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Democracy and economics*®
Gert Rosenthal, Executive Secretary, ECLAC

The topic which has brought us together at this Round Table organized by rLACSO is by no
means a trivial one. To begin with, the crisis which the Latin American societies have had
to live through and the dizzy pace of the changes which are taking place in the world have
brought into question all the traditional approaches of the social sciences. In this respect,
it is necessary to reflect seriously on the basic premises of the various disciplines as well as
on interdisciplinary co-operation in order to tackle social realities. Secondly, an analysis of
the specific topic which has brought us together here (the relation between the social sciences
and democratization) is particularly appropriate in the current Latin American context of
the rebirth of democracy.

In general, all the social disciplines have a contribution to make to democratization.
Thus, for example, among other aspects, sociology should identify the best and most effective
forms of participation; anthropology should indicate the most suitable microrelations for the
global support of democracy; social psychology should help to understand the swings in public
opinion and aid in finding the underlying roots of mass phenomena, and political science
should identify the forms of organization capable of providing a democratic interface
between society at large and the State.

I think that now, in view of my profession and my current responsibilities as Executive
Secretary of the Economic Commission for Latin America and the Caribbean, it is appro-
priate for me to approach democratization from the point of view of economics, in order to
try to identify the interaction between economic and political phenomena and between
development and democracy. This is a difficult task which was tackled in a notably profound
and elegant manner, at least in our own organization, by José Medina Echavarria (Gurrieri,
1980). Another investigation which springs to mind is the monumental work of Albert O.
Hirschman, who has devoted much of his life in one way or another to exploring the links
between economics and politics. The reflections which 1 am going to set forth now were
inspired by the contributions of both Medina Echavarria and Hirschman. I shall refer
basically to the still unfinished quest for the causal relations between the two disciplines of
economics and politics: what was originally known as political economy, before the academic
separation of these two social sciences.

Until quite recently, the relations between economics and politics seemed to be perfectly
unambiguous: economic phenomena determined political developments, or vice versa. To
give only one example, it may be recalled that it was maintained that the forms of ownership
of the means of production would determine the nature of the prevailing political régime.’
Likewise, to give a more recent illustration, Guillermo O’Donnell held that import substi-
tution policies were consistent with a certain type of political régime: i.e., bureaucratic
authoritarianism (O'Donnell, 1975). Perhaps it is the extensive set of methodological instru-
ments available to economics —more highly developed than those of the other social disci-
plines— which has encouraged attempts to seek the basis of politics in the principles of
economics.

Similarly, political explanations have been put forward for economic phenomena, as

* Address delivered at the Round Table on the Social Sciences in the Democratization Process, beginning on
12 November 1990 in Santiago, Chile, as part of the Fourteenth Meeting of the Governing Council of the Latin
American Faculty of Social Sciences (FLACSO),

1In the simplified terms of schematic Marxism, for example, it may be recalled that slavery corresponded
to the ancient form of production and absolute despotism; serfdom corresponded to feudalism and the monarchy,
and the proletariat corresponds to capitalism and bourgeois democracy.
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for example the inflationary effect of increased public spending before an electoral process.
There have even been politicians who have maintained that economics should be placed at
the service of politics.? This crystal-clear determinism between what used to be known as
the forces of production and production relations, or between the infrastructure and the
superstructure, or between objective facts and ideology, was not restricted to the academic
field. It also served to rationalize the establishment of those bureaucratic-authoritarian
régimes which became the most important feature of what was until recently known as “real
socialism”.

Equally deterministic, although at the other extreme of the ideological spectrum, are
the assertions that democracy is the political régime most compatible with the successful
functioning of the market.® In order to sustain this assertion, it is adduced that the most
advanced industrialized economies are all representative democracies. Likewise, it is main-
tained that the market attains its greatest potential in political régimes which place the
defence of individual rights before the rationale of the State. These régimes are inspired
by a kind of negative determinism which holds that the best State is the least State.*

Experience gives grounds for doubting such single-minded determinism, however. The
example of India shows that democracy can also function in societies with very low levels
of income. On the other hand, many cases in Latin America have shown that the free
functioning of the market mechanisms is frequently accompanied by very pronounced
inequalities in income levels which may ultimately be dysfunctional for democracy. It should
be remembered that democracy and democratization assume not only the existence of the
basic rules of representative democracy but also the concepts of equity, participation and
full citizenship.

Some of the events which took place in 1989 have in fact largely disproved the idea
that there is a single set of determining economic and political factors which establish the
links between the two disciplines, or that there is a global paradigm which foreordains the
degree to which economics determines politics, or vice versa. As we were reminded by Adam
Michnik, who was so closely linked with the series of events that shook Poland and the rest
of Central and Eastern Europe in recent years, “what we have learned during the past year
(the most extraordinary of the whole 44 years of my life) is that in history there is no
determinism” (Michnik, 1990, p. 7).

In view of what has happened both in the socialist world and in Latin America, it has
become abundantly clear that the relations between economics and politics are indeterminate
and that the search for totalizing paradigms can become an obstacle to understanding, as
Hirschman already maintained twenty years ago (Hirschman, 1971, p. 342-360). It is now
claimed rather that instead of making yet another appeal for a single “integrated social
science” it is more fruitful to build bridges, in a “decentralized” manner, bridges both
between these two disciplines and between them and the rest of the social sciences (ibid.,
pp. I and 2).

Adopting this approach and giving up any idea of an infallible, universal technique for
weighing the influence of one phenomenon on another means abandoning the dream of
finding a single synthetic paradigm which will integrate all the social disciplines. In this
connection, with respect to the consolidation of democracy in Latin America, Hirschman

2“The aim of socialism is to overcome the supposed autonomy of economic factors predicated by
liberalism™ (Aron, 1972, p. 86).

3Supposedly because the market decentralizes, while planning centralizes. Charles Lindblom, however, has
shown that this distinction is not so clear (Lindblom, 1977).

4The argument is that “order generated without any previous plan can considerably surpass any plans that
men can invent” because of the “superior capacity (of capitalism) to make use of dispersed knowledge” (Hayek,
1988, p. 8).
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has offered some suggestions on the relations between economics and politics which are
extremely relevant to the topic of this discussion (Hirschman, 1986, pp. 176-182).

Firstly, all good things do not necessarily come together. Economists have long debated
the possible contradictions between growth and equity, for example. The debate is not yet
over, but it must be admitted that there is at least a possibility that sometimes, when pursuing
two highly desirable objectives such as economic growth and social equity, the attainment
of one of these objectives must be given priority over the other, although of course the
imbalance thus created can later be corrected.

Secondly, and in the same line of thought, development and democracy do not neces-
sarily go hand in hand. Thus, the 1980s —the so-called “lost decade” for development—
coincided with a process of opening up to democracy and transition from authoritarian
régimes to civil governments, in contrast with what happened in the Great Depression of
the 1930s, when the economic recession was accompanied by authoritarian governments.

Thirdly, uncertainty with regard to the paths to follow and the firmness of the opinions
held may even be a “democratic virtue”. Thus, excessively cut and dried action programmes
may be incompatible with the ongoing negotiation which democracy demands, and this may
also be why the technocrats have rediscovered the virtues of pragmatism.

Finally, this leaning to uncertainty fits in very well with the definition of democracy
proposed by E. P. Thompson: a process which is set in motion without anyone knowing for
certain exactly where it is going to end (Thompson, 1966, p. 101). This means that in
democratic régimes —in contrast with what happens in technocracies— it is preferable that
the pretensions of all the social sciences should be on the modest side.

How are the foregoing considerations reflected in ECLAC’S recent work? In this respect,
I should like to refer to our proposal entitled Changing production patterns with social equity
(EcLAC, 1990). In that document we maintain that the prime, common task of the countries
of Latin America and the Caribbean — that of changing their production patterns within
a context of growing social equity — must be carried out in a democratic, pluralistic and
participative context. It is posited that this requirement should be fulfilled as a deliberate
choice, not as the inevitable result of the emergence of other conditions.

In other words, we want development to take place in democracy, and we propose that
specific efforts should be made to ensure that changing production patterns, equity and
democracy back each other up. At the same time, however, we expressly recognize that
there is nothing automatic or predetermined in all this. Facing up to such demands simul-
taneously represents a tremendous challenge which cannot be overcome on the basis of a
single universally valid paradigm.

In conclusion, our proposal traces a course to follow and at the same time opens up a
broad field for reflection and action on the part of the social sciences, in which some central
issues for sociology and the political sciences stand out very prominently: reform of the
State, transformation of the educational system, and the development of suitable forms of
social consensus building and participation. In all these fields, reflection and action can only
be carried out successfully through interdisciplinary co-operation. 1 wish to stress once
again, however, that this does not mean that we are advocating a synthetic paradigm designed
tointegrate all the social disciplines and provide an infallible universal technique for weighing
the influence of one phenomenon on another. It simply means that in respect of these
issues, which are of such crucial importance for our times, we have before us a new field
of co-operation between the regional institutions and the academic institutions working in
the realm of the social sciences in the region.
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External events,
domestic policies and
structural adjustment

Carlos Massad*

This article examines the drop in the per capita
product of the region from 1981 onwards due both
to the stagnation of per capita production capacity
and the fact that the effective product was less than
the potential product. Production capacity stagnated
because investment fell to levels which were not high
enough to ensure growth in the potential per capita
product. This decline in investment, in turn, was due
basically to the net transfers of resources abroad
caused by the debt crisis and the severe deterioration
in the terms of trade as from 1982.

The article posits that, in order for the region to
grow at the rate of 5% per year, it would be necessary
to invest between US$ 75 and US$ 85 billion more
than is currently being invested. These resources could
not be obtained from a single source. Solving the debt
problem to the point of eliminating the net outward
transfer of resources would supply only a third of the
additional investment needed. Likewise, recovering
the 1980 levels of the terms of trade —for which ar-
duous negotiations and the application of difficult do-
mestic policies would be needed— would provide only
another third of the necessary financing. In any case,
the fact that such resources were available would not
automatically guarantee the necessary increase in in-
vestment, for which purpose strict specific policies
would be required. The remaining third of the addi-
tional investment needed would require either greater
indebtedness, or more saving, or both these things at
once. It would also require increases in productivity
and would need to be backed up by suitable domestic
policies.

* Deputy Executive Secretary of kcrac. The author wishes
10 express his thanks to Jaime Campos for his assistance in
computation and general matters, and to Qsvaldo Rosales for
his comments and assistance with the bibliography.

Introduction

The hard facts of the situation, including political
events, have obliged most of the nations of Latin
America to apply structural adjustment policies.
The measures taken in this respect were in a
sense a shot in the dark, as no body of theory
had been prepared in advance, and the countries
of the region were not in a position either to
choose their policies freely or to bother too much
about their timeliness and the most suitable rate
and sequence for their application. |

Although a limited consensus is now begin-
ning to emerge on this matter, economic theory
is still not able to answer all the queries regarding
the dynamics of the economic adjustment or the
timeliness and sequence of the necessary reforms
(World Bank, 1985; Feinberg, 1986; Helleiner,
1986).

Thus, for example, the scope and sequence
of reforms aimed at trade and financial liberal-
ization raise dilemmas with regard to economic
policy, and the net effect continues to be the
subject of a good deal of uncertainty in the the-
oretical analyses made on the subject (Zahler,
1980; McKinnon, 1982; Blejer and Sagari, 1988).
Edwards (1987) is in favour of liberalizing the
current account before the capital account and
proposes a specific policy sequence: first, getting
the fiscal deficit under control; secondly, reform-
ing the domestic financial market and increasing
interest rates, and finally, liberalizing the capital
account.

A different view is taken by Lal (1987), who
suggests first of all tackling the fiscal deficit and
the distortions in the domestic capital market and
then going on to a simultaneous drastic liberal-
ization of the current and capital accounts, main-
taining a floating exchange rate during these op-
erations. The reasons for this would appear to
be connected with political economics, since as
these reforms would affect sectoral interests it
would be necessary to act quickly to prevent the
latter from organizing themselves.

Among the issues still under macroeconomic
debate are those concerning matters such as the
links between financial liberalization and saving
and investment {(Massad and Held, 1990) and
between saving and interest rates (Khan and
Knight, 1985; Massad and Eyzaguirre, 1990); the
degree of intensity of the liberalization processes,
that is to say, the final levels of the variables and
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the periods of adjustment (Edwards, 1988); the
optimum dimension and degree of government
intervention (Ram, 1986), and the complemen-
tation or conflict between public and private in-
vestment (Blejer and Khan, 1984). Without a
firm theoretical base, it is very difficult to clarify
which costs could be attributed to the reform
policies and which should be blamed on external
or domestic events which may take place at the
same time.

This paper examines the influence of such
events on the product, distinguishing between
the effects on production capacity and those on
the effective product, and seeking to identify the
main elements affecting these phenomena and

the options open to the countries of the region
for returning to a climate of faster and sustain-
able growth.

Section I below explores the effects of exter-
nal events on production capacity. Section 11 ex-
amines the factors behind the drop in the rate
of utilization of that capacity. Section 11 seeks
to give some idea of the growth needs and the
resources that could be available for meeting
them, and finally, section IV brings considera-
tions of equity into the analysis and presents the
main conclusions. The study covers Latin Amer-
ica and the Caribbean as a whole, but the main
conclusions have been verified through studies
of particular countries which are not presented
here.

External events and the stagnation of
production capacity

There were two main external events which af-
fected the Latin American economies in the
1980s: the debt crisis, and the deterioration in
the terms of trade. It was during this period that
most of the adjustment policies were applied.
The debt crisis in the 1980s and its consequences
have been extensively analysed in recent eco-
nomic publications, while the variations in the
terms of trade and their effects on developing
economies have been studied for more than half
a century.

One way of getting an idea of the conse-
quences of both the debt crisis and the deterio-
ration in the terms of trade is to examine the
historical behaviour of the gross domestic prod-
uct.

Figure 1 shows the evolution of the per capita
6 of the countries of the region for the period
between 1970 and 1989. It will be noted that in
1989 that product was lower than it had been in
1980". Such discouraging facts have led to the

! According to data supplied by ECLAG in December
1990, the results for 1990 were even worse (ECLAC, 1990b).

assertion that the 1980s represented a lost decade
as far as development was concerned.

This is not the whole story, however. There
are two main factors that can explain the un-
favourable evolution of the per capita ¢or: the
stagnation in production capacity, and a level of
effective production which was lower than the
existing capacity. In order to distinguish between
the effects of these two factors, we can carry out
a very simple exercise involving the estimation
of the latter capacity by using figures on net in-
vestment and certain assumptions on the prod-
uct/capital ratios (Ramos and Eyzaguirre, 1989).
If we consider the product/capital ratio regis-
tered in the 1970s as being valid for the 1980s,
then we can calculate the production capacity for
the latter decade, assuming also that the employ-
ment level of 1980 remains unchanged (see Ap-
pendix). Figure 1 also shows the results of this
exercise and gives a comparison of the effective
Gpp with the potential 6pp (or production capac-
ity). It will be seen from this that in 1989 the
potential per capita Gpp was some 17 percentage
points higher than the effective level.

It is clear from this result that the policies
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Figure 1

LATIN AMERICA: EVOLUTION OF GROSS DOMESTIC PRODUCT, POTENTIAL
GROSS DOMESTIC PRODUCT AND TREND GROSS DOMESTIC PRODUCT
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applied by the countries of the region in the
1980s did not manage to make full use of the
available production capacity. Indeed, figure 1
shows that the potential per capita product also
stagnated as from 1983, remaining far below the
expectations based on the trends of the 1970s,
shown by the upper line of the graph.

Why was there this stagnation in the per ca-
pita potential product? One possibility is that in-
vestment (as a percentage of 6pp) went down be-
cause of the decline in per capita cop. Indeed,
the most generally accepted consumption func-
tions assume that in the face of a transitory drop
in income, consumers reduce their saving rather
than their consumption. It would therefore be
reasonable, given the lack of external financing,
to expect a decline in saving and a consequent
drop in investment, in the best traditions of clas-
sical and neoclassical analysis. -

O Potential per capita gross

T I 1

T T i 1
1980 1982 1984 1886 1986 98¢

» Trend per capita gross
domestic product
There is also another possibility: that invest-
ment went down in line with the disappearance
of opportunities for profitably expanding pro-
duction capacity. The drop in the product leads
to a deterioration in investment opportunities
because it reduces the marginal productivity of
capital: that is to say, for a given interest rate the
desirable stock of capital goes down and there is
consequently a reduction in net investment. As,
however, the interest rate went up, achieving a
balance in the demand for investments called for
a further drop in net investment in order to
equalize the real rate of interest and the net yield
on investments. Figure 2 shows the relation be-
tween saving and investment and the gross do-
mestic product, from 1980 to 1989. 1t can clearly
be seen that saving continued to increase during
the 1980s as a percentage of the gross domestic
product (at given terms of trade), and that in
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Figure 2
LATIN AMERICA: SAVING AND INVESTMENT
(Percentages of the gross domestic product)
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1988 it stood at the highest proportion of the
whole period: over 25%. In other words, in 1988
the countries of the region as a whole reduced
their consumption more than at any other time
during the period under consideration, How-

ever, investment had fallen to a very low level of

less than 16% of ¢pr in 1983, and its recovery
was only modest, so that by the end of the period
it had only reached a level of around 17% per
year. In this respect, it may be recalled that pre-
viously, in order to attain a steady Gpr growth
rate of around 5% per year, it was necessary to
invest around 24% of the product annually.

The surplus of saving over investment dur-
ing the 1980s is shown in table 1. It can be seen
from this that net payments of interest and prof-
its abroad and the effects of the deterioration in
the terms of trade, less external saving, come to
an amount substantially equal to that surplus: in
1988, each of these two factors accounted for
around 50% of the difference between saving
and investment.

T T T
1984 1985 1986 1987 1e8e

T I

The magnitude of the effect of the deterio-
ration in the terms of trade comes as something
of a surprise, since most analysts attribute the
whole of the decline in per capita Gpr to the debt
crisis, domestic policies or a combination of the
two (Corbo and de Melo, 1987). If we look at the
evolution of the terms of trade, however, most
of the doubts are dispelled. Figure 3 shows the
terms of trade for the non-oil-exporting Latin
American countries between 1930 and 1989. It
shows a slight negative tendency for the period
as a whole but also reveals that in the 1980s the
terms of trade dropped to levels as low as or even
lower than those registered during the great cri-
sis of the 1930s. If the oil-exporting countries
are included (see figure 4), the results improve
a little but the general conclusion remains the
same. Although the loss due to the deterioration
in the terms of trade cannot be allocated exclu-
sively to consumption and saving, there can be
no doubt that an improvement in these terms
would increase the resources available for saving
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Table 1
LATIN AMERICA: ORIGIN, COMPOSITION AND FINANCING OF
GROSS DOMESTIC INVESTMENT?®, 1980-1989
{As a percentage of the gross domestic product)

1980 1981 1982 1983 1984 1685 1986 1987 1988  1989"
Gross domestic investment  24.0 23.6 20.3 15.6 15.7 16.4 16.4 17.0 170 163
Gross domestic saving 22.6 22.6 22.8 22.8 23.5 24.3 23.5 24.5 252 248
Net factor service income -2.7 -3.9 -5.5 -5.3 -5.5 -5.1 4.6 4.1 42 43
Terms-of-trade effect* 0.1 -0.7. -2.7 -3.0 -2.4 -3.1 -4.6 4.8 53 49
Gross national saving 19.9 18.1 14.7 14.6 15.6 16.1 14.2 15.6 157 156
External saving 4.1 5.5 5.6 1.0 0.1 0.4 2.2 1.4 1.2 0.7

Source: ECLAC, on the basis of official data.
a
b Preliminary figures.

¢ Includes unrequited private transfer payments.

without adversely affecting consumption to any
significant degree.

It is not clear whether this behaviour in the
terms of trade is a change in a long-term trend
which had previously not displayed major vari-
ations, in which case there would be ample jus-
tification for a suggestion that there should be a
change in strategies of production, or whether
it is simply another transitory period of
“leanfleshed kine”. Whatever the answer to this
question, figures 3 and 4 also show that both the
positive and negative movements in the terms of
trade tend to be grouped in long cycles. This
fact, in itself, points to the need to change the
structure of production so that the economies of
the region are less vulnerable to such movements.

If the recent evolution of the terms of trade
of the Asian economies and those of Latin Amer-
ica are compared, then it is seen that the devel-
opments have clearly been unfavourable for the
latter. This evolution is closely related with the
structure of exports, since it adversely affects ex-
porters of primary commodities and favours ex-
porters of manufactures (table 2). Thus, while in
1988 the developing countries which export
manufactures registered a terms-of-trade index
of 103 (1980=100), for those which exported

At market prices, in constant 1980 dollars at the adjusted exchange rate.

primary commodities the index was only 83 (iM¥,
1988).

In this respect, it may be concluded that the
production capacity (in the terms in which it is
defined here) stagnated from 1983 onwards be-
cause of two basic external factors: the debt crisis
and the detertoration in the terms of trade. These
factors may also be interrelated: the simulta-
neous efforts of a number of countries to export
similar products in view of the debt crisis may
have had some influence on the decline in export
prices, which has taken place even though the
world economy has registered the longest period
of growth in its recent history. 1 already made
this comment some six years or so ago, at a con-
ference on the occasion of the fiftieth anniversary
of the Central Bank of El Salvador. Empirical
research supports thisassertion (Schmidt-Hebbel
and Montt, 1989), This means that if several
countries simultaneously carry out structural re-
forms aimed at expanding their exports, this may
actually turn out to be counterproductive, as it
will have adverse effects on export prices. Part
of the deterioration in the terms of trade may
be due precisely to such structural reforms and
may therefore represent one of their costs.
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Figure 3
LATIN AMERICAN NON-OIL-EXPORTING COUNTRIES: TERMS OF TRADE
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LATIN AMERICA: TERMS OF TRADE
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Table 2
ASIA'AND LATIN AMERICA: COMPARATIVE EVOLUTION OF TERMS OF TRADE
(1980=100)
Structure of exports in 1987
{Percentages of the total)
Primary Machinery ~ Other
1985 1987  commodities and manu-
transport factures
equipment
Korea 106 105 7 33 59
Philippines 92 98 38 16 56
Malaysia 86 72 61 27 12
Taiwan 104 103 7 30 63
Argentina 90 81 69 6 25
Brazil 89 97 55 17 28
Bolivia 84 51 98 - 2
Colombia 98 70
Chile 79 77 1] 3 6
Ecuador 94 61 96 1 3
Guaternala 87 80 65 3 32
Honduras 93 83 88 - 12
Mexico 98 73 53 28 19
Peru 81 69 82 3 16
Venezuela 93 H4 92 2 5

Source: World Bank, World Development Report, 1989, Washington, D.C., tables 14-16.

I1

The decline in the rate of utilization of existing
production capacity

In addition to the stagnation of potential pro-
duction already referred to, itis necessary to take
account of the difference which exists between
potential production (the production capacity)
and effective production (see figure 1). This dif-
ference may be due partly to the same factors
responsible for the gap between the figures for
saving and investment. When interest payments
abroad cannot be financed with resources drawn
from the private sector, governments are obliged
to adopt inflationary policies which have negative
effects on investment and, in the long run, on
the level of activity. On the other hand, even if
governments succeed in obtaining non-inflation-
ary financing by increasing the domestic debt
with the private sector, this causes a rise in inter-
est rates and thus reduces domestic investment
(an effect already taken into account earlier),

which also has the effect of reducing the rate of
utilization of existing capacity.

I have no doubt, however, that the difference
between potential and effective productionis also
influenced by other policies applied with exces-
sive haste. Among these are: i) rapid reductions
in import tariffs without appropriate corre-
sponding management of the exchange rate; ii)
rapid deregulation of the financial system with-
out adequate supervision and in a context of pol-
icies of “crowding out”, which causes interest
rates to rise to incredibly high levels in real terms
as well as leading to deterioration of the portfo-
lios of the financial system; and iii} reductions in
the size of the public sector which cause unem-
ployment precisely at moments of depression for
the economy as a whole.

Please do not misunderstand my arguments.
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All the foregoing policies are necessary and ap-
propriate in certain circumstances. However, it
is necessary to take into account both the general
economic context in which they are to be applied
and the already mentioned fact that there are
serious doubts regarding the sequence in which
they should be applied.

An aspect which has not been given so much
attention is the time needed for these and other
policies to give results. The Chilean experience
seems to indicate that quite long periods are
needed for policies to achieve their objectives.
Thus, for example, the diversification of Chilean
agricultural exports really began in the mid-
1960s, when a programme of expansion of fruit
production was initiated and the agrarian reform

process was launched, creating a real market for
agricultural land. The starting-point for the
growth of forest industry exports, for its part,
must be sought in the early 1960s, when an am-
bitious programme of subsidies for the planting
of new afforested areas was established, leading
to a rapid increase in the planting of pine trees.
Tariff reductions, too, began in Chile in the sec-
ond half of the 1960s: they were interrupted at
the beginning of the 1970s but were resumed in
the mid-1970s and reached the target levels
fixed, after a temporary setback in the early
1980s. All this gives us a lesson: structural re-
forms take some time to give results and, without
adequate financing, they may involve high costs
in the short term.

I11

The cost of recovering past growth rates
in the 1990s

Some idea of the problems currently faced by
the countries of Latin America can be gained
from the fact that the difference between current
saving and the investment needed to raise the
gross domestic product by 5% per year amounts
to some 7% or 8% of the latter, which, at the
present levels of the product in the region, rep-
resents between US$ 75 and US$ 85 billion per
year, assuming that the productivity of the econ-
omy remains unchanged.

Obviously, resources of this magnitude can-
not come from a single source. It would be quite
unrealistic to expect major increases in saving,
and considerable amounts of new loans cannot
be expected either. Consequently, it is necessary
to adopt policies which attack the problem on
several fronts at once.

