

In Chile, water allocation is not related to any 
specific use or price. If water is available, the water 
law stipulates that the Government cannot reject an 
application (Pefia, 1996, p. 7). After allocation, the 
only possible regulation is that exercised by the water 
market. A recent report states that the results of this

system include: a) a free transfer of public wealth 
(Peña, 1996, p. 10); b) present applications for water 
amount to 50,000 m3/s: four times the total exploit
able volume available in the country and out of all 
proportion to reasonable foreseeable national devel
opment during the next 50 years (Peña, 1996, p. 10);
c) the situation distorts the operation of the water and 
other markets, since water rights can be used as a 
deterrent to entry into some industries;9 d) the results 
can include under-investment and increases in the 
prices of products such as electricity; e) in addition, 
the individualistic structure of the water rights system 
leaves no room for planning for the medium and long 
term (Peña, 1996, p. 12); f) long-term externalities 
are difficult if not impossible to control; g) integrated 
basin management is limited, since rivers are di
vided, for administrative purposes, into sections that 
do not represent hydrological units; h) ground and 
surface water are independently managed; and i) 
quality and quantity are not integrated, and water de
velopment is not planned according to multiple-use 
objectives, but sectorally (Peña, 1996, p. 15).

The German Water Law, which provides a good 
example of current trends, attaches a number of con
ditions to water use, permits and licenses. They in
clude, inter alia, the possibility of imposing new 
conditions after a permit or license has been granted. 
These ex-post conditions may refer to environmental 
or economic requirements of water resources man
agement (art. 5). Use of water by property owners 
and riparian dwellers must not adversely affect other 
persons, cause detrimental change to water, adversely 
alter the water balance, or substantially reduce water 
flows (art. 24).

9 Three decisions have considered the relationship between 
water rights and monopolization: 1) Court of Appeals, Puerto 
Montt, Endesa vs. Dirección General de Aguas, 31 January 
1997; 2) Comisión Preventiva Central: Consultation by the 
President of the National Energy Commission, Res. CPC 
992/636/25/11/96; and 3) Comisión Resolutiva, Resolución 
No. 480, 7 January 1997.
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The Spanish Water Law requires that water 
rights be granted in accordance with the provisions of 
hydrological plans (art. 57, Law 29/85). Water rights 
shall be adjusted and reviewed as required by 
changes in hydrological plans (art. 63, Law 29/85).

2. Water markets

Increasing attention is being paid to the marketing of 
water rights as a useful and economically efficient 
alternative for the improvement of water allocations.

However, countries such as China, while ac
knowledging the need to develop water markets, em
phasize the need for macro-management of water 
resources, to avoid harmful impacts on the environ
ment and social development.

One result of the complexities of water market
ing is that the activity has been subjected to regula
tions in the interest of third parties and the public in 
general (Anderson and others, 1991, pp. 234 et seq.).

There are also considerations of public interest 
which apply to the review of applications to transfer 
water rights. They concern public value externalities 
and include: a) the effects of the economic activity 
resulting from the application; b) effects on fish and 
game resources and on public recreation; c) effects 
on public health; d) the opportunity cost of the use;
e) possible harm to other persons; f) intention and 
ability to use; g) effects on access to public and 
navigable waters; h) water conservation needs; 
and i) factors of local importance.

Thus, a reallocation would not be allowed if it 
resulted in the violation of minimum health, environ
mental or safety standards. However, the public inter
est element can be accommodated by making an 
application for reallocation conditional on measures 
to mitigate public interest concerns.

Although the substantive legitimacy of public in
terest concerns is fully recognized, questions have 
been raised about the most appropriate fora and 
means for their consideration. While there are always 
administrative and judicial functions to be fulfilled, 
for some authorities such fora and means should in
clude water planning and public participation.10

Other considerations may include assessment of 
the impacts that a transfer may have on the environ
ment, the tax base or the local economy of the area of 
origin of the water allocation to be transferred.

10 See Dumars and Minnis, as quoted by Anderson, 1991, p. 298, 
and also New Mexico Statutes, Ann.: 72-14-1; 72-14-22.

It has been suggested that the marketing of water 
resources should be subjected to a programme: i.e. 
active management, with measurable goals and timed 
benchmarks and performance incentives (Haddad, 
1996, p. 392).

3. Integrated water management, economic
incentives, and charges

It is widely accepted that pricing is an appropriate 
water management instrument.

At least one law (Brazil, 1997) identifies water 
charges as one of the instruments for the implementa
tion of the national water policy (art. 5). Water charges 
acknowledge the economic dimension of water re
sources, signalling to the user the actual value of the 
resource, promote the rationalization of water use, 
and secure financial resources to meet the costs of 
the programmes and projects included in water re
sources plans (art. 19). Funds collected through water 
charges are primarily for allocation to the basin 
where they were generated. They are intended to pay 
for the costs of implementation of basin plans, and to 
cover the expenses of the administration system. 
Such expenses cannot exceed 7.5% of the total funds 
collected.

In France, Water Agencies (Agences de l’Eau) 
provide financial incentives for the improvement and 
preservation of water resources. Users pay a fee 
based on the volume of water consumed or the vol
ume of pollution caused. Such fees are then re
injected into the water sector to help the public and 
private sector to pay for water conservation and an
tipollution facilities, equipment and technologies.

Financial actions are implemented through pluri- 
annual programmes (generally for five years) pre
sented to the Basin Committees and approved by the 
Prime Minister on the recommendation of the Inter
ministerial Water Commission. Action programmes 
are voted by the users who have to pay the fees, who 
make up the Basin Committees.

Action programmes must fit in with national 
economic and social policies and general water pol
icy. They comprise three sections: identification and 
analysis of problems; actions, costs, and estimates of 
the assistance expected to be provided by the Water 
Boards; and systems of fees (expected revenues) for 
ensuring the financial equilibrium of the system.

Fees are charged to all public or private persons 
abstracting water, polluting it or altering its regime,
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and benefiting from works constructed with the assis
tance of the Water Boards. Towns, industries, farmers 
and electricity generation all pay fees.

The New Zealand Resource Management Act re
quires the corresponding Minister to consider and in
vestigate the use of economic instruments to achieve 
the purposes of the Act (1991 Act, section 24h). The 
Minister can also make grants and loans to foster the 
purposes of the Act (section 27). Local authorities are 
authorized to fix charges, which can be adjusted ac
cording to the actual cost and recovered from the 
beneficiary of the activity, which the authorities are 
not obliged to complete until the charge has been 
paid in full (section 36). The connection between 
ways and means is clearly expressed in the law, 
which in section 38 relates the actions of enforce
ment officers with the payment of salaries and ex
penses. Further revenue concerns are covered in

section 112, which requires the payment of royalties 
and rents to regional councils.

Drinking water supply and sanitation utilities in 
the United Kingdom are required to pay financial 
charges as a contribution to the costs of the Rivers 
Authority. The powers of the United States Federal 
Energy Regulatory Commission include the levying 
of charges for use of public domain facilities.

The question of charging for water is by no 
means free from controversy. Proposals to charge for 
water have been objected by Chilean utilities, on the 
grounds that the original water rights were granted 
without charges and any subsequent charges would 
affect their property rights. In Switzerland, the Water 
Service of the Industrial Services of Geneva is resist
ing an attempt by the cantonal government to intro
duce a water tax to pay for restoration of the canton’s 
rivers (Financial Times, 1996, pp. 3-4).

V
Conclusions

1. Ethics in integrated water management

Sustainable integrated water management is contin
gent upon efficiency and equity, among other factors. 
Inefficient management and allocation of resources 
have negative consequences on equity (apart from the 
need to make allowances for targeted disadvantaged 
groups), since they limit total benefits and access.