The following examples may be useful for
illustrating the kind of policies that the Latin
American countries need in order to resume the
pace of growth that they had in the 1970s: a) if
the debt problem could be solved to the point of
eliminating the outward transter of resources
from the region to the developed world (for ex-
ample, through debt reduction or reduction of
interest rates to around half their present levels),

this would make available for investment be-
tween US$ 25 and US$ 28 billion, which would,
however, solve only one third of the total prob-
lem, and b) if the terms of trade returned to their
1980 level this would add a turther US$ 25 billion
to the investment funds, covering another third
of the overall problem. Such a solution will not
emerge by magic, however: it will call for the
opening up of foreign markets, rapid growth of
the world economy, and suitable domestic poli-
cies for taking advantage for the opportunities
created in the external sphere.

Thus, we see that even if it were possible to
achieve both these advances, with all the difficul-
ties involved in them, this would still only cover
two-thirds of the difference between current in-
vestment and the level which is effectively
needed. Generating the remaining third would
be essentially a domestic responsibility calling for
the application of policies to increase the effi-
ciency of the national economies and the deploy-
ment of fresh efforts to obtain some external
financing.

Likewise by way of example, an increase in
productivity which raised the growth of the gross
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domestic product by half a percentage point over
the growth rates registered in the 1970s would
reduce the investment needed in order to obtain
growth of 5% per year by around US$ 15 billion.
Among the policies which can raise productivity
are privatization, appropriate price policies, the
elimination of economically unjustified subsidies,
stimulation of technical innovation, etc.

If the above-mentioned policies on debt,
trade and productivity fulfilled their objectives,
this would provide some US$ 65 to US$ 70 billion
for investment. The remaining amount needed
(US$ 10 to US$ 15 billion) could be obtained
from private and international organizations in
the form of fresh indebtedness, since it only rep-
resents between 2.5% and 3% of the present debt
and between 5% and 7% of the debt balance after
its reduction. Naturally, the positive effects of
the interaction between these three approaches

could, in themselves, greatly help in the solution
of the problem.

Even if the financing needed for increasing
investment were available, however, that would
not necessarily mean that it would automatically
be assigned for that particular purpose. It would
still be necessary to apply policies to discourage
private'and public consumption, in order at least
to maintain the present saving effort. This topic
will not be pursued in the present paper.

The policies referred to above with regard
to trade and productivity involve changing pro-
duction patterns in the region. This issue was
dealt within detail in a recent ECLAC study entitled
Changing production patterns with social equity
(ECLAC, 1990), which was presented at the twenty-
third session of the Economic Commission for
Latin America and the Caribbean held in Caracas
in May 1990.

IV

Equity and competitiveness

In the foregoing arguments, I have taken no
account of considerations of equity, although ev-
erything indicates that the lower-income groups
of the population have borne the brunt of the
reduction of consumption. Household surveys
indicate that there has been an increase in both
the absolute and relative number of families liv-
ing below the poverty line in Latin America. In
1980, the number of people living below that line
was 136 million, while in 1986 it was over 170
million, and as a percentage of the population
the figures rose from 41% to 43% between those
years (EcLac/unpe, 1990). There was a pro-
nounced increase in unemployment during this
period, while the ratio between the real minimum
wage and the per capita gross domestic product
deteriorated still further, providing yet another
indication of the unequal distribution of the bur-
den.

It has not been possible in this case, either,
to find an easy way of distinguishing which effects
on equity and on social costs are due to the struc-
tural reforms, and which should be attributed to
other events. It would seem, however, that the
variations in the exchange rate and interest rates

which take place in an adverse external environ-
ment tend to lead to levels of real wages and
employment lower than those compatible with a
democratic system of solving conflicts. The life
expectancy of the kind of competitiveness ac-
quired through the reduction of real wages will
necessarily be only short in a democratic system.
Moreover, it will rapidly deteriorate in any case,
due to changes in consumer preferences, in the
growth rate of the world economy, or in tech-
nology, and still worse, it will encounter rapid
reprisals in the main markets, as recent Latin
American experiences seem to show.

Long-term competitiveness in external trade
is a systemic matter which does not only involve
exchange rate policies and actions by particular
firms, but also the functioning of a whole system
of reciprocal relations within the economy: high-
way systems, ports, price and tax systems, domes-
ticand external security, the financial system, the
absorption of technology, education, and even
the legal system and its capacity to settle disputes.
It involves the degree of integration both of the
different sectors of the economy and of countries
and regions.
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In conclusion, I would simply like to say that
structural reforms aimed at increasing competi-
tiveness within the world economy involve
much more than tariff reductions, deregula-
tion, price corrections and reduction of the size
of the public sector. I would also like to stress
that such reforms cannot be expected to give
positive results within a short space of time.
These aspects are important when considering

the cost of the reforms. The same is true of fi-
nancing, since the reassignment of resources is
financially onerous and involves lengthy periods
of waiting for results and reducing consumption,
depending on the terms and availability of fi-
nancing. All this deserves the most serious con-
sideration, which in my opinion it has not yet
received in either bilateral or multilateral finan-
cial forums.
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Appendix

PROCEDURE FOR CALCULATING THE GROSS DOMESTIC PRODUCT,
THE POTENTIAL GROSS DOMESTIC PRODUCT AND THE
(PER CAPITA) TREND GROSS DOMESTIC PRODUCT

The effective gross domestic product (GPP) is that which is obtained from the national accounts.

The potential gross domestic product (PGDP) is that which would have been registered from 1980 onwards
with the net level of investment generated in that period but at the employment level of 1980 and the mean
productivity of the period 1970-1980.

The trend gross domestic product (TGDP) is that which would have been registered from 1980 onwards if
the levels of net investment and productivity of the 1975-1980 period and the level of employment of 1980 had
been maintained.

Before the series for the pGDP and the TGDP could be generated, it was necessary to calculate the marginal
product/capital ratio (MPCR), that is to say, the variation of the product per unit of variation in net fixed capital
formation. This latter concept excludes investment in stocks.

Net domestic fixed capital formation (NDF) is obtained by deducting from gross domestic fixed capital
formation (GDF) the rate of depreciation, which is assumed to be equal to 10% of GDp. Thus:

ND¥, = GDF - 0.1*GDr,

In order to obtain the marginal product/capital ratio (MPCR), a special iterative method using the following
assumptions was employed: '

i) the Latin American economies operated at the same level of employment in the years 1970 and 1980, and
ii) that ratio was constant for the period under review.

The method consists in obtaining a marginal capital/product ratio such that, starting from GDP = pGDP for
the year 1970 and considering the effective rate of net domestic fixed capital formation (ND¥) for the 1970s, it
gives a PGDP for the year 1980 which is equal to the effective GDP for the same year,

After the corresponding calculations have heen made, the PGDP for the period 1981 onwards is projected.
This is obtained by using the following formula:

PGDP, =PGDP (1 + MPCR * k)

where: k, = (NDF/PGDP),

The next step is the projection of the TGDP for the period 1981 onwards, using the following formula:
TGDP, = TGP (1 + MPCR * kT)

where: KT =(1/6)[(NDF/GDP),gp5t ...+ (NDF/GDP)ggq]

That is to say, kT is the average of the net investment rate for the pei‘iod 1975 through 1980.

The per capita calculations were made on the basis of population figures for each year supplied by the

Latin American Demographic Centre (CELADE). The figures for the product and investment were supplied by
ECLAC.
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Latin America and
the new finance and
trade flows

Robert Devlin and
Martine Guerguil*

This article explores Latin America’s prospects with
regard to international finance and trade in the 1990s.
It is concluded that the external environment will
probably be unfavourable, although there will be some
opportunities for supporting the region’s structural
adjustment processes,

The external financing prospects of most of the
countries of the region are bleak, as they are stll suf-
fering from over-indebtedness, and the main financial
flows will come initially from the reduction in the cur-
rent value of the existing debt through concerted or
unilateral actions. Nevertheless, the countries of the
region can take advantage of certain limited credit
and investment mechanisms (“niche tinancing™) which
will give them access to foreign capital in spite of their
current over-indebtedness. The few countries which
have begun to emerge from this latter situation will
have a chance to re-enter the international capital mar-
kets.

As the access to external finance will probably be
severely restricted, export promotion and the search
tor a better form of insertion in world trade will be
indispensable elements in the economic policy of the
1990s. In view of recent world trade trends, a policy
aimed at greater openness could be insufficient to im-
prove this insertion on a stable basis, and it will be
necessary to follow two additional lines of action:
firstly, to strengthen Latin America's bargaining
power with the other countries and regions, especially
in view of the growing emergence of regional blocs,
and secondly, to apply an active industrial policy aimed
at incorporating technical progress and raising the
skill level of the labour force in order to achieve the
authentic competitiveness which will make it possible
to increase the region’s share in world trade and si-
multaneously raise the living standards of the popu-
lation,

*Staff members of the Economic Development Division
of tcLac and the Joint ectacesino Industry and Technology
Division, respectively.

Introduction**

The 1980s was a period of severe crisis for Latin
America. Because of its extraordinary breadth,
this crisis gave rise to challenges on many fronts
at the same time. On the one hand, it gave rise
to a tremendous financial crisis which made it
necessary to engage in five rounds of external
debt renegotiations with creditors and was re-
flected in the precarious state of the public sector
accounts.! Furthermore, the serious economic
crisis which then hit the region highlighted the
need to rethink the development strategy which
had prevailed since the 1930s. Consequently,
there is now a generalized awareness of the need
to effect thorough-going changes in the econo-
mies so that they can be modernized and become
more competitive on the international level. The
high cost of the economic crisis, together with
the exclusive economic policies inherited from
the past, also sparked off a serious social crisis.?
Fmdlly, the region also had to face up to a political
crisis resulting from the authoritarian systems of
the 1970s which are giving way in almost all the
countries to a fragile and shaky transition to de-
mocracy.

The crisis affected so many aspects of na-
tional hife that it has been extremely difficult to
deal with. In the 1980s, there was deterioration
in many areas, but also some progress. Never-
theless, the economic, political and social changes
still needed continue to be of enormous magni-
tude and represent the real challenges of the
1990s. One of the most important conditioning
factors of these changes, both in the area of com-
merce and finance, will be the external sector,

** This paper was originally prepared for the interna-
tional seminar “Latin America in the New International Con-
text”, sponsored by CoRDES and held in Quito from 2-4 July
1990. The authors wish to express their thanks for the valu-
able assistance received from Mario Paredes of the rcLAC
Economic Development Division and the useful comments
made by Nora Lustig, Michael Mortimore, Ana Maria Al-
varez, Alfred Watkins and the staff of the EcLAC Washington
Office.

! For a detailed account of the crisis and the rounds of
renegotiations with creditors, see ECLAC, 1984, 1988, 1989c
and 1990d

? For an analysis of the economic crisis, with proposals
for achieving a change in the production patterns of the
region, see ECLAC, 1990e.
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This article contains some reflections on the ex-
ternal environment which the Latin American
countries will probably have to face in the 1990s

with regard to finance and trade, and it suggests
some ways of taking advantage of the opportu-
nities which may present themselves.

Fxternal finance

The prospects for securing finance in the 1990s
are, generally speaking, gloomy. On the one
hand, it is probable that Latin America’s access
to private international capital markets will re-
main relatively restricted on account of the crisis
in the region and the persistent problems of the
debt overhang. On the other hand, finance from
bilateral and multilateral public agencies (which
are generally not so strictly governed by private
risk criteria) could be restricted by various fac-
tors: firstly, the serious fiscal constraints of the
creditor countries are already giving rise to re-
sistance to the granting of new development fi-
nance resources; secondly, the possibility that the
new political priorities of certain industrialized
countries may end up by diverting official re-
sources from Latin America to Eastern Europe
cannot be ruled out, and finally, there is a grow-
ing tendency to make the disbursement of ofticial
loans subject to conditions which the recipient
countries frequently find difficult and burden-
some. Consequently, it may reasonably be ex-
pected that the changes needed in the region in
the 1990s will have to be carried out within the
context of serious external finance constraints.
Nevertheless, even in this context there are still
opportunities for the Latin American countries
to obtain larger amounts of finance in these
years, and indeed, some countries of the region
may already be on the threshold of a return to
international financial markets.

1. Reducing the debt and its service

Since 1982, Latin America has made nettransfers
of resources to its foreign creditors amounting
to almost US$ 20 billion per year (table 1). This
massive transfer (equivalent to 3% of the gross
domestic product of the region) represents an
extraordinary drain on resources which seriously

weakens Latin America’s process of change. Con-
sequently, as far as external finance is concerned,
the first priority for many countries in the 1990s
will be to reduce, or if possible eliminate, this
negative resource transfer.® In theory, there are
two options for this purpose: the disbursement
of new loans, or a reduction in the debt and its
service. For most of the countries of the region,
it is probably the latter option which offers the
best possibilities for the coming years.

a) Incentives for seeking a reduction of indebted-
ness

Many Latin American countries are over-
indebted, a fact which is recognized by the capital
markets and is reflected in the big discounts at
which the bank debt of these countries is traded
on secondary markets (table 2). Without any
doubt, the existence of an obvious state of over-
indebtedness reduces the willingness of creditors
to grant new credits.

The majority of creditor banks consider that
they are over-exposed in Latin America, and it
is only logical that they should therefore seek to
reduce their commitments in countries whose
economic situation is seen as being difficult. Fur-
thermore, the United States, Japanese and Brit-
ish banks are in an extremely delicate financial
situation because of the new requirements of the
Basle Committee regarding minimum levels of
capital and the large number of loans of dubious
value which these banks have given to clients in
their respective domestic markets (Financial
Times, 19904, b and ¢ and The Economist, 1990).

One of the few reasons why a bank might

3 . e . . " :
For fuller information an the negative effects of the
outward resource transfer on the tuture performance of the
Latin American economies, see FCLAGSELA, 1989,
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Table 1
LATIN AMERICA: NET CREDIT FLOWS®
Millions of dollars)

1970-1973 19741979 1980-1982  1983-1987"

Latin America 6 506 15 108 13 081 (19 819)
Qil-exporting countries 2 253 7 496 6 372 9 851)
Bolivia 192 286 45 (123)
Ecuador © 76 423 213 (167)
Mexico 1 306 3 397 4 834 (6 583)
Peru 250 658 (291) 33
Venezuela 429 2 732 1571 (3011
Non-oil-exporting countries 4 253 7612 6 709 (9 968)
Argentina (380) 447 2 927 (8 309)
Brazil 3 856 5 335 (506) (5 904)
Colombia 302 231 986 22
Costa Rica 78 243 118 (146}
Chile 128 349 1 331 (872)
El Salvador 61 145 193 )
Guatemala 46 168 240 (105)
Haiti 2 49 51 22
Honduras 72 172 117 51
Nicaragua 99 193 424 479
Paraguay 25 111 208 127
Dominican Republic (11) 138 171 (199)
Uruguay (25) 31 449 (127)

Source: ECLAC, Economic Development Division.

4 Net flows of short- and medium-terms loans, less interest.

b Parentheses indicate a negative figure.

consider authorizing a fresh loan without any
special guarantee would be to avoid default and
the consequent losses that it would suffer due to
the suspension of interest payments on the ex-
isting debt. This type of “involuntary” loan rep-
resents an effort by the banks to rescue the value
of their existing loan portfolio. From another
viewpoint, such an involuntary loan is equivalent
to a disguised rescheduling of all or part of the
interest payments due on the existing debt.* Al-
though the private banking system granted a sig-
nificant number of involuntary loans in the
1980s, during the various rounds of rescheduling
the Latin American debt, the frequency and size
of these loans gradually diminished during the
decade as the heavy accumulation of loan-loss

4 For an analysis of the reprogramming of the debt and
the role of involuntary loans, see Devlin, 1989, chapter 5.

reserves effected by the international banking
system increased its capacity to absorb debt ser-
vice arrears (table 3). Today, even the biggest
debtors —whose payment or default still has an
impact on the balance sheets of the banks— face
serious difficulties in obtaining new loans (EcLAc,
1989a). Indeed, the small amount of fresh fi-
nance obtained by the debtor countries on the
bank market indicates that most of the banks,
rather than authorizing new loans, prefer to
admit to losses through the debt reduction op-
tions under the Brady Plan.

With regard to new or potential creditors,
they can easily see when a country is over-
indebted, and it is only natural that in such a case
they do not want to get involved in the problem.
These lenders will be reluctant to provide lines
of credit unless they can find a special “niche”
which gives them preferential access to the scarce
foreign exchange resources of the country.



Table 2
LATIN AMERICA AND THE CARIBBEAN: SECONDARY MARKET PRICES OF EXTERNAL DEBT PAPER
(As a percentage of the nominal value)

93

1986 987 1988 1489 1960
January June December January June December Jamuary June December January June December January June October

Argentina 2 65 66 64 32 35 32 25 21 20 13 13 12 i3 13.5
Bolivia — & 7 8 9 il il 1 10 10 11 11 11 - -
Brazil 73 74 74 72 62 6 16 - 51 41 37 31 22 25 24 22.8
Colombia 22 81 /6 86 8 65 65 65 37 36 57 64 60 64 63.5
Costa Rica - 48 35 33 36 i3 13 11 12 13 14 17 18 - -
Chile 65 67 67 68 70 61 61 60 56 60 61 39 62 63 74.5
Ecuador 68 64 65 63 30 37 33 27 13 13 12 14 14 16 18.1
Guatemala - 52 60 61 67 77 37 - - -~ - - -— ——
Honduras — 40 H 40 39 22 22 22 22 22 17 20 21 - -
Jamaica - 13 15 43 38 33 33 38 40 40 4] 40 k4] 44 -
Mexico 69 59 56 37 37 31 30 51 43 40 1) 36 37 15 42,7
Nicaragua - 4 4 1 3 + 4 2 2 2 1 1 i — -
Panama - 69 i3] &8 67 39 39 24 21 19 10 12 14 12 10.8
Peru 25 20 18 18 i 7 7 6 5 5 3 6 6 4 33
Daoninican

Republic - 15 13 15 45 23 23 20 22 22 22 13 13 17 -
Uruguay — 63 66 68 74 60 39 60 66) 60 57 30 50 49 51.5
Venezuela ]0 76 74 75 71 38 35 33 41 38 37 34 35 46 -
Average® -— 61.6 64.2 63.7 385 6.5 45.1 45.4 37.7 35.2 319 28.0 20.5 333 33.2

Sonrce: United Nations Department of International Economic and Social Affairs. on the basis of offer prices compiled by Solomon Brothers, High Yield Department.

“ Weighted by the amount of bank debi.
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Table 3
INTERNATIONAL BANKS:

ESTIMATED LOAN LOSS RESERVES ON THEIR

LOANS TO DEVELOPING COUNTRIES,

AS A PERCENTAGE OF TOTAL EXPOSURE

IN THOSE COUNTRIES?
(Percentages)

France
(BNP)
(Crédit Lyonnais)
(Société Générale)
(Banque Paribas)

Germany
{Deutsche Bank)
{Dresdner)

Switzerland

United Kingdom
{Midland Bank)
(Barclays)

(Lloyds Bank)
(Standard Chartered)
(National Westminster)

Canada
(Royal Bank of Canada)
(Canadian Imperial)
{Bank of Montreal)
(Bank of Nova Scotia)

Japan®

United Statesf
Money centre banks
(Citicorp)
(Bank of America)
{Manufacturers Hanover)
(Chase Manhattan)
(Chemical Bank)
{Bankers Trust}
(J.P. Morgan)
(First Chicago)
{Bank of New York)
Super Regionals

(Security Pacific)
{Bank of Boston)

41-52
(52)
(46)°
(53)
@“n

50-80
77
{50)

80¢

45-72
(58)
(48)
(712)
(46)
(65)

45-70
70
(45’
41y’
45)

15

30-70
(30
(32)
(29)
(39)
(33)
(70
64)
(53)

)

30-75
(30)
(75)

Source: EcLac (1990a), p. 46.

November 1989.
December 1988.
September 1989,
June 1989,

N o0 gow

Uniform for all Japanese banks. The Ministry of Finance

of Japan has issued a guideline of a 25% reserve by March

1990,
f  December 1989.

Thus, in view of the serious over-indebted-
ness affecting most of the Latin American coun-
tries, it may be assumed that the flow of new
credits will be very small, especially in the case
of those coming from the private credit markets.
Moreover, the recovery of general access to credit
without special guarantees is by its very nature
a slow process and can only begin when the fi-
nancial circles perceive that the debt overhang
has been overcome. In such circumstances, the
over-indebted countries can maximize the dis-
counted present value of the future flow of credit
through formulas for the reduction of the exist-
ing debt and debt service.

Countries which do not have problems of
over-indebtedness may also have good reasons
forseeking areduction in their debt. If the capital
markets were efficient, it would not be in the
interests of creditworthy countries to reduce
their debt, as this would have a high opportunity
cost: the discounted present value of the saving
on debt service achieved through the mecha-
nisms for the reduction of external commitments
could well be less than the present value of the
future flow of foreign capital lost through the
negative reaction of creditors to a drop in the
value of the financial assets involved.

However, the capital markets to which Latin
America has access are apparently not so effi-
cient, and this is reflected in the difficulty cred-
itors have experienced in discriminating between
the different countries of the region from the
point of view of their creditworthiness. Thus,
even clearly creditworthy Latin American coun-
tries such as Colombia have encountered tremen-
dous resistance to their requests for fresh cred-

its® Apparently, many creditors make the

mistake of seeing every country in the region
—even if it is creditworthy— as just one more
economy in a region in crisis. Because of this
failure in the market's risk evaluation mecha-
nisms, the creditworthy countries become victims
of the negative externalities generated by the sys-
temic financial crisis suffered by the region; in
these circumstances, they could be led to behave
as though they were insolvent too and request a

® This sitvation, which is linked with the negative exter-
nalities that tend to occur in systemic financial crises, was
also observed in Latin America during the Great Depression
of the 1930s. See EcLac, 1965, chapters 1 and 2.
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reduction in their debt. It would appear that in-
vestors are incorporating this perverse phenom-
enon in their calculations of the value of the debt,
since even the bank loans of the apparently cred-
itworthy Latin American countries are circu-
lating at big discounts in secondary markets.

b) Consensual debt reduction formulas

As already noted, the capital markets are ap-
parently not well placed to grant fresh finance
to the region on a global basis.® The problem of
overindebtedness which is largely behind this sit-
uation is systemic in both its origins and in the
solutions needed for it: the overexpansion of ex-
ternal commitments arose from the interaction
of the policies of the debtor countries, the private
banks and the industrialized countries (ECLAC,
1990a). Ultimately, it was the market, and not a
particular banker or borrower, which went
wrong in a particular institutional context. More-
over, the overindebtedness not only adversely
affects the relations between the debtors and the
banks involved but also hinders the activities of
economic agents who are not financially over-
extended: hence, the social or public nature of
the problem calls for public action to share the
costs of a solution among debtors, creditors and,
if necessary, the international public sector in
general.

Although the systemic nature of the problem
was visible from the beginning of the crisis,” in
its first years it was treated in official circles as
exclusively a private matter which should be
solved between creditors and debtors, with the
least possible participation of the international
public sector. Even when it became evident that
the credit market had collapsed around Latin
America, heavy emphasis continued to be placed
on the need to respect private market criteria,
ostensibly in order to restore the access of the
debtor countries to fresh loans. Indeed, the pos-
sibility of obtaining fresh finance was usually
used to justify the design of strategies whose aim
was almost exclusively to avoid losses for the pri-
vate banking system (Devlin, 1989, chapter 5).
The other side of the coin was a massive net

% However, there are opportunities for fresh finance
which are examined below.

7 cLAC recognized this from the beginning: see ECLAC,
1982.

transfer of resources from the debtor to the cred-
itor countries.

The truth is that in view of the systemic na-
ture of the debt overhang problem, a reduction
in the debt or its service should have been sought
at the beginning of the crisis. This approach,
which is quite widely used to solve a systemic
problem in the domestic credit markets of the
industrialized countries,? is the only way of pro-
moting an efficient adjustment for all the parties
in the system and thus equitably sharing the costs
of a solution. Unfortunately, it was only in 1989,
with the appearance of the Brady Plan, that this
broader public approach gained currency as a
response to the problem of the Latin American
debt overhang.

i) The Brady Plan. While it is true that incen-
tives for reducing the debt have existed for many
years, thanks to the Brady Plan the debtor coun-
tries can now in principle pursue a debt reduction
policy with the full support of the international
community. The new plan earmarks financial
and institutional resources of the international
public sector for the process of reducing the bank
debt. Four debt reduction agreements have al-
ready been finalized (for Mexico, the Philippines,
Costa Rica and Venezuela), financed with a total
of over US$8 billion in loans from the World
Bank, the International Monetary Fund and var-
ious individual governments (especially Japan).?
In addition, Uruguay and Morocco have signed
agreements in principle with their creditor
banks.

The existence of the Brady Plan gives the
Latin American countries a chance to reduce
their debt service payments (and the negative
resource transfer) on a consensual and non-
conflictive basis. Undoubtedly, in the 1990s more
countries in the region will seriously explore the
new opportunities available in this field. At the
same time, however, it should be noted that the
Brady Plan presents some serious problems
which could cause difficulties for the debtor
countries.

The Brady Plan is basically a voluntary

B As in the case of the rescue measures in favour of the
Chrysler Corporation and the City of New York, forexample.
See ECLAC, 19904, table 4.