Efficiency and equity in integrated water man
agement are closely related to governance, and ulti
mately to ethics. The concept of ethics in this context 
implies at least the following main elements: i) not to 
fund public projects with a negative rate of return, 
unless justified by overwhelming social considera
tions, duly stated and proven; ii) to provide the public 
with accurate, precise and transparent information;
iii) not to undertake public projects without careful 
assessment of their economic, social and environmental 
impacts; and iv) not to allow the manipulation and mo
nopolization of the resource by special interests.

2. Capabilities of water management agencies

There are systems where planning is mostly under
stood as the orderly development of water-related 
works, but there are also others which include ex

plicit considerations of social well-being, economic 
efficiency, assessment of alternatives, including non- 
structural and do-not options, social impacts, and de
tailed considerations of environmental effects. 
Although the first approach may ensure order, preci
sion and engineering correctness, it needs to be com
plemented by the second in order to have a correct 
understanding of macrosituations and ensure sound 
decision-making.

While some of the national examples discussed 
in this article show that the state of the art in inte
grated water management and planning is relatively 
well developed, the translation of technical norms 
into binding legal arrangements is uneven, if consid
ered at the world level.

The extent to which countries lagging behind 
can improve their resource management is related to 
national capabilities. Capacity-building programmes 
may help to remedy particular situations, but their 
ultimate success depends on national commitment 
and resource ownership.

In this context, “capacity” includes not only 
appropriate staff, financial resources and adequate 
organization, but also “software tools”, for good 
project evaluation.
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Some national water management systems in
clude principles for the assessment of projects, pro
grammes, or even legislation and policies. While the 
state of the art on assessment includes well-devel
oped principles on environmental, economic and 
social issues, legally binding substantive and proce
dural rules are comparatively more strict on environ
mental issues than on economic and social issues. 
Tlie result is that in some countries there is a rela
tively higher degree of flexibility and opportunities 
for action by public and private parties concerning 
environmental issues than concerning issues related 
to the economic efficiency, social equity and sound
ness of public actions related to water.

Most developing countries lack appropriate 
normative standards for the compulsory evaluation of 
the economic, social and environmental effects of 
water projects.

Integrated water management and planning is 
supported by a wide range of public legal attributions 
and technical knowledge, but its implementation in 
developing countries is hindered by limited national 
capabilities and legal development, scant information 
and understanding of the dynamics of the resource, 
and unbalanced access and influence of special inter
est groups.

An area of concern, regarding the ability to im
plement integrated water planning, is the separation 
between planning and regulation. Countries are tak
ing action in this regard, however. Some countries 
are concentrating planning and regulatory capabili
ties in non-sectoral institutions, others are at the same 
time creating new mechanisms for institutional coor
dination and integration, and there is a group where 
integration of management at the basin level is taking 
place, through the devolution of functions to regional 
or basin authorities. Such devolution is accompanied, 
however, by processes of scrutiny and consultation of 
regional and river-basin plans at the national level, as 
well as by the reservation of residual powers by cen
tral government ministries in order to remedy the lax 
or non-existent application of laws and policies and 
to ensure consistency.

Mechanisms for conciliating and harmonizing 
different institutions through national councils are 
gaining support. However, some experiences indicate 
that the process may be hindered by political feuds, 
deficient procedural norms, and the need to gain le
gitimacy.

There is explicit agreement that the basin is the 
most suitable unit for integrated water management.

At the same time, there is concern that this notion 
should be spelled out clearly when applying the prin
ciple of the lowest possible level. A further concern 
relates to the implementation of the basin concept in 
the face of jurisdictional boundaries. Further research 
and dissemination may therefore be required in re
spect of alternatives involving the use of the existing 
models, legal principles and organizational arrange
ments to cope with problems of political boundaries 
(such as equitable utilization or prohibition of signifi
cant harm) and of the powers of national govern
ments in federal countries. All in all, the technical 
relevance of the basin, and the ability of basin or
ganizations to reduce externalities and transaction 
costs, seem to indicate that their institutional accep
tance will increase. However, basin organizations 
need to be specially aware of the importance of broad 
and adequate stakeholder participation.

Experiences of basin-level management bodies 
in developing countries indicate that for these organi
zations to be successful they should take into consid
eration national capabilities and circumstances, be 
granted adequate resources -including autonomous 
revenue sources- and have clear mandates and suffi
cient legal powers. Capacity-building processes and 
understanding of macro-factors (economic, social, 
environmental, cultural) are important pre-requisites 
for the establishment and consolidation of basin-level 
organizations.

3. Scant public participation

Some countries have well-developed rules for stake
holder participation. In a significant number of devel
oping countries, however, the avenues of participation are 
not well developed, and when they are developed, tend to 
allow a higher degree of participation on environmental 
matters than on economic and social issues. Conse
quently, well-organized special interests have more op
portunities of access than others, and there are few 
counterbalances other than the judgement of the 
regulator or the public manager, which in turn may 
be affected by the phenomenon of “regulatory capture” 
by powerful interests. Two examples from Latin Amer
ica, discussed in this article, illustrate this situation. The 
ultimate result is that, by reflecting only a partial 
segment of interests, water-related decision-making 
does not take into account all the relevant factors, 
therefore hindering integrated management and sus
tainability. Decisions which are not efficient result in
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inequity because limited financial and water re
sources are allocated on the basis of lobbying capa
bilities rather than the intrinsic value and merits of 
competing projects.

4. In fo rm a tio n

Information is increasingly being referred to as the 
basis for sound decision-making and as a means 
for furthering social control of public water-related 
processes.

There are some examples of legislation designed 
to secure integrated land and water management, the 
integration of surface and groundwater, and control 
of quality and quantity. However, most cases of inte
gration were to be found in developed and not in 
developing countries.

5. W a te r r ig h ts  a n d  w a te r p la n n in g

As water has economic status, water rights and water 
markets acquire important dimensions. In this regard 
it has been possible to identify systems covering a 
wide spectrum of alternatives. Assessment of highly 
individualistic, unconditioned water rights systems 
indicates that they do not promote either integrated 
management, efficiency or equity. At the other end of 
the spectrum there are systems which subject water 
rights to planning requirements. Water markets in 
mature systems take into consideration issues of pub
lic interest, which in fact reflect factors relevant to 
integrated water management. At least two experts 
endorse the view that planning, programming, bench
marking and participation are important elements in 
water marketing.

Closely related to the above is the question of 
what to do when already existing water rights do not 
fit in with planning decisions. The question is impor
tant because if non-conditioned rights are not opti
mal, legal uncertainty in the face of future conditions 
may deter investment. Alternative answers to this 
question could include regulation through police 
powers and efficiency requirements for water use, or 
respect for rights effectively and beneficially used, 
with payment of compensation if they are cancelled.

6. W a te r p ric in g

A number of laws refer to, and accept, financial 
measures and water charges as key tools for water

management. There is resistance from vested inter
ests in some countries, however, which shows that 
there is a need for clearer indication of the relevant 
conditions when issuing water rights.

7. T h e  lim its  of p la n n in g

While the overall objective of planning is to preserve 
and make available water of a certain quality at a 
certain time, for development, sustainability or other 
purposes, there are some important questions which 
arise in this connection: a) how much planning is it 
practical to do, in view of constraints and uncertain
ties?; and b) to what extent do vested property rights 
prevent the integration of water resources manage
ment, or, at least, how should they be dealt with? 
(Beck and Goplerud (eds.), 1991, p. 575 et seq.).

In practice, the scope of planning, which was 
formerly conceived as meaning the orderly and tech
nically correct execution of water-related works, has 
expanded to include sustainability and social and 
economic issues.