9 For details of the way the Brady Plan operates, see
ECLAC, 1990a.
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scheme whereby the private bank debt is repur-
chased, directly or indirectly, at a discount.'® The
amount of reduction of the debt is thus closely
conditioned by the price at which the debt is
traded on the secondary market and by the fi-
nance available for carrying out the repurchase.
The agreements reached so far under the Brady
Plan have been the subject of intense debate,
since a significant number of analysts consider
that the net debt reductions thus achieved, and
the effect that these will have on the foreign ex-
change flow, will be really quite limited. There
are three main reasons why these results may be
unsatisfactory: firstly, an insufficient supply of
public finance to carry out the bank debt re-
purchase operations; secondly, insufficient co-
ordination of the banks by the public agencies,
thus permitting the banks to evade options that
would effectively reduce the debt to levels that
could be reasonably serviced, and thirdly, the
absence of specific measures for tackling the
problem of serving the official debt, which rep-
resents a heavy burden in many countries.

In view of these three serious shortcomings,
it is possible that the Brady Plan will not serve
to eliminate the debt overhang problem com-
pletely, so that many Latin American countries
may only achieve a partial reduction of their ex-
cessive external commitments. Unfortunately,
such a partial debt reduction scheme could ulti-
mately bring more problems than solutions.!!

The benefits of the debt reduction are trans-
mitted to the debtor country through two main
channels: on the one hand, the cash flow im-
provement regarding foreign exchange and the
fiscal accounts due to the reduction in the debt
service; and on the other hand, the reduction in
the private sector risk premium. There is thus,
in principle, a greater possibility of achieving an
effective structural adjustment and servicing the
debt.

1% In a voluntary debt reduction scheme, the conversion
of the debt into bonds sold at a discount, as illustrated by
the agreement signed by Mexico, is an “indirect” debt re-
purchase operation. For an analysis of the equivalence be-
tween direct repurchase and conversion into bonds, see
DoolcY, 1988, pp. 714-722.

ec1ac has estimated that with the present level of
public financing (US$ 30 to US$ 35 billion) the Brady Plan
could reduce the net indebtedness of the region by only
between 13% and 15%. See EcLac, 1990a, pp. 107-108.

If the debt reduction operation does not
clearly eliminate the overindebtedness, however,
its benefits for the debtor country would seem
to be rather ambiguous. Firstly, the cash flow
effect will only be small compared with the fi-
nance needed to support a socially efficient ad-
justment, that is to say, one that also permits
growth. Furthermore, it is well known that the
partial repurchase of the excess debt may turn
out to be a bad deal for the debtor country, since
the marginal value of the debt thus retired may
be less than the price paid for it.’2 Secondly, the
unconditional defenders of the Brady Plan usu-
ally implicitly assume that there is a direct and
continuous relationship between the debt reduc-
tion and the reduction in the private sector risk
premium: thus, for example, a 30% reduction
in overindebtedness would bring about a similar
decline in the adverse expectations of investors.
If we take into account the existence of barriers
to information, the entrenched adverse expecta-
tions after eight years of crisis, and the interde-
pendence of investors in regard to the taking of
decisions, however, the most likely outcome is
that in practice this relationship will not function
in this way. This means that the reduction in the
debt must pass a certain critical threshold before
it brings about a significant decline in the
medium-term private sector risk premium.

Thus, in the event that the Brady Plan only
permits a partial reduction in the debt overhang,
its benefits will generally speaking be ambiguous.
For this reason, the participation of the debtor

12 When the probability that a Latin American country
will pay its debts is uncertain, the discount registered on that
country’s debt in the secondary markets will reflect this un-
certainty. Let us assume that in an optimistic scenario the
country can pay 100% of the debt, whereas in a pessimistic
one it can only pay 25%. Let us also suppose that there is a
one in four probability that it will comply with the optimistic
scenario and a three in four probability that it will act ac-
cording to the pessimistic one. In this case, the price of
US$ 1 of debt on the secondary market will be 44 US cents,
that is to say, the weighted average of the two scenarios. In
the repurchase operation, the country will pay at least 44 US
cents per dollar of debt, even though the marginal value of
one rescued dollar for the debtor will only be 25 US cents,
because of the low probability (25%) that the country will
honour all its debt service commitments. Only if the over-
indebtedness problem is definitively eliminated can this di-
lemma be overcome. For a more detailed analysis of this
problem, see Biillow and Rogoff, pp. 675-704.
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countries in the plan could simply be an act of

faith. This conclusion has real repercussions for
the Latin American countries, since the Brady
Plan urges debtors to use part of their scarce
international reserves, the balance-of-payments
support loans from the World Bank and the In-
ternational Monetary Fund and the receipts from
bilateral aid to finance the debt reduction oper-
ations. From the point of view of the alternative
use that could be made of scarce foreign ex-
change resources, however, it is possible that the
direct allocation of such resources to their orig-
inal purpose (that is to say, balance-of-payments
financing and investment projects) would give a
greater yield than the ambiguous benefits pro-

vided by the partial reduction of the debt over-

hang.

Another drawback in a partial reduction of

the debt overhang emerges when there is con-
version of existing commitments into bonds, as
an instrument for the repurchase of the debt on
the secondary market. In this situation, regard-
less of the size of the discount, the debtor country
could end up facing still greater rigidity in its
future debt management. This is because bonds
(unlike loans) are difficult to reschedule and to
subject to the previously mentioned policy of in-
voluntary loans. Thus, when the discount is not
enough to eliminate the excess external liabilities,
there is an even greater chance that subsequent
payment problems will be solved through a for-
mal default. Since bond holders are traditionally
ill-disposed to put up with such default, the de-
linquent debtor country could eventually find
itself swamped with lawsuits brought by discon-
tented creditors.

These difficulties show that the Brady Plan
—after having created expectations that it would
offer a consensual mechanism for putting an end
to the debtoverhang problem in Latin America—
will not necessarily be a panacea for the problem
of the negative resource transfer. Furthermore,
the Plan creates fresh dilemmas for the debtor
countries (with regard to the best way of using
their scarce official loans) and for the mululateral
agencies, which are now under pressure to ex-
tend their loans to activities with a dubious re-
turn. In contrast, the banks have better prospects
of ending up in a relatively more favourable po-
sition, since if they wish they can sell off their

loans en masse and thus exit from the problems
of Latin America.

In order to overcome these difficulties and
increase its efficiency as a debt reduction vehicle
and economic reactivation instrument, the Brady
Plan would need, inter alia, to do the following:
firstly, to treble to around US$ 90 billion the
public resources available for financing the re-
purchase of bank paper on the secondary mar-
ket;'® secondly, to strengthen the International
Monetary Fund’s capacity to give official ap-
proval to the build-up of arrears by countries
whose processes of adjustment (with growth) are
being hindered by lack of co-operation from the
private banks on debt reduction, and thirdly, to
permit a sharp reduction in bilateral debt, to-
gether with the creation of new mechanisms to
relieve the burden of multilateral obligations.!*

These and other reforms could improve the
etficiency of the Brady Plan and make its benefits
clearer to the debtor countries. Unfortunately,
the prospects for the Plan being strengthened in
this way are not very bright. Faced as they are
with their own fiscal imbalances, the govern-
ments of most of the creditor countries have
shown themselves to be reluctant to finance
large-scale international initiatives. Likewise, the
possibility of creditor governments and multilat-
eral finance agencies putting strong and sus-
tained official pressure on the banks depends on
a complicated set of interests and political forces
which are indeed very difficult to control.

Consequently, in this early part of the 1990s
the road towards a concerted and effective solu-
tion to the debt overhang problem still seems to
be full of obstacles, and the Latin American coun-
tries will have to travel along that road with the
greatest caution, since in some circumstances the

¥ With regard to the objective of rapidly eliminating
the debt overhang, the alternative 1o more public financing
for debt reduction would be an official scheme based on tull
coercion: for example, new legistation in the creditor coun-
tries obliging the commercial banks to adjust the debt to
levels which the debtor countries can service. However, the
possibility that such a conflictive scheme will be adopted in
countries such as those of the North. where decisions are
usually taken by consensus, is even more remote than the
introduction of a well financed voluntary scheme.

" See these and other proposals for improving the op-
eration of the Brady Plan in rcLac, 1990a, Chapter IV and
Rosenthal, 1990, pp,. 17-20.
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Table 4
CONVERSION OF EXTERNAL DEBT TO EQUITY
OR LOCAL CURRENCY

{Millions of dollars)
1985 1986 1987 1988 1989 1990
Conversion of debt to
equity 497 . 815 3 167 6 198 4 500 8 853
Conversion of debt to
local currency 156 438 796 1639 2 238 1 244

Source: Michael Bouchet, Transnational banks and external indebtedness of developing countries, New
York, United Nations Centre on Transnational Corporations (¢1C), November 1990, mimeo.

options offered by the official debt reduction
scheme could have undesirable repercussions on
their development financing.

ii) Debtlequity swaps. For several years now,
the conversion of bank debt into equity has been
another consensual manner of reducing external
liabilities. The total amount of these swaps grew
from US$ 500 million in 1985 to US$ 9 billion
in 1990 (table 4). The commercial banks have
actively promoted such transactions, because
they allow them to get out of the debt problem
with lower discounts than those being registered
in secondary market operations. On the other
hand, the debtor countries have often expressed
reservations about this form of conversion, men-
tioning among other aspects the subsidy that this
represents for foreign investors, its impact on
the money supply and domestic interest rates,
and the question of sovereignty.!

It is quite true that the adverse effects of
debt/equity swaps justify some reservations about
the use of this approach as a general mechanism
for the reduction of external obligations, but it
may nevertheless offer real opportunities if ap-
plied selectively in order to achieve well-defined
investment aims. For example, there are cases
where it may be necessary to give subsidies in
order to attract certain kinds of foreign invest-
ments; in these circumstances, a debt conversion
operation may well be an appropriate channel
for giving such a subsidy. Likewise, if it is desired

15 For an analysis of some of these problems, sec Lahera,
1987 and Firench-Davis, 1987.

to privatize some public enterprises rapidly, then
debt conversion programmes may be effective
means for attracting the participation of foreign
banks and other investors. The repatriation of
flight capital could also be promoted through
programmes of this type.

Since the banks tend to take advantage of
national debt/equity swap schemes, and since
these programmes lead to rises in the price of
debt paper on the secondary markets, the initi-
ation of a conversion plan should be conditional
upon the prior approval of a global definitive
agreement for the reduction of the debt. This
would eliminate the ad hoc nature of debt/equity
swap programmes and make them part of a
global solution calling for greater sacrifices from
the private banking system.

c) Unilateral debt reduction formulas

In view of the shortcomings of the Brady
Plan and the uncertain prospects that a true con-
certed public solution to the debt problem will
emerge, unilateral restriction of external debt
service commitments cannot be ruled out as a
temporary second-best financing measure for
the debtor countries. Indeed, the majority of the
countries of the region have applied a partial or
total restriction of their debt service commit-
ments to commercial banks and other creditors, '
Thus, for most of the Latin American countries

16 Latin America’s arrears, solely in respect of interest
payments on the debt, exceeded US$ 18 billion in 1989, and
the figure may have reached US$ 25 billion by mid-1990.
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the question is not whether they should restrict
such payments but only how and for how long.

This is a tricky subject, and the benefits and
costs of such a restriction will obviously depend
on the specific circumstances of each country.
Experience indicates that certain considerations
should be taken into account if it is decided to
formulate a national strategy in this respect, how-
ever.!7

To begin with, the main motive for embark- .

ing on a restriction of payments is the lack of
consensual options for dealing with excessive
debt service payments and their destabilizing ef-
fects. Obviously, servicing an overvalued debt
greatly prejudices the execution of programmes
of structural change in the Latin American econ-
omies. In view of the operational problems of
the Brady Plan, mentioned earlier, a unilateral
restriction of payments may sometimes be the
only way of securing the additional finance
needed to support efficient programmes of ad-
justment and economic change.!8

Secondly, a payments restriction may be the
first step towards the negotiation of a definitive
debt reduction agreement. It is worth remem-
bering that it is difficult to negotiate a substantial
reduction in the debt when the debtor country
is punctually servicing its contractual obligations.
Paradoxical though this may seem, this conclu-
sion reflects the fact that the banks always com-
pare any agreement, no matter how modest it
may be, with the status quo. If the debt is being
serviced punctually, then obviously they are
going to prefer the status quo. In contrast, restrict-
ing the debt service indicates the physical inca-
pacity of the debtor to service his debt. In such
circumstances, both parties know that time may
be on the side of the debtor country, because any
stagnation of the negotiations maintains the status
quo and thus maximizes the debt service relief.
In contrast, any formal debt reduction agree-

17gcLac has made some studies on the experience of

the countries with regard to payments restrictions. For some
preliminary background see EcLAC, 1990a, chapter V, and
Altimir and Devlin (in the press).

131t is interesting to note that against the background
of the rather discouraging results of most of the adjustment
programmes in Latin America, two of the cases considered
to be “successful” (Costa Rica and Bolivia) used a moratorium
to support their adjustment and stabilization programmes.
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ment will mean an increase in the service pay-
ments compared with the status quo, thus improv-
ing the situation of the banks even though the
formal reduction in the debt may be quite sub-
stantial.

Thirdly, the benefits that may be derived
from a payments restriction will depend mainly
on the way internal factors evolve. In order for
the restriction to become an effective source of
additional external finance and a basis for a pos-
sible definitive debt reduction agreement, the
creditors must be made to perceive that this uni-
lateral policy is viable and sustainable. Only then
will they have an incentive to begin serious ne-
gotiations seeking a real solution for the debt
overhang. The stability of the policy adopted
with regard to the excessive service commitments
on the old debt is also an important factor for
minimizing the negative effects of the debt over-
hang on the behaviour of private investors: in
other words, the adoption of clear and stable
rules on the way the servicing of the old debt is
to be handled may make it easier for new inves-
tors to identify “niches” offering them opportu-
nities in the economy of the debtor country.

Still at the domestic level, the efficiency of
the payments restriction will depend to a very
large extent on the existence of a coherent eco-
nomic programme aimed at securing effective
structural adjustment. The coherence of the eco-
nomic programme gives the payments restriction
legitimacy, since it creates an objective basis for
determining the medium and long-term pay-
ments capacity of the country, which will serve
as a basis for the negotiations with the banks. It
also inspires in the national economic agents a
certain respect for the decisions of the economic
team and generates a perception that the pay-
ments restriction forms part of a broader na-
tional initiative to improve the performance of
the economy, with corresponding opportunities
for obtaining profits. It has also been observed
that foreign creditors and international agencies
have shown some reluctance to level serious
threats at a country’s payments restriction when
it has been applying a respectable economic pro-
gramme. In contrast, experience has shown that
if the restriction is not backed up by a serious
and sustainable economic programme, it rapidly
loses prestige and may involve very high political
and economic costs, possibly ending up being
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totally discredited as a means of neutralizing the
debt overhang.

If the payments restriction is to be efficient,
it also calls for careful political management.
Fundamentally, the orderly management of the
restriction depends to a large extent on the emer-
gence of a national consensus which supports
this measure as a reasonable temporary option
in view of the limited alternatives offered by the
creditors. Such a consensus does not arise auto-
matically, but requires a political strategy and an
information campaign directed at the national
groups with the greatest influence on public
opinion.

As well as establishing a firm domestic base
to support the payments restriction, it is neces-
sary to take precautions at the external level also.
It may be useful to take measures designed to
have a conciliatory effect on creditors, by pre-
senting the restriction with the least possible fuss,
for example, and emphasizing that it is a special
measure forced upon the country by the unbear-
able burden of the resource transfer. Efforts may
also be made to keep open the lines of commu-
nication with creditors by putting forward con-
structive formulas for overcoming the problem
of the excessive nominal value of the debt. Fi-
nally, as a sign of goodwill, consideration may be
given to the partial payment of the debt service
commitments on the contractual debt, but only
in amounts in keeping with the country’s pay-
ment capacity and the requirements of its eco-
nomic programme. Furthermore, these symbolic
payments should be on the current debt service
and not in respect of accumulated arrears, since
the latter are an integral part of the debt over-
hang problem and their solution must therefore
await a definitive global agreement with credi-
tors. In certain cases, it might even be useful to
announce unilaterally —but always in a concilia-
tory manner— a payment plan benefitting cer-
tain creditors (it could be announced, for exam-
ple, that X% of exports or of the gross domestic
product will be devoted to debt service), in order
to stabilize the expectations of the private agents
with regard to access to foreign exchange.!®

¥ The only country in Latin America which has carried
out a formal unilateral payments plan is Peru. Although the
restriction functioned relatively well to start with, its benefits
were largely dissipated because of serious problems in the

It is normal practice to exclude debts with
multilateral finance agencies from payments re-
strictions. These agencies are not bound by the
same risk evaluation criteria as the private capital
markets, and consequently they form a poten-
tially flexible source of finance; furthermore,
running into arrears with multilateral credit in-
stitutions could be interpreted by third parties
as an act of desperation which would discredit
the whole management of the adjustment and
transformation process. It is also worth taking
measures to avoid any possible interruption in
access to short-term lines of trade credit. Finally,
still at the external level, it might be useful to
take measures to protect the international re-
serves from possible hostile action by some pri-
vate creditors (EcLac, 1990a, chapter V),

Fourthly, in a well-ordered unilateral strate-
gy it is necessary to take account of the time ho-
rizon of the restriction, Unilaterally limiting debt
service is, by definition, a temporary tactic. Run-
ning up arrears may relieve one of the main neg-
ative effects of the debt overhang (that affecting
cash flow), but not necessarily the other (the pri-
vate sector risk premium). Consequently, it is de-
sirable that the country should reach a definitive
debt reduction agreement as soon as possible.
This may take some time, however, especially if
the debtor country is small and of little relative
importance to the banking system.20 For exam-
ple, Costa Rica was in arrears for five years before
finally reaching agreement with the banks in May
1990, while Bolivia has been in arrears with the
banks since 1982: despite two big repurchase op-
erations of its bank debt on the secondary market
(at a price of 11 US cents per dollar), one-third
of its commitments are still currently in arrears,
awaiting some kind of agreement. The long-
drawn-out nature of the banks’ response is an-
other reason why the debtor country should take
care to ensure that the payments restriction is
orderly and sustainable and forms part of a suc-
cessful economic programme in the areas of ad-
justment and stabilization.

country’s economic programme. For an analysis of Peru's
unilateral payments plan, see Figueroa, in Altimir and Devlin
(editors) (in the press).

The banks often hold up agreement with a small
debtor in order to avoid setting precedents which could later
become general in the negotiations with big debtors.
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Finally, it may be noted that the Brady Plan
has created circumstances whereby the My may
become a potential ally of countries with pay-
ments problems, for the Fund now has general
authorization to disburse loans even though the
recipient country has not reached prior agree-
ment with the private banking system to cover
the servicing of its debt. Thus, during 1989-1990
this agency disbursed loans to various countries
which had not signed any agreement with their
creditors, including some which even registered
serious arrears in their debt service. The banking
system received these disbursements with alarm,
since they seriously weakened its own bargaining
power.

While this new policy of the iMr is potentially
valuable for the debtor countries, it must never-
theless be noted that its application is still very
uncertain and there are apparently serious dis-
agreements among the Directors of the Fund
regarding the role which that institution should
play in debt reduction processes. The regrettable
vacillation of the Fund and of other multilateral
agencies in the face of the Brazilian moratorium
in 1990 is a good example of how these institu-
tions may be subject to changing pressures from
the industrialized countries over debt service ar-
rears (Financial Times, 1990d).

Consequently, before entering into a standby
creditagreement or expanded facility agreement
with the iM¥, debtor countries should negotiate
with that agency the total amount of debt service
which their economic programme can support
in the medium term, also incorporating into the
calculation their needs as regards investment and
growth. The resulting estimate of their payment
capacity should be a firm and explicit parameter
of the structural adjustment programme with the
Fund, subject to modification only after indis-

putable proof has been given of the existence of

a surplus of foreign exchange and fiscal re-
sources in the medium term.2! Indeed, it would
be useful if the Fund undertook to defend that

2 For example, the possibility of a readjustment of the
level of payments after the fifth year of a structural adjust-
ment programme could be considered, provided that the
actual situation of the country justified it. Similarly, the re-

_capture clauses should be even-handed and should provide
for a reduction in the debt service if there is a drop in the
country’s payment capacity.

estimate of payment capacity so that it could be-
come the basis for negotiation with the banks
over the debt reduction. Finally, the Fund should
accept selective arrears in the debt service com-
mitments of the countries to the banks when the
latter are not willing to respect the estimates of
the debtor country’s payment capacity.

2. Obtaining fresh financing

As already noted, the systemic nature of the ex-
ternal debt problem has meant that both credit-
worthy debtors and insolvent countries of the
region have faced equal difficulties in obtaining
fresh resources on the international capital mar-
kets. Unless there is a drastic change in the ex-
ternal environment, this restriction will probably
continue to be severe for much of the 1990s.
Even so, however, there will be some opportu-
nities for obtaining resources abroad.

a)  The private markets

i) Credit financing. At the beginning of this
article, reference was made to the ditficulties that
the countries are likely to face in gaining access
to external financing. In effect, it is not reason-
able to expect an abundant flow of private capital
to a region which is clearly overindebted. Nev-
ertheless, there will be circumstances in which
financing will be available for specific enterprises
and projects. There will be foreign investors
willing to take above-average risks if they are
compensated with higher yields. At the same
time, many of them will look for investment op-
portunities which permit them to insulate them-
selves as far as possible from sovereign and trans-
fer risks. The financing of this type of
investments can be termed “niche financing” (see
some concrete examples of this in the appendix).

Transactions like these are already being car-
ried out relatively frequently in Latin America.??
In this type of financing, the loans enjoy special
(direct or indirect) collateral which enables the
creditor to protect himself from the risk globally
associated with the country. This special guaran-

2 Eor a more detailed description of these transactions
see Business Latin America, 2 April 1990, p. 102; América
Econdmica, 1990, pp. 10-18; The Economist, 2 June 1990, p.
83; orCn, Financial Market Trends (Paris) (numbers corre-
sponding to 1990), and Latin Finance, June 1990, p. 24.
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tee may take the form of the freezing of future
export income at its place of origin; a thoroughly
solvent foreign partner willing to back up the
loan either directly or indirectly, or some solid
asset outside the frontiers of the debtor country.
Loans of this type are frequently made in the
form of bonds, since many creditors feel that
these instruments are less vulnerable to default.?
The cost of these new credits is usually very high
(several points over LIBOR) and the maturity is
usually quite short (for example, three to five
years). Investors often prefer to carry out this
type of transaction with the private sector, be-

cause unlike the public sector, many Latin Amer- -

ican private enterprises enjoy a relatively solid
financial situation.

This form of private finance is not totally
satisfactory, since it is conditioned by special ar-
rangements which are usually difficult to orga-
nize and negotiate. However, in extremely tight
capital markets it does at least give some relief.
In fact, the niche financing of the 1990sis largely
a repetition of what happened in Latin America
and the Cartbbean in the 1950s and 1960s, when
most of the private loans had special direct or
indirect guarantees in the form of blocked assets,
or else were connected with direct foreign invest-
ment projects.

In order to promote niche financing, it is
important that the debtor country should have
preferential rules for dealing with the new debt
s0 as to separate it as far as possible from the
problems of the old debt. It is also necessary that
there should be a clear policy designed to pro-
mote direct foreign investment in line with na-
tional priorities, since foreign enterprises, in-
cluding the commercial banks, can generate
parallel fresh finance through their investment
projects in the debtor country.**

2340 far, no Latin American country has defaulted on
the service of its international bonds. For this reason, it is
usually considered that bonds enjoy preferential treatment.
At the same time, however, the situation regarding bonds is
obviously linked to the fact they represent a very small frac-
tion of the total external debt of the region. Thus, the opti-
mism of investors with regard to bonds could run into the

same error of composition which affected the decisions of

the bankers in the 1970s. See Friedman, 1977.
# For example, a recently privatized Mexican airline
purchased new aircrafi partly financed with a loan from the

>

It should also be noted that some countries
are obtaining international credit without special
guarantees. In 1990, Mexico will issue over US$2
billion of international bonds and other securi-
ties, and a significant part of these apparently
do not have any special guarantee. Venezuela
will also sell at least US$ 150 million of bonds in
1990 without any special security arrangements
(West, 1990). Chile, for its part, obtained the first
voluntary loan from the private banking system
to a Latin American country since 1982, in the
amount of US$ 20 million (roc Debt Report, 1990).

Mexico is the country which has gained most
access to international credit without special
guarantees, especially through bond issues. An
important factor in this new form of credit (which
could mark the beginning of a new credit cycle
for Mexico) has been the success of the structural
adjustment carried out by this country. The turn-
ing point for creditors seems to have been the
Government’s announcement that it would pri-
vatize the national banking system (an important
political symbol of the consolidation of the
Government’s economic programme) and the
manifest interest shown by the United States in
economic integration with Mexico, which will
open up many new investment opportunities.
Other factors which had an influence in this re-
spect were the recent rise in oil prices, which has
given the country an easier foreign exchange po-
sition after the only relatively modest relief ob-
tained through the Brady Plan agreement, and
the heavy return flow of Mexican capital from
abroad, attracted by the very high yield of the
bonds issued by Mexican private and State en-
terprises.

i) Direct foreign investment. In view of the

credit restrictions on Latin America, it is ex-

pected that in the 1990s the countries will take
more decided steps to exploit the opportunities
for attracting foreign investors. The truth is that
many countries of the region have not had very
transparent policies regarding this source of fi-
nancing: this partly explains why the levels of
direct foreign investment in the region are only
half those for Asia (table 5). It seems essential to
streamline foreign investment policies, since
transnational corporations bring their own fi-

Chase Manhattan Bank, which is one of the new shareholders
in the enterprise.
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Table 5
DIRECT FOREIGN INVESTMENT, AS A
PERCENTAGE OF GDP

1984 1985 1986 1987 1988 1989
Argentina 0.3 1.4 0.7 - 1.2 1.7
Brazil 0.7 0.6 0.1 0.4 0.9 0.2
Chile 0.3 0.7 1.9 4.9 4.6 6.0
Colombia 1.5 2.9 1.6 0.8 0.5 0.8
Costa Rica 1.4 1.7 1.5 5.0 1.8 2.0
Ecuador 04 0.4 0.7 0.8 0.8 0.9
Mexico 0.2 0.3 1.2 2.3 1.5 1.1
Peru -0.4 - 0.1 0.1 0.1 -
Uruguay 0.1 -0.2 0.1 0.1 -0.2 0.1
Venezuela - 0.1 - - 0.1 0.2
Average 0.5 0.6 05 0.8 1.0 0.7
Asia® 1.1 0.9 0.8 14 2.0 2.6

Source: Institute for International Finance, Fostering Foreign Direct Investment in Latin America,

Washington, D.C., July 1990.

a

nancing and foreign investors can formulate
projects and secure financing even in difficult
economic conditions.