This is where integrated management must strive 
to strike a balance between the foresight of planning 
and the need to keep the strategic ability to adjust to 
changing conditions, all the more so in a global econ
omy. This is why some experts argue that what 
should be planned is only what is necessary and what 
is possible. The relevant question is: what is possible 
and what is necessary? The answer may be strictly 
related to local conditions, but overall sustainabilty 
appears to be a sine qua non, except in very specific 
circumstances, such as the planned depletion of non- 
rechargeable aquifers.

Also, if sustainability is interpreted as meaning 
economic, environmental and social sustainability 
guided by considerations of equity and efficiency, 
then planning requires a liberal use of economics, 
sociology and the environmental sciences. In addi
tion, in a changing and globally integrated world, 
planning for economic purposes should perhaps bor
row some concepts and techniques of strategic man
agement from the private sector.

In this context, integration has geographical, en
vironmental and socio-economic implications. It in
cludes a basin-level approach, joint surface and 
groundwater management, integration of water qual
ity and quantity, and internalization of externalities 
through “the polluter must pay” and “the user must 
pay” principles,

(Original: English)
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Recent 
ECLAC
publications

Periodical publications

Prelim inary  overview o f the  econom y o f L atin  A m erica and  
the C aribbean , 1997 (LC/G.1984-P), United Nations publication, 
Sales No. E.97.ILG. 13, ECLAC, Santiago, Chile, December 1997, 
64 pages.

In spite of the instability that has prevailed in international financial 
markets in recent months and the consequent disturbances which 
have affected the economies of the region, the latter registered the 
best performance for a quarter of a century in 1997, thanks to the 
combination of an average growth rate of 5.3% (compared with 3.2% 
in the period 1991-1996) and an average rate of inflation below 11%. 
Although the current account deficit has considerably increased, 
from US$ 35 billion in 1996 to US$ 60 billion in 1997 (3% of GDP), 
this will be amply covered by foreign capital inflows, which have 
reached the unprecedented level of at least US$ 73 billion, of which 
almost two-thirds corresponds to direct investment. The employment 
situation has also improved slightly, although the percentage of the 
population who are unemployed continues to be very high in some 
countries. This fact also inhibits the efforts to seek a more rapid 
reduction in the incidence of poverty, which continues to be a serious 
challenge within a generally favourable context.

The positive growth rates registered were due to a marked 
recovery in investment and the continuing expansion of exports, 
thanks entirely to an increase in volume, since prices remained 
unchanged on average for the region. Intra-regional trade showed 
considerable buoyancy, highlighting the economic interdependence 
of some countries, especially in the Southern Cone. At the same time, 
however, imports exceeded exports, partly as a reflection of the 
increase in investments, since there was a marked increase in pur
chases of capital goods. The restrictive fiscal and monetary policy 
applied in previous years helped to bring inflation down to its lowest 
level in 50 years, aided by sometimes overvalued exchange rates 
which were also afactor in the deterioration of the trade balance. The 
more favourable macroeconomic environment made it possible to 
devote more funds to public investment and to apply a more flexible 
credit policy without affecting domestic stability.

The main query that arose as 1997 drew to its end was whether 
this relatively satisfactory situation could be maintained in the com
ing year. The factor causing the greatest uncertainty was the external 
context; primary commodity prices, interest rates, and above all 
external capital flows. The Asian financial crisis is expected to have 
adverse effects on the region both with regard to trade and to capital 
movements. Short-term capital flows which introduce an element of 
instability persist in some countries. The financial vulnerability of 
the region will be mitigated, however, by the fact that, as already 
noted, the capital entering Latin America has a more stable structure 
than a few years ago. Moreover, the banking sector has been solving 
some of its problems.

Taking together the effects of the often contradictory external 
factors and the macroeconomic policies adopted in order to reduce 
inflation or current account deficits, the most likely outcome is that 
in 1998 the region will register somewhat lower growth than in 1997, 
possibly coming closer to the average rate for the 1990$ as a whole. 
If so, the employment situation will continue to be a source of 
concern. At the same time, however, inflation wilt probably continue 
to go down, and the current account deficit could also be reduced. 
Likewise, in view of the determination already shown by several 
governments to take difficult measures at the right moment in order 
to maintain macroeconomic stability, it is considered unlikely that 
the Asian financial crisis will have such serious repercussions as to 
give rise to new exchange crises in the region.

Panoram a de la inserción internacional de América Latina y el 
Caribe (Overview of the economic linkages of Latin America and 
the Caribbean) (LC/G.1978) ECLAC, Santiago, Chile, 28 November 
1997,225 pages.

This edition of the Overview, corresponding to the year 1997, has the 
dual aim of informing the governments of the region about trends in 
the international economy and trade which could affect their eco
nomic development strategies, and also furthering the exchange of 
information on the trade policy instruments used by the Latin Ameri
can and Caribbean countries in the period between January 1996 and 
July-August 1997.

The document is divided into four parts. Part I, which is 
devoted to the international economy, reviews the main current 
trends and presents some comments on the structural changes under 
way, as well as analysing the recent evolution of the main economic 
areas of the region. Part n , on Latin American and Caribbean trade 
and trade policy between 1996 and 1997, analyses the application of 
the World Trade Organization’s dispute settlement mechanisms, in 
so far as they may affect the trade policies of the countries, and the 
changes which have taken place in those policies in the region, 
especially in the Central American countries. Part III describes the 
most outstanding events in the regional integration process in 1996 
and 1997 and analyses some aspects of the harmonization process in 
the fiscal field. Finally, part IV looks at questions relating to access 
to markets for goods and services in the context of the Uruguay 
Round agreements.

Economic Survey of Latin America and the Caribbean, 1996- 
1997 (LC/G.1968-P), United Nations publication, Sales No.
E.97.II.G.2, ECLAC, Santiago, Chile, September 1997, 354 pages 
(includes diskettes).

This issue of the Survey consists of a regional analysis, plus an 
examination of the situation in each country of the region. In addition 
to the regional summary, there are chapters on macroeconomic 
policy and structural reforms; the level of activity and inflation; 
investment and saving; employment and wages; and the external 
sector. It includes two diskettes with a comprehensive Statistical 
Appendix.

In essence, the Survey notes that the Latin American and 
Caribbean economies seem to have returned in 1996-1997 to the 
pattern of moderate growth, based on an abundant inflow of foreign
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capital, which was characteristic o f the years before the outbreak o f 
the M exican financial crisis.

Som e other tendencies noted differ from those which prevailed 
in the early 1990s. Among the positive changes is the considerable 
easing o f inflation, partly due to the improvement in the fiscal 
situation. In the case o f unemployment, however, which continues to 
be higher than that registered at the beginning o f  the decade, there 
has been a deterioration compared with that period. The international 
context within which the above trends have taken place has continued 
to be relatively favourable. The volume o f imports o f goods by the 
advanced industrial economies, which are the main recipients o f the 
export sales o f  Latin America and the Caribbean, increased by 5.3%  
in 1996. The prices o f the region’s exports, however, have not 
maintained the buoyancy shown in 1994 and 1995.

The main negative sequels o f the 1994-1995 crisis are to be 
seen in the social area: growing unemployment, deterioration in 
wages, and contraction o f consumption. These tendencies, as ECLAC 
has repeatedly emphasized, worsen the already pronounced inequity 
prevailing in the region and have led to social tensions in some 
countries. Moreover, the renewed heavy inflow of foreign capital has 
both favourable and potentially negative effects. On the one hand, it 
has allowed the countries to cover higher current account deficits and 
finance slight increases in investment, but on the other hand it is 
recognized as being volatile, and if  it slackens for any reason the 
region could be driven into a new exchange crisis.

Consequently, in coming years it will be o f crucial importance 
to strengthen investment in export activities, financing this with the 
resources obtained through a higher rate o f domestic saving. Only 
through such changes will it be possible to consolidate the recovery 
registered in 1996-1997 and achieve higher growth rates.