It is worth briefly mentioning a new foreign
investment mechanism which is giving satisfac-
tory results in various countries of the region:
namely, mutual country funds which channel
foreign investments to the stock exchanges of
developing countries. These funds can be either
“open” (in which case an increase in the capital
of the fund is allowed) or “closed” (in which case
their activity is limited to the reinvestment of the
capital originally authorized by the economic au-
thorities of the country). In Latin America, the
number of these funds (many of which are reg-
istered on the New York and London stock ex-
changes) increased from seven in 1988 to 19 in
1989, and it is expected that others will be au-
thorized in 1990 (Latin Finance, 1990, pp. 28-56).
They represent attractive options for investors
who do not have the time or the facilities for
evaluating the various opportunities on the de-
veloping countries’ stock exchanges. They are
also attractive to certain countries, since they
open up new access to capital which would oth-
erwise not come to the country. In Chile, half
the direct foreign investment in 1990 (which to-
talled US$ 600) came from these funds.

b) Multilateral finance agencies

i) Direct financing. As in the 1960s, Latin

Indonesia, Malaysia, Philippines, Singapore and Thailand.

America should find one of its most important
sources of financing in the multilateral agencies.
These agencies have already increased in impor-
tance, as is demonstrated by the fact that their
share of the region’s debt rose from 6% in 1982
toover 15%in 1988. Allin all, these organizations
apply broader criteria than those of the private
sector, so that they may disburse their resources
even in complex economic situations, such as that
of Latin America in the 1980s.

The access to these agencies has deteriorated
in recent years, however, and their net transfer
of resources to Latin America has become neg-
ative. The region’s net movements of resources
with the World Bank and the Inter-American
Development Bank (1pB) registered balances that
were negative for the region in 1987-1988, and
the same occurred with the Mr in 1986-1988
(table 6). The information suggests that in 1989
the 1DB’s transactions with Latin America left a
small positive balance for the region, but those
of the World Bank and the 1Mr continued to turn
in substantial negative balances.

This discouraging result is due to two phe-
nomena: the growing debt service commitments
of the region with these agencies, and the restric-
tions on the disbursement of fresh loans. This
latter element is related to many factors, among
which mention may be made of the limitations
on the base capital of those agencies and the rigid
formulas governing the disbursement of their
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Table 6
LATIN AMERICA AND THE CARIBBEAN: NET RESOURCE TRANSFERS
WITH MULTILATERAL FINANCE AGENCIES

(Bitlions of dollars)

1683 1984 1985 1986 1987 1988 1989
Total 7.5 52 2.5 1.1 2.3 2.9 -2.6
IMF 8.7 2.7 0.6 -0.8 -1.7 -2.1 -1.7
World Bank 0.8 1.1 0.7 1.4 -0.5 -0.7 -1.1
IDB 1.0 1.4 1.2 0.5 -0.1 -0.1 0.2

Source: ECLAC, on the basis of data supplied by the World Bank, the Inter-American Development
Bank (ipB) and the International Monetary Fund (M¥). The 1989 figure for the My was provided

by the Latin American Economic System (SELA).

loans, including frequently excessive condition- - could directly affect the credibility of these agen-

ality.

There are solutions which could make the
resource transfers of these multilateral agencies
positive once again. One of these is to increase
their capital. In this respect, InB —which recently
received over US$ 20 billion of fresh capital— is
in a position to increase its resource flows to the
Latin American countries considerably in the
1990s. The MF, too, will receive US$ 60 billion

of fresh capital through the recent approval of

a 50% increase in its members’ quotas. Never-
theless, the multilateral agencies must be

strengthened even more. In particular, the in- .

crease in the MF’s quotas was a good deal less
than that initially requested by that agency, so
that the recent appeal by the Latin American

countries to shorten the deadline for a new re- -

view of the quotas before 1993 is extremely per-
tinent (SELA, 1990).

It is also important to ease the conditionality
in order to reverse the negative resource trans-
fer. If the policy goals were less precise and the
term of adjustment programmes longer, this
would avoid the now frequent suspensions of dis-
bursements for failure to meet the severe criteria
of the structural adjustment programmes.

Finally, more direct ways should be sought
to relieve the burden of the debt service owed to
the multilateral agencies. In view of the fact that
these agencies will be among the few creditors
generally willing to disburse loans to Latin Amer-
ica in the 1990s, perhaps it is not wholly advisable

at present to put forward a request for the re--

scheduling of the multilateral debt, since this

ciesas preferred creditors. In view of the growing
pressure exerted by the multilateral debt service
burden in many countries, however, it is urgently
necessary that some special mechanisms should
emerge in the 1990s for refinancing on a con-
cessionary basis (directly or indirectly) the
region’s outstanding debts with these agencies.
It is well known that a considerable amount of
time elapses between the appearance of a good
proposal and the moment when it is accepted by
the multilateral agencies, so that the issue of the
refinancing of the debt with these agencies
should be brought forward immediately by the
Latin American countries in the appropriate in-
ternational forums.

i) Indirect financing. The catalytic role that
can be played by official multilateral bodies in
the mobilization of foreign private resources
could assume great importance in the 1990s,
There are indeed many programmes —both
multilateral and bilateral— which are aimed at
pr()moting the participation of foreign private
capital in the developmg countries by providing
direct or indirect security with the support of

_official bodies.

These programmes are of various types.
Both the World Bank and the s offer co-fi-
nancing programmes in which they loan re-
sources jointly with private lenders. The partic-
ipation of the multilateral body in these loans,
or its direct guarantee of part of the payments
schedule, acts as an incentive to attract fresh pri-
vate financing to the developing countries.

The two bodies in question also have subsid-



38

CEPAL REVIEW No. 43 / April 1991

iary organizations which act as catalysts for in-
vestments in the private sector of developing
countries. Thus, for example, the International
Finance Corporation (1Fc) of the World Bank
takes out equity in new enterprises in developing
countries, lends to them from its own resources,
and also organizes syndicated loans in the inter-
national credit markets for new projects pro-
posed by the private sector in the developing
countries. The mere fact that such multilateral
agencies are participating in these new projects
(as shareholders, lenders or agents) creates
greater confidence and thus succeeds in attract-
ing the participation of foreign investors.

Once again, perhaps the best way of describ-
ing the possibilities offered by this type of financ-
ing is to give a concrete example. In 1989 the
Chilean enterprise “Celulosa Arauco y Constitu-
ci6n” succeeded in financing a fresh investment
project totalling US$ 600 million, partly thanks
to the participation of the 1xc. The catalytic role
of this official agency had various dimensions.
On the one hand, the 1Fc used its high credit-
worthiness to organize a syndicated loan of US$
41 million on the international markets, which
was underwritten by a considerable number of
foreign banks even though the loan did not enjoy
any special guarantee. The participation of the
commercial banks was also stimulated by the 1¥¢’s
decision to grant the enterprise a direct loan of
US$ 40 million, plus US$ 15 million in the form
of quasi-equity.

The catalytic role that can be played by of-
ficial agencies is nothing new. However, not
enough use has been made of it, possibly because
of the abundance of private financing that was
available in the 1970s. In the 1990s, the Latin
American countries should take decided steps to
explore opportunities of this type and they
should pressure the official agencies to expand

Il

the scope of such programmes as soon as possi-
ble.

¢) Repatriation of flight capital

It is well known that the residents of many
Latin American countries keep a large amount
of resources abroad. Although all the experts
agree that this flight capital has come to represent
a considerable amount of resources, they are un-
able to agree on the proper way to measure it,
so that no precise figures can be given in this
respect. This has not prevented an extensive de-
bate taking place on how to promote its return,
however.

There can be no doubt that this private cap-
ital represents a potential source of external fi-
nance for the 1990s. Indeed, some analysts con-
sider that its return could be a major factor in
solving the problem of the net transfer of re-
sources. Flight capital is a very volatile financial
asset, however, and normally itis the first to leave
a country and the last to return on a stable basis.
Rather than being a potential solution to the debt
problem, therefore, flight capital is rather a re-
sult of it. It cannot be expected to return in large
amounts and on a permanent basis until there
are expectations that the country can service its
debt and grow at the same time. In many cases,
these conditions can be attained only through a
major reduction in the debt, carried out as part
of a coherent structural adjustment programme.

The order of cause and effect should there-
fore be reversed: a prior condition for the return
of this capital for longer than a few months is
the achievement ot a solution to the debt over-
hang. Even when this condition has been
achieved, the return of such resources will also
clearly depend on the adoption of coherent
economic policies and clear rules on the treat-
ment of private capital.

Trade

As the Latin American countries will probably
have only limited access to external finance in
the 1990s, the second challenge facing them is

that of generating sufficient foreign exchange to
offset this drop in the availability of capital. The
only sustainable way of generating such foreign
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exchange is through the expansion of exports,
since the region’s imports have already been
drastically cut: in 1988 the external purchases of
the countries of the region were only 80% of
their 1980 level. Furthermore, although mea-
sures to reduce the debt service may reduce net
transfers abroad in the 1990s and hence lower
the level of the trade surplus needed to service
the debt, the expansion of exports will be the
only dynamic means of increasing the import
capacity of the Latin American economies.

The awareness of the urgent need to increase
external sales has become so widespread that
today export promotion has become a true leit-
motiv in the whole region. For many countries,
however, this is only a recent development; in
this case it is not easy to formulate trade policies
that can take advantage of the opportunities of-
fered by changing and uncertain international
markets. Before outlining Latin America’s pros-
pects in this field, it is worth reviewing the fea-
tures of the region’s current insertion in world
trade and the latest lines of its trade policy.

). The shortcomings of Latin America’s current
form of insertion in world trade

A few figures show that Latin America’s position
in world trade has deteriorated over the post-war
period. Thus, for example, the share of the mem-

ber countries of the Latin American Integration
Association (ALADI) in world exports went down
trom 6% to 4% between 1960 and 1980, whereas
that of the developing countries as a whole rose
from 22% to 29% over the same period. This
meant that the share of exports in the gross do-
mestic product of the former countries virtually
stagnated at between 10% and 11%, whereas it
more than doubled for the developing world as
a whole (table 7).

The fact that the share of manufactures in
the external sales of aLaDI has increased over this
period is not much consolation. To begin with,
this increase (from 18% to 34% of non-oil ex-
ports) was far below that registered by the de-
veloping countries as a whole (from 21% to 48%).
As a result, the region’s share in world trade in
manufactures remained at only 3%, whereas that
of the developing countries as a whole rose from
12% to 21% between 1965 and 1980.

An examination of the structure of these ex-
ports of manufactures reveals further shortcom-
ings. Thus, the external sales of industrial goods
by the ALADI countries are heavily concentrated
on semi-industrial products involving little pro-
cessing, especially metals. In contrast, the share
of consumer goods in general (both those which
make intensive use of labour and those which
have a high research and technological content)
is a good deal lower, although it is precisely the

Table 7
* LATIN AMERICAN AND OTHER DEVELOPING COUNTRIES:
SELECTED FOREIGN TRADE INDICATORS

ALADI Developing countries
1960 1970 1980 1960 1970 - 1980
Share of exports in GDP 9.7 10.8 10.3 10.7 234
Share in world exports
—All exports 56 4.0 40 21.9 18.4 28.6
—Exports of
manufactures 2.3 2.7 3.3 10.9 13.4 20.6
Export structure
Manufactures as a percentage
of non-oil exports 17.6 25.6 33.9 21.2 33.1 48.0

Source: Prepared by the authors on the basis of figures from United Nations, International Trade
Statistics Yearbook, and UNCTAD, Handbook of International Trade and Development Stalistics.
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trade in these products which has shown greatest
dynamism in past decades. In 1980, for example,
the region only accounted for 4% of world ex-
ports of textiles, whereas the figure for the de-
veloping world as a whole was 60%. Likewise,
ALADI's share in the trade in goods with a greater
technological content increased only marginally,
remaining below 1%, whereas that of the devel-
oping countries as a whole doubled and
amounted to more than 7% in 1980.

In short, Latin America’s share in interna-
tional trade up to the 1980s was insufficient and
inappropriate. It was insufficient, because in the
years when the other economies were increasing
their integration into world trade, Latin America
reduced its participation. And it was inappropri-
ate because in this period the region specialized
precisely in those products whose trade was
growing most slowly.

How are these shortcomings to be explained?
External factors do not seem to have played
much of a part in them. World exports expanded
by almost 15% per year on average over the pe-
riod in question, and as already stated, the other
developing regions were able to take advantage
of this extraordinary dynamism to increase their
share of world trade. Nor does resource avail-
ability seem to have been an obstacle: as is well
known, Latin America has relatively abundant
natural resources; its social development (educa-
tion and health) and economic (average income)
indicators also place it in a relatively favourable
position compared with other developing regions

- (Maddison, forthcoming); and finally, between
1960 and 1980 the region was not short of ex-
ternal resources either: in the 1960s Latin Amer-
ica was one of the favourite recipients of foreign
investment, while in the 1970s it received a little

under two-thirds of all the bank loans to devel- -

oping countries (Devlin, 1989 pp. 40-41). In-
deed, the region’s degree of industrialization
(and hence its level of production of precisely
those goods which are flagrantly absent from its
exports) was one of the highest in the developing
world over this period.

The cause of this deficient insertion into in-
ternational trade stems therefore from the use
made of the available resources, that is to say,
the policies applied. Indeed, Latin America’s de-
velopment strategy (known broadly as import
substitution industrialization) has been the sub-

Jject of much criticism in recent years. Such crit-
icism cannot be applied indiscriminately, how-
ever, for initially this strategy was very successful,
as it made it possible to increase the domestic
availability of resources which should subse-
quently have permitted a wider insertion in in-
ternational markets. Indeed, the need for an im-
port substitution phase in order to initiate an
industrialization process is now normally recog-
nized in academic circles.

The error was, then, the failure to link that
industrialization strategy with a coherent foreign
trade policy. Latin America, unlike several South
East Asian countries, conditioned its import sub-
stitcution  industrialization essentially to the
growth of domestic demand, leaving aside almost
completely any export ambitions. Latin Ameri-
can industry thus grew under an umbrella of
high protectionism which ensured a good level
of profits merely through control of the domestic
market. The lack of exposure to external com-
petition inhibited efforts to improve efficiency
and reduce costs: a problem particularly acute
in small countries, where scales of production
are not sufficiently large to help reduce costs.
The lack of participation in external trade also
inhibited the achievement of higher levels of
quality and compliance with international rules
and standards, so that Latin American industry
was gradually marginated from technical prog-
ress (ECLAC, 1989a). As a result, the region grad-
ually lost competitiveness at the international
level. Indeed, the growth of industrial produc-
tivity in Latin America between 1950 and 1980
is estimated to have been only half that registered
in the world economy between those years
(Maddison, forthcoming).

2. Trade policies in the region in the 1980s

It could be argued in a sense that the privileged
access which the region had to external resources
was actually a drawback, since it made it possible
to conceal the serious shortcomings of its form
of insertion into world trade. At all events, the
abrupt cut in external finance from 1982 on-
wards clearly showed the size of the problem,
since the ALADI countries’small trade surplus on
goods and services did not even allow them to
cover a one-hundredth part of the net transfer
of resources which they had to make that year
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(table 8 and figure 1). The first policy response
to this gap was a pronounced devaluation of
nominal exchange rates, accompanied by various
trade restriction measures, such as the almost
generalized application of exchange controls, in-
creases in tariffs and import duty surcharges,
and greater use of non-tariff barriers and quan-
titative controls. Given the size of the external
deficit, it is understandable that initially the coun-
tries preferred to use such direct controls, which
were easier to manage and more rapid in their
effect. Indeed, after adopting these measures
Latin America managed to increase its trade sur-
plus considerably in an extraordinarily short time
(figure 1).

In most of the countries, however, this trade
surplus was generated at the cost of a sharp re-
duction in imports and an acute domestic reces-
ston. Since this situation obviously could not be
sustained, as from 1984-1985 the countries
began to seek other policies which would enable
them to maintain the trade surplus while at the
same time promoting domestic growth. Obvi-
ously, any prescription in this respect must center
around a new trade policy. In practice, however,
this “new" trade policy boiled down to the ap-
plication of a by no means novel recipe: rapid
external trade liberalization, with the elimination
of direct controls and non-tariff barriers; reduc-
tion of the average level and spread of tariffs;
elimination of programmes of direct export sub-
sidies, and devaluation.

The multilateral agencies actively promoted
this formula, particularly within the framework
of the World Bank’s structural adjustment loans:
external trade liberalization measures have been
included among the conditions for almost 80%
of such loans, and have accounted for almost
30% of all the conditions applied (World Bank,
1988, p. 59). It is hardly surprising, then, that
liberalization has been the main feature of trade
policy in the region since 1985, although the
forms and results have varied considerably from
one country to another. Thus, one by one, the
Latin American countries have moved towards
a sometimes radical reform of their trade poli-
cies. As a result, the weight of non-tariff restric-
tions and the average tariff level went down by
more than a third for the ALADI countries between
1985 and 1988 (table 9). The reduction in trade
restrictions would be even greater if the figures

Table 8
LATIN AMERICAN INTEGRATION ASSOCIATION
(ALADI): EVOLUTION OF EXTERNAL
ACCOUNTS, 1980-1988
(Millions of dollars)

Trade balance Net resource

{goods and transfer
services) to the region
1980 -7 787 10 172
1981 -10 303 B 743
1982 148 -19 765
1983 28 336 -32 481
1984 37 266 -28 120
1985 - 32 822 -33 960
1986 15 873 -23 819
1987 20 917 -17 640
1988 23 435 -30 539

Fuente: ECLAC, on the basis of official figures.

Figure 1
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for 1989 and 1990 could be included, when Peru
and Venezuela embarked upon large-scale trade
reforms while Argentina, Brazil, Colombia,
Ecuador and Uruguay significantly extended
their previous liberalization measures. There-
fore, the trade regime of the region as a whole
(with the possible exception of the Dominican
Republic) can now be assessed as considerably

more liberal than that in force in the early 1980s
(ECLAC, 1990d).

3. Performance and prospects of the region’s
international trade

The indicators for measuring the precise effect
of this change of policy in the external sector are
not yet available. At first sight, however, the re-
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Table 9
LATIN AMERICAN INTEGRATION ASSOCIATION (aLab): EFFECT OF RECENT
TRADE LIBERALIZATION POLICIES

Non-tariff Average tariff Export growth,

restrictions * 1987-1988"

1985 1988 1985 1988 All Non-tra-

exports  ditional

exports

Total ALADI® 32 21 51 31 32 52
Argentina 50 31 28 26 33 18
Bolivia 20 i 20 20 -7 4
Brazil 34 16 81 42 5 62
Colombia 96 74 83 48 Ce 35
Chile 1 Ce 35 17 68 51
Ecuador 38 27 50 49 1 20
Mexico 19 12 34 16 29 64
Paraguay
Peru 50 53 54 66 6 17
Uruguay 1 1 32 29 29 26
Venezuela 30 33 17 18 14 34

Source: Prepared by the authors on the basis of figures from UNGTAD, Trade and Development

Report, 1989,
*  As a percentage of imports.

Percentage. Cumulative growth rate for 1987 and 1988,

i

Paraguay, for lack of comparable figures.

sults seem to have been positive, since between
1986 and 1988 the region registered a big ex-

pansion in its exports, especially of non-tradi- -

tional products, which grew by more than 50%
(table 9). This success is due at least in part to

the two favourable effects which trade liberaliza- -

tion usually has for exporters. Firstly, such pol-

icies eliminate, or at least reduce, the adminis- -

trative obstacles and inconsistencies which have
been an almost constant feature of the Latin
American economies. Secondly, they do away
with many of the price distortions which lead to
inefficiency in resource allocation, thus enabling

the countries to make better use of their com- -

parative advantages.

Indeed, an aspect of Latin America’s exter-
nal trade which has been frequently commented
upon in recent years has been the spectacular
growth in non-traditional exports of primary
products: for example, fruit in Chile, flowers in
Colombia and shrimps in Ecuador. Up to a few
years ago, no-one would have thought that these
products, considered to be of minor importance,
could contribute so successfully to the expansion

Average percentage, weighted according to the imports of each country. Does not include

of Latin America’s trade surplus. Thus, a policy
of greater openness, by revealing more explicitly
the natural comparative advantages, or in a
broader sense the advantages of the installed ca-
pacity of a country, shows up the availability of
products with hitherto unsuspected, but never-
theless significant, potential for sales abroad.
This permits an increase in exports without nec-
essarily requiring an increase in installed capacity
or the incorporation of new technology.

Can it be deduced from these good results
that an extension and intensification of the lib-
eralization process will suffice to improve Latin
America’s participation in world trade? A more
detailed examination of the facts does not back
up this conclusion. Intuitively, there does not
seem to be any systematic relation between the
degree of liberalization achieved and exports: it
is well known, for example, that Brazil, which
was until recently one of the Latin American
countries which placed most restrictions on
trade, was the main beneficiary of the export
boom of the 1980s. There are also substantive
reasons for such doubt, however: without con-
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sidering the domestic costs of liberalization,
which may be extremely high but go beyond the
scope of this study, one may question the capacity
of such a policy alone to guarantee adequate ex-
port growth in the medium and long term, for
better utilization of the natural comparative ad-
vantages of the country (which we already men-
tioned as a benefit of trade liberalization) will
soon run into two types of limitations, some do-
mestic and others external.

The external limitations are the easiest to
identity. The international markets for primary
commodities or semi-industrial products, where
Latin America currently has clear comparative
advantages, are paradoxically also the most se-
verely restricted and controlled. The managed
trade agreements governing trade in textiles,
footwear, steel and motor vehicles, for example,
to name only a few cases, are all too well known.
Thus, Latin America’s expanding exports have
rapidly faced restrictions in these sectors, and
the existing limitations (for example, on trade in
textiles or steel) have become effectively binding
as countries which were hitherto totally absent
or not very active in such trade entered the mar-
kets. New barriers have also been erected in
order to protect domestic producers of goods
which were previously free from this type of re-
striction, such as flowers or certain particular
types of fruit.?> The practice of managed trade
has undoubtedly been growing in recent years,
reaching some 10% of world trade in 1984. It
has a particularly harmtul impact for the major-
ity of Latin American countries, which are cur-

rently trying to increase their sales on world mar- -

kets, since these agreements tend to protect the

position of established exporters, to the detri- -

ment of those recently entering the market.

% An interesting example is that of the kiwi, a fruit
which was until recently virtually unknown but which was
introduced into the United States and European markets
with considerable success by New Zealand producers. The
growing demand for this fruit led a number of farmers in
California to begin its cultivation, and consequently also to
begin to pressure for restrictions on imports of this product.
Likewise, Colombian flower exporters have had to defend
themselves against an attempt to introduce a quota on the
importation of roses equal to 30% of domestic consumption.
For further details on this latter case, see ECLAC, 1990e, p.
70.

The adverse effects of this growing applica-
tion of managed trade agreements is also com-
plicated by the recent emergence or consolida-
tion of big regional blocs in the world economy.
One of these is currently taking shape in North
America, with the free trade agreement signed
in 1988 between the United States and Canada
and the current negotiations for bringing Mexico
into this scheme. One of the objectives of the
so-called Bush Initiative, announced by the Pres-
ident of the United States at the end of June
1990, is to extend this free trade zone “from
Alaska to Tierra del Fuego” through the nego-
tiation of bilateral trade agreements which may
be either straightforward free trade agreements
or simply framework agreements that seek a
gradual reduction of the barriers to trade be-
tween the United States and the other countries
of the region.

With the consolidation of similar regional
blocs in Europe and Asia and the stagnation of
the multilateral trade negotiations in GatT, the
prospects of a free trade zone for the Americas
cannot but attract countries which, in its absence,
would run the risk of being left on the sidelines
of major world trade flows. Thus, by the end of
1990 five countries of the region (Bolivia, Chile,
Colombia, Ecuador and Mexico) had aiready
signed framework agreements with the United
States and one of them (Mexico) was well ad-
vanced in the negotiation of a free trade agree-
ment. The idea of a regional bloc is also perfectly
logical in economic terms: the United States is,
after all, the main market for the region’s ex-
ports, since it absorbed 35% of the total external
sales of ALADI in 1988, In contrast, the share of
these countries in the total exports of the United
States has remained relatively modest (12%), thus
leaving open significant potential for expansion
(ecLac, 1990a).