O th er publications

L a grieta de las drogas. D esintegración social y políticas públicas 
en A m érica L atina (D rugs: a gaping crack in society . Social 
disintegration and public policies in Latin America) (LC/G. 1975-P), 
United Nations publication, Sales No. S ,9 7 .II.G . 12, ECLAC, 
Santiago, C hile , D ecem ber 1997, 210  pages.

This study consists o f three parts. Part I deals with matters relating to 
the political economy of drugs, with special emphasis on the cases of 
Colombia, Peru and Bolivia. It summarizes recent trends in the 
production, circulation and consumption o f illicit drugs, as a basis for 
the formulation o f new ideas and conjectures about how the drug 
question and the problems arising from it should be tackled in Latin 
America. Part II analyses the factors in the socio-cultural, legal and 
incriminatory context which accompany (or condemn) the consump
tion o f illicit drugs and have an incidence on the diversified nature 
assumed by drug consumption patterns; it also includes articles on 
the measurement o f illicit drug consumption. Part III makes a com 
parative analysis o f different assessments o f the policies being ap
plied to deal with the production, trafficking and consumption o f 
illicit drugs, with reference to national examples which are very 
different from each other in terms o f the public policies adopted on 
drugs, such as those o f the United States, the Netherlands, Chile and 
Colombia.

D inám ica de la población y desarrollo en el C aribe (Population 
dynamics and development in the Caribbean) (LC/G.1879-P and 
LC/DEM/G.171), “Cuadernos de la CEPAL” series, No. 76, United 
Nations publication, Sales No. S.97.II.G . 10, ECLAC, Santiago, Chile, 
July 1997, 116 pages.

The Caribbean countries were seriously affected by the crisis of the 
1980s, so that their economic growth rates went down and poverty 
indexes rose, especially in the most heavily populated countries o f 
the region. The crisis had particularly dramatic consequences for 
vulnerable groups such as woman heads of household, young people 
and the elderly.

As a result o f a moderate natural population growth rate (1.8%  
per year) and population loss due to international emigration, the 
population growth rate o f the region (which is quite heterogeneous) 
averages 1.3% per year.

Fertility has been going down in recent years, although it is 
estimated that the rates o f utilization of contraceptive methods in the 
region continue to be low and may even have stagnated. Adolescent 
fertility has gone down, although it continues to be high. The region 
is in the midst o f a transitional period in epidemiological terms, and 
life expectancy is slightly over 70  years.

The declines in fertility and mortality have been reflected in a 
reduction in the proportion o f children and young people under 15 
and an increase in the proportion o f persons o f working age. The 
percentage o f elderly persons has also increased, and is now over 
10% in a number o f countries o f the region.

In the 1980s, the region registered a net population loss o f over 
1.3 million people due to international emigration. In some countries, 
the net migration rate is as high as the natural population growth rate. 
Although in recent years there has been a slight diversification o f the 
countries to which emigrants from the region go, most o f them still 
go to the United States and Canada. Generally speaking, most of the 
emigrants are people with higher levels o f education and training, 
thus representing a loss o f  skilled human resources.

Many attempts to integrate demographic factors into develop
ment policies are still restricted to the use of population projections 
at the sectoral level. In order to expand this integration, suitably 
qualified human resources are needed in this field, and the same time 
it is necessary to improve access to the available socio-demographic 
information sources and stimulate their use. Improving the institu
tional structure responsible for dealing with population problems 
would considerably aid in the integration o f the fields o f population 
and development and the formulation and execution o f population 
policies integrated into development strategies.

Partidos políticos y gestión estratégica (P olitica l parties and 
strategic management) (LC/G.IP/L. 135), ILPES, Santiago, Chile, 
1997, 403 pages.

This book contains a set o f articles on political parties and strategic 
management written by leading politicians and academics o f various 
countries. The articles analyse the crisis in politics and reform of the 
State; social inequality and democratic governance; the links be
tween the public and private fields; political visions and the role o f 
the State; strategic management, regulation and the market; and 
reform o f the State and o f the political parties.
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