The way to materialize this theoretically
tempting objective does not appear to be so easy,
however. Firstly, it will require negotiations be-
tween countries that are very different from the
economic, trade and political point of view. The
reciprocal concessions involved in such agree-
ments could be very uneven because, for exam-
ple, of the significant differences in tariffs cur-
rently observed. Latin American tariffs are still
relatively high and uneven, even after the recent
reforms, whereas the duties on Latin American
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exports to the United States are generally rela-
tively low. Thus, the bulk of the trade concessions
which that country could offer would be basicaily
concentrated on the elimination of non-tariff
barriers, especially in the areas of steel, textiles
and agricultural raw materials. It cannot be guar-
anteed, however, that the United States Congress
will readily agree to eliminate protection for such
sensitive sectors.?® Furthermore, some countries
—such as those of Central America and the Car-
ibbean— could be adversely affected if they lost
the preferential access to the United States mar-
ket which they currently enjoy and had to com-
pete with the bigger economies of the region.
In spite of these specific difficulties, the new
features of world trade have made trade nego-
tiation not so much an option as an obligatory
step in order to achieve an efficient form of in-
sertion in international trade. This means that
in a context of more managed trade and tighter
regional blocs, the factors determining the inter-
national insertion of countries have changed:
thus, for an exporter country, its bargaining
power has become even more important than its
physical comparative advantages in determining
its form of insertion in the market. Unfortu-
nately, most of the countries of the region have
not displayed much expertise in this field. To
give a recent example, the Latin American coun-
tries have entered the GATT negotiations in a rel-
atively disunited manner and have consequently
not been able to play a leading part in the nego-
tiations on the liberalization of agricultural trade:
a sector in which they would have a great deal
to gain. As a result, the initiative in this field has
remained in the hands of the United States and
the European Economic Community, while Latin
America’s role has been limited to accepting or
rejecting the options presented by these two pow-
ers. It should also be stressed that the above-
mentioned liberalization of trade in the region
has been applied in a unilateral manner and has
not been accompanied by the search for recip-

% The difficult negotiations on the renewal of the tariff
benefits under the Caribbean Basin Initiative and the adop-
tion by the United States Congress of a law increasing re-
strictions on textile imports (subsequently vetoed by President

Bush) are recently examples of potential difficulties in this
field.

rocal concessions which is usual in a process of
reduction of trade barriers.

It is therefore very important that Latin
America should begin to link its external nego-
tiation policy more explicitly with its domestic
trade policy. At the national level, there are some
easily implemented measures that could help in
this respect: for example, the more extensive and
systematic use of the diplomatic network in order
to publicize the region’s products; the provision
of assistance in penetrating markets, and meas-
ures to prevent possible protectionist attacks
(ECLAC, 1990c). At the regional level, matters will
undoubtedly be rather more difficult. It may be
argued that, in view of the big disparities which
exist between the countries of the region, both
with regard to their size and to their degree of
trade openness, there is not much room for a
joint negotiating strategy. This does not, how-
ever, rule out the definition of a common frame
of reference or the formation of subregional ne-
gotiating blocs (EcLAc, 1990a). Another possibil-
ity is that of actually putting into practice the
declarations of intent —so frequently repeated
but so rarely fulfilled— regarding greater open-
ness of intra-regional trade. The many regional
bodies which exist could be used not only as fo-
rums for negotiations between Latin American
countries, but also as negotiating instruments
with countries from outside the region. Whatever
the method adopted, it is essential to incorporate
an aggressive negotiating strategy into trade pol-
icy, since without this Latin America will run the
risk of remaining on the sidelines of the system
of big regional blocs which is emerging.

There is another limitation, more of a qua-
litative nature, on strategies based on taking ad-
vantage of existing comparative advantages. This
second limitation reflects the ongoing changes
which are taking place in world production and
marketing processes because of the constant ad-
vance of the technological frontier (EcLAc, 1990e,
chapter 1V). In recent decades, for example, nat-
ural resources and even labour have been making
a decreasing contribution to industrial activity.
This has been due, inter alia, to the efforts to save
energy and non-renewable resources, the grow-
ing replacement of natural raw materials with
synthetic products, and the increasing mechani-
zation of industrial processes. As a result, the
strictly “material” content of industrial activity,
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and consequently of the manufactures which are
marketed, has been gradually going down in con-
trast with the growing share of the “intangible”
content associated with information technology
and scientific and technical knowledge. Further-
more, this tendency has been observed in a wide
range of products, even in such traditional sec-
tors as foodstuffs or clothing (ibid., p. 69). These
changes have played a major part in the relative
loss of dynamism of trade in traditional industrial
goods (metal products and motor vehicles, for
example) compared with branches incorporating
ahigher degree of technological innovation (elec-
tronics, microcomputation, informatics, biotech-
nology, the development and use of new mate-
rials, etc.).

Competitiveness based on the use of com-
parative advantages (whether abundance of nat-
ural resources or of labour) and on the existing
idle capacity will therefore be bound to suffer a
progressive decline because of the lower weight
of such resources in the new production pro-
cesses. In order to progress from this now spu-
rious form of competitiveness to a more authen-
tic one, the countries must be capable of
identifying, imitating and adapting new produc-
tion processes: that is, continually incorporating
the technical progress taking place at the inter-
national level into their own processes (Fajnzyl-
ber, 1988). This capability will depend not only
on the reactions of enterprises to changes in
prices, but also on many other factors (including
the skill level of the labour force, the domestic
entrepreneurial base, and the institutional con-
figuration of the country) and their possible in-
teractions. Atall events, achieving authentic com-
petitiveness is a process of a systemic nature, in
the sense that it depends on a set of various types
of synergies and externalities.

Consequently, the adoption of a system of
appropriate relative prices and the maintenance
of the main macroeconomic balances may well
be a necessary condition for increasing the com-
petitiveness of Latin America, but in no circum-
stances can it be sufficient on its own, especiaily
in view of the lag in technology accumulated by
the region over the 1970s and 1980s. This lag
can only be offset through the adoption of an
active industrial, technological and educational
policy which is co-ordinated with trade policy in
order to promote the incorporation of technical
progress, higher levels of labour skills, and the
linkage of the export sectors with the rest of the
production structure,

There is no reason why such a policy should
conflict with the trade liberalization efforts: on
the contrary, as already noted, it calls for the
elimination of the excessive tariff and non-tariff
barriers which have hindered much of Latin
America’s exports for several decades past. Fur-
thermore, the expansion of exports based on
“natural” comparative advantages may be turned
into a stepping-stone to exports of higher tech-
nological content if it is linked with the other
activities and used to promote a “export mental-
ity”. Trade liberalization on its own will not be
enough, however; nor should it systematically
take the radical form in which it has frequently
been incorporated in the currently prevailing
formulas. Thus, in view of the domestic costs of
rapid liberalization, some countries may prefer
a policy of gradual openness (and even the main-
tenance of selective and conditional protection
for some activities that help to further technical
progress) in order to increase their competitive-
ness progressively in so far as this trade policy
permits more decided action in the industrial,
technological and educational fields.

111

Conclusions

The 1990s will probably be a period of financial
restrictions for Latin America. In the area of
conventional financing, access to private inter-
national capital markets will be difficult because

of the systemic problem of overindebtedness of
the region, the financial difficulties of many com-
mercial banks, the very complex economic, social
and political changes which will have to be made,
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and the traditionally slow recovery of confidence
after such a serious crisis as that which shook
Latin America in the 1980s.

Despite this complex financial picture, how-
ever, the countries of the region will have op-
portunities for finding some degree of relief. It
has been demonstrated that some foreign lenders
and investors are willing to commit themselves
in the region provided they can find some ex-
ternal guarantees or forms of security which free
this new finance from the risks associated with
overindebtedness. While this niche financing, in-
cluding direct foreign investment, is not suffi-
ctent to solve the problem of financial constraints
at the macroeconomic level, at least it offers the
possibility of promoting new activities of impor-
tance at the microeconomic or sectoral level
‘There are two drawbacks to this finance: it is
often difficult to organize, and it is usually rela-
tively expensive. For the countries which manage
to eliminate, or at least bring under control, their

debt overhang problem, there are prospects of

a gradual and difficult return to the private cap-
ital markets. There were indeed some signs in
1990 that a few countries of the region were
beginning a new voluntary relationship with
these markets.

The multilateral finance agencies will prob-
ably become one of the most important sources
of credit for Latin Americain the 1990s. In order
to overcome the problem of the negative re-
source transfer which they currently register with
the region, these agencies must increase their
loans (through new agreements to expand their
capital), ease the conditions which often hinder
their disbursements, and strengthen and expand
their programmes to catalyze foreign private cap-
ital (such as those providing for co-financing and
those providing risk capital for private enter-
prises in the developing countries).

Finally, in view of the region’s enormous debt
overhang and the current negative resource
transfer affecting it, schemes for the reduction
of debt and debt service will be another impor-
tant source of financing. A consensual debt re-
duction programme is the best option in this re-

spect. Although the Brady Plan raised hopes of

a solution of this kind, it is now clear that it does
not have sufficient public financial and institu-
tional resources to eliminate the region’s debt
overhang. In these circumstances, unilateral debt

service restriction by some of the Latin American
countries may become a second-best but never-
theless effective solution for reducing the re-
source drain on the region. Indeed, in 1989-1990
most of the Latin American countries opted for
this solution. Unless the Brady Plan is rapidly
strengthened, this trend will probably become
more pronounced in the 1990s and the countries
of the region will make efforts to develop in-
creasingly efficient unilateral schemes to back up
their economic programmes aimed at adjustment
with growth.

In spite of the above-mentioned possibilities
of relieving the financial constraints, the region’s
severely limited access to foreign capital makes
it essential to formulate a new trade policy, as
trade in goods and services will be the activity
which will offer the greatest opportunities for
increasing the region’s import capacity. In this
field, the external environment does not look so
negative: it is expected that in the 1990s world
trade will grow on average 6% per year, a rate
similar to that registered in the 1970s. Even so,
however, an expansion of the region’s exports
will require profound changes in external trade
policy, which has excessively resorted to admin-
istrative restrictions and supported a less than
coherent system of relative prices during most
of the post-war period. These features have
clearly limited the full exploitation on external
markets of the very considerable natural and
human resources which the region possesses.
Most of the Latin American countries are con-
scious of this, and have now begun, albeit to dif-
ferent degrees and on different scales, to liber-
alize their trade transactions and give more
decided support to their exports. Some encour-
aging results have already been registered in
their external sales of non-traditional products.

It is by no means certain, however, that the
maintenance or intensification of these liberaliz-
ing efforts will be enough to ensure the desired
expansion of Latin American exports. In order
to achieve this result, it will also be necessary to
make profound qualitative changes in the
region’s form of insertion in the world economy.,
In this respect, two main lines of action may be
indicated. The first is connected with the region’s
external relations: a significant strengthening of
Latin America’s negotiating capacity with other
countries and regions is essential for the region
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not to be marginated in a world of growing man-
aged trade where a limited number of regional
blocs is clearly emerging. The second concerns
domestic policy: the experience of the countries
which have secured a successful insertion in
world trade (especially those of South-East Asia)
shows the need for an active industrial policy to
promote the incorporation of technical progress,
improve the skill level of the labour force, and
thus achieve an authentic and lasting competi-
tiveness which will make it possible to increase
the share in world trade while at the same
time raising the living standards of the popu-
lation.

In short, the management of the external

sector in both its financial and trade aspects in
the 1990s will call for a great effort of imagina-
tion and a good deal of pragmatism. Imagina-
tion, because the conditions in both these spheres
are changing extremely quickly and leave no
room for the use of old schemes. Pragmatism,
because rigid ideological schemes are equally
unfit for these new conditions and could again
impede the countries from taking full advantage
of the new opportunities that are arising. The
task is by no means easy, but there is reason to

“hope that Latin America, with its enormous re-

serves of human talent, will succeed in returning .
in the 1990s to the path of economic and social
growth.
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Appendix
NICHE FINANCING IN LATIN AMERICA

Telmex

This Mexican telephone company obtained US$800 million in external financing in 1989, The secret of this
agreement was the fact that the loan was guaranteed with future dollar income generated abroad. Thus, Telmex
has a reciprocal agreement with the United States telephone corporation AT&T for the settlement of accounts
in respect of telephone traffic hetween Mexico and the United States. As there are more telephone calls which
originate in the United States, Telmex usually builds up positive balances with AT&T, and in recent years these
have amounted to around US$] billion per year. Telmex is using these accounts receivable from AT&T as a
guarantee for the new loan. Thus, the real debtorin this transaction is AT&T, which, in the event of non-fulfilment
by Telmex, will have to hand over its payments directly to the creditors of the Mexican company, so that in
reality this guaranteed transaction represents an operation of very low risk for the latter.

Lan Chile

A Chilean enterprise made a bid for the purchase of Lan Chile —an airline which the Government wanted to
privatize— and obtained US$29 million from Morgan Guaranty Trust Bank for this purpose. This unusual
transaction was possible because of a link between the Chilean purchaser and the Scandinavian airline SAS.
SAS, which is an important client of Morgan Guaranty, also undertook to purchase part of Lan Chile directly,
and it was this commitment by SAS with Lan Chile which provided the transaction with the necessary security
in order for the purchaser to obtain foreign resources.

Comision Federal de Electricidad de México (CFE)
This enterprise has arranged to obtain US$235 million abroad. It usually sells part of its excess generating

capacity to the State of California, United States, and is using this income from abroad as a guarantee for the
foreign loan.
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The competitiveness
of Latin American
industry

Gérard Fichet*

The contribution of science and technology to devel-
opment is one of the dominant topics in these final
years of the twentieth century. In the new form of
industrial development, research and technological
progress are indispensable for ensuring greater inter-
national competitiveness. These activities, in turn, are
closely linked with government policies and national
priorities in these fields. While the degree of imple-
mentation of such policies varies from one country to
another, in all cases they are aimed at speeding up the
commercial applications of scientitic and technological
advances. The industrialized countries and the so-
called “Asian tigers” are basing their industrial re-
structuring on a certain number of poles of competi-
tiveness or manufacturing niches with high
technological density which will permit both forward
and hackward linkages, This redistribution of advan-
tages will tend to be reflected in marked specialization
at the level of the various branches of industry.

This article compares the industrial performance
of countries from three regions: Asia, the Mediterra-
nean region, and Latin America. It is observed that
in Latin America thereis a big gap between the region’s
industrial performance and its exports of manufac-
tures: the export coefficient is far below that of the
Asian and Mediterranean countries. Furthermore, the
degree of external dependence, as measured bv the
coefficientof imported supply in the domestic demand
for manufactures, is also more compressed in Latin
America than in the other two regions. Consequently,
in global terms the region is running the risk of falling
behind with respect to the other regions as far as in-
ternational competitiveness is concerned, and indeed
Latin America is already seriously behind in the fields
of research and technological progress.

* Eeonomic Affairs Officer in the Joint bcracioxino
Science and Technology Division.

Introduction

The technological innovation and development
effort makes it possible to change production
patterns in the industrial sector and increase pro-
ductivity. In the industrialized countries, there
is a close connection between international com-
petitiveness and the incorporation of technical
progress, as is shown by the fact that world trade
in manufactured goods with the highest techno-
logical content grows more rapidly than that of
other goods. Similarly, the lines of trade in which
technological effort is concentrated at the world
level are in a process of constant change (al-
though always within the metal products, ma-
chinery and chemicals group), thus showing that
the lasting presence of countries on world mar-
kets is heavily conditioned by their capacity to
absorb technical progress and innovations.

The rises in the prices of crude petroleum
and petroleum products in the 1970s further in-
creased the trade and balance of payments prob-
lems already being experienced by a number of
countries, both highly developed and develop-
ing. It was these facts, among others, which led
the countries to putinto effect industrial restruc-
turing processes aimed at increasing their for-
eign exchange income and thus satisfying their
energy and financial needs. This phenomenon
brought about a profound upset in international
economic relations, which had hitherto been
based almost exclusively on the principle of com-
parative advantages. The industrialized coun-
tries in general and some developing countries
in particular then moved towards a new form of
insertion in the world productive system which
heightened competition for the different inter-
national markets.

These new industrial strategies are based on
alimited number of poles of competitiveness and
seek to create both forward and backward pro-
duction linkages. This has led to a fading of the
structure of production aimed at favouring sales
of a few products of high technological content
and marked competitiveness. The domestic mar-
ket, for its part, is being opened up to goods
from abroad, butlocal producers of similar goods
are not given any special assistance to help them
enter the favoured group. Consequently, a
marked redistribution of advantages is taking
place among the industrialized and also the de-
veloping countries (especially recently industri-
alized ones), and this is tending to be reflected
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in marked specialization at the level of the indi-
vidual industry branches. This emerging techno-
industry favours the emergence of a liberal
model which very often results in greater transfer
of technology and greater collaboration with
transnational production and finance enter-
prises in order to modernize the national econ-
omies.

Broadly, this is the general framework in
which the world-level industrial restructuring
has been taking place since the mid-1980s, which
marked a turning-point in the economic evolu-
tion and insertion in the world economy of the
countries of some developing regions: Latin
America, the Mediterranean region and Asia.

Between 1970 and 1985, the relative impor-
tance of Latin America in the world, both in gross
domestic product and in population, was much

greater than that of the Asian and Mediterranean
countries, yet in external trade the Latin Amer-
ican region came last of the three. Its per capita
exports of manufactures grew extremely slowly
compared with the world average, while there
was a growing gap not only with Asia but also
with the Mediterranean region: the Asian coun-
tries increased their per capita external sales
more than threefold, while the Mediterranean
countries doubled theirs. With regard to imports,
whereas those of the Asian countries grew with
respect to the world average, the external pur-
chases of the countries of Latin America and the
Mediterranean region decreased, the relative de-
terioration being more serious in the case of our
region than in that of the Mediterranean area
(figure 1).

Latin America’s degree of industrial
development

The industrial production and external trade of
the Latin American countries have displayed
sharp differences from those of the traditionally
industrialized and recently industrialized coun-
tries. This fact has been described in a number
of works.! In order to facilitate the reasoned in-
terpretation of these facts, table 1 shows the in-
dustrial added value and the exports of manu-
factures of some of the largest economies,
indicating the place occupied by these countries
with respect to each of these variables.

A point which emerges with striking force
from this table is the lack of relation between the
two variables in some Latin American countries.

'See: Fernando Fajnzylber, Industriatization in Latin
America: from the “black box” to the “empty space”, “Cuadernos
de la CEPAL” series, No. 60 (Lc/6.1534/Rev. 1-p), Santiago,
Chile, August 1990 United Nations publication, Sales No.
E.89.11.6.5, and Sobre la impostergable transformacién pro-
ductiva de América Latina, Pensaméento theroamericano, No.
16, Madrid, Iberoamerican Co-operation Institute (1CH)/
Economic Commission for Latin America and the Caribbean
(ECLAC), July-December 1989.

Table 1
WORLD: RANKING OF COUNTRIES OF LARGE
ECONOMIC SIZE IN TERMS OF INDUSTRIAL
ACTIVITY AND EXPORTS, 1985

Country Value added Exports of
in industry manufactures

United States 1° 30
Japan 2¢ I°
Federal Republic

of Germany 3 2¢
France 4 4°
United Kingdom e 6°
Italy 6 5
Canada 7 7
Brazil 8 17
Spain g 12
India 10° paty
Australia 11° 24°
South Korea 120 9
Netherlands 13° 8
Mexico i6° 20°
Argentina 18° 28
Yugoslavia 19° 21°
Hong Kong 24° 14°
Singapore 29° 15°

Source: Joint ECLACUNIDG Industry and Technology Divi-

sion, on the basis of United Nations Industrial Development

Organization (UN1DO), Handbook of Industrial Statistics, Vienna,
8.
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Thus, although Brazil occupies the eighth posi-
tion in the world as an industrial power (the lead-
ing position after the seven biggest industrialized
countries), it only comes seventeenth in exports
of manufactures. There is a similar relation be-
tween the two variables in the case of Argentina
(which occupies the 18th and 28th places, respec-
tively). In Mexico, however, the relation between
production and exports is more balanced. Thus,
although Mexico’s industrial added value is only
a third of that of Brazil, its exports of manufac-

tures amount to 75% of those of the latter coun-
try.

In India —a country that has gone through
an impressively large industrialization process—
the imbalance is even greater: it occupies tenth
place as an industrial power, but only 29th place
as an exporter. In contrast, in Singapore, and
above all in South Korea, the situation is quite
different, thanks to a decisive policy of providing
incentives for the industrial development of cer-
tain outward-oriented sectors of production.

Advances in Latin American
industrialization

Latin America’s advance in the industrial field
may be measured by analysing the evolution of
the coefficient of the imported element in do-
mestic demand. Between 1970 and 1986, the im-
ported component in the apparent consumption
of manufactures as a whole varied very little,
remaining at around 12-13%. The degree of ex-
ternal dependence was much smaller in the case
of manufactured foodstuffs and non-durable
consumer goods (2-3% for the former and 4-5%
for the latter). As the technological complexity
of the inputs or products consumed increases,
however, the coefficient of external dependence
likewise rises, standing at between 14% and 16%
for intermediate goods in the period in question
and 26%-28% for metal products and machinery.

The fluctuations which took place over the
period 1970-1986 were more marked in the case
of the latter two sectors than the traditional ones.
First of all, the increase in hydrocarbon prices
raised the import coefficient for intermediate
goods from 12.8% in late 1973 to 16.8% in 1974,
falling back to a lower level in subsequent years.
In the metal products and machinery sector, up
to 1981 the financial boom of the late 1970s and
the policies of opening up markets led to an in-
crease in imports, especially of non-electrical ma-
chinery and transport equipment, to the detri-
ment of local production. There were also
increases in imports of non-durable consumer

goods. After 1981, however, there was a gener-
alized drop as the result of the economic crisis
which hit the region.

The degree of industrial progress attained
varies from one country to another and is closely
connected with factors such as the economic size
of the national market and the economic and
industrial policies followed. In the large coun-
tries, the coefficients of imported supply in do-
mestic demand are generally lower than in in-
termediate countries, which in turn registered
lower coefficients than nations of small economic
size. Thus, in Argentina and Brazil the imported
component in the apparent consumption of the
entire manufacturing sector was 6% in 1986,
while in Mexico it came to 16% after along period

“of stability at around 10%. In the countries of

medium economic size, the coefficient of im-
ported supply in national demand for manufac-
tures varied from 14% in Peru to 25% in Chile,
while in Colombia and Venezuela it came to 18%
and 20%, respectively. In contrast, in the coun-
tries of smaller economic size, the coefficients
were higher: 31% in Costa Rica and 34% in Ecua-
dor.

These coefficients also varied from one
country to another with respect to the same sec-
tor. Thus, in the large countries, the coefficient
of imported supply in metal products and ma-
chinery was between 11% for Brazil and 12% for
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Argentina, with a downward tendency in Brazil
and an upward tendency in Argentina. In Mex-
ico, the sharp contraction in national production
in 1986 led to a marked reduction in imports of
consumer goods and intermediate products and
a still greater decline in external purchases of
machinery, with the coefficient going from 29%
in 1985 to 50% in the following year. For the
same products, the intermediate countries reg-
istered coefficients ranging from 40% and 43%
in Peru and Colombia to 68% in Chile. The
smaller countries, for their part, imported
around two-thirds of their domestic demand in
the same year. A similar situation was registered
with regard to the groupings of intermediate
goods and non-durable consumer goods, but the
variations were less marked than in the metal
products and machinery sector. In the case of
foodstutfs, there were practically no differences
between the medium-sized and small countries.

The different levels registered by the various
sectors are connected with the inherent nature
of those sectors and the size of the markets in
question. A more detailed survey indicates that
in 1986 in Brazil, for example, the coefticient of
imported supply for textiles was very small
(0.8%), but for plastic goods it amounted to 5.5%
and for machinery it came to 11%. A similar
situation was observed in the other countries. In
Colombia, for example, the coefficient for the
textile sector was less than 3%, whereas for plastic
goods it was 25% and for electrical machinery it
came to 39%.

In general, the production of capital goods
lags behind more than that of non-durable con-
sumer goods. Within the capital goods sector, the
production of machinery for specific uses is
much less advanced than that for general use,
because of the feeble capacity for the creation of
technology and a science and technology policy
which is limited by lack of resources.

Emphasis must be placed, however, on the
achievements of the three largest countries of
the region. In the area of non-electrical ma-
chinery, Brazil not only achieved a noteworthy
degree of self-sufficiency but also developed
some capacity for industrial design, not only for
goods to supply the domestic market but also for
export. Similar capacity was attained in Argen-
tina and Mexico, although to a lesser extent: the
untavourable economic climate for investments

may have been the reason for the smaller depen-
dence on imports in these two countries.

In the area of electrical machinery, the trans-
national corporations played an important part
in the establishment of factories for the produc-
tion of heavy equipment (such as electrical gen-
erators, transformers and circuit breakers) and
transferred production processes to several
countries of the region, especially Brazil and
Mexico.

With regard to transport equipment, there
were noteworthy advances in production and ex-
ports in the areas of shipbuilding (Brazil), con-
struction of railway equipment (all three coun-
tries), the aeronautical industry (Argentina and
Brazil) and the manufacture of motor vehicles
{(Brazil and Mexico).

Lastly, the industrialization processes which
took place in Brazil and Venezuela succeeded in
markedly reducing the external dependence of
these two countries in relative terms, although
the downward trend in this respect was more
consistent in Brazil than in Veneauela. In Ecua-
dor, the tendency was similar, but at a relatively
higher level. In Colombia, Costa Rica, Mexico
and Peru, there were no major fluctuations in
the coefficients in the 1970s: they remained more
or less stable, with imports growing in line with
external demand. The crisis of the 1980s caused
a very sharp contraction in Costa Rica’s imports,
while in Colombia, Mexico and Peru domestic
demand and production fell at the same rate as
external purchases. The imported component of
domestic demand fluctuated in Argentina and
Uruguay throughout the period, but showed
some tendency to increase in the case of capital
goods. Finally, in Chile the free market policy
encouraged a marked and growing dependence
on the imported supply of metal products and
machinery and, to a lesser extent, non-durable
consumer goods.

In this respect, a comparison between the
Latin American, Mediterranean and Asian coun-
tries for the period 1970-1985 brings out various
interesting points (figure 2). In the manufactur-
ing sector, it was the Latin American countries
which achieved the lowest levels of the coefficient
of external supply of apparent consumption, al-
though it should be noted that in these 15 years
this coefficient remained almost unchanged at
around 12%. In the case of the Asian countries,
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this coefficient for the manufacturing sector like-
wise remained stable, but at around 40%: i.e.,
almost four times the figure for Latin Amer-
ica. The Mediterranean countries, however,
which had greater margins for achieving a
higher degree of domestic industrialization,
managed to reduce their coefficient by almost
two-thirds over the same period of time. In
all three regions, the sector which depended
least on imports was that of foodstuffs, which
had fallen to minimal figures in Latin Ame-
rica (around 2.5%), while in the Mediterra-
nean countries it went down from 7% to 4%
over the period, and in the Asian countries
from 20% to 14%.

The metal products and machinery sector,
on the other hand, was the sector which was most
heavily dependent on imports in all three re-

gions: 65% of the domestic demand of the Asian
countries was satisfied through imports in this
sector, with the proportion remaining almost un-
changed over the period. A similar tendency was
displayed by Latin America, but at a lower level
of only 23%. The Mediterranean countries, in
contrast, reduced the coefficient of imported
supply in their metal products and machinery
sector by over 60%. In the case of intermediate
goods, both the Latin American and the Medi-
terranean countries managed to bring down this
coefficient, and this trend became even more
marked in 1985 with the world crisis. In the Asian
countries, however, imports once again grew al-
most as fast as domestic demand, so that the ex-
ternal dependence of this sector was almost three
times greater, in relative terms, than that of the
Latin American and Mediterranean countries,

I11

External trade and industrialization

The traditional type of intersectoral complemen-
tation corresponds to the classical scheme of the
international division of labour in which the
countries which produce strategic raw materials
and non-renewable natural resources trade these
items for capital goods and consumer products.
Another type of complementation is that in
which there is a mutual interchange of locally
produced industrial goods involving the inten-
sive use of capital rather than of human re-
sources.

In recent years, various indicators have been
used to define the level of industrial development
of a country and, ultimately, its degree of inser-
tion in international trade. Among these indica-
tors is the value of their total production and the
components of their external trade. The differ-
ences between the various developing regions be-
come more marked, however, when the index
used is the relative weight of those sectors which
stand out because of their dynamic effect on the
development of manufacturing, such as the
chemical industry and the production of ma-
chinery and transport equipment. These mature
industries, which are generally capital-intensive,
represent the threshold to a new phase of indus-

trialization involving the production of goods
which make intensive use of human resources
and have a medium or high content of techno-
logy.

At the same time, the branches of industry
with a high technological content account for an
increasingly significant proportion of the exter-
nal trade of these regions and indeed of world
trade as a whole.

Thus, if we compare the export structures
of the three regions we observe a broadly similar
pattern: the foodstuffs branch has declined (with
its relative importance going down by some 50%
to make it the relatively leastimportant industrial
sector for the Asian and Mediterranean coun-
tries, although not for Latin America), while the
more dynamic sectors have grown rapidly. In the
latter case, the total share of chemical products
and metal products and machinery in Latin
America’s exports increased by a factor of 2.9,
while in the case of the Asian countries it grew
by a factor of 2.6. In the case of the Mediterra-
nean countries, this proportion grew by a factor
of only 1.3, since already in 1970 they had a
substantial export base in these lines of produc-
tion which was more than double that of the other
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two regions. In 1986, exports of chemical prod-
ucts and metal products and machinery by the
Asian and Mediterranean countries represented
43% of their total exports of manufactures and
thus formed their main export line, whereas in
the case of Latin America these sales did not
amount to more than 32% of the respective total,
with the intermediate products sector consis-
tently being the most important (37%), mainly
because of the sales of copper and iron and steel
products.

With regard to the structure of their imports
of manufactures, Latin America and the Medi-
terranean countries showed a certain similarity:
foodstuffs did not account for more than 6% of
the total, while non-durable consumer goods
amounted to between 6% and 10%. Intermediate
products, for their part, formed about one-sixth
of their imports. ' v

The strategic sector was that of chemicals
and metal products and machinery, whose rela-
tive weight in industrial imports was even greater
than in exports: purchases of these types of goods
abroad represented 64% of the total imports of
manufactures of the Mediterranean countries (a
proportion which remained almost unchanged
during the period 1970-1986) and 74% of the
corresponding imports by Latin America in
'1986. With regard to the Asian countries, their
imports of food products were no greater in rel-
ative terms than in the above-mentioned cases,
nor were their imports of intermediate products,
but the share of non-durable consumer goods
was relatively greater (one-fifth of the total). The
main difference, however, lay in the relative
weight of the products of the most dynamic sec-

tors, which was less than that observed in Latin
America and the Mediterranean countries but
showed a steady upward trend (from 52% to 58%
of the total between 1970 and 1986). The struc-
ture of the gross value of manufacturing pro-
duction in the three groups of countries was less
unbalanced between its different components
than in the case of exports and imports, but the
changes which took place in each grouping fol-
lowed the trends registered in foreign trade.

It should be noted, however, that the relative
share of the most dynamic sectors in the gross
value of production was less than their share in
exports. Thus, chemicals and metal products and
machinery represented a little over 34% of the
total industrial production of the Mediterranean
countries, whereas the external sales of these
products came to over 43% of their total exports
of manufactures. A similar situation was ob-
served in the Asian countries, where the respec-
tive percentages were 36% and 43%. These dif-
terences showed a tendency to increase with time,
since at the beginning of the 1970s both percent-
age shares were on a similar level, but subse-
quently exports grew much faster than produc-
tion. There was a similar trend in Latin America,
but the results seem to indicate that this region
did not take full advantage ot the dynamic world
demand for these products, for in 1970 the share
of chemicals and metal products and machinery
in the gross value of manufacturing production
came to 29%), whereas the share of these products
in exports was only 11%. In 1986, the two pro-
portions both stood at 32%, which was a situation

similar to that of the Mediterranean countries in
1970,

IV

Sectoral industrial specialization

Structural relations of complementarity can be
identified by distinguishing between the sectors
where the trade operations give a surplus and
those where they do not. Analysis of the contri-
bution made by each sector to the global manu-
- facturing trade balance makes it possible to pre-
pare sectoral profiles of industrial specialization

for each of them.? If the indicator for the con-
tribution of a sector is positive, then its trade
balance will be more favourable to the evolution

? See Centre d’études prospectives et d'informations in-
ternationales (CEPIL), Economie mondiale: la montée des tensions,
Paris, 1983, .
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of the whole than could be assumed from its
percentage share in the overall trade in goods:
consequently, the contribution by that sector to
the global balance will be dynamic. If, on the
other hand, the indicator for the sectoral contri-
bution is negative, then the real contribution of

(Xk—MK)
X+ M2
I

CONTk = 100 %

where k = the sector, X = exports and M =
imports.

Term I relates the trade balance of the in-
dustrial sector k to the average global trade in
manufactures of the country.

Term II relates the global trade balance of
the manufacturing sector with the average global
trade in manufactures.

Term III shows the share of the trade flow
of the sector in the global trade of the country.

1. Latin American countries with exports based
mainly on thetr natural resources

In many countries of the region, exports of goods
with a high content of capital and technology
have been very small, so that there has been a
considerable deficit on the trade in these prod-
ucts. Their surpluses on the trade in industrially
processed natural resources, in contrast, have
helped to improve the overall manufacturing
trade balance to some extent.

The processing of certain agricultural and
marine products is of primary importance in Co-
lombia, Costa Rica, Ecuador and Chile. Likewise,
the processing of non-ferrous and ferrous metals
in Chile and Venezuela; the manufacture of pe-
troleum products in Colombia, Ecuador and
Venezuela; the industrial processing of wood in
Chile, Costa Rica and Ecuador, and the produc-
tion of paper and pulp in Chile are activities
whose indicators of their contribution to the
trade balance, since they are clearly positive, con-
firm their dynamism compared with the other
national industrial sectors. Itis important to note,
however, that metal resources in Chile, energy
resources in Venezuela and food products in
Ecuador have gradually been losing their posi-
tion of almost monopolic predominance in fa-
vour of new sectors also based on natural re-
sources.

— 100 x

that sector to the manufacturing trade balance
will be less than the percentage representing its
relative share in global industrial imports or ex-
p()l"[S.

The expression for the contribution indica-
tor {CONT) is:

(X—M) (Xk—Mk)
XTM)2 XEM)
1 11

Relatively few sectors producing non-durable
consumer goods and intermediate products have
made a major contribution. In the case of Costa
Rica, mention might be made of the products
manufactured under the Central American Eco-
nomic Integration Treaty (fertilizers, pharma-
ceutical products and tyres). Within this group
of countries, it was the Colombian productive
sector which showed the greatest structural di-
versification. In 1986, it managed to make up
for the deficit on the production of machinery,
steel and heavy chemicals thanks to the very fa-
vourable performance of almost all the other sec-
tors (especially textiles, clothing, footwear, print-
ing and publishing, ceramics, miscellaneous
manufactures, and, of course, processed food
products and petroleum products).

The metal products and machinery sector
has registered substantial deficits, since in a num-
ber of countries the opening up of the domestic -
market led to a breakdown in the prevailing in-
dustrialization model. In general, the disappear-
ance of a large part of the subsidies, together
with tariff liberalization, left the metal products
and machinery sector open to external competi-
tion and, without the protection to which it had
been accustomed, its activity fell off. On the other
hand, however, the intermediate products
needed for the manufacture of non-durable con-
sumer goods were sometimes subsidized.

2. Latin American countries with diversified exports

The present form of insertion of Argentina, Bra-
zil and Mexico in international trade is departing
from the traditional scheme exemplified by the
foregoing cases. In these three countries, the rel-
ative size of the deficit on metal products and
machinery is tending to go down and the trade
surpluses achieved on a varied range of manu-
factures give grounds for expecting a certain
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degree of equilibrium in the current balance on
industrial goods (Mexico) or even a substantial
surplus (Brazil). Despite the content of manufac-
tures in the exports of these three countries, their
low labour costs and the importance of their
branches of manufacturing based on natural re-
sources caused them to share certain features
with the countries of the previous group. Their
industrialization has caused their degree of com-
plementarity with the industrialized countries
supplying capital goods to do down, while it has
increased their capacity to compete in some sec-
tors (for example textiles, clothing, footwear,
beverages, printing and publishing, steel and ce-
ramics).

Brazil has for some time been the Latin
American country with the highest degree of di-
versification of production. The reduction in the
indicator of the current balance contribution of
foodstuffs by almost 70% between 1970 and 1986
was partly offset by greater diversification to-
wards new lines of production such as textiles,
beverages, leather, rubber, plastics, steel, metal
products and motor vehicles.

In Mexico, the economic crisis of the 1980s
caused a reorganization of industry which
brought big changes in the metal products and
machinery industries. These industries managed
to reduce their imported component apprecia-
bly, thus contributing to the improvement in the
global trade balance, especially in the case of elec-
trical machinery and motor vehicles. On the
other hand, the net contribution of the foodstuffs
sector changed from a declining positive sign to
a markedly negative one, turning the country
into a net importer of foodstuffs.

3.-Comparison of the sectoral profiles of industrial
specialization of the Latin American, Mediterranean
and Asian countries

The sectoral industrial specialization profiles of
the Mediterranean and Asian countries evolved
differently from those of the great majority of
the Latin American countries, since their poles
of specialization were more diversified (as mea-
sured at the three-digit level of the International
Standard Industrial Classification of all economic
activities (181¢)).

Between 1970 and 1986, these countries
managed to sharply reduce the almost monopolic
advantages of a few sectors: foodstuffs (Philip-
pines, Spain, Turkey), wood and clothing
(Korea) and non-ferrous metals (Thailand). In-
stead, new lines of production of non-durable
consumer goods emerged whose dynamism
helped to improve the manufacturing trade bal-
ance. Among these lines are textiles (Turkey, Yu-
goslavia), clothing (Thailand, Yugoslavia, Tur-
key and Philippines), footwear (Korea,
Yugoslavia and Thailand), furniture (Yugosla-
via} and miscellaneous manufactures (Thailand,
Philippines and Korea). At the same time, there
was a reduction in the external dependence of
many branches requiring intermediate goods
and metal products and machinery, leading in
some cases to a marked improvement in their
contribution to the global trade balance. This
occurred in the case of industrial chemicals
(Spain and Philippines), iron and steel products
(Spain, Turkey and Philippines), transport
equipment (Korea, Yugoslavia and Spain) and
electrical machinery (Philippines and Spain).

International competitiveness

The increase in the world demand for man-
ufactures has boosted the external trade and pro-
duction of these goods. The magnitude of the
growth in exports and imports of manufactured
products is now considered a clear reflection of
the industrial and economic dynamism of the
country producing and selling them.

1. Production and exports

The Asian countries were, of course, those
which registered the most dynamic trade of the
three regions analysed (see figure 3 and figure
1). Thus, in 1970 these countries exported a little
over 25% of their global manufacturing output,
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but the efforts made in subsequent years enabled
them to increase this proportion steadily and vig-
orously until it came to 39% in 1985. The Med-
iterranean countries did not perform so well, be-
cause from an initial level of only 10.5% they
increased it to a little under 13% in 16 years. It
should be noted, however, that in 1970 the ab-
solute values of the exports of both regions were
very similar: US$ 4 590 million for the Mediter-
ranean countries and US$ 4 430 million for Asia.
In the same year, Latin America registered a
percentage almost equal to that of the Mediter-
ranean region (12.2%), subsequently registering
a relatively greater growth rate than that of the
Asian countries with regard to its exports of man-
ufactures during the period 1970-1986 (65% as
against 52%, respectively).

At the level of subsectors, in Latin America
only the intermediate products group registered
an export/output coefficient higher than that of
the average for manufacturing, since foodstuffs
lost relative importance as from 1983. Once
again, the performance of intermediate goods as
a whole was heavily influenced by the figures for
processed natural resources such as hydrocar-
bons (where the two rounds of price rises in the
1970s played an important role), iron and steel
products and non-ferrous metals. The Mediter-
ranean and Asian countries, for their part,
showed the same tendency at different relative
levels. The export/output coefficients for non-
durable consumer goods and metal products and
machinery were a good deal higher than the av-
erage, while that for foodstuffs tended to stag-
nate or go down,

Asian exports of metal products and ma-
chinery represented 58% of total production
(compared with 30% in 1970), outstanding
among these sales being those of electrical ma-
chinery (99% of the total output was exported),
non-electrical machinery (64%) and professional
and scientific equipment (76%). Exports of non-
durable consumer goods also represented a very
substantial proportion of the total output of such
items (59%), but their growth was not as strong
as that of metal products and machinery because
already in 1970 exports accounted for 47% of
total output (mainly clothing, footwear and mis-
cellaneous manufactures). These high percent-
ages are quite exceptional and show that the sus-

tained growth of production depends heavily on
sales to foreign markets.

In the Mediterranean countries, exports of
non-durable consumer goods tended to occupy
a higher place than those of metal products and
machinery in the later years of the period in
question, the export/output coefficients being
19% and 17%, respectively. Outstanding in the
first group were exports of miscellaneous man-
ufactures and footwear, the export/output coef-
ficients for which came to 45% and 37%, respec-
tively, followed by clothing (28%), while in metal
products and machinery sales of non-electrical
machinery and professional equipment were
particularly noteworthy.

In Latin America, the highest export/output
coefficients were registered for intermediate
products, and this situation did not change over
the period. Petroleum products and manufac-
tures of non-ferrous metals were the products
which boosted the figures not only for the inter-
mediate goods group but also for manufactures
as a whole.

2. The level of international competitiveness

The increase in production to satisfy the growing
external demand brought with it an increase in
imports. The countries sought to offset the lim-
itations which these purchases could impose on
their growth and their current trade balance by
making a big export effort and seeking to secure
a continual improvement in their level of com-
petitiveness.

In the manufacturing sector as a whole, the
three regions achieved considerable progress in
the last years of the period (figure 4). The com-
petitiveness of the Asian and Mediterranean
countries, as measured by the ratio of exports to
imports of manufactures, grew steadily. Latin
America, however, registered smaller increases
in this respect, so that there was a further widen-
ing of the gap with the other two regions which
already existed in 1970, when the competitive-
ness of Latin America was less than half that of
the Mediterranean region and only a third of
that of the Asian countries. The increase regis-
tered by the Latin American region in this respect
between 1980 and 1985 was similar to that of the
other two regions, but its background was dif-
ferent. Thus, in order to face up to the burden
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Figure 4
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of payments on the external debt and to avoid
increased idle capacity of industrial installations
due to the drop in domestic demand, maximum
priority was given to the development of exports,
while imports naturally went down as a result of
the economic recession. Consequently, the im-
provement in Latin America’s export/import
ratio was more a mathematical expression than
an indication of the greater competitiveness of
Latin American products in general.

As far as the dynamic sectors were con-
cerned, the increase in exports was most marked
in non-electrical machinery and transport equip-
ment. These two sectors were also very compet-
itive in the Asian countries, while their level of
competitiveness in the Mediterranean countries
has always been high.

3. Competitiveness versus dependence on imports

It is clear from the foregoing that there is a re-
lation between the size of domestic demand and
the coefficient of imported supply. The bigger
the size of a market, the smaller this coefficient
will be. This was indeed the case in each of the
industrial groups studied.

As the size of the domestic market increases,
the need to import goes down in relative terms,
for industries can work more competitively and
more efficiently if they have this higher demand.
In contrast, the countries with smaller markets
have a considerably higher coefficient of im-
ported supply, since they cannot manufacture a
wide range of products as efficiently as countries
with larger markets.

The Scandinavian nations, the Mediterra-
nean countries and the recently industrialized
economies have sought to make up for the lim-
itations imposed on them by the size of their
respective markets through dynamic and selec-
tive industrial policies. They promote the pro-
duction of some specific goods within each sector,
while importing the parts or products for the
same sector which they cannot produce compet-
itively, in order that the final goods exported
may compete at the international level in terms
of both quality and price. This export effort is
reflected in both a high export coefficient and a
high imported component with respect to de-
mand. This virtuous circle of imports-produc-
tion-exports has not spread very rapidly in the
Latin American countries, however, where the
export coetficient is low with respect to demand
and does not always reflect the vitality and the
tendency to produce more competitively that
should be imparted to it by the local market, at
least in the larger countries.

The coefficients of imported supply (M/D)
and export effort (X/D) for each sector with re-
spect to the average coefficients for manufactur-
ing as 2a whole may be expressed by distinguishing
four categories in the national industrial struc-
ture with regard to domestic demand: i) subor-
dinate industries (with above-average coeffi-
cients of imported supply and below-average
coefficients of export effort); ii) outward-
oriented industries (with coefficients of imported
supply and of export effort higher than the av-
erage); iii) autarkic industries (with below-
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Figure 5
COEFFICIENT OF IMPORTED SUPPLY AND
EXPORT EFFORT, BY CATEGORIES OF INDUSTRIES
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average coefficients of imported supply and ex-
port effort), and iv) export industries (with
above-average coefficients of imported supply
and export effort) (see figure 5).
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Table 2
LATIN AMERICA: SECTORAL INDUSTRIAL SPECIALIZATION, 1985
1s1¢ Rev. 2 Argen- Brazil Colom- Costa Chile Ecua- Mexico Vene-
tina bia Rica®* dor zuela
1. Export industries

311.2 Food * * * * *

322 Wearing apparel * *

323 Leather and Leather products * *

324 Footwear * * »

342 Printing and publishing *

331 Wood and cork * » * *

341 Paper and paper products » *

353-4 Petroleum products * * *

361 Ceramics *

362 Glass products *

369 Non-metallic mineral products *

371 Iron and steel basic

industries * *

372 Non-ferrous metal basic

industries *
2, Qutward-eriented industries

321 Textiles *

323 Leather products * *

390 Other manufacturing industries * * * *

351 Industrial chemicals » * »

352 Other chemical products * *

353-4 Petroleum products * *

355 Rubber products *

352 Glass products *

371 Iron and steel basic industries * *

372 Non-terrous metal basic industries * * * * * *

381 Metal products *

382 Non-electrical machinery * *

383 Electrical machinery *

384 Transportequipment * *

Source: Joint ECLAC/UNIDO Industry and Technology Division.
International Standard Industrial Classification of All Economic Activities (151C), Statistical Papers, Series M, No. 4, Rev.

i

2, United Nations, New York, 1969.
b 1984.
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The advances which took place in Latin
American industry as from 1970 led to a differ-
ent kind of organization of manufacturing which
gave way, by 1986, to concentrated areas of secto-
ral specialization. The industrial sectors shown
in table 2 registered an exports/demand coeffi-
cient higher than the national manufacturing av-
erage. The coefficient of the imported supply
needed to satisfy demand was used to distinguish
between export industries and outward-oriented
industries.

In the case of the former, the export effort
created poles of competitiveness in sectors which
used natural comparative advantages to process
abundant native resources: foodstuffs (tropical
or temperate zone), steel, non-ferrous metals, pe-
troleumn products, leather products, wood and
paper. In addition to these products there were
some non-durable consumer goods such as foot-
wear, ceramics, printing and publishing and
glass. The great majority of these branches made
a net contribution of more than 2% to the current
balance: that is to say, their real contribution to

trade was at least 2% higher than their relative
share in it, which confirms the international com-
petitiveness of these sectors.

The products of the outward-oriented indus-
tries are also exported, but at a higher cost in
terms of the trade balance, since their imported
component is higher than the industrial average.
Particularly noteworthy in respect of these ex-
ports is Costa Rica, which benefitted under the
Central American Economic Integration Treaty
from the installation of various manufacturing
firms whose production and exports, however,
depend heavily on imported elements. At the
sectoral level, the most outstanding lines of pro-
duction are miscellaneous manufactures, indus-
trial chemicals, non-ferrous metals (in Chile),
steel, and exports of metal products and ma-
chinery (in Brazil, Costa Rica and Mexico). The
experience built up with regard to exports by
these sectors is very valuable and could help in
the future to increase the competitiveness of a
larger number of industrial branches or product
lines.
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This article analyzes the economic effects which the
Europe of 1992 could have on the countries of Latin
America. [t examines the main factors which led to
the signing of the Single European Act in 1985, such
as the loss of competitiveness of the European econ-
omies, the slow recovery of the European Economic
Community (rec) after the two oil crises, and the rigid
politico-institutional system of the Community.

It aiso examines the economic links between Latin
America and the Community and concludes that over
the long term these relations have weakened.

Finally, it sets forth the positive and negative eco-
nomic effects which Europe 1992 could have on Latin
America. Among the positive effects it highlights the
hoosting of trade flows and the reduction of interna-
tional interest rates. Among the negative aspects, it
emphasizes the possible formation of a kind of “for-
tress Europe” and the low level of priority given to
Latin America in the Community’s scheme of regional
economic preferences.

It is concluded from the foregoing that Latin
America could be more seriously affected than the
rest of the world if the economic effects of Furope
1992 are unfavourabie for the countries outside the
Community, while if these effects are positive, Latin
America will not benefit from them as much as the
rest of the world. The article ends by indicating some
possible lines of action for Latin America.

#Fconontist in the kcLAC International Trade and Devel-
opment Division,

Introduction

The European Economic Community (EEC) is
considered to be the most advanced model of
regional economic integration. Six States partic-
ipated in its founding in 1957: France, Italy, Fed-
eral German Republic, Belgium, Holland and
Luxembourg. A few years later, six other Euro-
pean nations entered the Community: Denmark,
Great Britain, Ireland, Greece, Spain and Por-
tugal.

The general objectives which the £5¢ has set
itself are economic growth and higher living stan-
dards for its population, on the one hand, and
peace and political union among the nations of
Europe on the other. At a more instrumental
level, the kEc has set as its objective since its be-
ginnings the creation of a common market in
which there is free circulation of people, goods,
services and capital. This has not yet been fully
achieved.

In the course of its history, the ec has had
to face not only problems originating within it-
self, but also other challenges deriving from the
need to adapt to the demands of the moment
and the rapid changes taking place in various
spheres of the world environment. Without a
doubt, however, it was in the mid-1980s that the
tEC had to face the most serious challenge since
its foundation. That crisis resulted from the con-

junction of three phenomena:

i) The slow economic recovery of the kxc
after the first and second oil shocks. On both
occasions, the economic indicators of the
Community’s performance revealed that the in-
ability of its economic system to respond to these
challenges had structural causes. This situation
was compounded by the obvious inability of the
productive systern to absorb the growing un-
employment, whose features also suggested the
existence of a structural problem;

ii) The loss of international competitiveness
of the European economies, particularly with re-
spect to the United States, Japan and the recently
industrialized countries. To some extent this re-
flected a certain technological lag, which was
manifested in low productivity, and the urgent
need to restructure the Community’s productive
system and modify its weak form of insertion in
the international economy;

iii) The extremely rigid politico-institutional
system of the Community. It was imperative to
make this system more flexible and reformulate
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it so that it could respond both to the new and
dynamic international conditions and to the in-
ternal tensions which had long persisted within
the Community and which threatened to affect
its credibility both internally and externally.

The awareness of these elements led the Eec
countries to sign the Single European Act in Feb-
ruary 1986. This was the option which Giulio
Andreotti called “choosing between something
or nothing”. Through the Single European Act
the Community seeks to attain the following six
objectives: the creation of a market without fron-
tiers, greater economic and social cohesion, the
emergence of a European social dimension, a
common scientific and technological develop-
ment policy, the strengthening of the European
Monetary System, and co-ordinated action with
regard to the environment.

The Single European Act has two key ante-
cedents. The first of these is the determination
of the cost of “non-Europe”. To this end, in 1985
the Commission ordered an investigation to
quantify the cost that the absence of a single mar-
ket would involve for the Community because of
the maintenance of restrictions on the free move-
ment of all the factors of production among its
member countries: a cost estimated at around
US$ 224 billion.

The second antecedent goes back to June
1985, when the Heads of State and Government
of the EEc undertook to create the Single Euro-
pean Market, the bases for which were set forth
in a White Paper. This document sets out a time-
table for the adoption of some 300 measures de-
signed to establish the free and full circulation
of citizens, goods, services and financial re-
sources among the twelve member countries of
the Community, in accordance with the spirit of
the treaties setting up the European Communi-

ties, to which end it is aimed to gradually dis-
mantle all physical, technical and fiscal frontiers
before 31 December 1992.

The physical frontiers are the customs and im-
migration barriers and controls which persist
under the principle of the division of the Com-
munity into national States. As the frontier
checkpoints represent additional costs in terms
of delays and administrative formalities and re-
quirements, it is sought not just to simplify the
existing procedures, but to do away completely
with domestic frontier controls so as to expedite
the movement of people and goods between
countries.

The technical frontiers or barriers are the ob-
stacles raised by the disparity of national legisla-
tion affecting the free circulation of goods and
workers and the free provision of services, par-
ticularly financial services. In addition to disman-
tling such barriers, it is planned to establish a
framework which favours collaboration between
enterprises so that these can benefit from Euro-
pean-scale production,

The fiscal barriers are basically the problems
deriving from the different rates of Value Added
Tax applied by the various countries of the Com-
munity and their negative effects on competition
and trade within the Community.

There can be no doubt that the implemen-
tation of the Single European Market will pro-
foundly influence international economic rela-
tions. This article, however, limits itself to
identifying and analyzing the probable economic
effects that Europe 1992 will have on Latin
America. As a first step, the following section
examines the main elements which have charac-
terized the economic links between that region
and the EEc.
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F.conomic relations between Latin America and the
European Economic Community

1. Trade relations between Latin America
and the EEC

The kec is the world’s biggest trading partner.
Its share in world exports rose from 34.8% in
1963 to nearly 38% in 1988, when the Federal
Republic of Germany became the biggest ex-
porter of goods in the world, accounting for
11.2% of the total value of international exports.
At the same time, trade in goods within the
Community has been growing steadily. In 1963
it represented 48% of the total trade of the Exc,
while by the end of the 1980s it came to 60%. It
is expected that the Single European Market of
1992 will further stimulate this trend (Commis-
sion of the European Communities, 1989a).
With regard to geographical destination (ex-
cluding intra-Community trade), around 60% of
the Community’s exports of goods goes to the
industrialized countries, nearly 35% to the de-
veloping countries, and almost 6% to the Eastern
European countries.! This structure, which has
remained almost unaltered for the last two de-
cades, will undoubtedly undergo substantial
changes as a result of the processes of economic
liberalization now underway in Eastern Europe.
If we look at the geographical origin of the
imports of goods from outside the Community,
we see that between 1965 and 1986 the share of
the developed countries increased from 51% to
56%, whereas that of the developing countries
wentdown from 43% to 37%. This s the opposite
to what occurred in Japan, where the share of
the developing countries in its imports increased
from 40% to 51% over the same period, while
in the United States this share remained at
around 35%. The Eastern European countries,
for their part, increased their share in the

' It is worth noting that the share of the Eastern Euro-
pean markets in the Community’s exports of goods, at nearly
6%, is considerably greater than the 2% and the 1% that
those markets account for in the exports of Japan and the
United States, respectively.

Community’s imports from 6% to 8% between
1965 and 1986.

If we look at these figures in greater detail,
we see that the main participants in the trade
with nations outside the Community are the
countries of the European Free Trade Associa-
tion (EFTA}, which accounted for 24% of the ex-
ports and 21% of the imports of goods of the
Community in 1986. In second place came the
United States, with 21% and 16%, respectively.
In this respect, it may be noted that in 1975 the
United States was three percentage points ahead
of EFTA as a supplier of goods to the EEc, whereas
in 1980 ErFTA was five percentage points ahead
of it.

The Community’s trade in goods with the
developing countries also shows some interesting
features which are worth noting. Three regions
(Latin America, the recently industrialized Asian
countries, and Africa)? provide altogether 14%
of the Community’s non-eec imports of goods:
a share which did not vary at all between 1975
and 1986. Of these three regions, Latin America
is the only one whose share as a supplier of the
EEC has gone down: Africa maintained its share,
while the recently industrialized Asian countries
increased theirs.

With regard to EEC exports, in contrast, these
three developing regions as a whole have actually
lost importance as a market for the Community’s
sales outside the EEc, with their share going down
from 16% to 12% over the same period. In this
respect, the recently industrialized Asian coun-
tries maintained their share, whereas those of
Africa and Latin America declined, especially in

% For the purposes of this part of the study, Latin Amer-
ica is taken to comprise the countries of South and Central
America, together with the Caribbean islands; the recently
industrialized Asian countries are Singapore, Taiwan, Phil-
ippines, South Korea, Hong Kong and Malaysia, while Africa
includes all the countries of that region except South Africa,
the North African Mediterranean countries and the members
of the Organization of Petrcleum Exporting Countries
(OPEC).
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the case of the latter region. Thus, Latin America
was the only one of these developing regions
which lost importance for the eec with regard to
both imports and exports of goods outside the
Community.

This happened in spite of the significant in-
crease in the value of trade in goods between
Latin America and the E£c in the 1970s and
1980s, for this increase was less than that of the
total imports and exports of goods of the two
regions, which explains why each of them has
lost relative importance for the other as supplier
and purchaser. Consequently, over the long term
the trade relations between the two groups of
countries have weakened.

Thus, in 1970 the EEc was the main purchaser
of the exports of the Latin American Integration
Association (arap1),® accounting for nearly 33%
of them. In second place came the United States,
which absorbed 28.4% of those exports. In 1987,
however, exports to the latter country repre-
sented 33.4% of the total exports of goods of
ALADI, whereas those to the EEC were no more
than 20%. Similarly, in 1970 over a quarter of
ALADI's external purchases came from the Com-
munity, while in 1987 only a little over 20% did
$0.

The loss of relative importance of ALADI in
overall trade with the EEc is also noteworthy. In
1965, ALADI absorbed 8.2% of the EEC’s exports
outside the Community and provided 10.5% of
its imports. By 1988, however, these shares had
fallen to 3.7% and 5.9% respectively, thus show-
ing that this developing region was virtually mar-
ginated from the European visible trade circuit.

Another two elements which help to sum up
the nature of the trade in goods between Latin
America and the EEc are the maintenance of an
increasingly favourable trade balance for Latin
America and the persistence of “uneven trade”
between the two areas. Thus, whereas manufac-
tures make up 85% of the Community’s exports
of goods to Latin America, they still do not ex-
ceed 20% of that region’s sales of goods to the
Common Market.

3 For statistical reasons, the figures for ALADI are used
as though they were representative of Latin America as a
whole in most of this section, but this does not affect the
conclusions of the analysis.

The low share of manufactures in Latin
America’s exports to the EEC contrasts with the
growing proportion of such products in the
Community’s total imports of goods (almost
60%). This indicates that Latin America’s export
effort should concentrate on manufactures.

2. The Latin American external debt and the ec

Nearly 60% of Latin America’s external debrt,
which amounted at the end of the 1980s to US$
416 billion, is with the international banking sys-
tem. The region has 11 main creditors: eight
European countries (United Kingdom, France,
Federal Republic of Germany, Switzerland
(which is not a member of the EEc), Spain, Italy,
Netherlands and Belgium), plus the United
States, Canada and Japan.

Latin America’s joint credit balance with the
banks of those eight European countries was
close to US$§ 99 billion at 1987 prices. It was
slightly higher than the balance with the United
States banks,* and was a little over three times
that of the Japanese banks.

The European banks have been seeking to
reduce their credit exposure in Latin America,
and after the Mexican crisis of 1982 they grad-
ually began to build up contingency funds to
guard against sovereign risk situations. This
move was subsequently followed by many United
States banks. Unlike the latter, the European
banks can take advantage of favourable banking
and fiscal regulations which even provide for
substantial tax deductions. Thus, in 1989 the Eu-
ropean banks had reserves covering between
50% and 80% of their commitments with devel-
oping countries, whereas the reserves of the
United States banks were only between 30% and
70% of their commitments.

Partly because of their bigger reserves, the
European banks have given only lukewarm sup-
port to the Brady Plan and are showing greater
reluctance to make fresh loans at a time when
they are seeking to reorient their credits towards
the developed countries. At the end of 1986,

4 This contradicts the generally accepted assertion to
the contrary, which was lent credence by the fact that the
European banks showed less interest than the United States
ones in seeking solutions to the debt problem.
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nearly 60% of European international loans had
been granted to industrialized countries, com-
pared with less than 35% in the case of the United
States banks (seLa, 1988). As a result, the Euro-
pean banking system’s credits to Latin America
have gone down to less than 8% of its total loans,
although Spain and the United Kingdom still
have relatively high commitments with that re-
gion.

The European governments maintain-that
direct responsibility with regard to the debt lies
with the commercial banks, the debtor countries
and the multilateral agencies. They also consider
that their contribution to relieving the problem
should be an indirect one, preferably through
the reactivation of their economies and imports.
Some European countries (especially France, the
United Kingdom and Belgium), however, have
played a leading role in the initiatives at the Ven-
ice (1987) and Toronto (1988) summits aimed at
seeking to relieve somewhat the external debt
burden of the less advanced countries.

The Commission of the European Commu-
nities, for its part, has taken a more flexible at-
titude to the external debt problem. It has ac-
cepted that the problem is of a political nature,
and in 1985 and 1986 it acted as interlocutor
with the Cartagena Agreement (which groups
together 11 Latin American countries) in a dia-
logue aimed at reaching a global approximation
that could serve as a basis for recommending
initiatives in specialized forums. Despite the sup-
port of the European Parliament, however, the
Commission’s efforts to forge a common Euro-
pean position and keep up a political dialogue
with the debtor countries of Latin America were
frustrated by lack of support from its member
countries and the fact that the Commission did
not have direct competence in this area.

The Commission’s competence on this mat-
ter is only indirect, being limited to the reper-
cussions caused by the debt problem on its level
of trade. In this respect, it has been estimated
that over a million jobs have been lost in the EEC
because of the drop in European exports to the
heavily indebted developing countries and that
half of this loss may be attributed to the decline

in Latin America’s imports because of the appli- -

cation of adjustment policies in the countries of
the region (IRELA, 1987, p. 21).
~ Allin all, Europe’s participation in the search

for ways to relieve the Latin American external
debt problem has not been very significant, and
it seems unlikely that there will be a substantial
flow of voluntary loans from Europe 1992 to
Latin America. At the same time, the opening
up of Eastern Europe and the political and eco-
nomic interests of the EEC in that area give
grounds for expecting that it will be competing
with Latin America as a recipient of financial
resources.

3. The £xc and its direct foreign investment
in Latin America

In recent years, world flows of direct foreign
investment have increased substantially, due ba-
sically to the improvement which has taken place
in the world economy. However, they have con-
tinued to go primarily to the developed coun-
tries.

If we look at the countries which have re-
ceived flows of direct foreign investment, we see
that there has been a notable increase in the share
of the developed countries and a sharp reduction
in that corresponding to the developing coun-
tries (cTc, 1989). Between 1981 and 1983, the
first-named countries received an average of
72.5% of the total amounts, while in the period
1984-1987 this figure went up to 78.8%, the in-
crease being basically absorbed by the United
States, which has come to receive nearly 45% of
the total world value of these flows. The relative
importance of the developing countries as recip-
ients of direct foreign investment, however, has
gone down from an annual average of 27% in
1981-1983 10 21% in 1984-1987, due inter alia 0
the fact that many of these economies have faced
extremely serious constraints.?

An analysis by regions indicates that Africa
and West Asia maintained their share of direct
foreign investment flows in general terms in the
1980s, with levels of 3% and 1%, respectively.
Southeast Asia’s relative share went down from
11% in 1981-1983 to 9% in 1984-1987, and the
same thing occurred in Latin America and the
Caribbean, whose share fell from 13% to 8% be-

% It should be noted that only in 1987 did the absolute
value of the flows of direct foreign investment to the devel-

oping countries recover and exceed the level achieved in
1981.
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tween the two periods in question. This latter
region suffered the biggest decline in its share
as a recipient of direct foreign investment, with
the average annual value of these investment
flows going down in absolute terms from US$
6.1 billion in 1981-1983 to US$ 5.8 billion in
1984-1987.

Between 1967 and 1988, the share of direct
foreign investment from the Community in the
total flow to Latin America grew from 23% to
28% ° This increase is not very significant if it is
compared with the growth in the Community’s
share of the total world value of direct foreign
investment (which went up from 40.2% in 1967
to 51.2% in 1987). This lag in Latin America’s
share raises the question of the need to analyse
what relative importance Latin America will have
for the EEc jn the light of the Single European
Market of 1992 and the opening up of Eastern
Europe.

4. The EEC and its official development aid
to Latin America

In the sphere of financial co-operation, the Com-
munity as a whole is the main world source of
official development aid, with the United States
and Japan occupying second and third place, res-
pectively. The Community’s share in the world
total of this aid rose from 32.7% in 1970-1971
t0 35.3% in 1986-1987.

Leaving aside the bilateral contributions
which member countries make of their own ac-
cord, the Community’s development co-opera-
tion (the origin of which goes back to the Treaty
setting up the Community) has basically been
oriented towards the developing countries or re-
gions which are associated with it and with which
it has maintained a specially privileged relation-
ship: that is to say, the signatory countries of the
Lomé Agreement, and some other nations lo-
cated in the southern and eastern Mediterranean.

In fact, it was only 30 years after its establish-
ment that the Community decided to extend its
official aid to developing countries which were
not formally associated with it. Only in 1976 did
it begin to channel this aid, on an experimental

% Data obtained directly from the Joint EcLAC/CTC Trans-
national Corporations Unit,

basis, to the developing countries of Asia and
Latin America, which do not receive a very sig-
nificant proportion of the total Community con-
tribution. Thus, the Community’s contribution
to Asia and Latin America in 1976-1988 came to
nearly US$ 4.5 billion, of which Latin America
only received 25%. Africa, for its part, received
over 50% of the Community’s official develop-
ment aid, whereas South America only received
4.8% of it.

Thus, Latin America only gained access to
these benefits at a late stage, and the amounts it
has managed to obtain are not very significant,
not only compared with the developing regions
that have preferential relations with the exc, but
also compared with other areas which are not
formally associated with the Community. The
reasons behind this attitude of the Community
are, on the one hand, the fact that the rgc sees
Latin America as a region at an intermediate
level of development, while on the other the
Latin American countries are felt to be in an area
that is clearly linked with the United States.

5. Bilateral and subregional agreements between the
EEC and Latin America

There are two types of co-operation agreements
between the EEC and Latin America. On the one
hand, there are those which the Community has
signed with various subregions of Latin America
because of the Community’s interest in establish-
ing agreements with groups of countries consid-
ered to be relatively similar. Two such agree-
ments are currently in effect: one with the
Andean Pact and the other with the Central
American countries. In addition, the egc has
signed individual co-operation agreements with
three Latin American countries: Brazil, Mexico
and Uruguay. Allthe above agreements are more
along the lines of framework agreements, since
they do not contain specific commitments, even
with regard to technological collaboration, but
serve rather as basis for dialogue to stimulate
economic co-operation.

These agreements have not fully satisfied
Latin American expectations, since their effects
have been restricted by the limited instruments
and resources available to the Community with
respect to countries which are not associated with
it. In particular, the agreements signed with the
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Latin American countries do not contain finan-
cial protocols, in contrast with the agreements in

11

effect between the Eec and the Mediterranean
countries, for example.

The economic effects of Europe 1992
on Latin America

1. Potential benefits of the Single European
Market for the EEC

In order to obtain quantitative appraisals of the
economic benefits that the Single European Mar-
ket could bring, the Commission of the European
Communities requested, inter alia, a study under
the general direction of Paolo Cecchini, a former
official of the Commission, which was published
in summary form in 1988 in a volume known as
the Cecchini Report.

It is concluded from the analysis that the
elimination of physical, technical and fiscal fron-
tiers referred to earlier will lead businessmen to
reduce both their prices and their production
costs, as they will be facing the pressure of much
wider competition. This drop in prices, in turn,
will stimulate demand, so that there will be an
increase in production, which will lead to further
cost reductions thanks to economies of scale.
Benefits are also expected through the use of
new trade strategies and the improvement of the
efficiency of enterprises through the introduc-
tion of technological innovations and new pro-
duction processes, all stimulated by the dynamics
inherent in the internal market.

In particular, the Cecchini Report quantified
the effects of the reduction of obstacles with re-
spect to customs procedures, government pur-
chases and financial services. It considered that
the biggest benefits would come from the liber-
alization of the latter market, which it is hoped
will lead to the transfer of the lower costs of
financial services to the economy as a whole, thus
reducing prices and increasing demand and pro-
duction, while at the same time the favourable
effects would lead to increased investment in re-
sponse to the lower cost of credit.

According to the report, the above factors

would generate a 4.5% increase in the gross do-
mestic product, the creation of 1.8 million new
jobs, and a reduction of 6.1% in consumer prices.
The public sector balance would improve by the
equivalent of 2.2% of the gross domestic product,
since tax revenue would rise because of the in-
crease in the product, while expenditure would
go down because the keener competition on the
market would bring down the prices of the goods
purchased by the public sector. The greater com-
petitiveness of exports would raise the
Community’s current account balance with the
rest of the world (which at present is more or
less balanced in global terms) by the equivalent
of 1% of the gross domestic product. These ben-
efits would take place on a one-time basis and
would be obtained in the medium term, four or
five years after the integration programme was
completed, that is to say, around 1997,

According to the Cecchini Report, if the gov-
ernments of the EEC countries adopt more ex-
pansionary fiscal policies and spend the whole
of the increase registered in the public sector
balance, then the medium-term increase in the
gross domestic product would rise from 4.5% to
around 7%, the number of new jobs would be
close to five million, the public sector budget
would remain in its present state, prices would
fall by nearly 4.5%, and the current account of
the Community would register a deficit equiva-
lent to 0.5% of the gross domestic product.

Arguments have also been put forward
pointing to the positive effects which Europe
1992 could have on the economy of the rest of
the world. These arguments are considered
below, more in terms of hypotheses than concrete
analyses, since this is a topic which has not yet
been fully dealt with and does not permit cate-
gorical conclusions.



74

CEPAL REVIEW No. 43 / April 1991

2. The possible favourable economic impact of
Europe 1992 on the rest of the world

The Community has declared that the Single Eu-
ropean Market will represent an important step
forward in the search for greater deregulation
and liberalization of international trade. In its
view, Europe 1992 will not be an economic for-

tress but a trading venture. This optimistic out-

look assumes that a regional free trade agree-
ment can be a key element in the construction
of a broader and more multilateral international
trade system.

One of the main arguments put forward is
that if the integration of the European market
produces the expected high growth rates in the
economies of the Community, then the corre-
sponding increase in income could be reflected
in a higher level of imports, which would boost
international trade flows and raise economic ac-
tivity in the rest of the world, since the Commu-
nity is the developed region which is most open
to international trade.

This same line of analysis maintains that pro-
tectionist pressures in the Community will be re-
duced, both because of the expected increase in
the economic growth rate (close to 7% in the
most favourable option) and through the gener-
ation of five million new jobs that such growth
would bring about. Such pressures would also
tend to go down because European firms would
tmprove their efficiency as they were able to take
advantage of economies of scale.

Latin America could benefit from the higher
level of imports of the EEc only if its export struc-
ture is in line with the real needs of the European
market and if its export products are able to
compete in terms of price and quality both with
the rest of the world and with the more efficient
European production.

One element which strengthens the argu-
ment for the reduction of protectionism by the
Community against imports from the rest of the
world is of an institutional nature. It is expected
that the qualified vote introduced by the Single
European Act will eliminate an important factor
favouring protectionism, which is often de-
manded by the weaker nations, regions or sectors
in order to cope with external competition.

Another favourable aspect would be the
lower rate of inflation brought about by integra-

tion of the Community’s market. It may be re-
called that the Cecchini Report foresees a reduc-
tion in consumer prices, which could lead to
lower interest rates if the inflationary expecta-
tions of the economic agents go down too. The
possible reduction of international interest rates
would particularly benefit the countries of Latin
America, because of their high level of external
indebtedness.

Moreover, if the £Ec lowers the prices of its
exports, the rest of the world would benefit both
through more favourable conditions in their
trade with the Community and through the ben-
efits obtained from a more competitive interna-
tional environment in which the United States
and Japan would have to respond by reducing
the prices of their exports in order to face up to
possible improvements in production efficiency
in the EEC.

Another effect of the restructuring of the
Community scheme would derive from the pos-
sthility that in an as yet undetermined length of
time the Community will have a single currency
in which it will carry out all its transactions. This
would be positive for two reasons: firstly, because
it would reduce the number of international cur-
rencies, since in practice 11 of them would dis-
appear, and secondly, because the European
Currency Unit would become a third reserve cur-
rency (together with the US dollar and the Yen),
thus facilitating the co-ordination of macroeco-
nomic policies among the main industrialized
countries.

Furthermore, it may be assumed that the Sin-
gle European Market will involve the reassign-
ment of the EiC’s budget, diverting financial re-
sources from the biggest item of expenditure
—the Common Agricultural Policy (caP)— to re-
search and development and to support for the
regions of Europe most seriously affected by the
need to adjust their economies to meet the new
requirements for higher competitiveness.

The foregoing, together with the pressures
exerted by many countries in GATT to try to get
the £EC to agree to liberalize trade in agricultural
products, and the voices in Europe which point
out the inefficiency of maintaining a Common
Agricultural Policy like the present one, make
the modification of the latter seem inevitable.
Indeed, the xec understands that further prog-
ress in the reform of this policy which was begun
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in 1984 is an element that must be taken into
account for the consolidation of the Single Eu-
ropean Market.

This matter has significant international pro-
jections. The liberalization of world markets for
agricultural products and the elimination of all
types of support for their production, which is
expected to take place gradually, will be an im-
portant stimulus for those countries (particularly
developing nations) which have certain compar-
ative advantages in the production of such goods.

3. Critical appraisal of the Cecchini Report

Probably the most important criticism levelled at
the Cecchini Report is that its projections of the
economic benefits which the Community would
obtain by integrating its markets are based only
on the most favourable scenarios. It may be noted
by way of illustration that according to one esti-
mate (Peck, 1989, p. 21) the benefits could pos-
sibly amount to an increase of only 2% of the
gross domestic product, instead of the rise of
between 4.3% and 6.4% projected in the report.
Moreover, the Cecchini Report does not deal
in depth with the economic adjustment that must
necessarily take place in the nations of the Com-
munity, its intensity and duration, or the adverse
effects it could have with regard to unemploy-
ment. In principle, certain enterprises in some
countries of the Exc could sufter losses by being
exposed to more intensive competition. Indeed,
most of the benefits to be obtained by taking
advantage of economies of scale would come
from a restructuring process which would cause
a by no means insignificant proportion of the
enterprises of the Community to disappear.
According to a study by Smith and Venables
(1988), the number of enterprises would go down
in all branches of industry except cement and
office machines. The most extreme case would
be that of the footwear industry, where 207 of
the 739 firms existing in the Community would
disappear. Some countries would bear a partic-
ularly large proportion of these costs: for exam-
ple, the United Kingdom would lose 46 of its 65
footwear companies, 31 of its 52 carpet compa-
nies, and one of its three motor vehicle firms.
Moreover, the problem of unemployment
will probably become more critical in the short
term, possibly causing serious social and political

_pressures for the restoration of the previous lev-

els of protection or demands that governments
should bear the costs of the liberalization process.
This would be reflected in higher expenditure
on unemployment benefit or in the application
of an expansionary fiscal policy which the public
sector would have to finance through indebted-
ness with the private sector, thus possibly gener-
ating upward pressures on interest rates.

Finally, the success of the Community project
will depend on the political will of the govern-
ments to accept a position which goes beyond
national interests in certain matters: something
that will not be easy to manage, since the benefits
of the unification process will not be equitably
distributed.

4. A different view of Ewrope 1992

Although from the European point of view the
Single European Market is seen as a great move-
ment towards deregulation and economic liber-
alization, some sectors in the rest of the world
see it rather as an attempt to erect a fortress
which will prevent the improvement and further
development of economic relations with the xc.

Thus, various economic interest groups, es-
pecially in the United States and Japan, fear that
the intra-Community restrictions adopted will
later be transferred to the exterior. In their view,
the Single European Market will defend the
Common Market from external competition: the
process of deregulation will cause internal im-
balances which will increase unemployment and
produce still wider gaps between the different
regions of the rrc, leading to social problems and
the resurgence of national or local feelings which
will finally be reflected in an increase in protec-
tionism by the Community.

The question, then, is what will happen as
from 1992 with regard to the protection which
the EEC applies against imports from the rest of
the world. In answering this question, it is nec-
essary to single out at least two of the elements
which make up the concept of protectionism.
The first of these is the common tariff rate, re-
garding which it is necessary to see if the new
levels correspond or not to the weighted average
of the levels currently prevailing in each of the
countries. The second point is that of non-tariff
barriers, regarding which it is important to know
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the rules and requirements which the ecis likely .

to impose on imports.

With regard to tariffs, there are some points
of concern, since when the Eec was set up, the
industrial tariffs were averaged on an arithmet-
ical basis, whereas those applied to the agricul-
tural sector were raised in line with the Common
Agricultural Policy. When Spain entered the kxc,
its industrial tariffs were reduced, but its agri-
cultural protection went up. These two situations
gave rise to intensive negotiations both inside and
outside GaTT. The final decision was not very
clear, even though this body lays down that in
both customs unions and free trade areas, the
level of protection against non-member countries
should not be higher than that existing when
these unions were set up (GATT, 1948, article
XXIV).

Another element which might tend to back
up the theory of “fortress Europe” is the extraor-
dinary growth registered in intra-Community
trade. This grew from 48% in 1963 to nearly
60% of total Community trade today. Even so,
however, it would appear that this increase —
achieved to some extent at the expense of extra-
Community trade — is not yet considered suffi-
cient. Various European studies maintain that
the current imports from outside the Community
should be at least partially replaced by products
of the gkc itself.

With regard to non-taniff protection, it may
be noted that the harmonization of the trade
regulations of the EEC does contain a positive el-
ement for the rest of the world. Thus, it will be
easier and less costly and risky to deal with the
countries of the Community on the basis of a
single system of trade and economic rules and
requirements, instead of negotiating individually
with each of the 12 nations which now make up
this integration scheme.

However, this harmonization will also have
some negative effects for certain developing
countries, since the trade preferences which
some member countries of the Community have
granted to certain developing nations will grad-
ually be eliminated. As from 1993, these prefer-
ences will come under a common scheme to be
decided by the EEc itself.

With regard to this point, it may be noted
that the Community will have still more power
to perfect its arsenal of import restriction meas-

ures, such as reciprocity agreements, anti-
dumping mechanisms, and the new trade policy
instrument’; these measures have been severely
criticized by the rest of the world and have been
accused of lacking transparency. Moreover, the
preferences of European consumers are increas-
ingly inclined towards high quality products
whose technical specifications safeguard health’
and the environment. This attitude could serve
to legitimize the application of more sophisti-
cated trade regulations by the Commission,
which would thus try to satisfy the new demands
of consumers, who represent the ultimate polit-
ical support for the integration scheme.

At the same time, European producers are
deploying all their influence in order to make
the Commission adopt greater protectionist mea-
sures. A substantial proportion of businessmen
in the Community are already producing goods
which are in line with the new quality standards
demanded by European consumers, so that they
are in a position of relative advantage vis-a-vis
foreign competition.

In view of the foregoing, it is reasonable to
expect an increase in the number and a certain
hardening in the nature of non-tariff measures,
rather than a general rise in tariff rates, in order
to provide temporary and selective protection
for certain industries which have to adapt them-
selves to greater external competition within the
Community, at least in such key sectors as elec-
tronics and informatics.

At all events, United States and Japanese
firms plan to get inside the Community’s space
as soon as possible, as a strategic way of avoiding
conflicts which could arise with the possible in-
crease in trade protectionism. Thus, the kEc is
receiving a growing proportion of world direct
foreign investment «Tc, 1989). Between 1981
and 1983, 15% of United States direct foreign
investment went to the ekc, while between 1984
and 1987, the figure rose to 55%. Between the
same years, the figures for Japan rose from 10%
to 17%.

7 This instrument enables private businessmen of the
Community to approach the Commission directly in order
to request protective measures against imports that they claim
are using “unfair trade practices”.
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5. The relative importance of Latin America
for the European Economic Community

a) The EEc and the industrialized countries -

Two recent phenomena have once again placed
the European Continent at the centre of world
attention. The first of these is the further devel-
opment of the Community’s integration scheme,
with the probable incorporation into it of the
countries which currently make up erra. The
second phenomenon is related to the processes
of political and economic reform which are un-
derway in almost all the Eastern European coun-
tries and the redefinition of the political and
economic links between those countries and the
EEC.

This indicates that Europe is moving towards
substantial changes in its political and economic
relations, and the EEc is undoubtedly a leading
actor in this process. The Community plays the
role of the binding factor between the various
countries of the Continent, in order to bring into
effect the old idea of a unified Europe. For this
reason, the EEC attaches high priority to its eco-
nomic and political relations both with the six
countries which currently make up erra (Swit-
zerland, Austria, Sweden, Norway, Finland
and Iceland) and with the Eastern European
nations.

As already noted, the £FTA countries are not
only the main trading partners of the Eec but
have also been steadily increasing their economic
links since the creation of a free trade area be-
tween the two groups in 1973. More recently, in
June 1990, formal negotiations were begun be-
tween these two blocs of countries with a view to
establishing a common economic space with free
circulation of goods, services, labour and capital.
This gives grounds for thinking that further erFra
countries could also request their formal incor-
poration into the Ekc, following the example of
Austria, which formally applied to do this in
1989. Such an expansion would not raise serious
economic difficulties, since the levels of develop-
ment of the EFTA countries are equal or superior
to the Community average.

The EEC’s current position in this respect is
clear. In June 1990, a high official of the Com-
mission said that the Community had chosen to
deepen its activities rather than expand them:

only after 1992, once it had achieved a better
definition of itself, would it begin negotiations
with the European countries which had applied
to join it. Meanwhile, the EEC was negotiating
with the EFTA countries to create a common eco-
nomic space with them.?

With regard to the Eastern European coun-
tries, the momentous political changes which
have been observed in them recently have also
been reflected in the economic sphere, where
the reforms are oriented basically towards the
establishment of private ownership of the means
of production and the fixing of prices through
the market mechanisms.

Although the Western countries view the re-
forms applied in Eastern Europe with a certain
amount of caution, it may be asserted that gen-
erally speaking they have shown great interest in
these processes. Both the Group of Seven and
the Organization for Economic Co-operation
and Development (0EcD) have referred on var-
ious occasions to the need to encourage the eco-
nomic reform processes taking place in Eastern
Europe, in order that these countries may be
fully integrated into the world economy. Not-
withstanding the great interest displayed by these
two bodies and their possibility of establishing
direct agreements in order to tighten their eco-
nomic links with the Eastern European countries,
both of them recognize that in this respect the
EEC has a particularly privileged status because
of the specific nature of its relations with these
countries. It may be noted, for example, that at
the Summit Meeting of the Seven, held in July
1989 in Paris, the EEC was given responsibility for
co-ordinating the aid to be provided by the 24
OECD countries to Hungary and Poland in order
to support the efforts of the latter countries to
transform their economies.

In addition to the financial aid which the
most highly developed Western countries plan
to give to Eastern Europe, the Community’s bud-
get also provides for credits totalling nearly US$
3 billion to assist in the economic reconstruction
of this area between 1990 and 1992. The Com-
munity has also granted a structural adjustment

8 From the statement delivered by Mr. Vittorino Allocco,
Head of the Commission’s Office in Chile, on 5 June 1990
in the Catholic University of Chile.
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loan to Hungary in the amount of US$ 1 billion
and food aid to Poland in the amount of
US$ 256 million.

Furthermore, all the Eastern European
countries which‘adopt economic reforms design-
ed to promote the functioning of the market
forces can take advantage of credits from the
European Bank for the Reconstruction and De-
velopment of Eastern Europe, which the kkc pro-
poses to set up with capital of nearly US$ 13
billion. :

This financial assistance has been comple-
mented with a set of trade liberalization measures
designed to reduce tariffs and eliminate non-
tariff barriers affecting the rrc’s imports from
the Eastern European countries. In addition, cer-
tain exports from some countries of the area,
such as Hungary and Poland, can take advantage
of the kkc’s Generalized System of Preferences:
abenefit which was subsequently also made avail-
able by other orcp countries. Likewise, after
Czechoslovakia had already done so, Bulgaria
and Romania were able to take advantage of the
EEC’s most-favoured- nation clause and they were
also able to do so in some other okcp countries.

The foregoing undoubtedly points to still
closer trade relations between Western and East-
ern Europe, which are already closer than the
links between the latter area and the rest of the
western world. Nearly 8% of the gec’s imports
from outside the Community come from Eastern
Europe: a percentage which is notably higher
than the latter area’s share in the imports of the
United States (around 1%) and Japan (nearly
2%). Likewise, nearly 70% of Eastern Europe’s
exports of goods to 0EcD countries go to the EEC.

The reunification of Germany will undoubt-
edly lead to closer and deeper economic and po-
litical links between Eastern and Western Eu-
rope. Within this same context is the fact that
Hungary wishes to enter the Erc as a full or as-
sociate member. Likewise, the President of
Czechoslovakia has spoken of a “Central Euro-
pean” unit, with historical, cultural, political and
economic links.

In this connection, a high official of the Com-
mission said that the EEc was studying the possi-
bility of transforming the co-operation agree-
ments linking the Community with the Eastern
European countries into true agreements of as-
sociation, with institutional organs to ensure po-

litical and economic co-ordination with them: a
challenge which amounted ultimately to uniting
the whole of the Old World around the same
ideals in order to convert it into a vast area de-
voted to the pursuit of peace and freedom.?

The foregoing shows that the Eastern Euro-
pean countries are of enormous interest to the
k¢ and will be competing with Latin America
for loans, development aid, trade facilities, and
direct foreign investment.

Within the industrialized world that lies out-
side the limits of Europe, the Community has
shown special interest in economic relations with
the non-European member countries of okcD. It
maintains close links with them in the areas of
trade and finance as well as direct foreign invest-
ment, and in fact the United States is the
Community’s main trading partner within an
overall scheme in which Japan is also a key ele-
ment.

b) The £ec and the developing countries

Within the developing world, the EEc has great
interest in its links with the Mediterranean coun-
tries: it has signed association or co-operation
agreements with 12 of them as part of a global
policy aimed at furthering the economic devel-
opment of these countries and promoting mutual
trade.

With regard to the Northern Mediterranean
countries, the EEC grants customs concessions in
respect of most of the industrial products sold
by Yugoslavia, which has also obtained loans
from the European Investment Bank in an
amount of over US$ 700 million over the last
five years. The Ekc has also established special
agreements with Turkey, Cyprus and Malta,
whereby the industrial exports of those countries
can enter the EEC without paying customs duties
and without any limitation on volume, while con-
cessions have also been made in respect of various
agricultural products. Turkey, Cyprus and Malta
have all officially applied to join the EEc.

In the case of the eight Southern Mediterra-
nean countries, the EEC has signed agreements

? Address delivered by Mr. Vittorino Allocco, Head of
the Commission’s Office in Chile, on 5 June 1990 in the
Catholic University of Chile.
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on trade, industrial, technical and financial co-
operation with all of them, whereby the industrial
products of these countries have free access to
the Community market, while specific conces-
sions have also been granted for some agricultur-
al products and financial assistance in the amount

of US$ 2 billion has been provided over the pe-

riod 1986-1991. Special mention may be made
of the close economic links which the gxc has with
Morocco, which has also applied to join the Com-
munity.

The ke also shows keen political and eco-
nomic interest in the Arab nations of the Persian
Gulf, due especially to its dependence on that
region of the world for energy resources. Specit-
ically, it is seeking to expand the existing trade
agreements to cover trade collaboration, transfer
of technology, investment incentives, agricultur-
al development, and other matters connected
with development co-operation.

There are also the 66 African, Caribbean
and Pacific (acp) countries which are signatories
of the Lomé Agreement, These are mostly ex-
colonies of European countries, with which the
EEC maintains especially privileged relations.
Thus, with regard to trade, almost all the acp
countries’ exports to the kx¢ can enter the Com-
munity free of all customs duties, and the Com-
munity has even granted preferences in respect
of products which compete with its own agricul-
tural sector (for example, sugar).

An integral part of this Agreement is the
“Stabex” fund, which is designed to guarantee
the income from exports of basic commodities
by the acr countries to the Community. Another
similar system called “Sysmin” finances the main-
tenance and repair of mining installations, as well
as economic reconversion when the mining po-
tential of the Acp countries is seriously affected
by unforeseeable circumstances.

In addition to these support elements, the
range of co-operation instruments used by the
Community in its relations with the ace countries
includes many other facilities. Financial and tech-
nical co-operation to those countries amounted
to US$ 10 billion between 1985 and 1990 and
was directed, inter alia, to rural and agricultural
development, industrialization, economic in-
frastructure, social development, small and
medium-sized enterprises, telecommunications,
ports and water supplies.

These agreements are renewed every five
years: the latest of them, known as Lomé IV, was
signed in February 1990 and will run untl 1995.
The negotiation process which culminated in that
agreement was different from the three preced-
ing ones, since the original financial demands of
the acr countries were almost 53% higher than
the amount offered by the Community. These
countries considered that the effects of the struc-
tural adjustment processes on unemployment
and public expenditure, plus the drop in the
prices of some of their most important export
commodities and their external debt burden,
meant that the Community should reappraise its
relationship and co-operation with them, par-
ticularly in financial matters but also in the area
of trade.

Finally, reference should be made to the
Asian developing countries which are not mem-
bers of the Lomé Agreement and the Latin Ame-
rican countries. From the Community’s view-
point —because of their low level of per capita
income— the EEC gives the former priority over
the latter, especially with regard to development
assistance and co-operation.

¢) The tec and Latin America

It may thus be seen that Latin America has
not only lagged behind in its economic relations
with the EEc, but has also not received priority
in the Community’s scheme of regional or geo-
graphical economic preferences. This situation
contrasts sharply with the much closer political
relations established between the two regions and
the hope of even closer contacts when Spain and
Portugal join the Community.

Since the EEC does not assign great economic
importance to Latin America, the latter region
may be more seriously affected than the rest of
the world if the economic effects of Europe 1992
turn out to be negative for the countries outside
the Community. On the other hand, if those ef-
fects are positive, Latin America will still not ben-
efit from them as much as the rest of the world,
be it developed or developing, western or east-
ern.

Consequently, in order to cope with the sit-
uation raised by the Single European Market,
Latin America must understand that it forms
part of a broader context of profound changes
in the international economic system and that
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the great challenge this raises must be faced
through regional as well as national efforts.

6. Some action guidelines

Everything indicates that in the medium term
the process being carried out by the Community
will lead to the improvement of its levels of pro-
duction efficiency, with similar responses from
the traditional industrialized countries and the
countries of recent industrialization. It may
therefore be expected that in the future interna-
tional economic relations will be increasingly
competitive. This future situation raises impor-
tant challenges, but also offers opportunities
which must be exploited. Some general guide-
lines for Latin America’s action in this respect
are outlined below:

i) It is essential to ensure that Latin America’s
new insertion in the international economy is in
keeping with the new and dynamic changes in
the structure of world demand. It is vital to make
profound changes in the production of both
goods and services in order to be able to respond
in a competitive manner to the current interna-
tional demands. This will only be possible
through a process of changing production pat-
terns with social equity'” which seeks to raise pro-
ductivity, improve the efficiency of all factors of
production, and increase the added value of ex-
ports.

ii) It is necessary to resume the path towards
regional economic integration with renewed ap-
proaches having real, solid bases: a task which
must be tackled in a manner that goes beyond
the mere search for a geographical space which
facilitates exports to third markets. Latin Amer-
ican integration must also be directed towards
the configuration of a scheme which makes pos-
sible regional co-ordination and consensus-
building in order to improve Latin America’s

" Ec1ac has dealt at length with the issue of changing
production patterns with social equity, which is one of its
main concerns (see ECLAC, 1990a),

bargaining position both with the international
finance agencies and vis-a-vis the great blocs of
countries which are now acting jointly.

1) With regard to the EEc, Latin America
must seek, through its negotiating position, to
raise its economic relations with the Community
to a level similar to that existing in the political
sphere. It should be noted in this respect that
the argument put forward for decades by the Eec
in justification of the low profile of the economic
relations between the two regions has been “the
absence of a valid interlocutor representing Latin
America’s point of view”. Clearly, it is the re-
sponsibility of the region to demolish that argu-
ment, and the only way to do so is by speaking

‘with a single voice.

iv) With regard to the bilateral economic co-
operation agreements between the Community
and Latin American countries, the existing
agreements with Brazil, Mexico and Uruguay
must be further developed and it is essential to
create suitable conditions for the establishment
of similar agreements with as many Latin Amer-
ican nations as possible, in order to develop and
improve the economic links between the two re-
gions in all possible fields.

v) Efforts must be made to establish Latin
American enterprises within the Community, as
ameans of ensuring the marketing of the region’s
goods or services in that area. Consideration
could also be given to the possibility of arriving
at joint production agreements with EEC enter-
prises within the territory of the Community,
which would enable Latin American enterprises
to take part in European public sector tenders,
where a certain minimum local content of prod-
ucts is required.

vi) In the financial field, Latin America
should seek forms of finance different from
those already existing in the Community, by of-
fering realistic and stable incentives for foreign
investment from the various member countries
of the EEc. The investment projects thus agreed
upon could well be accompanied by additional
“voluntary” loans.
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The competitiveness
of the small
economies of the
region

Rudolf Butelaar*
Juan Alberto Fuentes*

This article explores the changes in sources of com-
setitiveness in the exports of small countries to the
industrialized market economies between 1978 and
1988,

The crisis of the 1980s hit the small countries ot

Latin America severely, and their development pros-
pects became closely related to their patiern of inser-
tion in international markets. Important transforma-
tions are taking place. rveflected for example in the
upsurge of non-traditional exports.

The analysis of the items that registered export
growth to thé oEch countries between 1978 and 1988
reveals that unprocessed natural resources and the use
of unskilled and cheap labour account for most of this
growth. Nevertheless, a considerable number of items
where the increase in exports was based on more di-
versified sources of competitiveness, including the in-
corporation of science and technology, can be identi-
ficd. These include products that make use of naturat
resources or cheap labour but fortify their competitive
»osition through marketing strategies of product dif-
1'cl’cntialion: in addition. some examples can be found
of manufactured exports linked to available natural
resources.

The purpose of this article is to contribute to the
analysis of ti'm specific conditions that small countries
must face when transforming their insertion in world
markets, Whereas in large-and medium-sized coun-
tries of the region considerable consensus exists re-
garding the superiority of outward-oriented deveiulp-
ment strategies that emphasize competitiveness on the
basis of technical progress and human resources de-
velopmend, the prospects for this tvpe of development
strategy in small countries seem to be a matter of de-
Iate and require further specific analysis. The article
comes to the {ollowing conclusion: there are examples
in the experience of the vegion which indicate that
there are very sound reasons for seeking to promote
the competitiveness and the sustainabiluy of the de-
velopment of small Latin American and Caribbean
countries by taking advantage of their comparative
advantages ‘and applving science and technology in
sectors whose competitiveness has hitherto been based
on unprocessed natural resources or the use of cheap
unskilled labour.

* Feonomic Affairs Officer in the Joint Ecracexmo In-
dustry and Teclmology Division.

** Economic Attairs Officer in the Office of the Executive
Secretary of Ferac,

Introduction

The widespread literature on the development
ot small nations usually identifies income, geo-
graphical area and population as the main de-
terminants of whether they are considered small
or not (Kuznets, 1960; Perkins and Syrquin,
1989). Size-related constraints on development
are normally associated with small domestic mar-
kets and limited resources, identified with com-
mon patterns such as higher trade ratios and less
diversification on the supply side. Econometric
evidence points to population as a particularly
significant determinant of trade structure and
diversification patterns. Furthermore, size has
also been considered to be an important limita-
tion of developing countries’ room to manoeuvre
or to have policy options, which in turn tends to
reinforce the constraints imposed by other vari-
ables such as ethnic divisions, location, limited
natural resources, high consumer expectations
and a narrow technological base (Seers, 1981).
Ecological constraints resulting from a narrow
resource base in highly populated small countries
is also an issue of growing concern (Foy and Daly,
1989). However, size also seems to have operated
as an important positive challenge leading to
what has been called “democratic corporatism”,
allowing small Western European countries to
combine political stability, social development
and competitive open economies in order to ad-
just to a rapidly changing international economy
(Katzenstein, 1985),

In the case of the small Latin American and
Caribbean nations the crisis of the 1980s that
shook Latin America in general seems to have
induced significant processes of economic trans-
formation involving increased exports of non-
traditional products, in spite of its severe negative
effects. A first objective of this paperis to identity
some of the basic characteristics of this process.
A second objective is to demonstrate that the
competitiveness of increased exports has contin-
ued to be based mostly of these countries’ relative
endowments of unskilled labour and natural re-
sources, subject to constraints of a technological
or environmental nature. A third objective is to
explore or analyze trends which may lead to iden-
tifying ways of favouring the development of new
sources of competitiveness which, in accordance
with ECLAC's recent proposal on “Changing Pro-
duction Patterns with Social Equity” (Ecrac,
1990a), would involve not ounly traditional land
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and labour factors of production but also a grad-
ual absorption or use of technical progress, ap-
plied both to production and marketing.

Following Kuznets’ seminal paper on smail
nations, an upper limit of 10 million (in 1988)
was chosen as the determinant of those Latin
American and Caribbean countries identified as
smallin this paper, while a lower limit of 1 million
was established in order to exclude nations which
are sometimes considered “microstates” and
which have further specificities which differen-
tiate them from slightly larger countries. After
exclusion of the countries for which there are
certain statistical data problems (Cuba and Pana-
ma), or where cases of increased exports are al-
most non-existent (Nicaragua), an analysis was
undertaken of the evolution of the following
twelve Latin American and Caribbean nations,
consisting of four from the Caribbean: Trinidad
and Tobago, Jamaica, Haiti and the Dominican
Republic; four from Central America: Guate-
mala, El Salvador, Honduras and Costa Rica; and
four from South America: Ecuador, Bolivia,
Uruguay and Paraguay.

This paper analyses what appear to be the
basic recent trends in small countries’ participa-
tion in the international economy, taking the per-
formance of their exports to 0kcp countries as
an indicator of their competitiveness. To begin
with, sources of competitiveness at the national
level are considered (section 1 below), taking into
account factor intensity of unskilled labour and
natural resources. The next section (section 1)
then focuses on sources of competitiveness at the
industry level, analyzing the growing complexity
of new sources of competitiveness, including
technological progress and industrial clustering.

The exercise uses import data registered in
the oECD countries. This approach has the disad-
vantage that it does not necessarily provide a
complete picture of the countries’ competitive-
ness. However, these data, which are homoge-
neous and recent, give an uncompromising view
of international competitiveness, unblurred by
the effect of reciprocal Caribbean or Latin Ame-
rican trade preferences.! The analysis is based
on the comparison between 1978 and 1988 im-
port data of OECD countries.?

Sources of competitiveness at the national level

Considerable progress has been made in the con-
ceptualization of sources of competitiveness. Dosi
and Soete state that “revealed comparative ad-
vantages appear to be the ex post result of sector-
specific and country-specific learning dynamics,
and of the related international and intra-
sectoral changes in competitiveness of firms and
countries” (Dosi and Soete, 1988). According to
Porter, the competitive advantage of nations
would be determined by a “diamond” which in-
volves the dynamic interaction of the factors of
production, home demand, market structure
and company strategy, and related and support-
ing industries (Porter, 1990).

In the case of small Latin American and Car-
ibbean nations, the main and sometimes sole
source of competitiveness of new exports would
appear to be given by the relative availability of
low-grade factors, including specifically unskil-

led labour and (constrained to a greater extent
by limited geographical area) natural resources.?
Furthermore, the relative weakness of the other
determinants of competitiveness, often affected
negatively by the small size of these countries
(particularly as regards competition, size of home

! This approach excludes any normative consideration
of the effects of reciprocal trade preferences, as well as of
the infant industry argument based on eventual exports to
competitive markets after having access to preferential mar-
kets.

? These dataare ci¥ and therefore not comparable with
the rOB export data of the small countries themselves. Dif-
ferences may also arise from timing of (export or import)
registration and from treatment of free processing zones.

3 Including extremely fertile land, as on the Pacific coast
of Central America, favourable climate and beaches as in the
Caribbean, and minerals.
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demand and the performance of supporting in-
dustries), has placed a heavy burden on the re-
lative availability of traditional factors of produc-
tion as the sole determinant of competitiveness.
This, in turn, is linked to the relatively weak in-
dustrialization processes of the small Latin Ame-
rican and Caribbean nations in the past, which
have limited their possibilities of advancing to-
wards the constitution of a balanced “diamond”.

In order to determine the relative factor in-
tensities of those products with export growth in
small Latin American and Caribbean countries
during the 1978-1988 period, the total exports
which increased during this period (x1) were bro-
ken down into exports of primary products based
on unprocessed natural resources (NR), exports
of labour-intensive industrial products (xiv),
exports of industrial products intensive in pro-
cessed natural resources (XINR) and exports of
other industrial goods (x10).* First, the 3-digit
SITC categories corresponding to total exports
(x1) which grew during this pertod (what
amounts to additional (marginal) exports) were
added together.

The results are heterogeneous, as can be seen
from table 1, with the highest relative increases
taking place in the Dominican Republic (170.1%)
and Costa Rica (110.0%), followed by Paraguay
(105.8%) and Haiti (101.0%). Second, a distinc-
tion was made between industrial goods exports
{manufactures and semimanufactures) and pri-
mary products (rN), while disaggregating indus-
trial products into those which are relatively in-
tensive in unskilled labour (xiL), those intensive
in natural resources (XINR), and others (x10), the
latter presumably being intensive in capital or in
technology?

4 Arithmetically, XT = NR + XIL + XINR + XIO.

5 Primary products were defined as those corresponding
to sections 0, 1, 2 and 3 of the sitc Rev. 2, and industrial
products as those corresponding to sections 4 to 8. Exports
of gold which corresponded to mining were included in the
first group, but they were excluded if they were due to the
sale of Central Bank reserves. Unskilled-labour-intensive
chapters or groups were defined as those which had 10%
lower wages than the average wage in the United States,
using Hufbauer's information on wages per man. (See G.C.
Hufbauer, “The Impact of National Characteristics and
Technology on the Commodity Composition of Trade in
Manufactured Goods”, in R. Vernon, ed., The Technology Fac-
for in International Trade, NBER, Columbia University Press,

Table 1
(MARGINAL) VALUE OF EXPORTS WHICH GREW
BETWEEN 1978 AND 1988*

(Thousands of US§ and %)
Thous. US% % of 1978

Dominican Rep. 1 207.4 170.1
Costa Rica 784.8 110.0
Paraguay 320.5 105.8
Haiti 271.0 101.0
Ecuador 923.7 77.4
Uruguay 338.0 75.1
Honduras 418.4 68.2
Jamaica 337.6 44.9
Guatemali<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>